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PREFACE . 
As is stated in the Preface to Part I of this Report/ the As-

sembly of the League of Nations instructed the Economic and Fi
nancial Organization of the League in October 1937 to consider 
the measures that might be employed "for preventing or mitigat
ing economic depressions"; and a Delegation, of which we are 
members, was appointed to prepare a report on this subject. 

Our work was interrupted by the outbreak of war; and, in view 
of the rapid changes both in economic conditions and in public 
opinion on economic questions caused by the war, it was not until 
1943 that it seemed advisable for us to :resume our meetings. In 
the meantime, however, the Economic, Financial and Transit De
partment of the League had conducted a series of studies on post
war economic problems which greatly facilitated our work and 
enabled us to issue the first Part of our Report in April1943 under 
the title "The Transition from War to Peace Economy". In this 
first Part we endeavoured to trace the broad lines of policy which 
in our opinion governments should pursue in order to effect as 
smooth and as r~pid a transition as possible from W!tr to peace 
economy. · 

In the present, final, Part of our Report we are conceri}ed with 
the longer-term problem of securing economic stability and the 
fullest possible use of productive resources, once those resources 
have been effectively readapted to peacetime requirements. 

We greatly regret to have to record the death of two members 
.of our Delegation, Sir Frederick Phillips, who had acted since our 
first meeting in 1938 as our Chairman, and Dr. G. H. C. Hart, 
only recently appointed to replace another member. With the 
authorization of the President of the Council of the League of 
Nations, Mr. Costa Da Rels, the Ron. R. H. Brand and Dr. D. 
Crena de Iongh have been appointed to fill these vacancies in our 
membership which have so unhappily arisen. 

The Delegation, in addition to its meetings in 1938, 1939 and 
1943, has held five sessions between October 1944 and February 
194~ at Princeton, New Jersey. The members of the Delegation 
serve in their individual capacity and not as representatives of 

1 League of Nations, TluJ Tf'ansUion from War to Peat:B Economy: R~port of 
the Delegation on EcoJOomic Depresliofll, Part I {League of Nations, 1943. II. A. 8). 
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governments ; certain members~ while accepting the report .as a 
whole as being a valuable' contribution to the .understanding of 
the problems with which it deals, must, in view of the official posi
tions which they hold, put themselves on record as not being iden
tified with every specific measure proposed or discussed therein. 
The meetings at Princeton devoteq to tlus second Part of our Re
port were attended by the following members or their substitutes: 

Mr. W. W. Riefler (Chairman), 
The Honourable R. H. Brand, C.M.G., 
Mr. W. Domaniewski (replacing Mr. Z. Karpinski), 
Professor Carter Goodrich (representing the International De

velopment Works Committee of the International Labour 
Organization), 

Dr. D. Crena de Iongh, 
Mr. F. L. McDougall, C.M.G., 
Mr. R. Marjolin (replacing Mr. Z. Karpinski), . 
Proft;ssor Oskar Morgenstern, 
Mr. Louis Rasminsky (replacing Mr. G. F. Towers), 
.Mr. G. F. Towers, C.M.G. 

We were fortunate enough to be able to benefit, also, from the 
valuable assistance at all our meetings of Professor G. Haberler; 
and we have had the advantage of the attendance at our meetings 
of experts of the International Labour Office. Finally, the Dele
gation wishes to record its warm appreciation of the contributions 
made by Dr. Alexander Loveday and the officials of the Economic, 
Financial and Transit Department of the League, without whom, 
indeed, the Report could not have been prepared. 

February 113th, 1945 



INTRODUCTION 

1. THE NATURE OF THE PROBLEM BEFORE US 

We are concerned here with the long-tenn problem of cyclical 
fluctuations in economic activity, and not with the special causes 
of instability in th!'! immediate post-war period of transition from 
war to peace economy, which we have discussed in Part I of our 
Report.1 At no moment of time, however, will it be possible to state 
that the transition period is closed and that economic life and or
ganization have assumed their peacetime form. Nor will the effects 
of the present war ever have completely exhausted themselves. We 
are concerned therefore with a world which will be widely different 
from what we have known in the past, and a world still bearing the 
brutal marks of long years of warfare. But we shall assume a situa
tion in which the productive forces are once more mainly devoted 
to the preparation and distribution of goods required for civilian 
production, in which demobilization has been successfully effected, 
and the long-term factors of instability which have characterized 
the economic history of the last century and a hal£ or more are 
once again as influential as any factors born of the war period. 

This, like the preceding Part of our Report, owes mucl:). to the 
past work of. the Economic, Financial and Transit Department of 
the League on business cycle analysis, in particular to that of Pro
fessors G. Haberler and J. Tinbergen.8 In "Prosperity and De
pression", Professor Haberler has critically I!IUrveyed and classified 
the whole field of business cycle theory. He found certain impor
tant differences of opinion among various writers concerning the 
causes and causal relationships, but about. the general mechanism, 
"a much greater harmony.,. than the superficial observer would 
believe or even than these same writers would be Willing to admit''. 
Certain of the theories classified by Professor Haberler were later 
subjected to statistical tests by Professor Tinbergen, and there-

1 League of Nations, The Transition from War to Peace Economy: Report of 
. the Delegation. on Economic Depruaiona, Part I (League of Nations, 1948. II. A. 8). 

2 Gottfried Haberler, Pro1penty and Deprsuion: 4. Theoretical .tl.nalysil of 
Cyclical Movements (League of Nations, Geneva, 1989. II •. A. 4(1)< Third Edition, 
enlarged by Part III, Geneva, 1941). · 
. a J. Tlnbergen, The Statiltical Testing of Bmine11 Cycle Theory (League of 
Nations, Geneva): Vol. I,, 4. Method and ita .tl.pplication to. ln'Dsatmsnt J!l.oti'Oity 
(1938. II. A. 28); Vol. II, BmmeBI Oycl86 in the Unitetl8tat86 of .tl.menca, 1919-
199S (1989. II. A. 16). 



[ 16 J 
suits of Professor Tinbergen's wor~ suggested not onl! that there 
may be differences of opinion about the causes of busmess cycles, 
but that individual cyclical movements may in fact ?ave different 
causes. But these differences do not necessarily imply equivalent 
differences in the means of prevention or cure. We shall, however, 
have to distinguish between different types of_ depressions for 
which different policies may be required. A state of depression, un
employment and reduced production may be the result of the cur
rent ebb of business activity associated with the investment cycles; 
or it may be the result of structural maladjustments, the failure 
of particular countries or industries to adapt themselves to deep
seated changes in demand or supply conditions; or it may be the 
result of exceptional forces extraneous to the economic system 
affected. Since we b!i!gan our work the greatest of all extraneous 
forces, war, has again affected the whole world. History shows that 
depressions which occur in the first decade or more after major 
wars tend to he of exceptional violence and duration. We have to 
face, therefore, the probability of depressions occurring owing to 
any or all of these three types of causes and that at least certain 
of these causes will prove to be of exceptional virulence. 

There is a growing measure of agreement among economists 
and politicians about the most important means of prevention and 
cure. It is our aim to crystallize this consensus of opinion. But, 
important as this evolution of opinion is, we have to face the fact 
that governments had not before the present war recognized any 
definite obligation to maintain a high and stable level of employ
ment. We are forced, therefore, to draw conclusions based rather 
on the present state of thought and theory on this subject than on 
practical experience of the successful execution of anti-depression 
policies. We have no doubt that when these theories are tested in 
the crucible of history some will require modification, some adapta
tion to unforeseen conditions, and that some new theories will have 
to be evolved. 

2. THE INTERNATIONAL ASPECTS OF THE PROBLEM 

A great deal of the discussion which has taken place has been 
confined to the problems of a single country and has tended to 
i~ore the- ~ternational implications of the anti-depression poli
Cles that rmght be pursued by that country. Although we cannot 
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ignore local or partial depressions, our major concern is with those 
fluctuations in business activity which spread from country to 
country and tend to affect the whole world. We have, therefore, to 
consi~er not only the policies which might be adopted in the major 
industrial countries, in which we believe depressions are usually 
generated, but those appropriate for less developed economies, 
and, above all, those concerted international policies and instru
ments by which the spread of depressions may be controlled and 
checked. 

We wish to draw special attention to the international aspects 
of this whole problem; for there is in our opinion a danger that 
governments, inspired by the desire to maintain a high level of em
ployment at home in all circumstances, may pursue policies which 
not only give rise to unemployment elsewhere, but, by blocking the 
channels of trade, or obstructing the productive transfer of funds, 
will retard economic progress both at home and abroad. Cyclical 
fluctuations in business activity in an economically integrated. 
world are not a national but an international phenomenon, and 
require not only national but international action. 

The history of the last pre-war decade affords more than ade
quate proof of the truth of this fact. The Great Depression which 
began in 1929 had left no part of the world untouched. Every
where, though in varying degrees, it levied its toll; men without 
work while machines were idle and raw materials were in glut; 
poverty, want, destitution; the moral and psychological frustra
tion of enforced idleness. By 1938, when we began our work, most 
countries had emerged from the depths of depression reached in 
the early 'thirties, and national economic activity in most parts of 
the world was at a highe1·level than in 1932 or 1933. But in large 
and important areas there remained great numbers of workers 
unemployed, and this unemployment was to a considerable extent 
the natural effect of the breakdown of international economic rela
tions which resulted from the first measures of uncoordinated 
national defence·against the onslaught of the depression. 

l\1oreover, these measures were in no small degree responsible 
for the weakening of the fabric of international economic relation
ships, the virtual breakdown of the international economic system. 
In the situation of mass unemployment and mass poverty which 
developed in the Great Depression, it would have been morally im~ 
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possible for the governments of the world to have stood idly by and 
to have waited for "natural economic forces" to cure the situation, 
even if such a negative policy had been intellectually defensible. 
In the event, each government took separate steps to alleviate dis
tress and to revive agriculture and industry withi~ its own fron
tiers-steps that varied with the means at the disposal of each 
state, with the prevailing social and economic philosophies and 
with the current diagnosis of the nature of the economic ills affiict
ing the community. But in thus describing what was done we 
probably exaggerate the extent to which the measures adopted 
in dealing with the depression were in fact part of ~ystematic and 
coherent policies. As often as not, these measures were merely ex
pedients imposed by the pressure of events and directed towards 
an immediate and visible objective-the succouring of a group 
particularly hard hit, the bolstering-up of a tottering :financial 
structure. 

The mos~ striking fact which emerged from the Delegation's 
first examination in 1938 and 1939 of the measures which different 
coup.tries have adopted in attempting to Cl.eal with the Great De
pression was the extent to which these measures (if based on any 
theory at all) were based on the concept of a limited market both 
in the international and in the domestic field. Attention was con
centrated mainly on the division of the market as between nationals 
ap.d foreigners and as between competing groups of nationals. The 
possibilities of general expansion were not fully explored; and 
sight was largely lost of the fact that a greater share of a con
tracting market·may be less than a smaller share of an expanding 
market. In the international field the policies adopted in conse
quence of this view-for example, tariffs, quotas, multiple cur
' rency practices, exchange controls, subsidization of exporls--:-like 
the depression itself; inevitably contributed to the fractionaliza
tion of the world economic system and were of a type which aggra-
vated the economic difficulties of other countries. · 

So far as certain of the smaller countries' were concerned the 
restrictive measures that were adopted in the decade preceding 
the outbrea~ of war were t~e reflex and necessary counterpart of 
other measures to promote mternal recovery designed to raise the 

·purchasing power of particular sections of their communities. 
Lacking adequate international reserves, the balance of payments 
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position of these smaller countries forced· them to seek the shelter 
of restrictive contro~ for their domestic recovery measures. In the 
aggregate, these actions helped to shatter the weakened fabric of 
world economic relationships. 

But the economically more powerful countries, although they 
had less reason to be concerned with the risk of their reserves be
coming depleted, contributed no less, through the poliCies they 
adopted, to the disruption of the economic system under which the 
world had :previously operated .. For they, too, proceeded to restrict 
imports by raising tariffs, by fixing quotas or by devaluing their 
currencies-and this in spite of the special responsibility for main
taining general economic activity that the size of their markets 
imposed on them. 

In so far as the explanation of these policies is to be found 
in economic phenomena-and political conditions undoubtedly 
played their important part-it would seem to lie in the fact that 
there was at that time no agreed opinion about the measures by 
which it would be possible to overcome a depression as deep as that 
with which the world was confronted at that time. All those gov
ernments which did in fact adopt constructive measures were ex
perimenting; and there was little hope that a common view con
cerning which experiments were likely to prove successful could 
have been formulated. In the absence of any agreed principles of 
action, it was natural that tlU"ough such machinery as existed for 
securing joint and co-ordinated policies it proved impossible to 
resolve the problems with which statesmen were beset. But there 
was in reality no unavoidable conflict between the natural preoc
cupations of each country with its volume of employment or level 
of income on the one hand, and the healthy functioning of the 
international economic system on the other. It would have been 
as feasible for countries to have adopted anti-depression policies 
from which all would have benefited if adopted in unison, as it was 
for them to adopt policies which, when generalized, injured all. 
What was lacking was a knowledge of the appropriate measures 
with which to overcome the depression, a preconcerted system for 
the uniform application of such policies, and sufficiently powerful 
international agencies such as those now proposed, which might 
on· their own initiative have contributed to recovery. In default of 
a common philosophy and in default of these necessary instruments 
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of policy, the will to act jointly could not develop. Moreover, ~c
tion urgently required and imperatively demanded by the great 
mass of the people so tragically affected by the depressio:q. could· 
not wait for the evolution of a doctrine or the 'construction of an 
international mechanism; hence, governments resortea almost 
blindly to a policy of "sauve qui peut". 

The main strand of thought which has run through the work 
of the Delegation since its inception has been that so long as na
tional economic policies are based on fear and not on confidence 
and mutual aid they are bound to be essentially negative, re
strictive, self-destructive. Fear of war was no doubt the greatest 
deterrent to the pursuit of rational economic policies; and we have 
insisted, in the body of our Report, that a sense of political security 
is an indispensable prerequisite to the achievement of economic 
stability with a high standard of living. But even if the fear of 
war is eliminated, there is a grave danger that economic policies 
which are based upon another fear-that of unemployment-will 
be defensive and anti-social in character. What is required is the 
substitution of positive for negative aims-not the relief of un
employment when it develops, but the attainment of high and 
stable levels of output and employment in keeping with the capac
ity of industry and agriculture; not the protection of particular 
interests against foreign competition, but the encouragement of 
general expansion. 

The economic distortions produced by the war will undoubtedly 
make the attainment o£ the objectives of policy which we have set 
ourselves more difficult. On the other hand, the war itself has pro
vided the most striking possible demonstration of what can be 
accomplished by national policies directed towards common and 
positive aims. The main task before us is to adopt positive peace
time objectives and to pursue these objectives with the same driv
ing force, the same inner compulsion as have prevailed during the 
war. 

There are fortunately good grounds for hoping that govern
~ents will take a broader view and adopt more courageous policies 
m the future; for not only have a number of governments formally 
expressed their determination to maintain a high and stable level 
of employment at home, but in their recent declarations the 
United Nations have repeatedly insisted on the need for more. 
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effective international economic collaboration than we experi
enced in the inter-war period. 

3. GENERAL OBJECTIVES OF POLICY 

We have drawn attention in the Introduction to Part I o£ our 
Report to the changes that have been taking place durl.ng the war 
in public opinion on economic questions-the belie£ that we should 
think in terms o£ consumers' needs first, and then in terms o£ our 
mechanical, scientific, and human power to satisfy those needs, the 
belie£ that wide differences in the standards of living of different 
peoples are a menace t_o social order and international understand
ing, the growing sense o£ world unity. These changes are affecting 
the generally accepted objectives of economic policy today and 
must affect the tenor o£ our reasoning and our recommendations. 
In order to make clear, therefore, the considerations which we 
have had in mind when formulating the proposals which we m~ke 
later, we repeat here the summary o£ the objectives of policy set 
out in our earlier introduction. 

We believe that the objectives of economic policy should be to 
assure: 

"1) that the fullest possible use is made of the resources of 
production, human and material, of the skill and enterprise o£ 
the individual, of available scientific discoveries and inventions, 
so as to attain and maintain in all countries a stable economy 
and rising standards of living; 

2) that, in so far as possible, no man or woman able and will
ing to work should be unable to obtain employment for periods 
of time longer than is needed to transfer from one occupation 
to another or, when necessary, to acquire a new skill; 

3) that in the use of these productive resources, the provision 
of goods and service to meet the essential physiological needs of 
all classes of the population in food, clothing, house l'Oom and 
medical care, is a prime consideration; 

4) that society distribute, as far as possible, the risk to the 
individual resulting from interruption or reduction of earning 
power; 

5) that the liberty of each individual to choose his own occu
pation is respected and is promoted by more nearly equal edu
cational opportunities; 
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6) that the liberty of each country to share in the markets 

of the world and thus to obtain access to the raw materials and 
manufactured goods bought and sold on those markets is pro
moted by the progressive removal of obstructions to trade ; 

7) that the benefits of modern methods of production ate 
made available to aU peoples both by the progressive removal 
of obstructions to trade and by courageous international meas
ures of reconstruction and development.m 
What is required is not only a high level of employment, but 

efficient employment. Policy must be concerned not only with the 
size of the national income, but also with its distribution, must aim 
not only at reducing the risk of unemployment, but also at an 
·equitable sharing of its burden. It must be designed to promote 
the welfare not of some nations only, but of all, and to assure the 
smooth working of the economic system without impairing es
sential human liberties. 

+. THE IMPORTANCE OF SOUND TRANSITION POLICIES 

As we have stated, this Part of our Report is not concerned with 
the transition period, with which we dealt at length in Part I; 
indeed, we assume throughout this volume· that the problems of 
the transition have been successfully overcome, and address our
selves here exclusively to the longer-term problem of securing 
economic stability and the fullest possible use of productive re
sources. But it is our duty to emphasize again that the immediate 
problem is that of the transition period; the method of dealing 
with this period is likely to determine the character of economic 
policy for decades to come. The danger is that the policies fol
lowed, particularly in the field of international action, will not be 
commensurate with the magnitude of the problem, and that con
certed policies will not be worked out nor the institutions necessary 
to give effect to them established before the emergencies of the 
transition are upon us. · · . · 

It is a matter of the. utmost urgency that agreement among gov
ernments on the matters we have mentioned should be reached 
soon, so that the machinery will be in functioning order when the 
emergency does arise. If this is not done, it seems inevitable that 
the ad hoc uncoordinated decisions of individual governments to 

1 The Tt'aflritioa ft'om Wat' to Peace Ecoaomy (League of Nations), p. 14. 
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deal with specific problems. confronting them at that time (whether 
thes? ;Problems relate to import controls, surplus stocks of com
modities; or exchange control practices) will be of a defensive 
rather than of an expansive character and that these defensive 
policies embarked. on in the transition ~eriod will set the tone of 
international economic policy for a long period to come. We would 
also urge that in th~ approach to these problems the guiding spirit 
should be _th~t which actuated governments in adhering to· the 
general prmc1ples of the Atlantic Charter and Article VII of the 
Mutual Aid Agreements. Short-run considerations of expediency 
~a y from time to time appear to indicate a temporizing approach i 
the immediate difficulties of bold action rimy make the temporiz
ing approach appear to be more realistic than a bold and far
sighted view, Realism is, however, not to be confused with myopia. 

The world has learnt much in recent years about the means by 
which active economic conditions may be maintained. If we fail to 
attac~ the transition problems boldly, if we make a bad start after 
the war, the cause will lie, therefore, rather in lack of purpose than 
in lack of knowledge. The history of recent years demonstrates · 
that it is only by concerted action among nations, conceived 
in terms of a realistic recognition of the mutual dependence of 
one country's prosperity on that of its neighbours, that any en
during policies of economic stability can be worked out. If we fail 
again to work out these policies, if we repeat the economic history 
of the 1930's, it will not be so much because we are in doubt as to 
the right policies, as because at the time when greatness and vision 
were called Jor we failed to measure up. The history of the past 
generation has been a history largely of temporizing and make
shift expedients. Let us hope that this dark chapter wil~ soon ~e 
finally closed. The Delegation does not u_nderrate the d~fficult~es 
of a co-operative effort; but the alternat:ve has b~e~ tr1ed, mth 
results only too apparent. The only genumel~ realisti~ an~ pr~c
tical view is that the co-operative effort, notw1thstandmg 1ts diffi-
culties, must now be made to work. . · 

Indeed, the major challenge for democratic st~t~s~en and ~d
ministrators after this war will be that of maXIIDizmg mater1al 
wealth without jeopardizing human libe.rt~es. That is the goal_ of 
statesmanship, and we with our more lim1ted task of proposmg 
measures to prevent any slackening in the progress towards that 
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goal must keep this challenge constantly in mind. It does not fall 
Withln our competence to suggest means by which all the factors of 
production may be so marshalled as to maximize production, or to 
advise upon the innumerable technical and scientific problems that 
present themselves. Our task is to suggest means by which the gen
eral mechanism of the whole economic system may continue to 
function without halt or hindrance. We should fail to meet our 
responsibility were we to underestimate or belittle the difficulty. 

5. THE STRUCTURE OF OUR REPOR'l' 

Owing to the complexity of the problem with which we have to 
deal, we have thought it desirable to preface our c;onsideration o£ 
policy by a. Section setting out the nature and mechanism of de
pressions in industrial and other states and the structural changes 
which the world is undergoing. The second Section deals with 
policy, and at the end of this second Section we have added a 
chapter summarizing our conclusions. We have endeavoured in 
this summary to throw into relief those conclusions which seem to 
us to be of major importance. But in practice policies must always 
be adapted to the circumstances of the moment; on one occasion 
one, on another occasion another instrument of policy may be the 
more appropriate. While it is hoped, therefore, that this final 
chapter may prove of value as a guide, it should not be read with
out reference to the earlier chapters on which it is based. 



Section I. 

The Nature of Dep~essions 
CHAPTER I 

STRUCTURAL FACTORS 

~he ebb and flow of business, which we now characterize as the 
business cycle, take place in a given economic environment of in
stitutions and habits. These tide-like movements appear to be an 
inherent characteristic of an individualistic economy and to be 
related to the process of capital accumulation and economic pro
gress under that system. In more primitive societies they find their 
partial counterpart in lean and fat years, in the alternation of 
abundance and famine. 

Progress in individualist economies has not taken the fo1·m of a 
steady uphill climb to new levels of output and well-being, but 
has been marked by successive spurts and halts, by alternations of 
periods of prosperity and depression. Each successive spurt differs 
in some ways from its predecessors; new paths are explored and 
fresh ground broken. Similarly the periods of arrested advance 
differ. But all periods of prosperity or of dep1·ession have certain 
characteristics in common. The former are marked by a 1·apid ac
cumulation of real capital (investment by producers and consum
ers in durable goods) and of working stocks, associated with a' 
general rise in incomes and demand; while periods of depression are 
marked by a sharp decline in the output of capital goods and in 
working stocks, associated with a general contraction of incomes 
and of demand. 

As industrialization progresses and a greater proportion of the 
total productive forces of any country is devoted to the manufac
ture of capital goods, the instability of the eco)lomic system in
creases, depressions a1·e liable to become more intense and the risk 

· of unemployment becomes more serious. 
Certain indirect effects of this industrialization accentuate the 

tendency to instability. Amongst those of particular importance 
are the effects of the slowing up of the rate of population growth 
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which seems to accompany the process of urbanization, and the 
changes in demand to which increased wealth due to industrializa
tion gives rise. 

1 •. DEMOGRAPHIC INFLUENCES 

The first effect ~f the increased wealth and productivity in 
Western Europe, which was ~ssociated with the revolutionary tech
nical developments and accumulation of capital in the last century, 
was an unprecedented increase in population. The improvement 
in health associated with the rising standard of living led to a 
spectacular decline in the death· rate and consequent sharp increase 
in populations in the advanced indush:ial countries during the 
major part of the 19th Century! But tlus fall in death rates was 
accompanied or preceded by a fall in birth rates in industrial coun- · 
tries, the movement beginning in France as early as 1830, in Scan
dinavia and England after 1890, and in Germany, theN ether lands 
and Czechoslovakia after the turn of the century. Since 1910 the 
downward movement has been greatly accelerated and has been_ 
spreading since the last war to the industrial area11 of North Amer
ica, Oceania and elsewhere. In almost all highly urbanized coun
tries the rate of populat~on growth has in consequence flattened 
out, and declining population is to be foreseen if the anticipated 
excess of deathS over births is not made good by immigration. The 
following estimates for certain European countries, which do not 
include the effects of the present war, are characteristic. 

TABLE I 
Past and Future Population Trenda in Advanced Industrial Countriea 

Total Population (OOO,OOO's) 

1914 1940 
United Kingdom 

50.2 and Ireland 46.1 
Sweden 5.'/ 6.88 
C2echoslovakia 15.8 
Germany 67.8 69.1 
Belgium 1.'( 8.81 
France 89.8 41.2 

1946 

_50.6 
. 6.88 
15.5 
71.2 
8.85 

40.8 

Projsctwm 2 

1960 1956 1960 1966 1970 

50.6 
6.87 

15.6 
72.0 
8.84 

40.8 

60.2 
6.81 

15.6 
72.2 
8.27 

89.7 

49.4 
6.21. 

15.5 
71.8 
8.16 

89.0 

48.2 
6.05 

15.2 
71.1 
7.98 

88.1 

46.8 
5.84 

14.9 
69.8 
7.76 

86.9 

Tilt. 6(11) countries 167.1 190.8 192.8 198.2 192.8 190.1 186.6 . 182.0 

1 Of. Final Report of Ths Mwed Committee of the League of Natwm oa the 
BslatW,. of Nutritron to Health, .4.gricultwr• and Economic Policy (League of 
Nations, 1937. II. A. 10), London, 1987, Chap. II. 

2 Th• Futwrs Populatwa of Europs and th• Soviet Unroa (League of Nations, 
19M, XI, A. ~), pp. -56 and 76. 
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The rapid expansion of population during the nineteenth cen

tury prob~bly ~elped to maintain active employment. Such an ex
pansiOn g1ves riSe to a relatively steady and persistent growth in 
the ~emand for su~h comm?dities of basic necessity as food and 
clothing, and the mcrease m the number of families provides a 
steady dema~d for .new houses and all the durable goods (furni
ture, domestic appliances, etc.) connected with the setting up of a 
home. Other types of investment, particularly schools, but roads, 
railways, and public utilities as well, are also related to the growth 
of population and increase steadily with population. At the same 
time an expanding population renders the economic system more 
adaptable to change. The labour force is younger and able more 
easily to learn new skills, and important shifts in demand and 
production can be met largely by a change in the flow of new 
recruits into industry instead of by the more difficult process of 
shifting those already employed. 

A slowing up of population growth or a declining population 
affects employment and stability in precisely the opposite way. 
Certain types of investment opportunities-those particularly re
lated to the number of households and to the size of the population 
-decline; the working population becomes older and less adapt
able, while changing demands may involve shifting workers out of 
existing industries, with inevitable transfer frictions and unem
ployment. A retardation of population growth, moreover, renders 
consumers' demand more unstable. For with a smaller proportion 
of children in the population the demand for immediately consum
able and indispensable goods such as food and clothing becomes 
relatively less important, and the demand for luxury or semi
luxury goods, more important. This latter demand can be and is 
postponed when times are bad, and is, moreover, peculiarly subject 
to changes in fashion and taste. A retardation of population 
growth thus has effects similar to those of an increase in national 
income in countries already relatively rich, and indeed is likely to 
be accompanied by or give rise to an increase in inco~e per head. 

l!. I:tjCREASE IN INCOME PER HEAD 

Of the luxury and semi-luxury goods, some are durable-auto
mobiles, refrigerators, wireless sets, etc.; others, though less dur
able, are subject to capricious changes of fashion; still others 
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consis~ of services, such as entertainme~t or travel. The essential 
feature of the demand for all goods of this class is that it is less 
stable or dependable than the demand for basic articles of food, 
dress, and housing; the automobile can be made to last another 
year; it is possible to get along with a smaller wardrobe; the holi
day can be postponed until times improve. 

The growing importance o£ this postponable and unstable per
sonal consumption is an inevitable accompaniment to a rising 
standard of living. A wealthy community is more subject to the 
type of economic instability we have in mind than is a needy com
munity, though it will be in a better position to weather bad times 
because it has reserves to fall back on. . 

8. INCREASED IMPORTANCE OF CAPITAL GOODS 

The effect o~ the increasing instability of consumers' demand is 
reinforced by the growing proportion of the national income of 
richer countries which is saved and devoted to the production of 
capital goods. It is mainly this process of saving and investment 
which makes countries richer and renders labour mar~ productive 
by providing it with more and better technical equipment. But the 
process of investment, in an individualist economy, is extremely 
unstable. It can cease altogether if the profit outlook seems dark, 
and in time of depression even gives ~ay to capital consumption, 
the existing equipment not even being maintained. 

Thus the increased relative importance of capital goods in total 
production tends (like the increased importance of durable and 
luxury goods in total consumption) to increase the instability of 
the economic system, while at the same time it also increases its 
dynamic power and renders possible a higher level of satisfaction. 
When the business outlook darkens, or when there is some slacken
ing in consumers' demand, businessmen will tend to stop buying 
new machinery and plant and will satisfy demand with the existing 
pla~t. The m~re im~?rtant the industries making plant, i.e., the 
capttal-goods mdustnes, the greater is the danger of a contraction 
in the demand for plant upsetting general economic activity. 

The general point made in the last few paragraphs has been 
succinctly stated1 as follows: 

1 A. Loveday, Pf'obl117'M of Eco1Wmic Insecurity, in "The World's Economic Fu
ture". Halley Stewart Lectures, 1937 (London 1938), 
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"Demand may be looked upon as appertaining to a series of over

lapping groups of goods and services, with absolute necessities at one 
end of the scale and new capital goods at the other; between these 
two we find conventional necessities, goods satisfying secondary needs, 
luxuries, etc. At each step demand becomes less and less stable. There 
is a physiological check to the contraction of the demand for food, 
tl1ere are conventional checks to the contraction of the demand for 
other goods, conventional checks which become weaker and weaker 
the more durable the goods are. The demand for plant may fall to zero . 
. , . The more total demand and consequently total productive re
sources are devoted-to satisfying needs which are not considered of 
first necessity, the greater the possible contraction of demand and of 
productive activity, the mo~e serious our depressions are likely to be." . 

In the immediate post-war years, however, there will be in cer~ 
tain countries a very great demand for savings to rebuild the 
capital that has been destroyed during the war and to make up for 
the normal investment which had to be postponed during the war 
years. But when the reconstruction period is over, while savings 
may remain high or even grow with the restoration and increase of 
national wealth, opportunities for further investment at the in
tense reconstruction rate may well not prove to be available. Un
less special steps are taken to increase consumption demand, or 
provide new investment opportunities either at home or ~broad, 
serious unemployment may ensue in the investment industries, 
spreading to the consumption goods industries and involving the 
-whole economy in a general depression. 

4. THE CHANGING DISTRIBUTION OF INCOME 

In most advanced industrial states and in many others as well, 
the distribution of income during the present century has been 
rendered more even both by measures designed to relieve poverty, 
such as health and unemployment insurance, old age and widows' 
pensions, subsidies to consumers, etc., and by the application of 
pl·ogressive scales in direct taxation. In so far as these measures 
result either in maintaining demand in bad times, as does, for in
stance, unemployment insurance, or in increasing the proportion 
of the national income spent upon necessities, they have a stabiliz
ing effect, which must be set against the tendency towards greater 
instability that we have mentioned in the last three sections. 

On the other hand, unless met by suitable institutional adjust
ments, very steep gearing of taxes may tend to check progress by 
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reducing the large personal incomes from which a considerable 
proportion of risk-bearing capital has been derived in the past 
and by narrowing the spread between the net return on funds put 
out at risk and funds maintained in relatively liquid form. We 
shall revert to this point in a later chapter, and would only observe 
here that differ~nt types of taxation may be required in highly 
advanced countries where the elements of instability· are serious 
and in less developed countries where rapid progress is likely to 
be a primary consideration. . 

IS. GROWTH OF RIGIDITIES 

While demand has been tending to become increasingly capri
cious, unpredictable and volatile, the productive process itself has 
become subject to increasing rigidities. The modern economic sys
tem imposes the need for great adjustments-and weakens the ca
pacity to make them. Groups with great financial or political 
power--eartels, trusts, labour unions-have acquired monopolistic 
or semi-monopolistic control of important sectors of the economic 
system; and this control is sometimes exercised in ways detrimental 
to economic stability. 

For it is a condition of stability that the economic system should 
be able to adapt itself smoothly and without any great friction to 
changes in demand and supply conditions, in. technique and in 
invention. Changes in relative prices which alter the relative prof
itability of different lines of production constitute the process by 
which this adaptation is encouraged. Certain non-institution~~:! fac
tors, such as the increased importance of fixed capital, renders 
adaptation more difficult than previously; fixed capital cannot 
suddenly be re-invested in a different form to accommodate a 
change in demand. But more important have been the factors 
interfering, through organized control, with the formation of 
prices and preventing relative prices from accurately reflecting 
the demand for different classes of products and services. Concen
tration of control of a large portion of the output ofl important 
industries in the hands of a few producers, frequently behind high 
customs tariffs, has enabled them to pursue an independent price 
policy. To the extent to which they keep the priC!!S of their prod-. 
ucts rigid when demand wanes they will tend to reduce demand 
still more, and throw more men out. of work, In some countries 
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agricultural interests have been strong enough to keep agricul
tural prices, through protection, quite out of line with the rest 
of the world, and have prevented adjustments where adjustments 
were required. At the same time, the trade unions have rendered 
certain wage rates less elastic than in the nineteenth century and 
have reduced the mobility of labour both from occupation to oc
cupation and from place to place. 

In consequence of these developments there grew up in certain 
countries during the inter-war period a price system which was 
half free and half flexible--in some parts. of the economic system 
decreases in demand resulted primarily in price reductions, while 
in other parts they resulted primarily in a contraction of output 
and the maintenance of prices. While again no categorical state
ment about the effects of the present war can be made, the avail
able evidence and the trend of present day politico-economic 
thought in most countl'ies give no grounds for assuming that there 
will not be an extension of the range of relatively rigid prices. It 
seems likely, also, that there may be a wide extension in many coun
tries of both state control of trade and state trading; and the con
centration of demand. in government hands during the war in
evitably gives rise to closer co-operation between producers in each 
industry and may tend later to the formation of producers' agree
ments, cartels, etc. Moreover, the application of more scientific 
methods in production encourages the concentration of produce~s 
into larger units for the conduct of research, 

Rigidity in certain of the elements entering into costs tends to 
throw the burden of price adjustments on others, and thus to in
crease the price changes to which these others are subjected. It 
w-ould, .however, be dangerous to conclude dogmatically that 
greater all-round flexibility of prices and costs would necessarily 
make depressions less severe. The essence of the question is the 
effect of such flexibility on total purchasing power and demand, 
and there are factors operating in both directions. On the one 
hand, the restoration of profitable cost-price relationships through 
a reduction of costs which are out of line tends to stimulate invest
ment and so to increase purchasing power. But if cost-reductions 
set up anticipations of further cost and price reductions, producers 
may restrict their purchases and wait until prices are lower. If a 
general reduction in wages leads to a decline in the purchasing 
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power of the working classes, entrepreneurs' profit tmticipations 
may be adversely affected and, in spite of the fact that their liquid 
position is improved through the reduction in wage disbursements, 
they may be less willing than they were before the wage 1·eduction 
to use their liquid balances and credit resources to replace plant 
and to produce, In these circumstances there would be a net con
traction of purchasing power and a deepening of the depression. 

It is not possible to say a priori which of these conflicting tend
encies will be stronger. Similarly in the. case of monopolistic pro
ducers of goods no ge~eralization seems possible, If monopolistic 
producers keep prices high during periods when there is a contrac
tion of demand and income, and if they hoard their monopolistic 
profits, this clearly aggravates the depression. But monopolists do 
not necessarily act in this way; sometimes, indeed, they adjust 
their prices to th~ state of ecor10mic activity more rapidly than 
competitive producers are able to do. 

6. GROWTH OF STATE INTERVENTION 

If we examine the economic evolution of the last century we shall 
find that it has led inevitably to the assumption by the state of 
greater responsibilities in the direction of economic life and to the 
general acc!!ptance of the view today that the state has a direct 
obligation to prevent serious depressions to the best of its ability, 
or, if they occur, to take measures to overcome them. The demands 
of a modern wealthy society are more·dispensable, more postpon
able, than they were; they are less firmly supported by the needs 
for such simple things as food and clothing of the coming genera
tion; they no longer expand automatically along foreseeable lines 
as population expands, but spread and ramify, start forward 
violently and violently contract. Demand was formerly met mainly · 
by individuals or small firms conducting a competitive struggle for 
existence, with high economic mortality, and, through the process 
of evolutionary elimination, adapting themselves to the changes in 

· demand that resulted from the slow swings of taste or from the 
gradual growth of income per head as total national production 
outran the expansion of population. As demand has become more 
·varied, the unit of production has grown and become less ada pta~ 
ble. The automatic elimination of surplus or inappropriate capital 
equipment is no longer possible by the old evolutionary means. 
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Adaptation on the scale required by the normal changes of habit 
and wealth can only be effected by the deliberate action of the 
lar~e firin. ~uch of the waste of the old ruthless system may be 
av~Ided. But If these large undertakings fail to make the necessary 
a_dJustments, then progress may be seriously impeded and depres
sions may develop into violent crises. Intervention by the state 
may be indispensable to assure that adjustments are effected, and 
similarly intervention by the state may be required to prevent the 
collapse of some large enterprise which would lead to widespread 
iliu~~ · 

In practice the role of the state in most countries has become 
much wider than that of an impartial director of traffic or umpire 
in the conduct of business. The state has itself acquired control of 
many of the largest undertakings or natural monopolies, has sub
stituted public for private monopoly, and has frequently ~ntered 
the field of foreign commerce not simply to determine the rules of 
the game, but to participate in it itself. These centralized powers 
may be used in such a way as to maintain economic stability or in 
such .. a way as to increase rigidities and international instability. 
They afford an opportunity but also involve a risk. 

'1. ECONOMIC EFFECTS OF WARS 

(a) General, 
Up to this point we have been iliscussing long-term tendencies 

which have continued over many decades. Some of these tendencies 
have been accelerated and some temporarily checked by the most 
important of all factors of instability, namely, war. Wars have 
always intensified the amplitude of cyclical fluctuations, Jllagnify
ing both the height of booms and the depth of depressions. 

It is not necessary to repeat here the description given in Part I 
of our Report (on the transition from war to peace economy) 1 

of the immediate structural economic problems arising out of 
the present war. It is enough to recall some of the main head
ings: the destruction, consumption, and non-replacement of capi
tal equipment and stocks; the changes in the international debtor
creditor position; the concentration. of plant and skills in war 

1The Tramition from Wcw to Peac• Economy: Roporl of ths Delegation on 
Economio DepreBBiom, Part I (League of Nations, 1943. II. A. 8). In subsequent. 
pages, for brevity this is referred to as "the first Part (or "Part I") of our Re
port'' .. 
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industries, much of which will prove redundant after the war ; the 
backlog of consumers' demand for durable and semi-durable goods 
and the stored-up savings which will be available to make tlus 
demand effective; the depredations and currency inflation in occu
pied countries in Europe and Asia; the suspension of normal chan
nels of international trade and investment; autarkic developments 
and the abnormal growth of industries producing substitute ma
terials. 

We believe that if the policies suggested in the first Part of our 
Report1 are adopted, many of the post-war factors of instability 
may be successfully resisted or compensated. But many of these 
factors will not be and cannot be eliminated; they are too deeply 
imbedded in the fears and hatl'eds bl'ed of war; or they 1·epresent 
weaknesses in the economic structure which cannot readily be re
paired. Time and regrowth alone can effect the final cure. We must 
accept the fact that even when the transition period has merged 
into a new post-war era of progressive development, the present 
war will still render the task of governments in maintaining eco· 
nomic stability more difficult. At the best we can but hope that it 
will have strengthened the will to face the task. 

Countries which have been at war twice in a generation will be 
reluctant to reopen normal commercial relations with their ene
mies; men and women who have lost their savings through war 
havoc or inflation twice in a ge~eration may be reluctant to save. 
The profound changes which the war has wrought in the relative 
economic strength and levels of living of different peoples cannot 
be made good in any brief span of time. The world will have lost its 
old balance and will not quickly find a new one. Indeed it never 
found a steady balance in the inter-war period; the nearest it 
came to so doing was probably during the period of greatest gen
eral momentum between 1925 and 192'7. If after this war world 
economic activity can re-acquire momentum, the chances of estab
lishing an equilibrium will be greatly increased, and the rising 
standards of living to which this momentum will give rise will go 
far~ overcome the special difficulties of adjustment, especially in 
agnculture. 

1 The Transition from War to Peace Economy: Report of t11B Delegation on 
Economic Deprulions, Part I (League of Nations, 1943._ II. A. S). 
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(b) Agricultural Maladjustment. 

During the last war agriculture on the continent of Europe be
came so disorganized that almost two· years after the armistice the 
area under cereals was still 15 per cent lower than it had been be
fore the outbreak of war, a loss of 12,000,000 hectares. On the 
North American Continent it had risen by 16 per cent, 14,000,000 
hectares! Gradually and painfully order was restored in Europe 
and land was got back into cultivation; the need for the overseas 
supplies, which had been increased to meet the war requirements of 
the allies and with a view to the post-war needs of Europe, dimin
ished-cereal productive capacity became excessive. The inevitable 
'pressure on world markets was accentuated on the one hand by the 
technical progress in theW est, the growing mechanization of agri
culture, the development of new strains of wheat, etc., and on the 
other hand, after 1926, by the imposition of higher tariffs in 
Europe and by the reduction in the cereal consumption per head 
of the Western European peoples. 

The case of sugar is typical. During the 1914-18 war, European 
beet production fell by two-thirds, but cane production in Cuba 
increased rapidly. From 1923-25 there was a rapid revival of pro
duction in Europe, assisted by tariffs and bounties, accompanied 

_ by further cane plantings overseas because the European increase 
had not been foreseen. In Java a new variety of cane gave a 30 per 
cent greater yield. Hence, from 1925, prices obtained by exporters 
were unprofitable, and little progress had been made in finding al
ternative production for the distressed areas when the depression 
in 1929 caused a further serious deterioration in their position. 
The price per lb. of raw sugar was about lhd. in 1930, compared 
with 1:J4d. in 1925 and 2d. in 1923. 

That history is repeating itself today. We do not lmow exactly 
what the acreage or production in Europe has been; but cereal 
harvests on the Continent have fallen substantially since 1939, 
while inN orth America the acreage under the plough is increasing. 
Up to date the increase has been less rapid than it was on the last 
occasion, and the larger crops harvested since 1939 have been due 
in great part to favourable weather conditions. But with the ad-

• In 1919 the area was still greater--17,000,000 ha. in excess of the average of the 
pre-war quinquennium, 



c 36 J 
vance of science each acre represents a greater productive capac
ity. A similar problem of adaptation will recur. It will not arise 
at once after the war, if adequate st.eps are taken to meet the needs 
ofthe peoples who are suffering abnormal deprivation today; but 
it will arise unless there is a radical change not only in agricultural 
but in nutritional and general economic policies. 

It is not our purpose in this chapter to suggest solutions; nor 
are we concerned in this Part of our Report with the post-war 
transition period. We should, however, run the risk of exaggerat
ing the danger of agricultural overproduction were we to fail to 
draw attention at once to the fact that if stable employment can 
be maintained in great industrial centres and genuine efforts are 
made to maintain the standard of nutrition even if emp~oyment 
shrinks, the problem of adaptation may become one largely of 
choice between types of production rather than of the curtailment 
of production, But the tendency for agricultural population to 
diminish will, we believe, continue in any case. There are no 
grounds for assuming that the historical trend, the inevitable re
sult of the development of scientific methods of production, will be 
arrested, and whatever economic or nutritional policies may be, 
that trend is likely to be accelerated in certain regions by the war
time expansion of industrially produced raw materials. 

(c) Changes in Sources and Uses of Raw Materials. 

Wool and cotton are likely to feel increasingly the pressure of 
the competition of artificial fibres in the future, though the effects 
of that pressure may be more gradual and less dramatic than the 
effects of rayon and nylon on the silk industry, As scientific dis~ 
coveries multiply, the cost of producing synthetic rubber will in
evitably fall. The plastic industry to which, like the synthetic 
rubber industry, the war is giving an extraordinary stimulus is 
still in its infancy and will compete with a constantly; increasing 
range both of agricultural and mineral products; the elaboration 
of new processes, such as the utilization of magnesium for aero
plane construction, and the expansion of plants for processing 
certain minerals, such as bauxite, will profoundly modify both the 
relative demand for different classes of raw materials and the rela
tive supply. A long period of adaptation must be foreseen. During 
this period of adaptation certain areas and ,the producers of cer-
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tain products are likely to suffer; forces arising out of structural 
changes and conducive at least to partial depression are lil{ely to
make themselves felt. In the end the relative importance both of 
different classes of raw materials and of different geographical 
areas will present a picture widely different from that known in the 
past. -

(d) Geographical Shifts in Industrial Development. 

Concunently with the changes in the geographical distribution 
of agricultural production referred to above, there has occurred 
during the past generation a wide diffusion of industry throughout 
the world. Although the industrialization of agricultural counh·ies 
:was hastened by agricultural protection of their former customers, 
it is natural and indeed inevitable that such states should gradually 
develop their own industries. The former concentration of manu
facturing production in a small area in Northwestern Europe and 
the Eastern United States was associated with pl·oximity to sources 
of power and also with the existence of a consuming market large 
enough to permit of specialization; historical reasons such as the 
freedom of the United Kingdom from war on its own territory also
played an important part. With the export of capital from these 
rich manufacturing centres, the industrially less advanced coun
tries developed their own machine industries, this process being 
facilitated by the emergence of oil and electricity as sources of 
power, which made the localization or industry less dependent 
upon the presence of coal deposits. The development of automatic 
machinery dispensed to a large extent with the need for certain 
traditional types of skilled labour; and the mechanical skill re
quired in handling the machinery was rapidly developed in the 
newly industrialized countries. 

Before the last war the adjustments required by the spread of 
manufacturing production appear, on the whole, to have been 
successfully made. But the problem was greatly aggravated during 
the war and post-war years. Restrictions on shipping and on cer
tain types of production in belligerent countries gave a strong 
fillip to the development of certain industries outside Europe. For 
certain industrial products, world excess capacity became common 
when the industries of the belligerent countries were released from 
war employment. Nationalistic economic policies aggravated the 
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situation after the war, and du1;ing the Great Depression low 
prices of primary products and foreign exchange difficulties stimu
lated the desire of agricultural and mining states to diversify their 
production. Efforts to combat the depression by expanding pur
chasing power also contributed to this end by creating a domestic 
demand which made it profitable to establish local manufacturing 
industries in certain non-industrialized states. Moreover, rapidly 
increasing population in certain of these countries involved an in
crease in the economies of manufacture; while the temporary de
cline in world demand for primary products resulted in an unem
ployed agricultural proletariat which was partly absorbed by the 
establishment of manufacturing industries in the towns. 

The extent to which this tendency for new industrial countries 
to develop was accelerated after the Depression of 1929 can be 
simply illustrated by a comparison of the movements of their 
indices of industrial production with those of the older industrial 
countries. 

TABLE II 

Indices of Industria~ Production-Averages for 1936-38 
(1929 = 100) 

Old lnduatrial Oountriea 
France 79 
Belgium 88 
United States 93 
Gennany 115 
United Kingdom 118 
Sweden 146 

New Industria! Oountriee 
Poland 106 
New Zealand 180 
Chile 131 
Finland 150 
Greece . 152 
Japan 165 

These percentage figures give an exaggerated impression of the 
development in the new countries, as the quantities involved were 
still very much smaller than in the old industrial countries. None
theless, the task of adjustment required of the export industries in 
the older countries was very severe; and in some of them the in
ability to make the adjustment proved an important cause of 
localized depression and unemployment. 

During the present war this process of industrialization in 
countries previously dependent mainly on agriculture and mining 
has continued in some cases at an accelerated rate, while the older 
industrial countries in Europe have lost through actual destruc
tion, transfer to Germany, or w:ear and tear varying proportions 
of their mechanical equipment. It is too early to attempt to assess 
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these losses or the gains of countries in other continents. The situa~ 
tion when the war ends will, however, certainly differ greatly from 
that which presented itself in 1918 in one important respect. Dur
ing the last war the greatest expansion took place in the consumers' 
goods industries outside the United States and Europe; "Qut 
though striking in one or two countries, it was not great enough to 
cause important changes in the composition of world trade. During 
the present war not only has there been a dramatic growth of the 
heavy metal and mechanical .industries in most of the British 
Dominions and also in Brazil, but in other countries which have 
suffered aggression a firm determination to develop such industries 
as rapidly as possible after hostilities is becoming apparent. 

Up to a certain point the diversification of the sources of na:
tional income is likely to prove a stabilizing factor as regards the 
economy of the newer countries. Their economy in the past has 
been exceptionally sensitive to fluctuations in foreign demand 
owing to the wide variations in the prices of primary products. 
On the other hand this development has probably tended to in:
crease the instability ot the older industrial countries. The younger 
industrial states concentrate in the first instance on the simpler 
manufactures-prepared foods, clothing, etc., while the older in
dustrial states have, to an increasing extent, to change over from 
the export of these products to capital goods and durable con
sumers' goods, the demand for which is much less stable. 

We may anticipate, however, that for a considerable number of 
years the urgent desire of the less advanced states to·acquire capi
tal goods for the development of their industries will provide a 
potential outlet for part of the output of the mechanical industries 
which have been so greatly expanded during the war in the highly 
·industrialized belligerent states. At the same time, it would seem 
certain that the change~ in world industrial structure will render 
trade uncertain and unstable unless a high degree of employment 
can be maintained in the great industrial countries. The exact 
nature of the effects of this war cannot be foreseen; but there 1s 
every reason to believe that the drift away from the relatively 
simple exchange of raw materials against manufactured products 
that characterized the trade of the early and middle nineteenth 
century will continue, and it is possible also that there will be a 
very rapid industrial development in countries with low labour 
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costs. But there is no reason for believing that in the long r~ 
trade will be reduced on this account; on the contrary it should 
increase with the rising standards o£ living o£ these peoples, and, 
as we shall endeavour to show, its ultimate stability is likely to 
d_epend mainly on the extent to which policies designe~ to maintain 
full employment are successfully applied in the great industrial 
states. 



CHAPTER II 

TYPES OF DEPRESSIONS 

It has been suggested in the previous chapter that owing to the 
unprecedented economic progress of the last century the world has 
become more sensitive to the scourge of economic depressions. It 
is the purpose of this chapter to examine somewhat more closely 
what we mean by economic depressions, distinguishing different 
types and causes of depression. 

The most significant general feature of depressions is the wide
spread unemployment of labour and material resources of pro
duction. As unemployed we must consider not only those resources, 
human and material, which are not being used at all, but also 
workers who are forced to accept jobs in which their skill is not 
fully utilized and labour and machines which are oniy employed 
part time. The effect of such unemployment or under-employment 
of resources is that national output and standards of living fall 
far below the level which could and should be attained with the 
available resources and technical knowledge, though it is inevitable 
that some skills and some types of machines will always be becom
. ing redundant and incapable of adding to the national output. The 
"right to work" on which we laid stress in the first Part of our 
Report• is withheld under general unemployment from large num
bers of people ; there is a paradoxical coexistence of poverty with 

· involuntary idleness, and unsaleable stocks of goods with low liv
ing standards or outright destitution. 

The incidence and form of the loss of income and fall in stand
ards of living differ somewhat between countries engaged mainly 
in industry and mining and those engaged mainly in agriculture. 
In the former, the depression takes the more direct form of un
employment of productive resources and a fall in physicai output, 
If these countries specialize in the production of minerals, the fall 
in output is likely to be accompanied by a heavy fall in prices, 
leading to an even sharper decline in incomes and power to pur-

. chase imports. In agricultural countries the first and main impact 
of depression is generally a fall in the prices of their produce in-

1 The Tra111ition from War to PB~Zce EcoJUJmy: Report of the Delegation on 
Economic DepreBBio111, Pa'l't I, League of Nations, pp. 16-18. 



[ 42 J 
eluding what is produced for export (cf. Chapter V). The col
lapse of prices may be accompanied by no fall, or even bY. a rise 
in physical output. Unsold stocks of exportable goods accumulate 
or deteriorate; the incomes derived from exports fall and these 
countries suffer from a shortage of foreign exchange to· pay for 
their imports. 

It may occasionally happen that the disturbances in demand 
leading to industrial unemployment arise from uncontrollable 
fluctuations in harvest yields. But, owing to the inelastic demand 
for staple food products, this may as well occur when harvests are 
abnormally abundant as when they are short. Whatever its final 
cause, the Immediate cause of the fall in world output and de
creased living standards during depressions must usually be sought 
in industrial unemployment. Total agricultural production has 
shown itself relatively stable during the business cycle. If employ
ment in industrial countries could be maintained at a stable high 
level, the major risk of depressions to countries producing raw 
materials and foodstuffs would be eliminated. We devote, there
fore, the main body of this Report to a consideration of the means 
by which such stability might be secured in industrial countries. 
But we deal in Chapter V with the specific problems of primary 
producing countries and in Chapter XVIII with the measures 
which these countries may take to mitigate the effects of a failure 
on the part of industrial countries to maintain income and em
ployment at a high level. 

1. CYCLICAL, CHRONIC AND STRUCTURAL DEPRESSIONS 

It is not necessary for our present purposes to enter deeply 
into an analysis of the causes of depressions, or to attempt to clas
sify all the different· types that present themselves. Reference to · 
the work of Professors Haberler1 and Tinbergen1 will suffice to 
show the variety and multipli~ity of possible cases. It is, however, 
important to distinguish, first, between cyclical, chronic and struc
tural depressions, and, secondly, between general and partial 

. depressions. These distinctions will be found to be of some signifi
cance for the discussion of policy in later chapters of this Report. 
. Cyclical depressions are a phase of the business cycle. They are 

characterized by widespread unemployment extending to all or 
~G. Haberler, op. cit.; J, Tlnbergen, op. eit. 
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almost all branches of industry and have an average duration of 
about two years, though showing wide variations.' Cyclical depres
sions are caused by certain deeply rooted relationships and time 
lags inherent in the mechanism of the individualist economic sys
tem and are closely bound up with the credit system, the durability 
of capital goods and the instability of investment. It is this 
mechanism which explains the similarity between different booms 
and depressions-the cumulative processes, the alternate spurts of 
investment and disinvestment, the parallel movements of money 
incomes and physical output. 

The view is often expressed that the "mature" industrial coun
tries are afflicted by a chronic type of depression, sometimes called 
secular stagnation. This condition, too, is characterized by wide
spread unemployment, though of a milder form than in most of 
the acute cyclical depressions. Chronic depressions are generally 
attributed to a permanent tendency to over-saving. In the rich 
industrial countries, savings are large and investment opportuni-

1 The following table shows the number and duration of the business cycles 
in four large countries over a period of several decades: 

Number and Duration of Business Cycles 
.4:oerage 

Country 
United States: 20 cycles, 1854-1988: 

Expansion 
Contraction 
Full Cycle 

Great Britain: 16 cycles, 1864-1982: 
Expansion 
Contraction 
Full Cycle 

France: 15 cycles, 1865-1982: 
Expansion 
Contraction 
Full Cycle· 

Germany: 10 cycles, 1879-1982: 
Expansion 
Contraction 
Full Cycle 

Duration 
(months) 

25 
22 
47 

86 
27 
62 

81 
23 
68 

87 
27 
64 

Bange 
(months) 

9-46 
8--65 

29-99 

8--64 
6-81 

26-135 

8--62 
9-61 

24.-- 95 

16-61 
12-61 
28--102. 

Source: Adapted from Table 189, "Average Duration oi Business Cycles and 
their Variability", in Measwring Business Cycles, by A. F. Burns and W. C. 
Mitchell, New York, 1945. The full cycles are measured from trough to trough; 
monthly data. 
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ties, it is assumed, become gradually restricted relatively to the 
large volume of saving. We reserve discussion of this type of de
pression for Chapter XVI below. 

From these chronic depressions we should distinguish structural 
depressions. As we have seen in the previous chapter, the economic 
structure and environment do not remain constant; changes are 
constantly occurring in the art and instruments of production, 
in population growth, in consumers' tastes, in government policy 
at home and abroad, and above all, there are the major upheavals 
resulting from war preparations and wars themselves. These struc
tural factors have a twofold eHect on depressions. First, they ac-

. count largely for the differences in the impact, length and severity 
of cyclical depressions, by affecting the operation of the cyclical 
mechanism. The worst depressions occur when structur.al malad
justments and institutional weaknesses coincide with a regular 
cyclical downswing Qf business. Thus, for instance, in the c.ase of 
the Great Depression of the 'thirties, the cyclical set-back in 1929-
31 was superimposed upon a basic maladjustment in world agri
culture and was enhanced by the fragility of the international 
monetary system reconstructed after the last war, the weakness of 
the banking structure of certain important countries, and the fail
ure of the main export industries in different parts of the world to 
adapt themselves to the shifts in demand and in economic powe1· 
resulting from the Great War. Secondly, structural changes fre
quently produce long-lasting depressions in special areas or indus
tries. This brings us to the two other types of depression which we 
distinguished above, namely, general and partial. 

2. GENERAL ANJ;> PARTIAL DEPRESSIONS 

This distinction too is of great importance from the point of 
view of anti-depression policy and to some extent it cuts across 
the distinction made above, since partial depressions are generally 
of structural origin. · 

In industrial countries a general depression is characterized by 
the existence of a deficiency of demand, unemployment, short time 
and excess capacity in aln:10st all parts of the economy. This is 
typical of the situation that prevails during cyclical depressions. 

A partial depression on the other hand is a situation in which 
unemployment exists only in certain industries or localities ("de-
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pressed areas"). The cause of such depressions is two-fold. In the 
first place they are due to shifts in the demand (or changes in the 
conditions of supply) for particular goods or services, or for par
ticular classes of goods. Thus they may arise from a decline in the 
foreign demand for exports, or from a change in fashion or tastes 
at home, or from the exhaustion or destruction of a natural re
source; or they may arise from new inventions, as when the motor 
car diverted traffic from the railways, or the development of elec
tric power reduced the demand for coal, or rayon and later nylon 
began to displace silk. In the second place they are due to the 
immobility of factors of production. If there were complete mobil
ity, shifts in demand, or changes in the conditions of supply, might 
cause the decay of an industry and the loss of capital invested in it, 
but would not cause unemployment. Thus 'it is the rapidity of 
change in demand or in the conditions of supply on the one hand, 
and the degree of rigidity on the other, that are the main factors 
giving rise to partial depressions. 

As a country recovers from a general depression it is likely to 
be confronted sooner or later by partial depressions. Many bel
ligerents experienced this transition on the way from a depressed 
or semi-depressed position .before they began, re-arming to the 
height of the war boom. The first stages were easy: the bulk of un
employn:tent was eliminated by general, even indiscriminate, 
spending. As employment increased bottlenecks began to appear 
in particular areas and occupations, and the road to expansion 
became more difficult. 

In our discussion of policy we shall consider first tlie measures 
for dealing with general depressions and in Chapter XV partial 
depressions. · 



CHAPTER III 

THE MECHANISM OF CYCLICAL FLUCTUATIONS 

We have already referred to some of the characteristic features 
of cyclical economic fluctuations: the parallel movements of money 
incomes and physical output and the violent fluctuations in the ac
cumulation of capital in various forms. We shall now attempt to 
describe the relationship of money income to total demand and in 
the next chapter shall turn to that part of total Q.emand which is 
peculiarly unstable, namely, investment. 

1. CHANGES IN MONEY .FLOW AND DECISIONS TO SPEND 

In reviewing the process by which changes in total demand take 
. place we may concentrate attention either on the money flow itself 

or on the decisions of those who spend the money. 
Incomes are created a.S a result of eqonomic activity, and eco

nomic activity is dependent on expenditure. If the disbursements 
which are made during the process o£ production on wages, inter
est, raw materials, etc., make their way through incomes to the final 
purchase of goods, demand will be equal to income and the whole 
output will be sold. If, however, part of these disbursements are 
intercepted or disappear on the way, then total demand will not be 
sufficient to take off the whole product of the economic activity; 
some goods will remain unsold at current prices; prices may fall 
and production will subsequently be reduced. Conversely, if the 
disbursements resulting from economic activity are supplemented 
from some other source, total demand will be more than sufficient 
to take off the whole product; production will be increased and 
ultimately prices may tend to rise. 

The possibility that the total demand for goods and services rna y 
be less than the money receipts resulting from economic activity 
arises from the fact that part of those receipts may not be spent 
either on consumption goods, or capital goods, 01· additions to 
stocks, but may be used to repay bank debts or simply hoarded. If 
this occurs and bank credit is not expanded in other directions 
equivalently, a net contraction of the flow of purchasing power 
results. This contraction may manifest itself either in a decrease 
in the total volume of dryosits or in an increase in the average 
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period during which bank deposits are left idle, that is, not drawn 
upon by their owners. 

The converse possibility that. the total demand for goods and 
services may exceed the money receipts resulting from economic 
activity arises from the fact that demand may be swollen by the 
use of hoards or by an increased use o£ bank credit to finance pro
duction, the holding of stocks, or the purchase of consumers' dur
able goods. This expansion of purchasing power would manifest 
itself in an increase in the volume or velocity of circulation of bank 
deposits. 

2. CUMULATIVE PROCESSES IN UPSWING AND DOWNSWING 

Private investment is undertaken not for its own sake, but for 
profit, and the profit from additional investment ultimately de
pends on the sale of the additional output of consumers' goods 
which that investment makes possible. It is, therefore, not surpris
ing that during both the upward and the downward phases of the 
cycle changes in consumption expenditure and investment ex
penditure react positively on one another. An h1crease in invest
ment expenditure financed out of idle reserves or new credit will 
result in additional incomes of the workers, the suppliers of raw 
materials and others concerned. At least part of these new incomes 
will be spent on additional consumption of goods and services. As 
the demand for these goods rises, new investment in plant for their 
production will become profitable and there will be a further in
crease in investment, once more increasing incomes and adding to 
consumption expenditure. 

As the process continues, intensifying forces come into play. 
Unemployed resources are progressively absorbed, and sooner or 
later costs and prices are ;likely to rise. The further utilization of 
productive capacity, combined with the fact that prices tend to 
rise faster than wages, means that profits increase also. The rise in 
prices set~ up expectations of further rises, providing the basis 
for various speculative activities which accentuate the upswing. 

A similar cumulative process occurs during the downswing. If 
investment expenditure falls off and workers are dismissed from 
the capital goods industries, their incomes fall and they in turn 
curtail expenditure on consumption. With a falling demand for 
consumption goods there is not only little inducement to new in-
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vestment, but even the replacement of some of the existing equip
ment becomes unprofitable. Hence, output of capital goods falls 
still further, involving new dismissals and further curtailment of 
consumption expenditure. The fall in prices combined with rigid
ity of overhead and other costs involves businesses in losses and 
stocks are reduced more than proportionately to the fall in orders. 
If the credit institutions are weak or illiquid, the deflation may be 
accentuated by outright destruction of purchasing power through 
bank failures. 

AI; we know from experience, however, these processes do not go 
on forever. They may come to an end in various ways. Even if the 
monetary authorities fail to se~ure stability, they may check an 
upward or downward movement. An expansion may come to an 
end through a deliberate deflationary policy, either by the Govern
ment (which is rare), or by the banks. Apart from credit restric
tion, profit expectations may also be depressed by sharp wage 
increases or speculative price increases. If nothing else intervenes, 
investment activity will ultimately slacken and fall off as, ·with the 
growth of savings, consumption demand ceases to increase at a 
rate sufficient to maintain the inducement to invest.'- Moreover, 
even if consumption demand could be constantly stimulated so as 
to provide continuous new investment inducements, labour short
ages would finally bring the expansion to an end. The sensitivity 
of the system tO deflationary shocks tends to increase as the up
swing progresses. This is evident in the monetary field as well as 
in the growing inelasticity of supply o£ factors of production. The 
shortages of labour and other productive resources are, however, 
the fundamental reason. It would theoretically be possible to-main
tain a perfectly elastic credit supply and to correct an adverse 
balance of payments by exchange adjustment or other means; but 
once the unemployed productive resources are absorbed any 
further credit expansion will lead to an inflation o£ prices, and not 
to an increase of output. In practice, inflationary symptoms due 
to localized labour shortages always appear long before full em
ployment is reached. 

The downward cumulative process, like the upswing, may also 
come to an end in various ways. For reasons we shall indicate, a 
depression is less likely than a boom to be stopped by banking 

1 Of. Chapter IV, below. 
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measures alone. If there is no prospect of a positive return on in
vestment, cheap or easily obtainable credit will offer no induce
ment to invest. Increased spending by public authorities may, how
ever, bring a downward process to an end if the increased incomes 
thereby created lead to an expansion of consumption and induce 
in turn an increase in private investment. A stimulus to expansion 
may be provided through an increased demand from abroad or an 
important new invention at home. But apart from these possibili
ties, certain inherent tendencies towards recovery become operative 
after a prolonged depression. Durable goods, both producers' and 
consumers', eventually begin to wear out and the demand for their 
replacement may initiate a recovery in the industries concerned. 
Moreover, to some extent spending will be maintained if businesses 
make use of accumulated reserves or bank credit to cover their 
losses, and consumers attempt to prevent a further fall in their 
standard of living by contracting debts. The elasticity of credit 
and supply of unused factors of production at the bottom of a 
depression ensure that any increased spending will lead directly to 
an expansion of employment and not be dissipated in increased 
prices. 



CHAPTER IV 

THE STRATEGIC ROLE OF INVESTMENT 

Although consumption of perishable goods is quantitatively 
much more important than capital accumulation, changes in the 
national income are much less likely to originate with consumption 
goods. Consumers' demand for such goods is generally limited by 
the income arising out of past activity; credit is not normally an 
important factor in determining the amount of the purchase ef
fected. Moreover, unemployment insurance, widows' and old-age 
pensions, and similar measures of social provision, where they 
exist, exert in varying degree a stabilizing influence on consumers' 
demand for the necessities of life in periods of depression. 

In the more highly developed and wealthy countries it is prob
ably only in regard to durable and luxury goods that consumption 
expenditure is likely to have an actively destabilizing influence. 
Spending on these goods may rise rapidly during a boom when in
comes are high, and spending power is inflated by capital gains 
and the expansion of instalment credit. It tends to be curtailed 
sharply during a depression, when incomes drop, debts are repaid, 
and instalment payments have to be maintained. Thus, while con
sumers' expenditure on non-durable goods may be regarded as a 
relatively passive factor in the business cycle, expenditure on 
consumers' durable goods plays a more active role allalogous to 
that ol investment. In less highly developed or less wealthy coun
tries, however, where expenditure ori luxury goods and also in
stalment credit are not so important, the influence of expenditure 
on consumers' durable goods is not likely to be so great. 

L INFLUENCE OF INCOME CHANGES ON INVESTMENT 

Consumers' expenditures on durable goods and investment are 
affected by changes in income, just as are consumers' expenditures 
on non-durable goods; but in contrast to the latter, their rela
tionship to income changes is both unstable and destabilizing. The 
reasons for this instability arise from the fact that1 "changes in 

1 A more elaborate account of this principle (the "acceleration principle o( 
derived demand") with reference to the original literature will be found in Prol
p~ty and DepreBBion: A. Theoretwal Analysi8 of Cyclical Movement•, by Gott
fned Haberler (L. of N., 1989. II. A. 4(1), pp. 85-105: Third edition Geneva 
1941). • • 
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the demand for and production of finished goods and services tend 
to give rise to much greater changes in the demand for and produc
tion of those producers' goods which are used in their production."' 
. This principle applies alike to durable producers' goods, pro
ducers' stocks and to durable consumers' goods, though with un
equal force. 

(a) lts application to the first category o~ goods may be illus
trated by a simple numerical example. If for instance an annual 
increase of 1 per cent in the demand for shirts could be met by 
building 100 new machines each year, then a rise in the rate of 
increase in the demand for shirts to 2 per cent per annum would 
necessitate the building each year of 200 new machines. Therefore, 
assuming that thei·e were no replacement demand for machines, a 
jump from a rate of increase of 1 per cent to a rate of increase of 
2 per cent in the demand for the final consumers' goods-shirts
would in this case tend to a doubling of the demand for the pro
ducers' machines. An important result of this technological, rela
tion between the demf!.nd for currently consumable goods and 
services and the demand for the durable instruments used in pro
ducing them is that the output of durable goods can decline. as a 
result of a mere slackening in the rate of increase in consumers' 
demand, and does not depend on there being any absolute fall in 
consumers' demand. If, for example, in the above illustration, the 
addition of 200 machines to the capital stock were necessary to 
enable consumption to increase at the rate of 2 per cent per annum, 
a relapse of the rate of increase to 1 per cent per annum would 
result in a decline in the necessary additions to the stock of capital 
£rom 200 to 100. 

(b} The same principle applies less rigorously to investment 
in working stocks, as in this case it depends not on any techno
logical necessity but on the habit of producers and distributors of 
varying their stock holdings in proportion to the rate of output 
or sales. To take another simple example: assume. the monthly 
sale of men's shirts is initially 100,000 and that dealers normally 
hold stocks equal to one month's demand. If sales rise to 110,000 
dealers wiU increase their orders immediately after this change to 
120,000 in order to adjust their holdings in proportion to the 
higher rate of sales. Similarly if sales fall off, the dealers can re-

1 op. dt., p. 88. 
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duce their orders by more than the reduction in sales while they 
get rid of such stock as is in excess of the' month's supply at the 
new rate of turnover. 

(c) The case of durable consumption goods is analogous to 
that of durable producers' goods, if we replace the "annual pro
duction" of shirts in the above example by the "annual service'' 
rendered by, for in~tance, a house, motorcar, or washing machine .. 
That service is rendered by the whole existing stock of these dura
ble goods. Quite a small change in total demand for the services of 
durable goods may represent a very large change in the require
ments of new durable goods. 

In all these cases a decline in new investment. or demand for new 
durable consumers' goods is associated with a falling o:ff in the rate 
of increase in the demand for current goods and services. Such a 
falling off is, in fact, likely to occur in the course of the cycle as 
consumers tend to increase the proportion of income saved as their 
incomes rise, and this will eventually bring about a decline in 
investment. · 

2. REPLACEMENT DEMAND FOR CAPITAL GOODS 

In considering the effect of a change in the rate of increase of 
consumers' demand on the output of capital goods, account must 
be taken of the fact that some capital goods are produced to re
place existing goods and nqt to add to the stock. Suppose that the 
stock of capital equipment at a given base date is 100, annual con
sumption of the final goods produced by this capital equipment 
20 and annual production of new capital goods 8, of which 4 is to 
replace worn-out and obsolete equipment and 4 to a_dd to the stock. 
Suppose now that consumption of the final goods increases sud
denly from 20 to 22, i.e. by 10 per cent. The stock of capital must 
increase in proportion, i.e. from 100 to 110: The output of new 

• capital must therefore increase from 8 to 14 (including the 4 re:. 
quired to replace old ~quipment) or by 75 per cent. If consumption 
should level off and remain constant, then the existing capacity is 
sufficient and no additions to the stock of capital are required. If 
consumption falls, not only does the demand for additions to 
capital fall to zero, but it is not even necessary to maintain the 
stock of existing machines, so that replacement demand falls as 
well. 
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It might be thought that replacement demand for capital goods 
would act as a stabilizing factor in the output of durable goods. 
But this demand too is postponable and affected by general flue~ 
tuations in the state of business. In periods of prosperity and 
optimism, machinery tends to be written off quickly and replaced, 
while in periods of dep1·ession and pessimism, replacement is often 
postponed. The sudden increase in the demand for machine tools 
in the United States of America in 1935 and the modernization 
of out-of~ate equipment in the steel industry in 1936 were exam
ples of replacement demand stimul~ting an upswing.1 

8. FLUCTUATIONS IN INVESTMENT 

The wide difference between the amplitude of the fluctuations 
to which the output of durable goods and changes in stocks are 
subject, and that of the fluctuations in the production of perisha
ble consumers' goods and services, is illustrated in Table III, below; 
which shows the principal components of the national output of 
the United States during the period of 1921-1938. · 

Although non-durable consumer$' goods and services accounted, 
on the average, for about three-quarters of the value of gross na~ 
tional output, the average changes in the value of that .output 
were slightly less than the changes in all other types of expendi
ture taken together, Their percentage deviation was about 11 as 
compared with about 25 for producers' durable goods, 24 for con
sumers' durable goods and 57 for residential building. 

The data in Table IV for the United Kingdom are less conclu
sive than those available for the United States of America; none 
the less they illustrate the much wider fluctuations in the output 
of durable goods of various so1·ts than in goods destined mainly 
for immediate consumption. The three classes of durable goods 
shown accounted for only about 15 per cent of aggregate produc~ 
tion covered by the table, but the value of their deviations from 
the average accounted for nearly 27 per cent of the total. 

As a final illustration for this important point, Table V gives 
similar data for Sweden. The upward trend o£ output was very 
marked in this country over the period covered {1919-1934), so 

1 Of. Alvin Harvey Hansen, Monetar1J Policy in. the Upswing, in "The Lessons 
of Monetary Experience", Essays in honour of Irving Fisher (London, 193'1}. 
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TABLE III 

Components of National Output1 of the United States 
of America, 19S1-88 

$(000,000) 

MeanAn711Ua! 
. Deviation 

A 'Dero.gtJ Y alue from a'Derage 
Value in 19S9 YalUf in 199!8 19!81-98 19!81-98 

$mil- o/o of $mi1- o/o of $mil- o/o of $mil-. o/o of 
lions total. lions total lions total lions average 

1-------------~ ---Consumers' 
Non-durable 
Goods and 
Services 68,096 69.4 44,578 86.7 56,298 74.0 6,008 10.7 

Consumers' 
Durable 
Goods 9,918 10.1 8,806 7.4 7,004 9.2 1,648 28.6 

Residential 
Construe-
tion 8,010 8.1 

""""' 
0.9 2,628 8.4 1,491 66.9 

Business Con-
struction 4,581 4.7 1,098 2.1 2,818 8.7 1,105 89.2 

Public Con-
struction 2,928 8.0 1,869 8.6 2,455 8.2 484 19.7 

Producers' 
Durable 
Goods 6,908 7.0 2,019 8.9 4,713 6.2 1,168 24.8 

Net Change 
in Inven-
tories 2,414 2.4 -2,481 -4.7 829 0.4 1,87'1 418.5 

Net Foreign 
Invest-
'menta 812 0.8 40 0.1 -102 -0.1 657 644.1 --------------- ---Total 98,162 100 51,388 100 76,138 100 12,153 --· 16.0 

::::-..~.-
1 The figures for commodity output In this table are derived from Dr. Simon . 

Kuznets' Commodity Flow and Capita! Formation, supplemented by Bulletin 74 of 
National Bureau of Economic Researcb (New York, 1988 and 1989, resp.), The 
estimate of consumers' expenditure on services, from_ Table 22, Appendix A, of 
Dr. Harold Barger's Outlay and lt~come in the Uniterl8tate8, 19!81-1998 (National 
Bureau of Economic Research, New York, 1942, pp. 226 et •sq.), has been added 
to Dr. Kuznets' estimates of the flow of consumers' perishable and semi-durable 
goods to give the first item In the table, 
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TABLE IV 

Some Components of National Output of United Kingdom, 1924·871 

' Groups 
of 

commodities 

Ll:oerage 
value Llverage annual 

1924-3'1 at de'Oiation from 
1930 pricDs average 192./j--3'1 

Production of Producers' goods (incl. building) 
Residential building 

£ (OOO,OOO's) o/o of average 
618 87.2 14.3 
ll4 58.9 IH.6 

Production of private cars and taxis 
Production of Consumers' moveable goods (less 

passenger cars) 

47 15.2 82.2 

4,379 441.5 10.1 
1 Based principally ;,n estimates made by Colin. Clark. 

TABLE v 
Some Components of National Output of Sweden, 1919-841 

Groups 
of 

commodities 

Production of moveable Producers' goods 
Residential Building . 
Non-Residential Building 
Production of moveable Consumers' goods 

Ll:oorage 
value Llverag& ant&ual 

1919--31,. at deviation from 
1930 pric01 tre11d 1919·34 

kronor (000,000) per cent 
769 81.3 10.5 
176 26.7 15.2 
627 86.6 13.8 

6,223 229.5 8.7 

1 Based on Erik Lindahl et al., The National Income of Sweden, 1861-1930 
(being Vol. III of Wages, Oost of Living and National Income in Sweden, 1860-
1990, by the Staff of the Institute for Social Sciences, University of Stockholm: 
Stockholm, 1937; P. S. King and Son, Ltd., London, 1937). . 

in this case the annual deviations have been measured not from the 
average but from the calculated trend figure. 

The evenness of the output of moveable consumers' goods is par
ticularly striking, the average annual deviation from the trend 
amounting to less than 4 per cent in the 16 year period covered. 
Though this category of goods constituted 80 per cent of the ag
gregate covered by the table, the value of its deviations from the 
trenc1. was only slightly greater than the total value of the devia
tions directly caused by the industries accounting for the other 20 
per cent. 

The fact that the timing of the 1hictuations in the output of the 
principal categories of durable goods is directly related to the 
'timing of the :fluctuations in economic activity in general is illus· 
trated in Diagram I. 
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DIAGRAM I 

Annual Percentage De'Oiations in Output of 1' arioua Classes of Goods 
and in National Income in the United States of America, the United 

Kingdom and Sweden1 
• • 

t--'h~-t--~-~;.--"--1 1---t---Ach;fl!-~ IPI~~PII£:!""'=~ o 
-00 

}~. 
~-2» 
-±40 

.Kin
1 Thed deviations are measured from tlie average, In U~ited States ·and Unlted. 

g om, and from the trend, in Sweden 
2 United .Kingdom: Pdvate motor car~ and taxis only. 
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4. SHORT- AND LONG-TERM INFLUENCE OF INVESTMENT 

ON EMPLOYMENT 

T~1e relatio~sh:ip. between variations in investment expenditure 
and m the national mcome is reciprocal: fluctuations in investment 
expenditure give 1·ise to fluctuations in the national income; while 
the latter, by changing profit expectations, in turn cause fluctua
tions in investment. But the relationship is not symmetrical. For 
whereas, if the rate of investment could be stabilized, we should ex
pect national income to remain more or less stable or to increase in 
a stable way, the opposite would not necessarily be true: a stable 
level or steady growth of national income would not necessarily en
sure freedom from all fluctuations in private investment. Some part 
of the instability of private investment would certainly be 
avoided; but the tendency for investment to proceed in jerks as a 
result of new inventions and the factor of durability in conjunc
tion with the acceleration principle would still remain. 

A part from constituting the main source of instability in the 
economic process, investment plays a crucial role also in determin
ing the average level of employment. We have seen that the volume 
of consumption .(and consequently savings) is more or less rigidly 
determined by national income. With a. given relationship of con
sumption to income·, the level of employment will depend on the 
amount of investment being undertaken; if more is being invested . 
than people wish to save out of existing incomes, incomes will rise, 
and so long as unemployed resources are available, output and em
ployment will increase also. Similarly if less is being invested than 
people wish to save from current incomes, the level of income and 
employment will fall. 

We must distinguish here between two kinds of net investment .. 
The first kind is investment which is immediately dependent on an 
increased demand for consumption goods. This kind of investment 
consists of additions to plant or working stocks needed to expand 
the output of exis·ting types o£ consumers' goods and services, and 
it takes place only if there is an assured market for the additional 
consumers' goods and services to which it gives rise. Always as
suming that there is no change in methods of pl,"oduction, consump
tion demand must, as we have seen, expand persistently by equal 
amounts each year, in order to sustain a. constant volume of such 
net investment. The difference between gross and net investment is 
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the amount required to maintain existing equipment. It is of course 
not dependent on any increase in the demand for consumers' goods, 
but will remain more or less constant so long as the demand is con
stant. The second kind of net investment occurs, at least in the 
short run, independently of a change in consumers' demand. It 
takes place in the response to various dynamic factors such as new 
inventions, the opening up of new territories, the discovery of new 
resources, and so on. 

(a) Building. 

Of the various types of investment activity referred to above, 
the most important is building. :N"ot only are buildings the most 
durable of all capital goods, but they account for a very large pro
portion of the total capital expenditure in all countries. In the 
United States, for example, average annual expenditure on private 
building-residential and business-averaged $5,441 millions dur
ing the period 1921-38, as compared with total gross capital for
mation averaging $12,836 millions per annum! In the United 
Kingdom the gross value of building and contracting in 1930 was 
estimated at £340 millions out of a gross output of all capital 
goods of £607 millions.2 

Expenditure on building varies widely from year to year. In the 
United States the value of new private building ranged from about 
$9,300 millions in 1925 to as low as $1,300 millions in 1933. A 
reduction in these wide fluctuations in building activity would 
make an important contribution to economic stability. 

If we try to analyze the effective demand for houses, which con
stitutes so important a segment of building activity, in terms of its 

· main determinants, we may distinguish three main components:-
the real housing needs, income and cost factors and the existing 
stock of houses. The housing needs of the community are deter
mined in the first instance by the number of new households and 
the movement ot population fr~m one area-to another. The degree 
to which these needs are satisfied is generally dependent on the 
level of family incomes on the one hand and the cost of providing 

1 Derived from Simon Kuznets, Commodity Flow ana Capita! Formation (sss 
Table III, above: Total, leu first two items). 

2 Colin Clark, National Incoms ana Ovtlay (Loudon, 1931), p. 177. 
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~ew hous.es ?n the ~ther. The change in output resulting from an 
mcrease m mcome lS, however, by no means limited to the amount 
by which in~ome is increased. The ability to pay £10, for instance, 
per month m rent (and confidence in the future ability to do so) 
~ay welll~a~ to t~e construction of a house costing £1,200, pro
VIded credit IS available for the purpose. This ability depends, of 
c~urse, not only on the level of money incomes, which fluctuate 
With th.e trade cycl~, .but also on the prices of other objects of 
expendi~ure .. Thus It ~s gene;aiiy assumed that the sharp fall in 
food pnces m the Umted Kmgdom after 1929 was-along with 
the fall in interest rates-one of the most important factors re
sponsible for the high level of building activity in subsequent 
years. As the demand for new or better housing accommodation is 
optional, it is "liable to epidemics of postponement and advance
ment". 

On the cost side, an important role is played by the conditions 
and terms of financing. This may be illustrated by a simple numeri
cal example. Suppose a householder has been paying 6 per cent 
interest on a mortgage of £1,000 or £60 per annum. I£ the cur
rent rate on mortgages falls to 4 per cent, he is able with the same 
outlay to support a mortgage of £1,500; and if he is able to raise 
the funds he will probably improve his housing accommodation. A 
lengthening of the period of amortization, f1·om say 20 to 30,years, 
is equivalent to a reduction in the rate of interest in its effects on 
annual carrying charges. It has been estimated, for instance, that 
a change in financing charges from 6~ per cent amortized over 
20 years to 4~ per cent amortized over 30 years would (on the 
basis of income levels of 1929) have enabled 5 million more fam
ilies of moderate incomes in the United States of America to sup
port the ownership of a minimum-priced house adequate to their 
needs.' 

In addition to changes in the long-term cost of financing, 
changes in the ease with which fands can be raised for ~onst:uctio? 
projects exercises an important influence on fluctuations m resi
dential construction. In some countries the rate of mortgage loans 
moves within a very narrow range. Financial conditions exert their 

1 L. J. Chawner, Economic Fact01'1 Rolatsd t~ Rss~dontial Building, In Annals 
of The American Academy of Political and SoCial SCience, March, 1937, 
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influence mainly through changes in the percentage of the total 
costs of construction which the lender is willing to advance, or in 
his valuation of the contemplated structure. In good times, lenders 
are optimistic and competition between them takes the form of the 
offer of higher amounts rather than willingness to accept lower 
rates. In this way speculative builders are enabled to construct 
dwellings and apartment houses in advance of demand with very 
little equity money. Construction is stimulated by the high return 
on the equity so long as demand is brisk; but when demand falls 
the equity is soon wiped out, foreclosures become frequent, the 
mortgage market is demoralized and it becomes difficult to obtain 
money for new projects on any terms. 

The volume of construction is affected not only by financing 
costs, but also by taxes and costs of building. If costs of building 
materials and labour are high in relation to other incomes and 
costs, the level of new construction will be low, and conversely if 
these costs are low.' Where costs are very rigid, slight changes from 
the demand side will cause proportionately greater fluctuations in 
the return on capital, and hence on the volume of construction. 

In so far as the level of new building is dependent on fluctua
tions in the relationship of incomes to costs, one might expect 
changes in building activity to be roughly simultaneous with, 
though,. because of their wide amplitude not parallel to, changes in 
general business; and indeed this appears to be commonly the case. 
In the United States, however, evidence has been found of the 
existence of a longer cycle of building activity, with a duration of 
15-20 years. This is illustrated by Diagram II. 

Long period :fluctuations would seem to be· due to the excep
tional durability of houses, as a result of which the after-effects of 
a building boom are of longer duration than those of a boom in the 
production of less durable products. Hence in addition to basic 
housing needs, and: to current incomes and costs, the stock of 
houses in existence plays an impertant role in determining the 
level of current building activity. 

It will be seen from this Diagram which relates to the United. 
States that the major building fluctuations contain smaller cycles, 
corresponding with the movements of general business activity. 
The smaller movements are most acute when their direction coin-



DIAGRAM II 

· Building Cycles Compared with General Business Cycles in U.S.A., 1875-19321 
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Building Curve prepared by Division of Building and Housing, U.S. Dept. of Commerce. 
General Business Index adapted from Cleveland Trust Co. Curve--Trend and Curve Revised, 1920-38. 

t From John R. Riggleman, Building Cycles in the United States, 1875-1982, Journal of American Statistical Association, 
June, 1933, p. 181. 
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cides with the downward movement of the cycle in other economic 
activity; the effects of contraction of building on the general level 
of employment may be extremely serious. 

The exceptional instability in the output of houses is illustrated 
in Diagram III which shows for a number of countries the an~ 
nual :fluctuations in the output of new houses since the last war, 
compared with movements in industrial production. It will be seen 
that in no case is the range between the lowest and highest years 
less than about 100 per cent, and in most countries the maximum 
annual output of houses was several tim~s the minimum annual 
output. 

The wide amplitude no less than the unusual length of building 
cycles is mainly due to the durability of buildings. The difficulty 
of adjusting supply to demand through purely private initiative 
are particularly great in this industry. Detailed information re
garding supply and demand is very scarce; statistics of vacancies 
are frequently not available; each building has an individual lo
cation and there is no organized market ·which would, through 
price quotations, reflect the trend of supply and demand. The in
dustry is largely in the hands of numerous small firms which re
invest their profits in their own business, a fact which, in the ab
sence of accurate information about the ma1;ket, accentuates the 
tendency to periodic over-building. This tendency is aggravated 
both by the rigidity of rents during the currency of old leases 
despite slackening demand and by the necessary delay between 
decisions to undertake new construction and the actual provision 
of new houses. 

Particular difficulties are caused by the abnormal interruption 
of building activity during wars. Without careful planning the 
repercussions in the inevitable post-war boom may 1·esult in ·ac
centuated fluctuations in building activity for many years to come. 
This problem will be particularly acute and call for the most 
careful planning after the present war owing to the enormous 
destruction of houses in countries subject to bombardment. 
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DIAGRAM III 

Output of Houses and Industrial Production 
in 11arious Countries, 1919-37 
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(b) Producers' Plant and Equipment. 

Diagram IV illustrates the 'much greater cyclical variability of 
the industries producing investment goods than of those producing 
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consumers' ?oods. VVe have ali·eady discussed the. main general 
causes of this phenomenon at the beginning 0 :£ this chapter. 

The output of p_roducers' plant _and equipment serves two pur
poses. One part of It goes to replace existing capital goods as they 
are ~?rn out or discai·ded, while the other part constitutes a net 
addition to the stock of such goods in existence. It is difficult to dis
t~n~uish between the two statistically and both depend on the an
ticipated d~ma~d for capital goods. Existing capital is not, in fact, 
always mamtamed, and tl}e degree to which it is allowed to run 
d?wn or is built up again depends on profit expectations in pre
Cisely the same way as the construction of new capital. 

The anticipated profitability of an investment-whether to 
make good wear and tear or to constitute a net addition to capital 
--depends on the difference between expected costs and expected 
returns. The main factors in determining profit expectations differ 
according to the type of investment. In some cases, as we have 
already indicated, they depend largely upon the discovery of new 
methods of production, the introduction of new goods,. or the 
opening up of new territories. 

But the level of incomes and effective demand are also important 
in determining the actual level of this type of investment, It will 

·not be profitable to introduce new goods o~· methods unless there i_s 
likely to be a demand for them .• Hence, even if the inventions them
selves occur more or less regularly, the investments based on them 
are lil{ely to be effected during periods of increasing prosperity 
and to stop when demand slackens. 

·This is even more true of the kind o£ investment, which is de
pendent exclusively on changes in consumer!!' incomes. It applies, 
in some degree, both to replacement demand and to the demand for 
new capital goods, though the former is affected mainly during 
the downswing imd the latter during the boom. 'When business is 
bad replacements are postponed, but as soon as demand begins to 
improve, the backlog o£ replacements will be made up, leading to 
an intensified demand for capital goods for this purpose. The de
mand for new investment goods, on the other hand, will not respond 
at once to an increase in consumers' demand at the bottom of the 
depression, owing to the existence of idle capacity. 

In addition to the investment resulting from the chance of in
. ventions or the expansion of consumers' demand, a demand for 
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machinery and other capital goods may arise owing to the spread 
of labour-saving devices. This may result from new labour-saving 
inventions, but may also be caused by changes in the relative costs 
of labour and capital, which may in turn be subject to cyclical in
fluences. 

In addition to the demand for capital goods for domestic invest
ment, a further cyclical influence is likely to arise from the export 
demand. For reasons which are discussed in Chapter VI, there is 
a tendency for fluctuations in business to occur almost simultane
ously in different countries, with the result that foreig:Q. demand 
for c!tpital goods ebbs and flows simultaneously with domestic 
demand. . 

(c) Changes in Stocks of Goods. 

In addition to durable equipment, investment may also take the 
form of changes in stocks of goods. Unfortunately in examining 
the behaviour of this element in gross capital formation, we are 
hampered by lack of statistical data. Governments have, however, 
obtained during the war much additional information regarding 
stocks, and it may be hoped that up-to-date statistics regarding 
stocks of raw materials and semi-processed goods in the hands 
of producers, industrial consumers and dealers as well as regard
ing stocks of finished goods in the hands of producers, wholesalers, 
retailers, and consumers, will continue to be collected and will be 
made available to the public after the war. 

The importance of stocks in the economic system may be illus
trated by the following diagram (Diagram V) which shows the 
estimated value, at current prices, of stocks of goods held by busi
ness firms in the United States at the end of each of the years 
1918-1941, together with, for purposes o£ comparison, the na
tional income. 

It appears that stocks fluctuated in these years from somewhat 
under $20 to $37 thousand millions, and that they ;ranged from 
40 to 45 per cent of the national income. They appear to have 
?een of roughly ~imila~ proportion in the United Kingdom. For 
mstance, the national mcome of the United Kingdom has been 
estimated at approximately £3,900 million in 1931 and stocks 
at the end of that year at £1,650 million.1 

1 Colin Clark, Natio114l Income arui: Outlay, pages 88 and 297. 
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DIAGRAM V 

Inventorie$ (Stocks of Goods) and National Income in U.S.A., 
1918-.1,1. 
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1 S. Kuznets, Commodity Flow and Oapital Ji'ormaUon, National Bureau of Eco
nomic Research, New York, 1938. 

The mere fact that large stocks of gooqs of various descriptions 
must be held at various points in the economic system to ensure 
an uninterrupted flow of goods from producer to fipal consumer 
tends to aggravate cyclical movements. For a rise'in prices during 
a period of expansion leads to a higher valuation of stocks of 
goods j these book profits, even though they cannot be realized, 
may be regarded as income and lead to. additional dividend dis
tributions or expenditure on plant. The higher valuation of stocks 
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tends to make business men optimistic and thus to stimulate further 
investment. Conversely, when prices decline, book losses O:Q stocks, 
even if unrealized, may be regarded as a deduction from income, 
reducing the funds available for spending; in addition to tlus 
effect these losses give rise to pessimism and may have a deterrent 
effect on investment. · 

But more important than the changes in value of commodity 
stocks are the changes in the quantities. In Diagram VI these . 
changes are compared with the sum of the other elements of 
gross capital formation and with total gross capital formation 
in the United States. The three series are expressed at 1929 prices 
throughout and, in order to render their 1·elative amplitudes more 
easily comparable, are shown as deviations from their annual aver
age over the period 1919 to 1938. 

This diagram suggests that changes in stocks played an impor
tant role in the minor fluctuations in total capital formation which 

DIAGRA;\I VI 

Changes in Commodity Stocks and in Total Gross Capital Formation 
in TJ.S.A., 1919-98 

(Deviation from 1919-88 average) 
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· Source: S. Kuznets: Commodity Flow and Capital Formation. National Bureau 
of Economic Research, New York, 1938. 
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did not lead to any major depression, but that during major de
pressions stocks were more stable than other elements in total 
capital formation. This fact may be largely explained by the com- · 
plex motives leading to changes in the quantities of c«?mmodities 
held in stock. In Chapter V we cdnsider in more detail the consider
ations underlying the accumulation of stocks of primary products; 
but three main tendencies in the stock-keeping }Jolicies of indus
trial entrepreneurs may be briefly mentioned here: 

(i) The quantity of goods in a semi-finished state held by each 
firm is partly determined by its rate of turnover. "When production 
is active mo1~e goods are moving through factories and are tied up 
in the process of production than during periods of restricted 
activity. The tendency for stocks to vary with the volume of pro
duction· is not confined to semi-finished products. A factory re-. 
quires a larger stock of raw materials to keep production going at 
boom than at depression levels, and a wholesaler or retailer will 
want a larger stock of the commodities he sells when sales are large 
than when they are small. 

Diagram VII shows a striking relationship between stocl.:s and 
. the flow of finished commodities in the United States for the years 

1929 to 1941. nut stocks did not change proportionately to the 
flow of commodities; an increase or decrease of 1 per cent in output 
was accompanied by a change in stocks in tl1e same direction of 
about one third of orie per cent. Accordingly, the percentage wl1ich 
stocks constituted of turnover was larger in the depression years 
(about 60 per cent in 1933) than in boom years {40 per cent in 
1929, 37 per cent in 1941). llut ~hough stocks were thus more 
stable than turnover, the fact that they. change in the same direc~ 
tion as turnover tends to aggravate cyclical fluctuations. When 
consumers'. demand becomes constant, this additional demand for 
stocks -disappears; and when consumers' demand begins to fall, 
production will fall even more as stocks are drawn upon to meet 
part of the remaining demand. • 

(ii} E:qtrepreneurs, however, are influenced not only by the 
present 1·ate of turnover but by market expectations. 'Vhen ~ rise 
in prices or costs is expected to take place, the accumulation of 

1 This effect of changes in stocks of goods on cyclical fluctuations was referred 
to in connection with the "acceleration principle" outlined above (section l of the 
present chapter). 
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DIAGRAM VII · 
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Source 'of data1 United States Deputment of Cornmerce1 B-, of Cwr••C 
B~•. Septembel' 11143, p. u. 

1 Data do not IDdude agrleultunl lndll8trlea. 

stocks is profitable, and producers and, especially, traders will try 
to increase their stocks for motives ranging from cautious ~ver
ing for a known future demand to pure speculation. If the ex~ 
pected rise in prices is large, consumers too will endeavour to buy 
as much as possible in anticipation of future needs for fear of 
having to pay higher prices a few months ahead. It appears in 
most cases that the"price expectations giving rise to such "specu
lative" accumulation of stocks of goods are the resuit of an actual 
observed rise in prices; and the accumulation of stocks itself, repre- · 
senting an additional demand in the market,' will tend to make the 
anticipations come true. Conversely, when a fall in prices is antici
pated, entrepreneurs will try to keep their stocks down to a mini
mum in order to minimize losses on inventories. 

Speculative stocking and de-stocking waves of the type outlined 
played an important role in at least two of the short cycles in the 
inter-war period. In 1919, after the termination of wartime price 
controls, actual and anticipated price increases contn'buted to the 
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first post-war boom in which commodity speculation was an im-. 
portant element,t Again in 1936 and 1937 the rapid rise in raw 
material prices and wage rates in the United States led to sharp 
increases in the volume of stocks held by wholesalers and also by re
tailers in anticipation of higher prices. It is characteristic of 
booms such as these that they do not last. The accumulation of 
stocks undermines the basis for further speculation, the anticipa
tion of a persistent rise in prices. If the rise in prices originates
as .seems to have been the case in 1936/87-from the fact that in
dustrial production advances faster than the supply of raw ma
terials that could readily be made available, the production of these 
materials will after a short time expand. and prices will break. 
Another limit to the advance of prices may be set by the fact that 
the banking system, however elastic, cannot put unrestricted credit 
at the disposal of the market for speculative or quasi-speculative · 
purposes. Whatever the specific reason, a speculative boom is likely 
to generate the conditions for its collapse after a rela~vely short 
period of time and to lead to a depression, unless other forms of 
investment increase sufliciently to maintain total investment at a 
high leveL 

(iii) A third type of policy respecting .stocks of goods is some
times followed by the producers of fabricated and semi-processed 
goods: plant is kept operating for stock when sales fall and stocks 
are reduced when demand is high. An American study' has shown 
that of twenty-three finished products for which stock figures were 
available from 1919 to 1932, in twelve cases the iluctuations in 
stocks were in inverse relation to the cycles in general business and 
in eleven cases conformed positively. The industries which sought 
to reduce cyclical iluctuations in production in this way had, char
acteristically, large productive capacity and heavy overhead costs 
which go on regardless of the rate of operation. The products were 
durable and not subject to physical deterioration; as a rule they 
were not final consumption goods and were subject to fairly stable 
long-term demand.• Typical commodities in this group are _news
print paper, cement and enamelled baths. On the other hand the 

1 League of NatloDS: E-lc Ji'ltoctuatiotu Ia 1M U-"ftlBtat•• nd tlu Usit•tl 
Klsgtkmt, 1918-1911 (L. of N., 194.3.. II. A.'l). 
. I R. H. Blodgett, CJol~ Ji'ltlct11aliotu '- Commoditr Stoob (PbUadelphfa. 
1186) •. 
. • op. ell., pp. 118-99. 
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stocks which shO\V a positive conformity with business activity 
included more final consumption goods and goods subject to 
physical deterioration or to changes in style. Typical of this group 
are refined suO"ar, wheat flour and knit underwear. 

It is clear that this third type of policy acts as a stabilizing 
factor in business cycles and, at the same time, has definite ad
vantages for the producers of certain types of commodities. It is 
probable that similar fluctuations in stocks also OCCUl' uninten
tionally owing to delays in production. An over-all increase of the 
quantities held in stock cannot always easily be sec,ured, and the 
increase of the stocks in, for instance, the hands of the wholesalers 
will often be offset by a decrease of stocks with the producers, who 
cannot expand production fast enough to keep pace with rising 
demand, yet do not want to disappoint their customers. S~ilarly, 
when prices are falling or demand is declining, it may not easily 
be possible to reduce stocks of goods, which may, in fact, contin-q.e 
to grow temporarily. 

We have mentioned above three main motives determining stock 
holding: {1) the motive of convenience; (2) the motive of specu
lation; and {3) the motive of economy. (The involuntary stock 
changes which follow the same pattern as the last might be de
scribed rather as unmotivated.) ·whatever the motive, in each case, 
the desire to hold stocks has to be balanced against the cost in terms 
of interest, storage and handling. The cost factor is of importance 
in limiting additions to stocks held for convenience; but in the case 
of speculative stockholding in anticipation of rapid price move
ments, the possible gains and losses may be so large that any 
probable changes in the cost of keeping stocks would be of negligi- . 
ble importance in comparison. For instance in the 1919j20 boom 
in the United Kingdom "an interest rate of 45 per cent per annum, 
less the percentage costs of handling and storage, would have been 
required to take all profitability out of the mere holding of tl1e 
average commodity on borrowed money-while the relevant short · 
money rates at no time exceeded 7 per cent".1 

(d) Durable Consumers' Goods. 

In Chapter I we drew O:ttention to the importance of durable 
1 Of. League of Nations: Economic Ji'luctua:tiom in the United States and the 

United Kingdom, 19.18-19SB (Series L. of N. P., 1942. II. A.7), pp. 154-55. 
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goods in the total consumption of those countries in which the 
standard of living is high. The most notable case is the United 
States, where, according to the estimates of Dr. Kuznets, the aver
age annual output of consumers' durable goods in the period 1919-
38 was 7,100 million dollars and accounted for about 20 per cent 
of gross capital formation. 

TABLE VI 

Output of Certain Co1~sumers' Durable Goods in the U11ited States 
of America,.10fW 

$(ooo,ooo's) 
Passenger Cars 2,799 
Household Furniture 625 
Household Furnishings ·~92 
Automobile Parts and Accessories 408 
Radio Apparatus and Equipment 888 

In other countries, too, the motor car industry has been of great 
and increasing importance. In the United Kingdom, according to 
the preliminary results of the 1935 Census of Production, the gross 
output of motor vehicles and motorcycles was exceeded by that of 
only three other industries-building and contracting, mechanical 
and constructional engineering and coal mining. 

The most important single factor affecting the output of con
sumers' durable goods is the level of consumers' incomes; a close 
correspondence is found between fluctuations in purchases of dura
ble consumers' goods and movements of the national income, 
though the. movements of the former are more .violent ( cf. 
Diagram I), As. already explained, however, the causal relation
ship is not a simple one, but is influenced by the acceleration prin
ciple of derived demand. Because the goods are durable the1·e are 
always stocks of them in the hands of consumers; and the demand 
for the services rendered is to that extent independent of the de
mand for new output. Thus in the United States the output of 
passenger cars for the domestic market fell from 5 million in 1929 
to 1.4 million in 1932 (i.e, by 72 per cent), while the number of 
registrations fell only from 23.1 million to 20.9 million (i.e. by less 
than 10 per cent).· . 

The durability of tltese goods tends in itself to lead to instabil
ity. An abnormally high demand in one year or a series of years, 
tends to lead, through a process of market satura.tion to a. decline 
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in demand in subsequent years. In the same way, the longer that 
demand remains at an abnormally low level, the more likely it is to 
increase. This characteristic of durable consumers' goods has some
times been an important contributing factor to the turning point 
of business cycles. 

Changes in the distribution of income may be no l~ss important 
than movements in the general level in influencing the demand for 
durable consumers' goods. In particular the disproportionate in
crease in profits and capital gains during booms constitute an im
portant source of demand for this type of goods. 

As already mentioned, the demand for durable goods is not de
pendent only on incomes, but is to a substantial extent supple
mented by commodity or instalment credit. This is particularly 
true of the United States, where it has been estimated that in the 
period 1929-38 roughly between 40 and 50 per cent of all durable 
consumers' goods were sold on credit and that the percentage rose 
from 40 per cent in 1929 to 58 per cent in 1938.1 

Consumer credit outstanding has moved in close conformity 
with the business cycle, but there seems to be little evidence that 
changes in the price of consumer credit have played any significant 
role in initiating changes in the volume. On the contrary the 
supply appears to have been highly elastic in responding to 
changes in demand. Instalment credit has consequently accentu
ated economic fluctuations, enabling the demand for these goods to 
vary far more violently than incomes. 

IS. CONCLUSIONS 

It is apparent that fluctuations in the various types of invest
ment and demand for durable consumers' goods are a dominant 
factor in the problem of economic instability. We have seen that 
these :fluctuations are largely dependent on the inescapable tech
nological relationship between changes in the output of final goods 
and corresponding changes in plant and stocks of materials 
required for their production. The :fluctuations in investment 
through their effects on incomes have repercussions on the demand 
for consumers' goods and cumulative spirals are likely to follow. 
Any policy designed to prevent periodic depressions must, there-

~ ~ttfrled Haberler, Oomumer lmtalmem Credit atad Eco110mic Fluctuatiom, 
National Bureau of Economic Research, 1942, p. llili. · 
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fore, concentrate in the first place on attempting to stabilize or 
counterbalance these crucial fluctuations in investment; and in so 
far as these fluctuations are technologically unavoidable, attempts 
must be :tnade to prevent the secondary repercussions and cumu
lative spirals. 



CHAPTER V 

DEPRESSIONS AND PRIMARY PRODUCTION 

·we shall find it necessary to give separate considerntion in Sec• 
tion ~I of this Part of our Report to the problems facing the pro
ducers of ·primary commodities in time of depresgion because the 
trade cycle does not affect agriculture and mining-the two most 
impoliant branches of primary production-in quite the same way 
as it affects manufacturing industry. 

1. MOVEMENTS OF PRODUCTION AND PRICES 

The common characteristic of cyclical instability in almost all 
forms of primary production is the wide movement of prices. But 
the behaviour of production is quite different in agriculture and 
in mining. Mineral production fluctuates to an even greater extent 
than does industrial production, whereas in agriculture the volume 
of output shows only minor cyclical va1·iations. These movements 
are illustrated in the following diagrams. · 
Diagra~ VIII shows that, in the world as a whole, the physical 

DIAGRAM VIII· 

I ndicet of World Production, 19ft0-88 
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output of agriculture was not subject to any wide cyclical varia
tions during the period 1920-38. In the great depression of 1929-
33, agricultural production. remained practically constanU This 
stability is in marked contrast to industrial production, the curve 
for which reflects the ups and downs of general business activity
the deep slump of tl,te early thirties, in particular, and the sharp 
but less prolonged 1·ecessions of 1920-21 and 1937-38: Non-agri
cultural raw material production shows the same fluctuations with 
about the same amplitude. But. metals, which constitute part of 
this group, display the most intense picture of the business cycle, 
with swings twice as large as those of manufacturing production." 

In the absence of world price indices, it is unfortunately im
possible to make a similar comparison for prices. The relative 
movements of prices of different groups of commodities in the 
United States, as shown in Diagram IX, may, however, suffice for 
purposes of illustration. 

Prices of finished articles as a group, it will be noted, moved 
within a narrower range than those of agricultural products and 
metals. 

The wide price fluctuations of raw materials are a matter of 
grave concern to states largely dependent on the sale of such prod
ucts on the world market,• for they affect at once the incomes of 
the producers of these products, and the terms on which foreign 
trade is conducted. In the case of agriculture, where production is 
1·elatively stable, price movements involve roughly proportional 
changes in income. The effect of any change in the prices of 
-mineral products on income tends to be greater, because conditions 
leadinD" to a fall in prices ·are likely to lead also to a fall in output 
and h:nce a mo1·e than proportionate fall in both individual and 
national incomes. 

The larger cyclical swings of prices are initiated by changes in 
the economic activity in industrial states and hence in their demand 
for crude products. In agriculture, moreover, the income and pur-

l Stability in production did not Imply an equal stability in consumption. The 
difference can be seen In the fluctuations in stocks (Diagram X). 

2 The relatively moderate amplitude of the group of non-agricultural raw mate
rials as a whole Is due to the large weight (over 60 per cent) therein of fuels and 
power--coal, gas, petroleum, and electricity. 
. a In this chapter we are not mainly concerned with European agricultural pro
duction which is largely consumed domestically, and the protection of which at 
artlflclaily high prices bas been one of the factors making for overproduction in 
world agriculture. · 
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DIAGRAM IX 

Wholesale Prices in the United States, 1911,.-38 
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chasing power of the farmers of a particular crop are subject to 
additional fluctuations due to the irregularity of crop yields. The 
American farmer, the Malayan rubber planter, and the Indian tea 
grower are at the mercy of wide price fluctuations, and the equally 
wide and sudden changes in their purchasing power give rise to 
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rep~rcussions affecting industrial activity through fluctuations in 
their de~and for manufactured articles. Thus a reciprocating 
eumu~ative process may be generated~ The fluctuations in prices 
of primary products may further influence industrial production 
by c~using ~isturbing windfall gains and losses on stocks held~ 
thus nnpartmg an additional element of cost instability to indus
trial employment and investment activity. 

2. CAUSES OF PRICE FLUCTUATIONS 

Owing to the heterogeneous nature of primary products, it is 
difficult to find an explanation of the erratic price movements to 
which they are subject which is of general validity, The League 
of Nations' index of primary production is based on no less than 
eighty-one different commodities, including; inter alia, six cereals, 
milk, oil materials, coal, electricity, thirteen textile fibres, sixteen 
metals and eleven other minerals. A few of these commodities such 
as coal, cement, and electricity, do not show the wide price fluctua
tions which we have taken as the most general characteristic of 
primary products. But these products, in addition to being fre
quently subject to private monopolistic or quasi-monopolistic, or 
official control, are to a large extent final consumers' products, and 
will therefore be disregarded in the following discussion. The re
maining commodities fall into two different groups : agricultural 
and non-agricultural. The former group may be further sub- · 
divided into foodstuffs and industrial raw materials of agricultural 
origin. Substantial differences, both in supply and demand condi
tions, are found in the different groups. 

(a) Shifts of Supply and Demand. 

Wide price fluctuations are likely to arise on account of one or 
both of the two following causes : 

(i) The occurrence of relatively large shifts of supply or de-
mand, or of both. 

(ii) The fact that the elasticities of supply ~nd demand are 
both relatively low, that is to say, ~oth ~onsumpt10n and produc· 
tion only react slightly to changes m price. . . 

Shifts in the demand for staple foodstuffs are relatively ~hght. 
Supply, however, cannot be cl~sely adapted. to demand and Is sub
ject to fortuitous variation owmg to climatic and other causes. 

\ 
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The demand for raw materials is de1·ived from the demand for 

the finished goods into whi~h they are ~anufactured. Minerals are 
mainly used in the production of capital goods and durable con
sumers' goods, which, as we have seen in the last chapter, are sub
ject to exceptionally wide :fluctuations. Shifts in the demand for 
minerals, unlike the demand for foodstuffs, are tlwrefore of con
siderable importance in determining price. 

(b) Low Elasticity of Demand and Supply. 

Both the demand and the supply of basic foodstuffs are in
elastic; the demand is conditioned by physiological needs; the 
supply-and this is true of all agricultural products-is inelastic 
owing partly to the length of the period of production. Even in 
the case of annual harvests the economic "gestation period" may 
be longer than a year, owing to the system of rotation. into which 
the various crops have to fit. With cattle the period is two to three 
years; with the coffee plant it is four years. A long time lag must 
therefore elapse between a change in price and the change in pro
duction which takes place in response to it. This lag may give. rise, 
in the case of certain individual commodities produced under es
sentially competitive conditions, to a series of self-perpetuating 
price :fluctuations of .which the "pig cycle" is. a well-known ex
ample. But it also helps to explain why at a time of general de
pression aggregate output tends to be maintained in the face of 
a slackening of demand. 

The fact that the demand for raw materials is derived from the 
demand for manufactured goods causes that demand to be rela
tively inelastic. At each stage of production costs are added to the 
value of the raw material, and the value of the. primary product be
comes an ever smaller part of the price of the successive products. 
The greater the additional value incorporated in the intermediary 
stages the smaller will be the price elasticity of demand for the raw · 
material in comparison with that for the final product. It follows 
that the elasticity of demand for most raw materials will be small. 
This tendency is enhanced by the interposition between producer 
and manufacturer of a long series of relatively rigid distribution 
cost~: trans?ort and handling charges, commissions, storage dues, 
spCCJfic dutJes and the like. These costs are frequently expressed 
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at a flat rate per unit of quantity. Their general effect is to make 
the demand facing the primary producer less elastic. 

A further explanation of the maintenance of aO'ricultural pro-, 
d 

. 0 
uction and of the resulting slump in prices and farmers' purchas-

ing power in a depression is to be found in the conditions of mar
keting and productive organization. The unit of production is 
small, producers are many and scattered, and concerted action is 
rare and difficult. The product is mostly standardized and undif
ferentiated. The individual producer cannot therefore influence 
the price by varying his scale of output; he has no incentive to re
strict output at a time of falling demand. Since the farmer's direct 
money costs are usually small and can be compressed over short 
periods, prices can fall a long way before they affect his immediate 
production plans. The farmer has no alternative but to go on 
farming, and, in many regions, for instance, in the Canadian wheat, 
belt, to go on growing the same crop. He may try to make up for 
the fall in price by working harder and increasing his output. Thus 
an excess supply may cause a further excess. 

In mineral pr~duction, supply is generally more elastic. Produc
tion can be more easily curtailed or, within limits, be increased. 
Yet factors similar to those operating in agriculture--the diffi
culty of switching over to other products and the tenacity of small 
producers-make .for an elasticity which is, on the average, still 
rather low, except where a strong monopolistic control has been 
achieved, as for instance in the case of tin. 

(c) Stockholding Policies. 

The third characteristic of primary commodities which influence 
' price fluctuations :is the fact that, with very few exceptions, they 

can be stored. Crude foodstuffs are often less perishable than 
manufactured foods. Thus wheat-~t any rate certain varieties of 
wheat-keeps for years, whereas bread becomes stale in a day. "In 
the case of industrial raw materials, it is mainly the fact that they 
are convertible to innumerable uses that renders them more easily 
stored than manufactured goods, which are subject to depreciation 
as a result of changes in productive technique, consumers' tastes, 
fashions, etc. 

The stockholding .of primary commodities, as of manufactured 
goods, is dependent on several quite distinct, and in some cases con-
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fl.icting, sets of motives. In the first place, there is the technical 
consideration of assuring continuity of supply, which tends to 
induce merchants to keep a constant ratio between the volume o£ 
stocks and sales. We have discussed this policy in Chapter IV; if it 
is applied at every stage between manufacture and prili;lary pro
ducer, the fluctuations in demand at the primary producer's end 
of the chain may become very violent. This effect seems to depend 
in part on the existence of separate firms in the successive stages 
of production and distribution, and may be modified by the modern 
tendency towards ''vertical integration" or amalgamation of firms 
in successive stages of production (e.g. iron mines, blast furnaces 
and steel mills) • 

Apart from this purely technical factor, stock policies are in
fluenced by changes in prices, or more strictly, by expectations of 
future price changes. Here again, two entirely different cases must 
be distinguished, depending upon the type of expectations regard
ing future prices set up by changes in prices that have actually 
occurred. 

The first type of response is characterized by the normal reac
tion of farmers when a bumper crop appears and depresses the 
price. In such a situation it is customary to hold back part of the 
supply in anticipation of higher prices in subsequent years, when 
crops will be normal or short. Siinilarly, an excess demand for 
minerals expected to be short-lived will be'met by letting stocks 
run down, and a subnormal demand by producing for. stock. 
"Seasonal speculation" works in the same way. 

This form of speculation has a stabilizing effect on prices. It is 
based on the expectation that prices will return to an equilibrium 
level and itself helps to bring about this result. It could never make · 
prices absolutely stable, since .the expected price differences must 
be sufficient to cover the costs of storage and the interest on capital. 
But the existence of this type of speculation undoubtedly tends to 
reduce actual fluctuations in prices of storable commodities. 

If this form of speculation were strong enough we should expect 
r~latively stable prices of prim~ry products, apart from excep
tional cases where stocks of particular commodities ran out owing 
~ a ve;y lar~e temporary shortage, or storage capacity became 
m~uflic1ent owmg to .a sequence of bumper crops. These exceptional 
pnce movements would affect only individ~al commodities, except 
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in so far as climatic conditions influenced all alike, which does not 

. ~sually happen, as. can be seen by the relative stability of the 
mdex of world agricultural production as a whole. 

In fact, however, price fluctuations are wide and generally af
fect m~st raw prod~cts simultaneously. This can be seen from the 
followmg table, ":hich compares the highest monthly average with 
the l~;vest p~ecedmg and succeeding average price of sixteen com-
modities durmg the three years 1936-38. . 

TABLE VII 

Variability of Prices of Primary Products, 1986-88 

Dates of High ancl Low Points Percentage Changes 
lst 2nd 1st mini- Maximum Commodity mini- Maxi- mini- mum to to 2nd (and Market) mum mum mum maximum minimum 

1996 1997 1998 
Wheat (Liverpool) June Apr. Dee, + 75 ~60 
Maize (Chicago) Mar. Apr. Oct. +183. -77 
Rice (London) Mar. Oct. Apr. + 83 ,...-14 
Sugar (London) Sept. July Apr, +48 ~24. 
Tea (London) June Sept. Nov. +35 -24. 
Coffee (New York) Apr. June Apr. + 49 -49 
Cocoa (New York) Apr. Jan. Dee. +129 -62 
Beef, chilled (London) Mar. May Mar. + 45 ~17 

·Butter, Danish (London) Apr. Oct. Mar·. + 46 -23 
Wool, Merino (London) Sept." July Nov. + 45 -42 
Cotton (New York) Mar. Mar. Nov. ('87) + 27 -45 
Rubber (London) Jan. Mar. Mar. + 91 -60 
Timber (Sweden) Jan. Apr. Oct. + 57 -83 
Copper (London) Jan. Mar. June +too -48 
Tin (London) June Mar. Apr. + 66 -45 
Lead (London) June Feb. May + 99 -63 

Taking the sixteen commodities together, the average per• 
centage rise from the first minimum in 1936 to the maximum in 
1937 amounted to 67 per cent. The subsequent average fall to the 
second minimum (which, with the exception of cotton, was reached 
in 1938) amounted to 42 per cent. These fluctuations are clearly 
connected with the general business cycle, and it is this fact which 
gives rise to a second, destabilizing type of speculation. 

Whereas in the case of price changes due to abnormal harvests 
speculators expect prices to come back to normal relatively soon, 
in the case of price movements due to the business cycle, specu
lators may expect prices to continue for several years in the same 
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direction. In the latter case, therefore, speculators buy when prices 
are rising and sell when prices are falling, thereby accentuating 
the movements on which their expectations are based. 
· A close inspection of Diagram X reveals these. two tendencies 

in stockholding. A pronounced negative correlation can be ob
served between prices and stocks, both for the seven individual com
modities, and for the combined index; but there is a definite dif
ference in behaviour before and after 1929. The period from 
about 1925 to 1929 was one of over-production of many important 
primary commodities. At the time, however, the difficulties were 
regarded as temporary and it was thought that short crops and 
increasing demand would soon b1·ing relief. In this expectation 
stocks were accumulated which sustained the price level. Prices 
fell, but not with extreme rapidity, on the average by about the 
same percentage that stocks rose. After 1929, stocks indeed con
tinued to rise; but the. price fall necessary to induce traders to 
accumulate them was much steeper. Though prices rose from 1932 
to 1934, stocks did .not decline. The 1·ise was seen as part of the 
business cycle upswing, when "holding on" was bound to be profita
ble. When the 1937 boom occurred, however, it appea1·ed that trad
ers thought the price rise had reached its limits. Stocks were 
liquidated in anticipation of a price fall; and the large supplies 
that came onto the market in this way are generally regarded as 
having been an important factor in producing the sharp price ·fall 
which in fact took place. 

8. LONG-RUN EXCESS CAPACITY IN PRIMARY PRODUCTION 

The difficulties created by the instability of the prices of pri
mary products have been complicated by the. persistent state of 
disequilibrium in the structure of world agriculture since the war 
of 1914-18, to which attention was drawn in Chapter I. The in
creased agricultural protection in Europe after 1929; the ex
tensive if not uniform improvements in the methods of agricultural 
production; and the long-term decline in the per capita consump
tion of certain basic foodstuffs associated with the rising standard 
of living; all these factors combined to produce a chronic situation 
.of surplus capacity in world agriculture which superimposed a 
downward trend on the price fluctuations resulting from the in
dustrial business cycle. 
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DIAGRAM X 

World Production, Prices and StocTcs, 19~0-38 
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Though to a lesser extent, similar causes tended to lead to over

production of certain minerals and of rubber. The increase inca
pacity was here induced not so much by the last war as by the 
enormous rise in prices shortly after the war. It may be noted in 
this connection that the prices of tin, zinc, lead and rubber declined 
consistently from about 1925 to 1932. Minerals, too, were affected 
by the drift towards autarky. The synthetic production of petro
leum, as of rubber, fibres and nitrates; the mining of low-grade 
home ores; the intensive drive to recover and collect scrap; the re
placement in some countries of coal by electricity; these were all 
measures designed to counteract the incidence of the accidental 
distribution of minerals throughout the world. In addition, the 
output of some minerals, such as tin, has been affected by marked 
improvements in the .art of extraction; and of others, such as coal, 
by changes in manufacturing processes leading to important econ-
omies in their use. · 



· CHAPTER VI 

INTERNATIONAL SPREAD OF BOOMS 
AND DEPRESSIONS 

1. INTERNATIONAL SYNCHRONIZATION OF BUSINESS CYCLES 

It was suggested in the previous chapter that one of the main 
causes of depressions in primary producing countries was the fall
ing demand for their products in industrial countries. This is only 
a particular case of a more general process whereby depressions 
tend to spread from one country to another. Parallel movements 
in business conditions in industrial countries are no less common. 
In the absence of comprehensive production indices for the last 
century, this parallelism can best be seen from a comparison of 
business annals in different countries. The results of an evalua
tion by the National Bureau of Economic Research of the annals 
of a number of countries in terms of four states of business ac
tivity: depression, recovery, prosperity and recession, are shown 
in Diagram XI on the following page. · 

Despite irregularities, the general tendency towards parallelism 
is clear. The intensity, timing and importance of cyclical move
ments varies from country to country and at different periods; 
but it was the exception rather than the rule for any country to 
remain unaffected by major booms or depressions occurring else-
where. . 

After the Great Depression of 1929-32 the tendency towards 
synchronization was less pronounced. This can be seen from a 
comparison of the movements of the production indices for the 
last two business cycles in Diagram XII. The increase in industrial 
production in these countries in the upswing of 1924-9 ranged 
from 12 to 55 per cent while in the corresponding upswing from 
1932-7 the increases varied from 14 to 120 per cent. An even 
greater difference is evident between the depressions of 1930 and 
1938 _when war and the preparation for war in. certai~ countries 
exercised a dominant influence. In 1930 production fell mall these 
countries except Sweden whereas in 1938 production increased 
substantially in Germa;y, Austria and J_apan, re~ecting war 
preparations, while it was falling sharply m the Uruted States, 
Canada, France and the United Kingdom. · 
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DIAGRAM XII 

Indices of Industrial Production in Various Countries, 1924-38 

80 

70 

---I.!NITED 1\INGOOIIA 
---UNITED STATES 

J924•tOO 

69924 192S 1926 1927 1928 1929 1930 1931 

220 lr---....:1.:::92::::4:.:·.:::10~0 n 

200 

180 

160 

2. DIFFERENTIATING FACTORS IN INTERNATIONAL 
TRANSACTIONS 

80 

70 

193if~ ... 

We have already described the mechanism by which an increase 
or decrease in spending in one part of the economy of a single 
coun~ry spreads through the change in income, consumption ex
penditure and induced investment to other parts of the economy. 
As we shall show in later sections of this chapter the same sort of 
mechanism explains the international spread of business cycles; 
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but .this mechanism is modified by certain factors which differenti
ate mternal from international trade.1 

The four main differentiating factors are: (1) the greater 
transport costs, tariff barriers and quantitative trade rest~ictions • 
(2) greater ~ability of labour; (3) autonomous currencies; ( 4), 
probably most nnportant of all, greater sensitivity of capital. 

:rran:spo:t costs, like tariffs, act as a barrier limiting the volume 
of mternabonal trade, and, since trade is one of the main channels 
through which booms and depressions spread from one country to 
another, they tend at the same time to limit the tendency toward 
parallelism. Countries which are particularly isolated or main
tain a high degree of self-sufficiency 'are likely to be less affected 
by business fluctuations abroad than those in which international 
. trade plays a more imp01·tant role. 

Immobility of labour is a second factor limiting the interna
tional as well as the internal spread of cycles. The areas of local
ized unemployment which may persist within a country despite 
boom conditions existing in other parts are due to this immobility. 
If labour were able to move freely from the depressed to the boom
ing areas, this would help to check both depression and boom and 
keep conditions in the different areas more closely in step. The 
same influence operates internationally, and the great influence 
exerted by official and cultural impediments to the international 
mobility of labour is one reason for the discrepancies between 
conditions in different countries. 

The effect of the third differentiating factor, the existence of 
autonomous currency .systems, depends on the relationship which 
exists between the currencies of different countries. If currencies 
are maintained at fixed rates under the gold standard the situation 
differs little from that within a single country. Price changes of 
individual commodities, reflecting fluctuations in demand or condi
tions of supply, are likely to be in the same directio? ~ntern~
tionally and internally. They are likely also. to. v~ry s~arly m 
degree, except in so far as the changes of mdiv1dual pr1ces are 
damped down or accentuated as a resul~ of the gr~ater transpo~ 
costs or tariffs or of other factors peculiar to foreign trade noted 
above. These generalizations must be modified in a minor degree 

1 Of. Gottfried Haberler, Prosperity ana Depression (League of Nations), Chap· 

ter 12. 
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to the extent that slight variations in exchange rates are allowed 
to occur between gold import and export points. If, on the other 
hand, exchange rates are not fixed at all, but allowed to fluctuate 
freely, changes in prices of individual commodities reflecting 
changes in business conditions in one country may be reversed in 
other countries. When a country permits its exchange to depreci

. ate, for example, the internal prices of export commodities may not 
reflect fully or at all a fall in prices for the same commodities in 
other countries. There will occur, however, an increase in prices of 
commodities that are imported, even commodities whose prices are 
unchanged abroad. The degree of change in pricea both of im
ported and exported commodities relatively to prices of the same 
commodities abroad will depend on the degree of fluctuation in the 
exchanges. Consequently, in the case of fluctuating currencies as 
well as in: the case of currencies with fixed exchanges, repercussions 
of changes in business conditions within a. national market are 
transmitted internationally in greater or less degree depending 
on the commodities immediately affected, the economic structures 
of the countries involved and the place of these commodities in 
these economies. The repercussions on different commodities, how
ever, may be strikingly diffe1·ent when exchanges are allowed to 
fluctuate freely from those that would ensue under fixed exchanges. 

As we have noted, the fourth factor, namely, the greater sensi
tivity of capital in international markets as compared with internal 
markets, is probably of ·particular importance in the international 
spread of business cycles. Our analysis throughout this Part of our 
Report has indicated the crucial and fundamental role played by 
fluctuations of investment in the ebb and flow of business activity. 
It has shown that when investment is stable, income, employment 
and production are most likely to be stable. It has also shown that 
investment in sufficient volume to absorb the margin between in
come and consumption is a condition of full employment. The im
plications of these findings have peculiar significance in the field 
of international economic relations where, owing to the wide dif
ferences in the rates of consumption, savings and industrialization 
in different countries, the marriage of potential savings with po
tential opportunities for investment has frequently been effected 
through the mechanism of the international capital market. The 
stability of the economies of many countries, particularly countries 
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in an early stage or rapid process of industrialization, has been de
?enden~ o~ an inflow of investment from outside. Even in highly 
mdustr1alized countries, the rate of investment in certain indi
vidual industries or enterprises closely affiliated with foreian 

f 
. b 

sources o cap1tal may depend on investment decisions reached out-
side the national boundary. The stability of capital-exporting 
countries with high rates of saving has also been dependent on the 
recurrent appearance of new opportunities for investment abroad. 

There is probably no field of international economic relations 
where the existence of a national boundary more sharply differenti
ates an international economic transaction from its national coun
terpart than that of investment decisions. All investment decisions' 
are subject to a greater or less degree of hazard or uncertainty, 
owing to the impossibility of accurately forecasting future events. 
In the case of each class of international investment decision, how
ever, as compared with its domestic equivalent, these uncertainties 
are always increased by the existence of two sovereignties, the 
jurisdiction of two systems of law applied by different systems 
of courts, and the presence of two autonomous currencies. They 
are also likely to be accentuated by physical remoteness and less 
intimate contact with local conditions as between borrower and in
vestor. It is almost inevitable, therefore, that decisions to invest 
abroad are even more sensitive to the whole range of factors that 
make for the ebb and flow of business activity than decisions -to 
invest at home. Unless these factors are counteracted, therefore, 
the flow of investment spending on international account _is always 
in danger of being highly cyclical or erratic in its volume, even 
more so than that on domestic account, thus acting powerfully to 
spread both booms and depressions across national boundaries. 

8. THE INTERNATIONAL ~USINESS CYCLE AS REGISTERED 
IN THE BALANCE OF PAYMENTS 

Since all international spending through which booms and· de
pressions are transmitted· :from one country to another involve ex
change transactions, they affect the international balance of pay
ments. To observe the process by which business :fluctuations 
spread internationally, we have only to.look at the effect~ of a boom 
or depression in one country on the d1fi'erent elements m the bal
ance of payments. Statistical material adequate to reveal the 
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nature of the problem and tq indicate the relative magnitudes in
volved was becoming increasingly available prior to the outbreak 
of the present war, as country after country endeavoured to ex
pand the analysis of its balance of payments problem by securing 
more accurate estimates of all of the major categories involved. 
This work, which has been concentrated mainly on the "invisible" 
items as contrasted with statistics of imports and exports which 
have long been available for most countries, has served to draw in
creasing attention to the importance of fluctuations in the capital 
items on cyclical changes in the gold and foreign exchange posi
tion. This importance is due to the sensitivity of international in
vestment noted abov~. If any generalization about the problem 
here under consideration can be made from a scrutiny of the more 
adequate balance of payments statistics now available, it is that the 
international spread of booms and depressions is particularly re
lated to changes in imports or exports of raw materials and food
stuffs, and to changes in international investment decisions. The 
highly cyclical behaviour of international spending on raw ma
terials and of international decisions to invest consequently become· 
particularly critical elements in the international spread of booms 
and depressions. 

Table VIII presents an analysis of the balance of payments of 
the United States over the seventeen-year period, 1923-39, de
signed to bring out the particular individual items in the balance 
which registered the greatest annual fluctuations over the period 
as a whole. It is thro~gh these items that major changes in the in
ternational economic 1·elationships of the United States' during the 
period were expressed. They indicate, therefore, the .magnitude of 
individual elements of instability during a period of great changes, 
the elements through which the ·major readjustments caused by 
booms and depression!!!, as well as those resulting from structural 
changes Ol' erratic factors, were spread internationally during the 
period. It should be noted that because the figures are averages of 
fluctuations of individual items over a long period, the table does 
not indicate the result of a particular fluctuation at any particular 
moment. It does not indicate, for example, the extent to which the 
variations in the individual items, such as the trade and investment 
items, were so synchronized in direction as to reinforce or offset 
each other at different periods. It may be stated in this connection, 



TABLE VIII 
Impact on International Currenc M k 

in tb.e United St t B l '!/ ar eta of Individual Items 
a eB a ance of Payments, 1923-891 

Annual Averages in $(OOO,OOO's) 
Section I 

Average year-to-year chan ( 1 Section II 
minus} in imports and othe~~:em~ us or Ayerag~ year-to-year changes (plus or 
larly providing dollars: regu- jius} In exports and other items regu-

Imports f d . ar Y absorbing dollars: 
o cru e and sem1-fin- E f 

ished products xports o finished productsb . 275 
New loans to foreig~ ·~d~~t;i~ 378 Exports of crude and semi-fin-
Imports of finished products 185 !shed pro~uctsb . •. '• • •. • • . 188 
New direct investment abro~d 130 Receipts of mtcrest and divi-

(net)a . 
77 

dends ·................... 80 
Imports of· sll~~~ ...... · • " " • Rece~pts on amortization . • . • . 49 
Payments for shippfug·~~d .. " 61 Rece1J?ts on shipping and 

freight • . freJgbt .. .. .. .. .. .. .. .. • .. 85 
Payments of ·~~t;,~;~t·;~d 'cii;1: 

52 Government aid and settle-
dends ments ............ • .. . . . . . 28 

Travel exp. ~~;ut,;; .. ·b .. ·a······ 44 Netreceipts o~ account of vari-
e a roa ' ··• 43 ous minor ttemsn - 2 

Personal remittances abroad • • 20 Travel expenditure i~ 'th~ · · • · · 0 
· 

Government aid and settle~ United States 14 
. ments . · .. . . . . . . .. . . .. • .. . 15 Sales of silver ... :::::;;;;:;:: 11 

Miscellaneous government pay- Personal remittances to the 
ments .. • .. .. .. • • .. . .. .. • • 6 United States 

Institutional contributions • • • • 5 Miscellaneous go~~~~~;~t · ;~ 
6 

ceipts ................... .. 2 
Section III 

-!'-verage balances of all remaining items 
m t~e .balance of payments (sometimes 
prov1dmg, and at other times absorbing, 
dollars}: 

Net gold movement • . . • • . .• . • 698 
Foreign holdings of short-term 

funds in the U.S. .. .. • • .. .. 456 
Net purchases and sales of 6ut

standing securities • . • . . . • • 264 
Unexplained items . . . . • . . . . • . . 260 
American holdings of short-

term funds abroad . , . . •. . . . 176 

a The figures against these Items represent the changes in a balance which was 
positive ln certain years and negative in others. 

bNot Including re-exports (which conld not be distributed between 'Items II 
A and B}. The average year-to-year change In total rCHOXports was 11 million 
dollars. 

1 In attempting to measure the impact of various items on the balance of pay
ments, distinction bas to be made between items which give rise to regular "normal" 
inward or outward payments, such as imports or exports of goods or services, and 
other Items such as short-term capital movements and banking transactions In gold, 
which may either provide or absorb funds, depending on their direction. In a situa
tion without disturbing forces, most of these latter Items would approach zero. 
In the former case, i.e., of items representing "normal" in- or out-payments, dis
turbance is measured by the magnitude of any change (plus or minus) In the 
amounts Involved. In the latter case, the impact toward change in a given year may 
be taken as proportionate to the magnitude of the balance itself, which represents 
the deviation from the "normal" situation in which the balance would approach 
zero. To Illustrate, the magnitude of the impact abroad of economic developments 
within the United States in any year wonld be measured (1) in the case of com
modity imports, by their aggregate change (plus or minus) as compared with the 
preceding year, but (2) in the case of gold, by the absolute net gold movement in 
that year. 
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howe~er,. that a scrutiny of these individual movements year by 
year mdicates that all too frequently the instability registered in 
the high variability of the trade figures, particularly those cover
ing primary commodities, was accentuated by the direction of 
movement of the various capital and other items. 

Sections I and II of the table indicate the variations of the 
major categories of economic transactions that are regular and 
persistent in their impact on the balance of payments, either sup
plying dollars through American purchases of commodities and 
services abroad or absorbing dollars through foreign purchases of 
American commodities and services. In the table they are arranged 
in decreasing order of the size of their average variations over the 
period as a whole. The central role in the ebb and flow of interna
tional trade played by fluctuations in the aggregate money demand 
for prime commodities on both the import and export side is 
obvious. The wide variations in the various capital items covered, 
which were in fact very unstable, are also brought out strikingly 
in these sections of the table. 

Another extremely :iinportant item shown in Section II is "Ex
ports of Finished Products from the United States", the fluctua
tions of which over the period exceeded those of the exports of 
crude and semi-finished products. These wide fluctuations were 
due to the fact that United States exports of finished manu
factures were h~avily weighted during the period by such durable 
commodities as automobiles and appliances, which not only are 
subject to large cyclical fluctuations in demand but also. were 
singled out particularly for restrictive official action in the dis
turbed international trade conditions of the 'thirties. To some ex
tent, however, they simply reflect in the trade figures the cyclical 
variability of capital investment, since a certain proportion of ex
ports of capital funds are taken by the borrowers directly in the 
form of exports of durable capital equipment. 

Section III of the table shows the average annual balances of all 
other items in the balance of payments: gold movements, changes 
in short-term financial balances, net trading in outstanding se
curities, and "unexplained" movements. The movements of these 
items would be expected to be considerable, since they ~elude flows 
of funds required to offset the aggregate changes. m. the tr~de 
and other items included in Sections I and II. Their size durmg 
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the period covered, however, is to be explained in part by the fact 
that they reflect in many cases such highly destabilizing capital 
movements as (1) foreign speculation in the American st.ock 
market in the late 'twenties; (2) the huge withdrawals of Umted 
States balances abroad during the crisis of the early 'thirties, and 
(3) during the late 'thirties a flight of capital in the form of "hot 
money" to the United States. The exact nature of the transactions 
which account for the magnitude of the heading "unexplained 
items" is unknown; but it is probable that they are closely asso
ciated with the flight of capital from exchange controls that were 
imposed during the 'thirties. 

These figures, of course, apply solely to the balance of payments 
of the United States; but the generalizations which emerge from 
them would appear to hold wider validity. This becomes particu
larly clear if account is taken of the fact that international trade 
in primary products accounts for sixty per cent of the whole of 
international commodity trade, and of the fact that the United 
States exports and imports of capital constitute. a preponderant 
proportion of total international en pi tal transactions. 

It is evident, therefore, that there is nothing· strange in the 
simultaneous appearance of a boom or of a depression in widely 
scattered sections of the globe. We have indicated in an earlier 
chapter that the ebb and flow of business are strongly influenced by 
the economic environment of institutions and habits in which they 
take place, and are particularly characteristic of an individualistic 
economy that has progressed far in the accumulation of capital 
facilities and in the provision of a high standard of living. We have 
noted the strategic role of investment in the initiation of these re
current ebbs and flows and the manner in which small variations 
in aggregate demand for primary products are reflected quickly 
and in magnified form in the aggregate income of producers of 
these products. These factors are particularly important in inter
national economic relationships, partly because investment de
cisions are very sensitive to factors introduced by the existence of 
national boundaries. It follows that any country whose economy is 
intimately dependent on foreign investment or whose trade is 
gr~atly dependent on primary commodities will be seriously 
affected by swings of business arising outside its own borders. 
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4. EFFECT OF CHANGES IN NATIONAL INCOME ON IMPORTS 

But a boom in any country, even when it is due entirely to in
ternal factors, for instance, an increase in domestic investment, will 
usually exert an immediate influence toward expansion outside its 
borders, particularly if exchange rates are fixed. Unless there is 
official intervention to stop it, part of the increase in aggregate 
income within a country that accompanies an expansion of invest
ment will probably be spent directly on increased imports of fin
ished products; but, with very few exceptions, a much larger part 
is likely to be spent on ° finished domestic commodities, fabricated 
in part out of imported primary products. The increase in do
mestic investment will thus give rise to an increased demand for 
imports, the extent of the increase depending on the size and type 
of the country concerned, the teclmical possibilities of substitu
tion between imports and domestic products, legal barriers to im
portation such as tariffs, quotas, etc., and similar barriers imposed 
by cartels. It will also depend, of course, on the magnitude of the 
increase of internal investment within tlie country in relation to 
its economic structu1·e, the level of economic activity prevailing 
at the time and the size and distribution of the national income. 

It is important to bear in mind in this context that the propor
tion of such an increase in domestic income which will be devoted 
to additional imports may be very different from the proportion of 
the total national income which is spent on imports; it is the former 
proportion which is mainly relevant in the spreading of booms 
from one country to another. A country which is highly industrial
ized and which imports mainly necessities will devote a relatively 
large part of its whole national income to imports, but only a small 
part of any increase in incomes. Countries, such as the United 
States, which are more self-sufficient may have a lower ratio of 
imports to national income as a whole; but if their imports consist 
mainly of industrial raw materials and luxuries, a much larger 
proportion of any increase in income will go to increasing imports. 
The United States, being large and relatively self-sufficien~, has a 
l~w ratio of imports to national income as a whole, though m ~ood 
tunes her imports are very large, in terms of w~rld trade. ?wmg, 
however, to the high proportion of raw materials, lu~unes and 
specialized products among her imports, t~e volume of Imports ~s 
a whole is extremely sensitive to changes m the level of domestic 
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activity and in~ome. Hence, business fluctuations in the United 
States have exercised a much larger influence on other countries 
than might have been expected for a country in which foreign 
trade played so small a role in the economy as a whole. -

Thus the influence of changes in business conditions within a 
country on business conditions abroad, to the extent that it is ef
fected through its imports, depends not only on the amount of its 
imports, but also on the extent to which these imports increase or 
decrease when there is a change in domestic activity. This relation
ship between changes in domestic income and resultant changes 
in imports, moreover, is not constant but may alter as a result of 
changes in consumers' tastes, of tariff changes or the operation 
of exchange control, or of technical changes affecting the relative 
efficiency of domestic products and imports. 

Apart from such structural alterations, the effect of income 
changes on imports will vary with the different phases of the 
business cycle. This is a consequence of the changes in income 
distribution and the structure of production which -we have seen 
to be normal features of the cyclical process. If a country imports 
mainly luxuries or capital goods, for which the demand is unstable, 
changes in domestic conditions will have a much greater effect on 
its balance of payments and hence on conditions abroad than will 
changes in a country '1'1-lth a trade identical in value but which 
imports mainly necessities; 

The relationship between changes in national income and 
imports in the United States, United Kingdom, Canada and 
Germany during the past two decades is shown in Diagram XIII. 
A fairly close correspondence_ can be observed in the United 
Kingdom and Canada and, apart from the year in which a general 
tariff was introduced, in the United States, and also in Germany 
before the imposition of exchange control. · ' 

6. EFFECT OF DOMESTIC EXPANSION ON EXPORTS 

The spread of business revival out of the country in which it is 
initiated, by means of an increase in its imports, tends to create a 

·more favourable market for its exports. Other countries receive an 
expansionist impulse which will increase consumers' demand for 
commodities, some of which may be· imported as finished articles 
and many more of which will probably be manufactured a~ home 
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DIAGRAM XIII 

Movement of National I-ncome and bnports, in United States, 
United Kingdom, Canada and Germafly, 19~~-89 
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in part or in whole from foreign raw materials. The international 
effect of this demand will dependl inter alia, upon the factors we 
have already mentioned when discussing imports, namely, the 
level of economic activity, the size and distribution of the national 
income, the size and structure of the country, the technical pos
sibilities of substitution between imports and domestic products, 
legal barriers to importation such as tariffs, quotas, etc. 

Some of this expansion will probably be reflected back directly 
to the country from which the impulse started in the form of an 
increased demand for its products, where it will give an additional 
impulse to the expansion already under way. The remainder will 
flow to other countries, where it will initiate the same process over 
again, the extent of the response always depending upon the 
technical conditions mentioned above; but again part of this 
response may revert to the country of original impulse. Thus the 
process by which an initial expansion in any country tends to 
lead to further expansion operates internationally in much the 
same fashion as internally. In the international field it will prob
ably be reflected, at the very least, in an increased import of raw 
materials, which in its turn will set in motion forces tending also 
to increase exports. As iii the internal field, the cumulative effect 
of this process rests on the fact that recipients of additional 
increments of income are likely to re-spend them at least in part. 
Inasmuch as a part of this re-spending favours the building up 
both of imports and subsequently of exports, the tendency to 
expand operates by diminishing increments until a new balance 
of trade has been achieved at a higher level of income in both 
countries. 

It is especially important to note that these processes are not 
simultaneous but involve a lag. In the case cited above, the country 
of initial expansion would experience a relatively quick increase 
in its demand for imports, but its exports would not tend to 
expand until these increased imports had exerted an effect upon 
the internal level of incomes of the countries from which they 
were derived. In these latter countries, on the other h~nd, the lag 
would be reversed. In their case, exports would increase first and 
would' tend to be followed after a lag by an increase in the demand 
for imports. The size and durati~n of this lag wil~ depend upon 
all of the particular factors mentioned above. It will probably be 
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very sl1ort, if various technical conditions in the countries affected 
are propitious, but under cel'tain circumstances it may be very 
long, as, for example, when trade takes place between two coun
tries, in one of which an increase in the level of incomes leads to 
a large immediate demand for goods in whole or in part of foreign 
origin, while in the other the demand for such goods is relatively 
small. 

It may also become difficult to achieve even an eventual equi:.. 
librium if the two countries are very unequal with respect to the 
dependence of their industry on export markets and in the 
types of products which they customarily import. A country, for 
example, that was highly self-sufficient and· imported mainly those 
foodstuffs and raw materials for which its demand remained 
relatively constant as between prosperity and depression would 
find it very difficult to eliminate the lag and achieve cyclical 
equilibrium if its expo1·ts consisted mainly of capital goods, 
durable consumers' goods and "high standard of living goods" 
generally, for an internal expansion in such a country would find 
only a small expression in its import activity. Even this small 
increment, however, ~ight lead to a sufficient revival among its 
foreign customers to stimulate very much larger orders for 

· exports in the form of "high standard of living goods". 

6. EFFECT OF INTERNATIONAL INVESTMENT 

This lag will tend to be smaller, though it will not necessarily 
be eliminated, if the initial impulse toward expansion proceeds, not 
from internal investment within a country but as a result of an 
act of productive international investment. As a rule international 
productive investment, particularly long-term investment and 
direct investment, involves more than the provision of funds; it is 
likely also to involve on the one hand the placing of orders for plant 
and equipment in one or more industrialized countries and, on the 
other, expenditures in the receiving country for their installation. 
The operation, therefore, is of a type that i.s likely to stimulate 
initial expansion simultaneously in at least two counh·ies and thus 
through its effect upon their incomes to set in motion at the same 
time within each of these countries forces that lead cumulatively 
to increased foreign trade. In these circumstances, the initiating 
impulses for exports and imports more nearly coincide and the 
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subsequ~nt development of a ~ag would be more likely to reflect 
the specific technical conditions affecting the nature of the foreign 
trade of the country concerned. 
. .~ ~f the cumulative processes described above by which an 
1mbal 1mpulse toward expansion or contraction is transmitted 
internationally through changes in the volume of foreign trade 
are further reinforced by the tendencies toward investment or dis~ 
investment which they may stimulate. An increased demand for 
exports in any country is likely to be reflected in greater oppor~ 
tunities for the investment of capital, either foreign or domestic, 
not only in the export industries themselves but in industries 
supplying the home marl;:et. The scale of tlus additional invest~ 
ment will depend of course on the existing capital equipment and 
the degree of its utilization, but even at the bottom of a depression 
when there is ample unused capacity, an increased demand for 
exports may well lead to an acceleration of plant replacement. 
When the expanding demand for exports impinges on an economy 
enjoying a fairly high level of employment, the range of oppor~ 
tunities opened for further investment will be much. broader, 
particularly if the country is still in a rel~tively rapid state of 
development. These opportunities will lead both to increased in~ 
vestment from domestic funds and increased demands for foreign 
capital, and the spending of these funds will operate to expand 
further the demand for imports, both imports for general con
sumption and imports of specialized productive equipment. This 
factor consequently may be very powerful towards the top of a 
boom, and, taken in conjunction with the fact that potential 
investors are more inclined to minimize the risks of foreign invest
ment when the exports of the country in which they contemplate 
investing capital have shown a rapidly rising trend, accentuates 
the cyclical incidence of foreign investment. 

Investment and disinvestment in stocks of primary commodities 
also exert important effects on the international spread of the 
business cycle. We have described else1vhere the recurrent waves 
of demand to which primary commodities are cyclically subject, 
the magnified effect of these waves on the prices of these comm~di
ties and on the incomes of producers and the m~rket mechamsi_Il 
whlch tends to shlft during the co.urs~ of the b~smess cy?le. I~ 1s 
sufficient to point out here that tlus highly cyclical behav1oUl" lS a 
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peculiar characteristic of international economic relations, becauf!e 
countries are highly specialized in the production of primary com~ 
modities, and these commodities constitute the preponderant ele
ment in international trade. 

1. CLOSING THE GAPS IN THE BALANCE OF PAYMENTS 

The foregoing analysis has indicated the manner in which 
recurrent waves of activity and. depression, if left to themselves, 
tend to spread from country to country. At the same time our 
analysis has made it clear that the spread of those waves from 
area to area is a process that necessarily takes time. A perfect 
international synchronization ·of cyclical movements would be 
conceivable only if these movements arose in the different countries 
spontaneously and simultaneously. Since in fact there is nothing 
to ensure such spontaneous and simultaneous generation of paral-, 
lel cyclical changes, synchronization has never been perfect but 
has always involved more or less considerable lags. 

These lags are associated with gaps in the balance of payments. 
We need merely recall the simple example used earlier in this 
chapter: namely, the case of a favourable impulse to domestic 
investment in a given country, leading to an increase in national 
income and hence impo1·ts, a rise in activity in the export and 
later also in the home-market industries of the country supplying 
those imports, a rise in national income and demand for imports 
in that other country, and finally an increase in the exports of the 
given country from which the impulse originated. The original 
impulse gives rise almost at once to a gap in the bahince of 
payments due to the increase in the demand for imports in the 
country first mentioned. This gap is a reflection of the lag of 
the second country behind the first in the process of cyclical 
change; it tends to be closed as and when the lag disappears 
through the prog1·essive spread of increased income and ex
penditure from the export to the home-market industries of the 
second country. At the end of the process there is an increase in 
demand for the exports of the country of original impulse, tend
ing to balance the initial rise in imports. Equilibrium in the 
balance of ,Payments will have been restored at a higher level of 
trade. 

In the meantime, however, something must be done to fill the 
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gap, if exchange stability is to be maintained. It has been the 
traditional function of gold supplemented by foreign exchange 
re~e~ves to fill gaps~ th~ balance of payments including the gaps 
ar1smg in the international spread of cyclical changes in business 
activity. The experience of the 'thirties has shown that the use of 
gold as a medium of international settlement for this purpose 
need not be confined to a system of the traditional gold-standard 
type. 

The traditional gold-standard system which functioned success
fully before 1914 relied not only on gold and foreign exchange 
reserves to fill gaps in the balance of payments; it relied to a 
large extent also on a delicate mechanism of private short-term 
capital movements. When a deficit arose in a country's balance of 
payments, an inflow of foreign liquid funds could usually be 
relied upon to cover it at least in part, and thus to take some ·of the 
strain off the country's gold and exchange reserves .. The two 
main conditions which induced short-term funds to behave in this 
equilibrating manner were: (a) slight variations of the exchange 
rates within the gold points, which made it profitable to acquire 
bills or balances in any currency that was momentarily at or near 
the gold export point; and (b) changes in money rates, which 
were usually upward when gold was fi.owing out and downward 
when gold was fi.owing in. The orthodox "rules· of the game" 
implied that any automatic tendency for money rates to change 
in this way, according as gold moved out or in, was not to be 
neutra¥zed, but was rather to be strengthened, by deliberate . 
central bank action. 

These changes in interest rates, besides directing the fi.ow of 
liquid funds, tended also to speed up the process of change in 
national income and outlay in the countries concerned, a process 
which tended eventually to close the gap in the balance of pay
ments. In the country losing gold, the rise in interest rates would 
put a damper on the initial expansion of demand, while in the 
gold-receiving country the interest reduction would stimulate the 
growth in national income arising initially from an increase in 
exports. These additional effects on national income and outlay 
depend, however, entirely on the degree to which investment 
expenditure is responsive to changes in interest rates. There is no 
way in which interest changes can affect national income, aggre-
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gate demand, and eventually the general price-level, except 
through their influence on investment. This influence is some
times fitful and uncertain; the volume of stocks of goods held, for 
example, is often governed more directly by price expectations 
than by interest charges, while investment in many types of fixed 
capital is closely dependent on the anticipated demand for the 
final product. From what we have said it is clear, howevt:r, that 
changes in interest rates, and their effects on investment, though 
they may be useful, are not an essential part of the adjustment 
process which closes the gap in the balance of payments. The 
shifts in aggregate demand, the investment decisions to which these 
shifts are likely to give rise and the accompanying cumulative 
changes in money income and expenditure may fully suffice to 
restore equilibrium. 

Great emphasis was often placed in the past on the automatic 
adjustments in national cost- and price-levels resulting from the 
changes in interest rates under the gold standard mechanism. It is, 
however, only through their effects on investment and hence 
national income that changes in interest rates are capable of 
affecting the level of costs and prices. In the case of a reduction 
in interest, it is only through its stimulating effect on investment 
and business activity that a higher level of costs and prices may 
incidentally come about by reason of a keener competition· for 
labour and other resources; in the case of a rise in interest, it is 
only through its depressing effect on investment, national income 
and employment tha~ a fall in wages and prices may ensue. The 
changes in cost- and price-levels are a by-product of the Changes 
in national income. As we have seen, the latter by themselves tend 
to operate in an equilibrating manner; for as total demand in 
a country falls or increases, so does the demand for imports. 

It is true that this by-product in the form of a change in the 
cost- and price-level, in so far as it materializes, does introduce 
an additional equilibrating factor into'the adjustment mechanism. 
A fall in a country's price-level will improve the competitive 
position of exports abroad and worsen the competitive position of 
imported goods a~ home; in this way a country will tend to secure 
for its exports a larger share of a given world demand and 
reduce the proportion in which its own demand is directed toward5 

imports. These effects depend on the elasticity of demand with 
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resl>ect to price and may or may not be sufficient to right the 
balance of payments. By contrast, the shifts in aggregate demand, 
of which the cost and price changes are a by-product, operate in· 
the right direction independently of the price-elasticity of demand, 
and produce their equilibrating effects on the balance of payments 
more certainly and quickly. As. costs, moreover, have tended to 
become more rigid in advanced industrial countries, the autom
atism of the price adjustment mechanism has been: greatly 
reduced; and indeed, for the reasons indicated, it is a matter of 
doubt whether the gold standard was ever as effective in this 
connection as was formerly supposed. 

But whatever the influence of interest rates may have been on 
the process of closing the gaps in balances of payments, a distinct 
and pro'!:>ably important function of interest changes in the gold 
standard mechanism was, as we have seen, to call forth equilibrat
ing short-term capital movements so as temporarily to fill those 
gaps, the real adjustment taking place largely through the direct 
effects of changes in income and effective demand in the various 
countries. It is necessary to observe, however, that this mechanism 
of equilibrating short-term capital movements was confined, in 
the main, to countries w!th well-developed money mar)l:ets: coun
tries such as Great Britain, France, the Netherlands and Germany, 
at the end of the nineteenth century, with the notable addition of 
the United States later. Between these more developed financial 
and industrial centres on the one hand and the less developed 
agricultural and mining countries on the other, the propagation 
of cyclical movements as reflected in the balance of payments was 
dominated by two factors discussed earlier in this chapter, namely, 
the fluctuations in the demand for primary products and, largely 
in response to these, fluctuations in long-term foreign lending. 

8. DISEQUILIBRATING. MONEY FLOWS 

The equilibrating type of short-term capital movement was 
possible only in a system in which there existed absolute con
fidence in the maintenance of fixed exchange parities among the 
currencies concerned. The gold standard prior to 1914 was such 
a system; it was a system ~ which ~c~nge·stability was a~cepted 
without question as the prunary obJective of monetary policy an~ 
in which there was a sufficient readiness to pursue this objective 
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even at the cost of internal instability. These conditions engen
dered confidence in exchange stnbi~ity, and this confi~ence in 
exchange stability was essential if private liquid funds we1·e to 
move in an equilibrating manner. If a banker was to be induced 
to transfer some of his liquid balances into a currency which 
stood temporarily at the gold export point, he had to be confident 
that the currency in question would not depreciate below that 
·point; if the inducement consisted of interest differentials, then 
similarly he had to be confident that this slight gain would not 
be wiped out or turned into incalculable loss tluough exchange 
depreciation. 

The confidence in exchange stability which existed before the 
war of 1914-18 was greatly weakened by that war and by the 
monetary disturbances immediately following. After the failure 
of the attempt to restore the pre-war system, confidence was still 
further undermined. In these circumstances, liquid funds failed 
to respond in the normal way to variations in exchange or interest 
rates; worse still, they responded increasingly in a disequilibrating 
manner. When, for example, the exchange depreciated or discount 
rates were raised, funds would often take fright and move out 
instead of inward. In consequence they often moved from countries 
with high to countries with low interest rates. Instead of taking 
some of the strain off the central gold and exchange reserves, they 
placed an additional and frequently unbearable strain on these 
reserves. They are aptly described as disequilibrating, especially 
as they usually proceeded f1·om countries with a deficit to countries 
with a surplus in the balance of payments • on account of trade 
and other normal transactions.' 

Such mov-:ments occurred several times on a large scale during 
the inter-war period. We may recall, for instance, the flight and 
repatriation of capital from and to France before and after 1926 
respectively; the foreign participation in the United States stock 
market boom in 1928 and 1929; the sudden withdrawals of 
foreign short-term credits from Central and Eastern Europe in 
the early 'thirties; and above all, the mass movement of "hot 
money" to the Unite.d States in the later 'thirties, which, however, 
was largely due to the growing threat of war in Europe. Capital 

• Cf. International Currency E::perience: LBIBO'M of the Inter-Wa.r Period 
(League of Nations, 1944. II. A. 4). 
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.movements 9£ this type do not represent basic investment decisions, 
and do not therefore necessarily increase employment, directly 
or even indirectly, in the country to which they 1low.1 In the 
countries from which they originate, however, they may well have 
serious effects on employment and incomes unless these countries 
institute exchange control, allow their currency to depreciate, or 
have enough gold to lose and are careful to offset the effect of tlus 
loss on the domestic credit base. 

9. EFFECT OF TRADE RESTRICTIONS 

It was noted above that a country experiencing revival and 
contributing to the spread of such revival abroad may not enjoy 
the subsequent increase in its exports needed to close the gap thus 
created, even though the prices of its exports are internationally 
competitive, if those exports are subject to special discrimination 
in foreign markets owing to tariff preferences, q.uotas, exchange 
restrictions, subsidies, cartel arrangements, etc. While some of 
these devices have long existed as special impediments to a free 
flow of international trade, their appearance as a major element 
in the structure of international econonlic relationships dates from 
the early 'thirties when they were introduced on a wide scale, 
usually as temporary expedients to relieve pressure on their 
balance of payments by countries faced with a crisis gr~wing out 
of such a gap. Since then they have tended to persist and to be 
extended, partly because they have given rise to vested interests 
which have became dependent upon their continuance and, partly, 
because they have been useful in fostering econonlic mobilization 
during the war. The United Nations are pledged to attempt to 
remove them and to return to a freer trading system as conditions 
pernlit after the end of the war. 

It is not the responsibility of the Delegation in this. Report 
to analyze the merits or deficiencies of these various devices from 

1 The United States Department of Commerce has made the following comment 
on the !low of "hot money" to the United States In the 'thirties:. "While internal 
activity did expand and a small excess of payments on current account did appear 
from 1925-7, the lnllux of foreign capital into the United States was apparently 
not an important factor 1n these changes. The capital was held largely In liquid 
form or employed In stock market transactions, and was not directly expended on 
a significant scale 1n new investments of an Income-generating character'' (The 
Umutl Bta.t•• in the World Economy, U.S. Dept. of Commerce Economic Series 
lifo. 28, 1948, p. 192). 



["109 J 
the point of view of their long-term effect upon the economic 
structUl·e of the countl'ies that employ them, but rather to con
centrate upon their relation to the problem of international 
instability of business which is here under review. Once imbedded 
in the international economic structure, they raise the question 
whether any nation can afford to permit an internal revival to 
stimulate an expansion of imports when there exists the possibility 
that these special discriminatory devices may be employed to 
prevent the subsequent closing of the gap thus created. Clearly, 
if the probabilities are that such discrimination wil~ be employed 
with sufficient effectiveness to prevent the closing of the gap, every 
country would be compelled to adopt similar devices in order to 
prevent its internal revival from stimulating its import l'equire
ments, Since all trade is mutual, and the import of one country 
is the export of another, this would tend to restrict international 
interchange on both capital and trade account to minimum levels. 
Such a general policy of restriction must result in a reduction in 
national incomes and a lowering of standards of living. For 
countries would no longer be able to purchase raw materials or 
foodstuffs or other goods where they can be produced with least 
effort and are consequently cheapest, but, as the restrictions 
gradually spread and became more rigorous, they would be forced 
back more and more on their own resources, resort to barter ar
rangements or be compelled to forego altogether what they cannot 
produce themselves. Stability would be purchased at the cost of 
poverty. 



Section II. 

A~ti-depression Policies 
CHAPTER VII 

REGULATION OF TOTAL EXPENDITURE 

1. THE IMPORTANCE OF THE GREAT INDUSTRIAL COUNTRIES 

In the preceding chapters we have tried to describe the nature 
of economic depressions in the past, and the mechanism by which 
they were propagated and spread both nationally and internation
ally. The setting of our analysis has been the system of predomi
nantly private enterprise economies which was universal in devel
oped societies up to the last war and still prevails over the major 
part of the world. "\Ve have seen that such economies possess cer
tain inherent tendencies to instability, tendencies which are closely 
bound up with the phenomena of economic progress and uneven
ness in the accumulation of capital. Apart from depressions in 
individual countries or areas caused by purely local and uncon
trollable factors such as harvest failures, floods, etc., we found 
that the familiar type of depression, characterized by a more or 
less simultaneous fall in real income and output over a wide range 
of countries, seemed to. result mainly from the wide fluctuations o{ 
·investment and employment in industrial countries. A cumulative 
downswing, due to a decline in investment in one industrial country 
tended to spread to other countries through a decline in the demand 
for their exports. In primary-producing countries this was often 
the cau·se of a heavy fall in the price of their main products anci 
consequently in the incomes of producers. The resultant decline in 
activity in these countries was reinforced by the cessation ,of 
capital inflow from abroad. The fall in the exports of other in
dustrial countries resulting from the reduced purchasing power 
of the countries producing primary products often initiated a 
cumulative decline in spending and investment, which reinforced 
the tendency to world deflation. In a similar way a recovery of in
vestment in any part of the system might set in motion an upward 
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cumulative tendency, the effect of which would also tend to be 
diffused over the whole area. 

In both phases of the business cycle the rate of investment in 
advanced industrial countries was seen to play a vital role. As we 
stated in the first Part of our Report, "it must, we believe, lie with 
the great industrial markets of the world to adopt the constructive 
measures of major importance required to secure greater economic 
stability and to accelerate economic development".' We shall there
fore turn our attention first mainly to the problem of securing 
greater stability of income and employment in industrial countries. 
But there are no clear lines of division either between major and 
minor industrial countries or between. industrial and other coun
tries, and many of the policies which we suggest in Chapters 
IX-XVII and in Chapter XX will be applicable to countries 
with a mixed economy and some even to states which are mainly 
dependent on agriculture. Chapters XVIII and XIX are devoted 
to a consideration of the policies appropriate for raw materials 
9:nd food producing countries, whose stability is largely dependent 
on the demand of the industrial states for the products which they 
export. But here again no clear-cut division can be made;· for of 
the great industrial countries the United States of America con
tributes largely to the world export of agricultural products, while 
the United Kingdom is as dependent on her export markets as 
many of the strictly agricultural states. 

2. THE PROBLEM OF MAINTAINING AGGREGATE DEMAND 

The general framework of the problem is essentially a simple 
one. In any country, the level of employment depends immediately 
on the amount of expenditure. If insufficient is spent to buy the 
whole output of the gainfully occupied persons of that country 
some people will be unemployed. The special difficulty of main
taining effective demand in advanced industrial countries arises 
from the relatively great importance in the whole economy of 
the saving-investment process. If everyone spent the whole of 
his earnings on consumption goods, there would be less tendency 
to cumulative unemployment, but at the same time there would be 
less capital formation and less economic progress. In an economy 
where people save part of their incomes either for future con-

1 The Tramition from War to Peace Edonomy, League of Nations, p. 16. 
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tingencies or to add to their wealth, the maintenance of employ
ment depends on an equivalent amoun~ of expenditure being di
rected to investment. As we saw in earlier chapters, depressions 
arise in advanced industrial countries mainly as a result of the 
fact that changes in investment plans do not always synchronize 
with changes in decisions to save. Owing to this lack of synchroni
zation a constant watch must be kept on the current and prospec
tive movement of each class of expenditure, if a stable rate of 
spe:ndi;ng is to be secured. The price of stability is "eternal vigi
lance". 

To say that employment in any country depends on spending in 
that country is, however, an over-simplification in that it assumes 
complete mobility of productive resources. To consider labour as a 
whole irrespective of its skills, or plant as a whole irrespective of 
the purpose for which it was designed, is misleading. It is equally 
misleading to assume that a country resembles a currentless ocean 
on which the labour force can and will move untrammelled by home 
ties or uninfluenced by costs of transport or the unknown risks of 
new ventures. If unemployment wete concentrated in California, 
for instance, the level of employment in the United States would 
not be determined by the amount of spending in the country as a 
whole, but would differ according to whether the spending took 
place in California or elsewhere. Because labour is not perfectly 
mobile, a given amount of spending will create more employment 
if directed to areas and industries where there are unused resources 

·than if directed to parts of the economy where resources are al-
ready fully utilized. We shall return to this important problem in 
ChapterXV. . 

The amount that must be spent in any area to secure a given 
level of employment depends mainly on four factors: 

1) the number of persons seeking employment; 
2) the amount of work to be provided per person (depending 

on hours of work, holidays, etc.); 
3) the average physical productivity per man-hour; and 
4) the prevailing and expected wage and price levels. 

Perhaps we may illustrate the problem most clearly by means of 
a rough estimate of the United States Department of Commerce 
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of the amount of spending necessary to maintain "full employ
ment" in the United States in 1946.1 

The gross national product• of the United States in 1940 was 
$97 thousand million. The natural increase in the labour force is 
_at present at the rate of about 1 per cent per annum. Allowing for 
a trend towards longer schooling and earlier retirement, assuming 
that most of the women and other war workers not employed before 
the war will not be seeking employment after the war, and allow
ing for almost 2 million in the armed forces as against less than 
half a million before the war, it is estimated that the civilian labour 
force in 1946 would be 2% million higher than in 1940. Account 
is further taken of the fact that in 1940 8.9 million were unem
ployed. Allowing 2 million as a practical minimum to which sea
sonal, frictional and localized unemployment might be reduced,& 
the Department of Commerce comes to the conclusion that a gen
eral "full employment" policy would have to provide jobs for 
nearly 10 million more persons in 1946 than in 1940. 

In the meantime, physical productivity is continually increasing 
as a result of technological developments, capital accumulation 
and shifts from less to more. productive jobs .. Over the 12 years 
1929-41, the national output per man-hour of employment in the 
United States increased by 34 per cent, that is, at the rate of 2% 
per cent per annum. About the same rate prevailed in the previous 

I 30 years, and the rate iS likely tO have been accelerated rather than 
retarded during the war. 

Combining the increase in manpower and productivity, and as-' 
suming hours of work to r.evert to the 1940 level (average 38.1 
per week in manufacturing and 40.7 per week in non-manufactur
ing industry), the potential physical output in 1946 would be 46 
per cent higher than that of 1940. The dollar value of that output· 

•Bsnats Document, No. 40, '18th Congress, First Session: "Markets after the 
War'', prepared under the direction of United States Bureau of Foreign and Do
mestic Commerce of the Department of Commerce, Washington, 1943. Of. also 
"Post-War Manpower, and its Capacity to Produce" (Bur'Oey of Current Bullineu, 
April 1943). , 

2 Gross national product is deftned as the total cost of goods and services to the 
ultimate eollSlllller, including produc:ers' capital goods and government services. 

a Unemployment fell temporarily to about this level in 1929 and bas fallen much 
further during this war. It would. however, be unreasonable to expect unemploy
ment to persist at the present low level (less than 1 mnlion} in the absence of 
special wartime pressure and regulations. 



c 115 J 
would depend on the prevailing price level. Allowing only for such 
increase in prices as took place between 1940 and 1942, the De
partment of Commerce estimated that the capacity gross income 
of the United States in 1946 would be $165 thousand millions. If 
the further price rise since 1942 is taken into account, the capacity 
output of 1946 (at present prices) would be about $175 thousand 
millions. 

The above calculation is summarized simply· to illustrate the 
general nature of the problem: the need for increased national 
sp~nding to match increased capacity to produce, if the level of 
employment is to be maintained. As already mentioned, the actual 
relationship between spending and employment will depend largely 
on the mobility of 1·esources and on whether the spending is di
rected towards areas where unused resources are available. In the 
immediate post-war period there are, in fact, likely to be serious 
maladjustments and large local pockets of unemployment, so that 
the question of mobility and wise direction of spending will be of 
particular importance. But the main point to be brought out is 
that at recent rates of increase, population and productivity in 
the United States are likely to add 3 per cent or about $5 thousand 
million at current prices to the national capacity gross output 
each year. Granted there is no radical fall in prices, then if spend
ing does not expand at that rate, the increased capacity to produce 
will "go to waste" in 1·ising unemployment. . 

The rate of growth is likely to be substantially less in other ad
vanced industrial countries where the natural increase in the labour 
force is slower, the scope for and trend toward shorter hours, 
longer schooling or earlier retiremimt greater, and the rise in pro
ductivity less rapid, and in most of ":hich, moreover, great war 
damage has been suffered. But in all countries the general problem 
is the same: unless sufficient is spent to buy the total output at 
"full employment", unemployment will,result. 

8. POSSIBLE LINES OF POLICY 

The actual spending which determines the level Qf employment 
in any country is of various kinds. The major part consists of 
spending by private individuals on consumption goods and serv
ices. Another part consists of private investment expenditure on 
.new business equipment, buildings, and additions to stocks as well 
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as replacement of worn-out plant and equipment; a third part con
sists of expenditure by public bodies--either local or central gov
ernments or other public agencies-and this expendit~re, like that 
of private individuals, may be either on current (immediately con
sumable) or on capital goods. Finally, employment in a given 
country can be created by the expenditure of foreigners either in 
the form of purchase of that country's goods and services or of 
investment expenditure by foreigners using local resources in that 
country. Against this expenditure of foreigners must, however, be 
set the expenditure of the nationals of the country in question 
on imports or capital outlay using foreign resources which serves 
to create employment in other countl·ies but not at home. It is only 
the net excess of foreign expenditure in the country over domestic 
expenditure abroad which constitutes a net contribution to em
ployment~creating expenditure in that country itself. 

The relationship between expenditure, output, and incomes may 
be summarized as follows: 

I n rn 
Nt~tional E:x:penditure 

Personal expenditure on 
consnmption goods and 
services 

Private Investment ex
penditure (in fixed 
plant, buildings, equip
ment and stocks) 

Public expenditure on 
current goods and serv
Ices 

Public Investment ex
penditure 

Net foreign investment 

N «~tiona! Output 

Value added by 

Agriculture 
Mining 
Manufacturing 
Transport 
Distribution 
Personal Services 

Value of Govemment 
services 

Net income from abroad 

N t~tioiUII b~oome 

Rents 

Profits and Interest 

Salaries 

Wages 

If the Items in eacb column are appropriately defined, tbe three columns add up 
to the same total; in other words, national expenditure, output and Income are 
simply dUferent aspects of the same thing. 

The main object of employment policy may be described as that 
of regulating the various constituents of national expenditure in 
such a way that they add up to the value of what we have called 
"gross capacity output". 

This statement of the problem, however over-simplified, serves 
to present the framework within which the problems of maintain-
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ing a high and stable level of employment that actually arise must 
be attacked. We must not forget, however, that even the frame
work is subject to alteration. The determination of physical ca
pacity output is itself dependent on prevailing hours and condi
tions of work; while the value of this capacity output is dependent 
on vital questions of p~·ice and wage policy which must also be con
sidered as part of the problem of securing a high level of employ
ment. Moreover, once the framework is set, there begin the prac
tical problems of deciding which elements of national expenditure 
should be influenced, and where and how. 

Statesmen are, after all, interested not only i~ securing a high 
and stable level of employment. What is required is that resources 
be employed as productively as possible. There is no sense in merely 
"digging holes" in the ground to prevent unemployment. Serious 
malnutrition due to insufficient inoomes is prevalent in all coun
tries,1 and provision for less urgent needs than food is still more 
inadequate. Even in a country with such a relatively high standard 
of living as the United States, in 1940 "a large number of people 
went without such things as sheets and shoes, which would gen
erally be recognized as necessities"." We must aim at the maximum 

. output of goods and services, and therefore the promotion of tech
nical progress and efficiency must be a central part of policy. 

In view of the immobility of resources to which we have already 
referred, it is also important to consider where spending should 
be influenced. This problem will be dealt with further in Chapter 
XV; but we should like to draw attention at this point to its im
plications in regard to inflation. Generally, the problem of avoid
ing inflation is the exact converse of that of avoiding unempl9y
ment. If insufficient is spent to buy all the goods and services that 
can be produced with available productive resources, unemploy-. 
~ent will ensue; 1£ too much is spent, the result is inflation: prices 
rrse but output cannot expand. The same situation may arise in 
the course of recovery if the volume of spending, while not ex
cessive as a whole, is misdirected. If so much is spent in certain 
areas or on certain goods that production cannot be increased to 
satisfy the demand at existing prices, prices will rise, while unem-

Lo
1 Of. Final BepiWt of ths JllU:et!. Committee on Nu&rition (League of Nations, 
ndon, 1937). 
•ss..,.te Document No. 40 (U.S.A.), p. 4. . 



[ 118 J . 

ployment in other areas or in other industries is unaffected. A mis
direction of spending thus implies a failure. in both directions 
simultaneously-a failure to reach full employment on the one 
hand, and a failure to avoid inflation on the other. 

Governments may influence both the total volume of expenditure 
and its direction by their own disbursements and by measures de
signed to stimulate one form or another of private demand. We 
shall examine these two alternatives in subsequent chapters and 
~ill confine ourselves here to observing that the exercise of such 
influence constitutes for governments the essence of the task of 
preventing depressions. 

There should be no misunderstanding about the immense com
plexity and difficulty of this task. But if, as we believe to be the 
case, governments are prepared to treat the maintenance of a high 
and stable level of employment as a prime object of policy, many 
of the difficulties which may have seemed almost insuperable in the 
past will assume very different 'Proportions. 

Tlie maintenance of a high and stable level of employment im
plies tha:t public revenue and expenditure are no longer looked 
upon as end products but as part of the whole mosaic of national 
income and national expenditure. It implies that the whole machin- · 
ery of government is adapted to the execution of the two possible 
lines of policy we have just mentioned. It implies in particular that 
budget authorities should add to the function of scrutinizing in
dividual items of government expenditure that of determining and 
helping to maintain the total volume of national expenditure. The 
execution of this new function will necessitate the collection and 
analysis of information on a wider scale than has hitherto been 
regarded as necessary for the formulation of public fiscal policies 
(more especially information relating to nationaJ income and bal
ances of payments). It will necessitate alSo-what may prove more 
difB.cult-a break with the traditional psychological attitude to
wards fiscal problems. For a purely financial will have to be sub
stituted a broadly economic approach to the budget. 

The exigencies of war have forced the budget authorities of 
many countries to make this shift in approach. In particular we 
may mention the analyses of the national income contained in the 
various White Papers issued by the United Kingdom Treasury in 
connection with the annual budgets of the past few years. We 
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strongly urge that all governments develop the statistical informa
tion and evolve the administrative machinery necessary to enable 
them to approach the problem of public finances from a: broad 
economic point of view. 



CHAPTER VIII 

CONSTITUENTS OF NATIONAL EXPENDITURE 

I. THE CONSTITUENT PARTS 

We showed in the preceding chapter the relationship between 
national expenditure, national ·output and national income. It is 
necessary to consider now in a little more detail the constituent 
parts of the national expenditure and their influence on national 
output and on employment. Let us consider first what role was 
played. by different elements in the national expenditure in two 
highly industrialized countries before the war. The following table 
gives the approximate expenditure on private consumption and 
home investment, public expenditure on goods and services, and 
foreign investment in the United Kingdom in 1938. Unfortunately, 
it is not possible to isolate satisfactorily that part 6f investment 
expenditure which was under public control. -

TABLE IX 

United Kingdom Gross and Net National E:ependitur11 in 19381 

1. Personal Consumption Expenditure• 
2. Net private investment at homeD 
8. Public expenditure on goods and services' 
ol. Net foreign investment (public and private) 

5. Nsl Nationtd E:epsnditurs 

6. Capital replacement• 

7. Gross Natwnal E:ependiturB 

£ (OOO,OOO's) Per Cent 
4,188 75 

305 5 
887 15 

-55 -1 

5,226 

840 

5,565 

9<l 

6 

100 

1 Cmd. 6520: Au A.alym of the Sourc01 of War Finane• and Estimates of thB 
Nati<Jftallncome and E:epsftclittws iu the Ysar•1998 to 19.$3 (London, April 1944), 
The figures used are those based on market prices. 

J This figure includes £66,000,000 on account of services in connection with 
acquisition and transfer of property, etc. 

a Tbis figure includes a certain amount of Investment by public bodies such as 
the capital expenditure by the Post Office, of the housing or trading services of 
local authorities, or of publicly owned corporations. 

6 This figure includes local as well as central government expenditure, but ex
cludes public transfer expenditure (pensions, debt, Interest, etc.). Separate data 
on the capital expenditure {roads, schools, office buildings, etc.), included In this· 
total are not available. 

s This Item does not include that part of public capital replacement expenditure 
that falls under item 8. 
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More detailed. information co.vering a number of years is avail-

able for the Uruted States, which makes it possible to show how 
the importance of the different factors varies with the level of 
national income. 

T.a.BLE X 

United 'states Gross National Expenditure at Current Prices1 

Home: 
$(ooo,ooo,ooo's) 

Privat6: 1929 1932 1938 
Personal Consumption: $ "/o $ % $ % 

Durable goods 9.9 9.4 8.8 6.4 5.4. 6.8 
Semi-durable and per-

lshable goods 40.9 88.7 24.9 42.0 84.5 40.4. 
Services 27.2 25.7 19.7 83.2 22.8 26.1 

Total 78.0 73.8 48.4 81.6 62.2 72.8 
Gross investment: 

Residential construction 3.0 2.8 0.4. 0.7 1.7 2.0 
Business construction 4.6 4.8 1.1 1.9 2.0 2.3 
Producers' durable goods 6.9 6.6 2.0 3.4 6.2 6.1 
.Changes in stocks 2.4 2.3 -2.4 -4.0 -0.8 ~o.s 

Total 16.9 15.9 1.l 2.0 8.6 10.1 
Public: 

Government expenditure 
for goods and services: 

Federal (including de-
fence) 2.0 . 1.9 1.8 . 3.0 5.9 6.9 

State and local 8.3 7.8 7.8 18.1 7.6 8.9 
(Public construction) (2.9) (2.7) (1.9) (3.2) (8.5) (4.0) 

Total 10.3 9.7 9.6 16.1 13.5 16.8 
Foreign: 

"Net expenditure on Invest-
ment abroad and gold and 
silver Imported 0.6 0.6 0.2 0.3 1.1 1.8 

Gross National Expenditure 105.8 100 69.8 100 85.4 ~00 

(Depreciation and depletion 
charges, contingency re-

(7.7) I (13.0) (6.7) (7.~) serves, etc.) (7.8) (7.4) 

1 Estimates of consumers' expenditure on durable, semi-durable and perishable 
goods, residential and business construction, producers' durable goods and changes 
in stocks are from S. Kuznets' Commodity Flow and Capital Fonnatio" and sup
plementary Bulletin No. 74 of the National Bureau of Economic Research (New 

' York, 1988 and 1989, respectively). Estimates of expenditure on services rendered 
directly to consumers are from Appendix A, Table 22, of Harold Barger, Outlay 
and lncom6 in th• Unit6d Stat••, 1901-1998. · 

Federal Expenditure on. (loods -and Services was obtained by subtracting from 
federal expenditure as reported in Dally Treasury Statement, those transactions 
not involving purchase of goods and services (loans, pensions, debt interest, pur-
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By far the major part of national expenditure in both countries 

consisted of private expenditure on consumption goods and serv
ices. This proportion was highest in the depression, but even in the 
1929 boom in the United States, it amounted to about three-quar
ters of gross national expenditure. Within the field of private con
sumption expenditure the importance of durable goods :ranged 
from about 8 per cent in 1932 to 13 per cent in 1929 (correspond
ing to 6.4 per cent and 9.4 per cent, respectively, of all expendi
ture, as shown in the table) • 

Private gross investment, though never constituting more than 
a relatively small proportion of total expenditure, played a dispro
portionately important role owing to its h~gh variability. Further
more, its fluctuations give rise, by means of the cumulative proc
esses described in Section I, to much greater absolute variations in 
the national expenditure as a whole.1 

A somewhat similar distribution of expenditure would, no doubt, 
be found in other industrial countries with free enterprise. The 
proportions are of course entirely different in the totalitarian 
countries, and also in all belligerent countries today where public 
expenditure has become the dominant factor in the national ex• 
penditure as a whole. 

Total national expenditure may fall on account of a drop in 
any item of the above table and rise again on account of any item. 
Moreover, owing to the inter-relationships already described, 
changes in one section of the economy are likely to spread to. other 
parts. An increase in public expenditure or private investment, 
through its effects in increasing incomes, may generally be ex
pected to lead directly to an increase in consumption expenditure. 
Similarly, an initial increase in consumption expenditure will not 
only tend to spread in the consumption field via the increase in in-

. comes, but is likely also to induce additional expenditure ·on capital 
goods and the repl~nishment of stocks. 

chase of existing assets and grants to States and local governments). State and 
local expenditures were measured by receipts plus net changes in debt (cf. R. 
Stone, The National Iucome, Output and Ezptmditure of the Uuited State• of 
..dmsrica, 19£9-41, in Economic Journal, London, June-September, 1942, pp. 154 
~~ •eq.). Estimate of public construction is from S. Kuznets, op. cit. Net change in 
foreign claims based on estimates of Hal Lary, U.S. Bureau of Foreign and Do
mestic Commerce, quoted by R. Stone (op. cit.). 

1 Of. Chapters III and IV. 
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2. WHERE SHOULD REVIVAL BE STARTED? 

Should we c~nclude, in view of the inter-related nature of the 
whole system, that it is a matter of indifference to what point in 
the economy measures to revive business are first directed or from 
what point revival naturally springs? . 

It is frequently argued that the "natural" cure for unemploy
ment is a stimulation of, investment. The main reason given is that 
since depressions seem to arise from the instability of private in
vestment, anti-depression policy should be directed principally to 
stabilizing this type of expenditure. 

A further argument often brought forward is that expenditure 
on capital goods is likely to have a better balanced and more wide
spread effect than an equally large expenditure on consumption 
goods. Workers engaged in the manufacture of capital goods as 
well as those engaged in the production of consumption goods will 
spend their wages on consumption goods, thus stimulating the con
sumption goods industries. But investment goods industries ar~ 
unlikely to be stimulated immediately in times of depression by in
creased expenditure on'consumption goods, as there will -probably 
be a considerable number of machines lying idle. It follows that if 
the initial expenditure is on consumption, it is very uncertain how 
soon and to what extent capital goods industries will be stimulated. 
If, on the other hand, the initial expenditure is on investment, we 
can be sure that not only capital goods industries but also con-
sumption· goods industries will be stimulated. , 

On the other hand, just because machines are likely to be lying 
idle it may prove in practice difficult to find branches of industry 
in which investment can be profitably stimulated for the home 
market. There might well prove to be less difficulty in the case of 
public investment on, fdr instance, roads, schools, parks, etc., that 
render services which are not sold to the market and do not require 
additional effective demand to make them "pay". Such public ex
penditure would l'equire to be carefully planned in such a manner 
as to render it possible to taper it off as economic activity in gen
eral recovers. But the. type of labour employed on investment of, 
this kind may be enth•ely different fro~ that employed in the 
private investment industries whose fluctuations it is desired to 
counteract. Most of the above difficulties may be avoided if indus-
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tries producing capital goods are stimulated by .foreign orders. 
But foreign orders may not be available, and in these circum
stances it may be preferable to endeavour to stimulate consump
tion expenditure di,rectly, rather than through domestic invest
ment. 

It should be clear from the above discussion that there is no 
single logically or economically correct way of approaching the 
problem of maintaining a high level of employment. The choice 
of the area of spending is a problem of economic analysis on each 
occasion and of social policy. The circumstances which present 
themselves on the occasion of each recession in business must de
termine in practice the measures actually adopted. We deal in sub
sequent chapters with some of these varying circumstances and 
with what seem to us to be appropriate measures to meet tl1em. But 
the general line of policy along which those measures are likely 
to lie will depend on what the community prefers to do when 
"spare" resources occur. Does it wish to attempt to increase cur
rent consumption? If so, whose·consumption, and the consumption 
of what? Or does it prefer to attempt to increase its own productive 
equipment or foreign investment so that consumption can be in
creased later on? There is ample scope for advancement in all 
directions, even in the richest and most highly industrialized coun
tries. The choice is likely to differ in communities at different 
stages of development-those which are industrially under-d~vel
oped will naturally give a higher priority to the accumulation of 
domestic capital equipment, while the older and industrially ad
vanced countries can afford and may prefer a more direct increase 
in domestic living standards, or investment abroad .. But. there 
should be general agreement on one fact: the "spare" resources 
should not be allowed to go to waste. 

8. THE SPECIAL PROBLEM OF STRUCTURAL UNEMPLOYMENT 

We have been discussing so far the choice of methods for coun
tering cyclical depressions-general deficiencies in expenditure 
originating mainly in periodic recessions in private investment. 
The central consideration in such situations is to prevent the fluc
tuations in private investment from taking place, or, failing tha,t, 
to ensure employment elsewhere for the resources periodically re
leased in this way. But we must not overlook deficiencies in ex-
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penditure, and depressions which arise from structural causes, as 
in such cases the considerations determining the choice of the area 
of spending are likely to be different. 

When there is a shift in demand, resources become unemployed 
in certain industries and the recession may not be a temporary one. 
If demand is shifting away from the depressed industries towards 
other industries, causing local structural prosperity in tl1e latter, 
a stimulus to expenditure in the structurally depressed industry 
is not an appropriate remedy, and an attempt must be made to 
expedite the shift of unemployed resources to the more prosperous 
industries. In such a case the problem is not so much one of in
creasing expenditure of any particular category as of adapting 
the national resources to the change in demand. This sort of prob
lem will be extremely prevalent during the transition period after 
the war, and was discussed at some length in the first Part of our 
Report.• The general question of policies to be adopted in the case 
of localized .unemployment is dealt with more fully in Chapter XV. 
The possibility that unemployment arising out of a long-run 
tendency in "mature" economies for savings to run ahead of in
vestment opportunities may become chronic will be discussed in 
Chapter XVI. 

In discussing the selection of the most appropriate·elements 
of expenditure to be influenced for the purpose of securing a 
high and stable level of employment, we hav.;l confined ourselves in 
the present ch~J.pter mainly to domestic expenditure. The further 
possibility of increasing employment through the foreign balance 
introduces additional complications owing to its simultaneous and 
opposite effects on the foreign: balance of other countries. This 
question will be dealt with further in Chapters XIII and XVII .. 

1 The Tramition from War to Peace Economy, League of Nations, Chapters I 
and II. 



CHAPTER IX 

PRIVATE CONSUMPTION EXPENDITuRE 

1. THE lMPORTA...~CE OF EXPENDITURE ON NON-DURABLE GOODS 

Expenditure by private individuals on non-durable consump
tion goods and services constitutes by far the largest part of na:
tional income in peacetime. Though stable relatively to investment 
expenditure, consumption is nevertheless subject to fluctuations 
which are absolutely large--fluctuations which are a direct result 
of the changes in the level and distribution of income associated 
with the investment cycle. 

2. SOCIAL INSURANCE 

Our first concern must be to prevent these secondary effects on 
consumption of cyclical fluctuations in investment, One of the 
main reasons why consumption falls as a result of a decline in 
investment is because of the reduced expenditure of those who 
become unemployed and of their families. A system of unemploy
ment insurance will, therefore, contribute to the stability of con
sumers' demand. By such an insurance system the connection 
between production and income in periods of depression is ren
dered looser. A limit is set beyond which incomes cannot decline 
and this fact helps to sustain demand both directly and for psycho
logical 1·easons. Without the sense of security created by unem
ployment insurance, even workers in employment are ·reluctant to 
maintain their customary level of purchases in times of depression. 

The administration of unemployment insurance reserve .funds 
will-if combined with the appropriate monetary policy'-provide 
a mechanism for helping to even out the general flow of purchasing 
power. If the premium payments arc so calculated that they cover 
unemployment benefits in times of average unemployment, a sur
plus will automatically be achieved when unemployment is less 
than normal, that is, in years of exceptionally good trade, and a 
deficit incurred when unemployment is greater than normal, that 
is, in periods of bad trade. -The fund should be so administered 
that it does not result in an increase in the demand for goods when , 
unemployment is low. The total demand will thus tend to be stabil-

. 1 See page 167. 
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ized, and the postponement of the effective spending from this fund 
till general activity slackens will help to sustain total demand 
when the ordinary sources of the flow of purchasing power are 
drying up. Moreover, in the conditions postulated, the contribu
tion to the maintenance of total purchasing power in periods of 
depression is made without any increase in state borrowing ot 
spending. Dut it is important that the system of unemployment 
insurance should be so organized that its rates and conditions of 
benefits do not unduly reduce the mobility of labour or interfere 
with necessary structural adjustments, and that it should be 
combined with positive measures to promote mobility. 

Other types of social incomes such as old .age pensions, family 
allowances, etc., which are received irrespective of the state of 
business activity, also have a stabilizing influence ori the level of 
consumption. The value of family allowances in helping to provide 
for adequate nutrition, housing, .clothing and other essential 
needs of the rising generation is becoming increasingly widely 
recognized. The assurance of an adequate and stable level of con
sumption on the part of the more vulnerable sections of the popu
lation-families with children and old people-would help to put 
a bottom to the volume of consumption as a whole, which would 
materially reduce the amplitude of fluctuations resulting from 
variations in investment. 

8. STABLE WAGE RATES 

The question whether rigidity of wage rates themselves is a 
stabilizing influence is one on which opinions differ. Apart from 
the social and political issues involved, this is due chiefly to the 
fact that wages constitute both an element of income and an 
element of cost. The. wage problem thus has two aspects, and 
discussion has often tended to concentrate on one aspect to the 
neglect of the other. The result has been that for one and the 
same purpose-namely, that of promoting recovery from depres
sion--diametrically opposed measures have frequently been pro
posed! some have urged a general increase in wage 1·ates, while 
others have advocated a general reduction. There is im element 
of truth in each of. these views; but both are essentially partial 
·and one-sided in their appraisal of economic interrelationships; 
and both are therefore misleading guides for action. 
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The first school maintains that a general increase in wage rates 

when business slackens would raise the aggregate purchasing 
power of wage earners and hence stimulate demand for consuma
ble products. This is quite possible, provided the volume of em
ployment remains unchanged, or at least falls less than in propor
tion to the rise in wage rates. But this is unlikely to happen. 
Entrepreneurs, seeing their wage costs go up, are likely to decide 
to curtail production immediately, and their total wage bill may 
easily become smaller than before .. 

The other school argues that a general reduction in wage rates 
in such circumstanc~s would tend to restore the profit margin 
and consequently encourage entrepreneurs to expand production 
and capital outlay. This, again, is quite conceivable--provided 
aggregate demand and the level of prices remains unchanged or 
at any rate does not fall by the same amount as wage costs: But 
if prices fall pari passu with wages, then the profit margin is not 
enlarged and no stimulus is given to productive expenditure. In 
the form in which it is us~ally presented, the argument in favour 
of wage reduction is· valid in the case of an individual firm or 
industry. Its application to the whole economy is an example of ~ 
common fallacy in economic thinking. The price-cost structure 
must be such as to permit business. to work at a profit; but in the 
case of a general reduction in wage rates, it is not legitimate to 
assume that demand remains constant. Under favourable condi
tions, the fall in demand rna y be less than the 1·eduction in wage 
income; and in this case some net improvement in activity may 
ensue. But if the wage reduction should lead to an equivalent 
decline in consumers' demand, there would be no reason to expect 
any increase in the volume of output· and employment; on the 
contrary, the general depressing effects of falling prices would 
prevent recovery. 

We believe that it would be unwise to attempt either a general 
increase or a uniform reduction of wage rates during a depression, 
but that the whole wage structure should not be frozen, and 
(lhanges in individual rates which give promise of increasing total 
wage payments should be encouraged. Our broad conclusion, there
fore, is that whatever changes may be made in individual wage 
rates the total wage bill, aggregate labour income, should as far as 
possible be kept stable in a depression. A general wage increase 
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would xaise costs without necessaxily increasing puJ;"chasing power 
and a. genexal wage dec1·ease would xeduce aggregate purchasing 
power and therefore intensify, at least fox a while, the deflationary 
spiral. A qua:Iifica.tion to this statement, which is necessary when 
the international trade position of a country is taken into con
sideration, will be discussed later. If what is looked for from a 
reduction in wages is an increase in liquidity this can be attained 
more quickly, painlessly and smoothly by the monetary and fiscal 
policies discussed throughout this Repo1t. 

This conclusion does not mean that we rule out a downward 
adjustment in the total wage bill in a particular industry if that 
reduction is a necessary corollary of a general programme for 
reorganization or modernization of the industry. We are in
terested in stabilizing the aggregate labour income as a whole 
rather than any particular part of it. Nor should it be interpreted 
to mean that particular wage rates which are out of line should 
never be reduced. Care should be taken, however, that such wage 
reductions as are effected do not lead to a general contraction in 
payrolls and purchasing power. This would not occur if wage 
cuts are confined to those industries in which there is a good 
chance that employment will nse or a decline in employment can 
be prevented by a reduction in wage costs. If that is done, the 
wage bill will not be lowered below what it would otherwise have 
been, and the aggregate purchasing power of wage earners will 
be increased or at least not be reduced by the fall in wage l'lltes. 
Occasionally agreements have been made between employers and 
unions to the effect that unions accept wage reductions provided 
employexs undertake to increase employment or to refrain from 
cuts in output and employment which they otherwise would be 
forced to make. Granted a real prospect of increasing or main
taining employment, such agreements should be encouraged. 
Apart from this it may be obsexved that the deflationary danger 
of these wage xeductions will be removed if the policy of selective 
wage adjustments is not pursued in isolation, but is combined 
with a general policy of expansion which utilizes the monetary, 
fiscal and t;>ther. measures proposed elsewhere .in the present 
Report. 

However, our conclusion that a general wage cut would in
tensify domestic deflation is not necessarily true in the case of a . . 



[ISO J 
single, comparatively small country whlch might be able without 
fear of retaliation, to stimulate .exports and restrict imports by 
reducing wage and other costs. But this change in the trade 
balance of one particular country is equivalent to an opposite 
change in the trade balance of the rest of the world; and it is 
possible, therefore, that the expansion of business activity in that 
country might take place .at the expense of other countries. If 
the policy is adopted simultaneously by a large number of coun
tries, it would obviously defeat its purpose. The case. is broadly 
analogous to currency depreciation, with which we deal in a later 
chapter. A single country may be able to stimulate its economic 
activity by lowering its exchange. But competitive currency de
preciation, if universally resorted to, can bring no ultimate gain to 
any country; and the same would be approximately true of com
petitive wage-cutting on an international scale. 

The position is of course different if a country adopting a 
policy of wage reduction introduces at the same time an expan
sionist policy which stimulates imports as much as the wage cut 
stimulates exports. In that case no net unfavourable effect need 
be imparted to the rest of the world. 

4. FARM INCOME 

· The conclusions with reference both to the wage bill and to wage 
rates apply both to industrial and to agricultural wages. But 
in many countries farm wages only constitute a minor portion of 
total agricultural income, as the peasant or the farmer employs 
little hired labour. We consider the problem of the money income 
of this class of worker in Chapters XVIII and XIX and, although 
those chapters are mainly devoted to countries whose exports con
sist largely of raw materials and foodstuffs, much of the discussion 
contained in it applies also to farmers in industrial states. We 
should perhaps anticipate that discussion as regards one point 
here. Industrial countries may find the level of their farm income 
threatened by wide fluctuations in. the world prices of foodstuffs 
or raw materials, and, especially when their imports of these prod
ucts are small, may be tempted to obviate this threat by imposing 
quantitative control over imports. We are not of the opinion that 
the imposition of such national controls constitutes the appropri
ate solution of this difficulty. The right solution is to be sought in 
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the various international measures which we suggest in ·Chapters 
XIX and XX. 

IS. EQUALIZATION OF INCOME 

The fact that consumers' expenditure is more stable than in
vestment implies that countries in w4ich a large proportion of ex
penditure is devoted to consumption (especially of non-durable) 
goods are likely to be more stable than those in which that propor-

. tion, is smaller. If this is not universally true, that is, as we have 
shown in Chapter IV, due to the fact that some countries with 
small investment expenditure are dependent upon the demand of 
highly industrialized states for the sale of important export prod
ucts. But apart from the effects of such dependence a high con
sumption economy is likely to be more stable than a high invest
ment economy. 

Measures adopted to render income more equal are for these 
reasons likely to make the economy more stable and, by broaden
ing the mass market for commodities, increase opportunities_ for 
investment. On the other hand, if greater equality in the distribu
tion of income results in a lower level of investment, it will check 
progress and the rate at which national income and standards of 
living can be raised. Poorer ~ountries are likely to attach more 
importance to rapid progress and less to stability, and rightly so, 
for first they are less liable to instability on account of their in
vestment industries, and secondly, the instability to which they are 
liable, when derived from abroad as it generally is, can scarcely be 
lessened by income redistribution. The structural problem of in
come distribution. in connection with depressions presents itself 
therefore as a practical issue, mainly in the richer industrial states. 

The manner in which greater equality in the distribution of in
come is brought about will determine in part its influence on 
economic progress. There are two possible means: the one is to 
increase the productivity or the purchasing power of the lower in
come groups, while affecting as little aa.. possible the purchasing 
power of other groups ; the o~her is to transfer purchasing power 
from the richer to the poorer sections of the population. The first 
method should add both to stability and to progress; the second 
method, if it involves very high rates of taxation, may check prog
ress. All measures for improving economic opportunity, public 
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health, housing conditions, educational facilities, etc., will promote 
the productivity of the lower income groups but higher old age 
pensions, for instance, will not do so. Measures which do increase 
the productivity of these groups will, granted unemployment is 
avoided, raise their standards of living and their share in the na
tional income. Their share in the national income may similarly 
be increased by reducing the prices of goods of primary necessity, 
foodstu:lfs, clothing, etc., whether by lowering tariffs or by im
provin_g the organization of production and distribution. Measures 
such as these to increase productivity or the purchasing power of 
the lower income groups do not necessarily .involve any transfer 
of purchasing power though they are likely to do so. Whether they 
do or not depends on the one hand on the fiscal system and on the 
other hand on the extent to which all share in the greater pros
perity to which they give rise. When the alternative policy is 
adopted alone and purchasing power is deliberately transferred 
from the higher to the lower inc?me groups without consideration 
of its effect on the productivity of the lower income groups, the 
beneficial effects of this transfer through promoting stability may 
still outweigh any check to progress which it causes owing to high 
rates of taxation. 

In all countries in which the general fiscal structure is such that 
the incidence of taxation as a whole is progressive, and especially 
where there is advanced social legislation, governments do in fact 
effect a greater equality in the distribution of income by fiscal 
means even though this may not be their primary motive. The 
extent to which such means can be wisely adopted for affecting 
the ratio of consumption to investment must depend upon the par
ticular conditions obtaining in each country. 

6. DISTRIBUTION OF SAVINGS 

There will be a maximum assurance of stability of demand 
when the distribution, not only of income, but of capital is more 
widespread than is characteristic of most modern industrial econo
mies; for in such circumstances the demand of the great mass of 
the population will be kept up to some extent by drawing on its 
reserves of savings. The small investor normally places his saving~ 
in fixed interest-bearing securities, insurances or in savings banks, 
and will, therefore, not be affected by the drop in profits when 
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. business activity declines. To secure a wider distribution of capital 

a number of measures, positive or nega:tive, are required. First, it 
is necessary to promote saving by affording suitable facilities for 
the small investor; secondly, it is necessary to avoid inflation. In 
one country after another in recent decades the small investor has 
lost all or a large part of his savings through radical changes in 
the purchasing power of money, Inflation inevitably tends to ren~ 
der the distribution of capital more uneven in any society in which 
there are many small creditors. 

'f. DURABLE CONSUMERS' GOODS 

We saw1 that the fluctuations in demand for consumers' durable 
goods were closely related to their prices and to the level and dis~ 
tribution of consumers' incomes. k in the case of producers.' dura~ 
ble goods, changes in the demand for consumers' durable goods 
depend upon the rate of income increase or changes in income dis-

. tribution or in taste. If the rate of growth of national income falls, 
a slump in the market for durable goods is likely to occur. A slump 
may also occur for other reasons. During a period of stock ex
change activity individuals may anticipate their profits which may 
not be realized; or, owing to some political event, confidence may 
be adversely affected, a liquidity crisis may be started, and buying 
of durable goods be postponed by the public. The effects of politi-

. cal events may prove difficult to counteract rapidly; but it is in 
the interest both of the producers of these durable goods and of 
the national economy as a whole that any tendency to excessive 
expansion should be checked at the' outset. This can be most ef
fectively accomplished by varying the terms on which consumers' 
credit is granted. Indeed so considerable a proportion of the total 
sales of durable goods is effected in many countries on credit that 
this constitutes one of the most important instruments available 
today for promoting stability in this market. It should be observed, 
however, that changes in interest rates are not a very effectual 
method' of control as, owing to the relatively short duration of con
sumer instalment. creditl such changes only exercize a slight in
fluence on the size of the monthly or weekly instalments. It is by 
changes in other _conditions of lending, namely the down payment 
percentage and the length of. the amortization period, that the 

1 Chapter IV. 
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volume of credit and. of purchases can be most effectively in:fl.u
enced.1 By reducing the down payment and increasing the amorti
zation period during depressions the monthly charge on income 
can be substantially reduced and sales thereby promoted. Simi
larly, sales could be curtailed during booms by the :reverse policy. 
It is important, therefore, that instalment credit policy should be 
co-ordinated and integrated into the general credit policy of the 
monetary authorities of each country; otherwise a single financing 
company stiffening its terms in order to prevent over-expansion 
would merely lose business to other companies. 

l\{anufacturers of durable consumers' goods might themselves 
contribute towards stability of output. by lowering prices when 
demand wanes and in some cases by producing for stock during 
periods when consumers' demand falls off. Production for stock, 
which would have the advantage of taking place when costs were 
relatively low, would need to b!l facilitated and encouraged by 
credit policy. In the case of automobiles there are, however, rather 
serious difficulties. Apart from the physical difficulty of storing 
automobiles in the numbers required to keep production relatively 
stable, a difficulty which presents itself in the case of many durable 
goods, the automobile industry in almost every country introduces 
annual changes of style, and manufacturers would lose part of 
their D;lllrket if these cha;nges--as well as technical improvements
were not made_ regularly. Stocks of old models in the hands of. 
producers. would h,ave _to be sold at reduced prices once the new 
models w~r~ i:(ltrod~ceCI. These difficulties apply with· less force 
to parts. In~··the' c~se of furniture and household appliances, 
changes in style are less frequent and manufacture lor stock there
fore more feasible. 

One further possibility of helping to stabilize the demand for 
furniture and household equipment appears worth considering. 
Almost every government subsidizes the provision of housing for 
low income groups. Frequently, families moving to new houses 
built with state assistance are poorly equipped with furniture. 
The possibility of extending assistance (through direct subsidies, 
or provision of specially favourable credit terms) for the acquisi-

1 Cf •. G. He.berler, Co118WmBr InltalmBnt 0Tsdit and Economic Fluctwdiom (pub
lished by Ne.tione.l Bureau of Economic Research, New York, 1942), Chapter G. 
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tion of furniture and household equipment for subsidized dweilings 
might be explored by the competent authorities. Such a policy 
has in fact been carried out, we understand, successfully by one 
government, and has. been approved by the British Government 
as a special post-war measure. 



CHAPTER X 

PRIVATE INVESTMENT 

1. TH:(ll IMPORTANCE AND NATURE OF PRIVATE INVESTMENT 

We have seen that irregularity in the flow of private investment 
is the main cause of instability of national income in industrially 
developed countries. The volume of private investment fluctuates 
more widely between periods of prosperity and depression than 
any other part of the national income. In so doing it generates 
changes in total income leading to fluctuations in expenditure on 

, consumption goods and services. 
Clearly the first aim should be to reduce the fluctuations in 

private investment themselves, since this 'Yould promote security 
of employment in the same job. In the present chapter we shall 
confine ourselves to possible policies for reducing such fluctuations, 
treating separately construction, investment in producers' plant 
and equipment and investment in stocks of commodities. 

Before turning to a consideration of the different classes of 
private capital expenditure, however, there are certain observa
tions of a general order that we desire to make. To the extent to 
which the state counts on private enterprise to maintain employ
ment, it must obviously provide conditions which create a reason
able expect8.tion that profits rather th~=tn losses are to be antici
pated. ·confidence, and therefore business activity, can be impaired 
not only by injudicious government measures, but .also by sound 
measures, the purpose of which is not clearly explained or under
stood. Many measures excellent in themselves may have an un
favourable influence on business activity and business enterprise, 
particularly on employment resu,lting from new private invest
ment, becausl! they are misunderstood. Governments have a re
sponsibility of which they have not, in fact, in all cases been suf
ficiently conscious, to explain the purpose and intended effects 
of the measures they adopt-where that is necessary, to educate. 
It is our hope that the measures we suggest in the course of our 
report will increase and not diminish the opportunities for profit 
on a non-monopolistic basis. Their purpose· is to associate profit 
with expansion. Indeed, there can be no better guarantee of a re-
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turn on capital invested or of earnings of enterprise than the main
tenance of employment and of purchasing power. 

2. CONSTRUCTION 

In most countries construction activity constitutes a large pro
portion of gross investment in fixed capital, and its fluctuations 
play a major role in the unevenness of investment as a whole. We 
may recall the movements of various types or construction ex
penditure in the United States from Table X in Chapter VIII. 

TABLE XI 
United States Construction Activity 

Value in$ (OOO,OOO's) 
Moan Annual Doviation 

from ave-rago 191!1-88 Average 
191!9 

Residential Construction 8,010 
Business Construction 4,581 
Public Construction 2,928 

1931! 
444. 

1,098 
1,869 

19S1-SB 
2,623 
2,818 
2,455 

1,492 
1,105 

484 

% 
56.9 
89.2 
19.7 

To some extent these different types of construction may be 
dovetailed into one another, since the labour 11-nd equipment in
volved is much the same. It should be possible to vary public con
struction in such a way as to compensate at least in part for varia
tions in 1·esidential or business construction, though this has seldom 
been achieved in the past, This policy will be discussed in connec
tion with public expenditure as a whole in Chapter XII. Variations 
in construction for business purposes ar((! closely related to those 
in industrial investment generally and are subject to similar in
fluences. 

We shall therefore consider first the problem of stabilizing resi- · 
dential construction, which is frequently the most unstable ele
ment in construction as a whole and is also partly responsible fo1· 
instability in other types of construction, such as roads, utilities, 
schools, hospitals, etc. . 

What steps can be taken to reduce fluctuations in residential 
building? 

The main factors determining residential building activity are, 
as we have shown in Chapter IV, consumers' incomes, the age dis
tribution of existing houses, the basic need for new houses due to 
population growth and shifts, and building and financing costs_. 
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Stabilization of consumers' incomes is a central object of business 
cycle policy, and the more effectively this stabilization is secured, 
the less will be the risk of wide fluctuations in residential construc
tion. The effect of the second factor, the age distribution of existing 
houses, is considerable. High building activity in one period gener
ates a slackening of construction in the next. A stabilization pol
icy, therefore, calls for a close watch on the current level of build
ing activity, with a view to keeping it in. step with the long-run 
housing needs as determined by the third factor, population growth 
and shifts, together with replacement demand. Governments might 
do much to help the trade by collecting and publisl1ing at regular 
intervals all relevant statistics. 

The effect of the sharp curtailment of new building in most 
belligerent countries during the war, combined in some cases with 
widespread destruction, will cause an abnormal demand for hous
ing for many years to come. The more rapidly this demand is met, 
the greater the expansion of the building industry will need to be ; 
and the greater also the contraction later on when these abnormal 
demands have been met. The problem of smoothing and preparing 
for this inevitable hump in post-war building activity may be 
regarded rather as a problem of transition, and therefore not 
properly within the scope of this Part of our Report. It serves, 
however, to bring out in an acute form the relationship between 
the existing stock of houses and current demand for new building. 

(a) Financial Costa. 

Apart from direct government control through building per
mits, as in wartime, the main instruments for influencing private 

· building activity must operate on building costs. Because of the 
great durability of houses, capital costs play an extremely im
portant part. Building is therefore more responsive tha~ most 
other forms of investment to changes in capital charges. Changes 
in mortgage interest, the period of amortization, and the propor
tion of construction costs that can be covered by mortgage credit, 
all exercise an important influence on the volume of building, and 
may b~ used to check building excesses during booms as well as 
to stimulate building in times of subnormal activity. There are 
situations, of course, in which limitations imposed by the general 
structure of interest rates minimize the extent to which mortgage 
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interest rates can be used as an instrument to stabilize conditions 
in the private construction industry. The conditions under. which 
mortgage loans are advanced, however, namely the penod of 
amortization and the proportion of funds loaned, lend themselves 
more generally to variation in the interest of stability. 

State financial agencies may facilitate the application of ap
propriate policies. Thus, the Federal Housing Authority in the 
United States of America, which was established in 1934, insures 
mortgages for home o\vners, prescribing (1) maximum ratios of 
loan to appraised value (o1·iginally 80 per cent), {2) maximum 
amortization periods {originally 20 years), and (3) a maximum 
interest rate (originally 5 pel; cent plus lh per cent service charge, 
plus insurance premium); 

A modification of cyclical movements could be effected by liber
alizing or tightening credit terms according to the state of build
ing activity. The extent to which the annual charge on, for in
stance, a $4,000 loan may be modified by moderate variations in 
interest rates and amortization periods is shown in the following 
illustration :1 

State of Building Interest "Rate A mortizaeion Annual Loan 
Activity Per (Jont Period, Years Payment, 

$ 
Low 4 25 253.44 
Medium 5 20 316.80 
High 6 15 405.12 

The proportion of total construction costs thl!.t can be covered 
by mortgage credits, or, in other words, the amount of down pay
ments demanded, may exercise a still more potent influence on 
building activity. If only government-insured mortgages were 
varied, however, there would be a tendency for prospective pur
chasers to transfer to uninsured or second and third mortgages 
during booms, which would partly defeat the objects of the policy, 
though the competitive influence of liberalizing credit terms for 
insured mortgages would still be effective in stimulating building 
during depressio~s. Thes~ meas_ur~s could ?e supplemented by 
refusal to recogmze excess1ve building costs m appraisals during 

1 Of. L. ?•~bier, "Housing Policy and the Building Cycle", in Beuiew of Eco
fiOmio StatuttcB, May, 1942. 



[ 140 J 
booms, and stricter standards in appraising risk and the personal 
credit rating of the borrower. 

We mention this case of insured mortgages, however, merely 
with a view to indicating the type of service that the government. 
could render. The mortgage banks, building societies, insurance 
companies, etc., which exercise so great an influence in many coun
tries could pursue similar policies with similar effects, especially if, 
as we have suggested, the government kept them informed by the 
publication of statistics concerning marriages, population move
ments, vacancies, national real income, conversion and demolition 
of existing dwellings, construction permits granted, etc. But there 
has in the past been a tendency for both mortgage rates and the 
rate of interest offered by mortgage institutions and building so
cieties to reflect but little changes in market conditions. In a num
ber of countries, conditions do not permit the monetary and other 
public authorities easily to influence the mortgage market and 
legislation may be required in order to give greater flexibility to 
it. In any case the active cooperation of those responsible for such 
institutions with the monetary authorities is essential. 

(b) Other Costs. 

But building costs may prove a more potent factor than finan
cial conditions. Thus the number of houses constructed in the 
Netherlands showed hardly any contraction during the depression 
of ~he early 'thirties, in spite of the fact that interest rates on new 
mortgages remained at relatively high levels (5.51% in 1929, 
5.57% in 1932, and 5.03% in 1935). The explanation appears to 
lie in the sharp decline in building costs, which fell as much as 37% 
between 1929 and 1935, largely as the result of the depreciation 
of the currencies of foreign suppliers of certain materials such as 
wood, iron and cement. After the devaluation of the guilder in 
1936, building costs rose and activity fell off in spite of a decline 
in interest rates. · 

Monopolistic tendencies resulting in divergencies between con
struction costs and other prices and incomes must therefore be 
carefully watched, especially as the sheltered character of the 
building trade renders it peculiarly liable to such tendencies. 
Monopolistic prices and wage rates, while injuring other sections 
of .. the economy, do not necessarily benefit those having a direct 
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interest-in the building industry if-as is likely in most circum~ 
stances-they result in a curtailment of building output and em~ 
ployment. Sweden affords an interesting example of the beneficial 
recognition of this fact. The recruitment of labour by the building 
union in that country had not kept pace with the increased demand 
aftel·l926, and labour costs rose rapidly. There was a lock~out in 
1933, which was followed by an agreed arrangement under which 
the union accepted not only wage reductions but also an adjust
ment of collective contracts to facilitate -the introduction of new 
methods and new construction materials. Building activity was 
greatly stimulated and in subsequent years not only was the rate 
of recruitment in the industry increased but wage rates also were 
raised. The flexibility of the policy of the unions thus contributed 
to increased employment and higher wage disbursements. 

It is no less important that the prices of building materials 
should be kept in line. When these materials are pa1·tly imported, 
the most effective means of breaking a monopolistic position would. 
be to lower the tariffs. The effect of such a measure may well be 
to increase and not to decrease the demand for the domestic prod~ 
ucts, owing to the lowering of prices and the consequent stimula~ 
tion of building activity in general. 

{c) Dovetailing Public Building .. 

In many countries the public authorities, both central and local, 
are in a. position to contribute materially to stability in the build
ing industry, either by adapting their own building programmes 
to counteract variations in private building, or by adapting such 
subsidies as they may grant to the fluctuations in building. 

For this purpose it is of the utmost importance that the central 
and local authorities should have a concerted programme. By this 
we do not mean that all public expenditure on building should vary 
to the same extent, or even in the same direction, year by year .. 
For building is a highly localized industry, and private building 
may be slack in one area and active in another. But it is important 
that policies should be thought out in advance, and that the central 
goverrunent should exercise influence over the local authorities 
so as to assure that their building programmes are designed with 
a view to promoting stability both in their own areas and over the 
industry as a whole. 
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Such a system of dovetailing might at first sight appear to con

flict with the primary object of a public housing policy-that ~f 
improving the living standards of the less privileged classes. If :t 
is once realized, however, that the improvement of housing condi
tions by public building .is a continuous process, the conflict is 
seen to ·be lara-ely illusory; it means simply that the volume of 
publicly subsidized or executed construction must be decided not 
for single years, but for a number of years in advance. Whatev~r 
the dimensions of the programme, it should then be executed m 
such a way as to make the maximum contribution to stability of 
constrq.ction activity as a whole. 

The effectiveness of the proposed contra-cyclical mortgage 
credit policy will inevitably depend on how far it succeeds in com
pensating for cyclical changes in incomes of purchasers. A reduc
tion in the annual carrying charge on a house will not succeed in 
promoting new investment if incomes. have been reduced more than 
correspondingly. Hence an important prerequisite for the effective 
control of fluctuations in residential building by these means is 
that other steps should be taken simultaneously to stabilize total 
effective demand. 

(d) Structural Impediments to Building Revival. 

In nearly all countries the direct costs of building have bee~ 
unduly high. This is partly due to the localized, small-scale nature 
of the building industry and pal"tly to monopolistic practices 
which have developed in many countries. "In an effort to protect 
themselves against the uncertainties of the market and the weak
ness of management, subcontractors in the separate trades fre
quently enter into agreements to maintain prices and control the 
distribution of work. Suppliers of materials do the same thing: 
Often subcontractors and suppliers, and sometimes the materials 
manufacturers as well, all join in protective combinations. Labour, 
following a similar course where it can, establishes its own re
straints, and, to solidify the position, often joins with the subcon
tractors' combination acting through strikes and boycotts, as the 
enforc~g agent.m The building industry has shared to a negligible 
extent m the advantages of modern large-scale production. Build-

1 Tl•e Role of the Housebulldlng lndiUitry. National Resources Planning Board 
U.S.A., July 19+2. • 
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ing is still mainly a handicraft process and materials are produced 
and distributed on a small scale and at high cost. 

The recent experience of prefabrication on a substantial scale 
of houses for war workers in the United States has suggested the 
possibility of revolutionary changes in the cost o£ producing small 
houses after the war, at any rate in certain countries. With the 
benefits of large-scale production of standardized parts, the re
strictions due to the localized nature of the building industry 
would be largely avoided. The public stimulation and subsidization 
of research on building materials and methods might contribute 
substantially to reducing building costs. 

A further prerequisite of low-cost housing is the availability 
of land at a reasonable price, which may imply the prevention of 
private land speculation and the power to prevent a single house 
owner from obstructing some general clearance and reconstruction 
scheme. In connection with land speculation, we may refer to the 
proposals of the Uthwatt Cpmmittee' in Great Britain for the 
acquisition of land for development by a Central Plannip.g Author
ity, which would purchase at the undeveloped value plus com
pensation for development rights. The Planning Authority would 
retain ownership and lease the land at 1·ents from which the specu
lative element would be eliminated. 

Even when building costs are low, however, a revival in demand 
may be impeded by high taxes on land, houses or rents, which di
rectly or indirectly increase the cost of house room to the tenant or 
owner. Good housing is so. important for public health and wel
fare, and the building industry consti.tutes so important and sen
sitive a part of total national investment in all countries, that spe
cial attention should in our opinion be paid to the need for keeping 
the total costs of both building and occupying houses as low as 
possible. 

8. INDUSTRIAL PLANT AND EQUIPMENT 

(a) Influence of Consumption Expenditure. 

We must refer once more to the distinction introduced in Chap
ter IV between such investment as is primarily dependent on an 
increased demand for consumption goods and investment which is 

1 Cmd. 6386, Ea:pe~t Committee on Oompo118ation and Bottormont: Fina! Rsp t 
(London, September 1942, Ministry of Works and Planning). or 
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largely determined by the discovery or development of new goods, 
new methods of production, or new territories. The elfect of income 
fluctuations on the former type of investment is not always the 
same; it depends on the nature of the profit expectations to which 
such fluctuations give rise. If the existence of a more or less regular 
cycle in demand is taken for granted by the business community, 
many businesses will increase investme.nt during depressions, when 
costs are low and labour available, in anticipation of a revival in 
.demand. This procedure was probably more common in the nine
teenth century when, largely as a result of population growth, 
there was a more confident expectation of the renewal of the up
ward trend in production and investment, rendering depression 
periods on the whole shorter and less marked than periods of ex
pansion. The exceptional length and severity of the depression of 
the early 'thirties has tended to shake faith in the inevitability of 
recovery, and thereby changed the relationship of profit expecta
tions to current demand. A fall in current profits consequently 
may lead to a fall instead of a rise in future expectations, with 
the result that this type of investment is less likely to revive during 
depressions. A publicly declared policy of. maintaining effective 
demand inight in certain countries do much to change this situa
tion. If business men come to have confidence in the intentio:Q and 
ability of the Government to maintain total income, a recession 
when it occurred would be regarded as purely temporary arid lead 
to a renewal of investment in anticipation of recovery, to which 
such investment would itself contribute. But it cannot be expected 
that such confidence will be quickly or lightly won. 

(b) Importance of Rising Consumption Expenditure. 

Moreover, this is not the whole problem. As already explained, 
the rate of new investment is related to increases in consumption 
expenditure, and not to its absolute level. Hence, w~e stability 
of total demand may help to mitigate fluctuations in the replace
ment demand for capital goods,' it cannot ensure a stable demand 
for net new investment. For this purpose a steady rate of increase 
in the demand for final goods is required. The practicable rate of 

1 It bas been suggested that stability or a contra-cyclical movement of replace
ment demand might be further promoted by varying the depreciation allowed in 
computing tax liability during the course of the cycle. . 
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increase in the demand for final goods is necessarily limited by the 
rate of increase in national income as a whole, together with the . 
possibilities of income redistribution. Hence, stability in that part 
of investment which is dependent on an expanding demand for 
consumers' goods means that the rate of. such investment must 
be kept within the limits of the probable or potential increase in 
demand. If output of capital equipment increases more rapidly 
than the demand for its products, a slump will inevitably follow. 
As far as this type o£ investment is concerned, therefore, the check
ing of undue expansion is no less essential for promoting stability 

. than for stimulating recovery during depressions •. In practice it 
is naturally difficult to decide when an expansion is excessive, but 
some attempt may be made in the light of current investment and 
of pa11t experience of the trend of consumers' demand. The ap
propriate means for preventing undue expansion in a particular 
capital goods industry must depend on the situation in that in
dustry. If the over-investment is widespread; financial measures 
may be apl'ropriate. In the case of a tendency to over-expansion 
in only one or two industries, however, credit restriction would be 
too wholesale a ;policy and might precipitate a general depression. 

(c) Long-term Planvning of Investment. 

The first essential is, of course, that business men should realize 
that the adoption of a long-term investment policy is in their own 
interest. The central authorities should for their part seek to pro
vide the conditions which make it possible for producers to reg
ularize theiz: purchases of capital equipment. With this end in 
view, they 11hould keep the public constantly informed of the 
general pattern o! national capital equipment and of the changes 
which it undergoes as a result of ad4itions to it or of losses which 
it suffers. The regular" provision of accurate and up-to-date sta
tistics relating to the amount and age composition of the existing 
stock of plant and equipment in the various industries and of 
consumers' durable goods such as houses, and to the amounts be
ing currently added, replaced or retired, would enable b~iness men 
to take a broader view of investment policy than that aff~rded by 

. I 
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the condition of their own plant and equipment and by their own 
order books.1 

Without subjecting the economy to the general pervasive ef
fects of a rise in the long-term rate of interest, the banking author
ities of certain countries have been able to prevent over-extended 
positions from arising in particular sectors of the economy by in
formal discussions with the business men concemed. Close scrutiny 
by banks, as well as by issue houses and investors, of the purposes 
for which new funds are borrowed, of the existing capacity and 
rate of expansion of the industry, of the probable trend of demand, 
etc., contribute to the same end. What is perhaps most required is 
that all those who exercise any influence over the provision of 
capital equipment to industry, or the terms on which funds are 
made available, should be imbued with a far-sighted outlook and 
a sense of responsibiljty for regularizing the flow of such goods 
and so contributing to economic stability. 

(d) Dovetailing Capital Exports. 

Investment in capital equipment like constl·uction affords an 
opportunity for dovetailing. The demand for additional machinery 
in industrial states is to a large extent dependent, as we have just 
said, on the rate of growth of consumers' demand for finished 
products. But there is, we believe, a very great untapped potential 
demand for manufactured_ goods in less developed areas which 
could be rendered effective if such goods could be furnished at a 
low enough price, and especially if purchasing power in these 
areas were expanded by foreign investment. Indeed, the gradual 
spread of a money economy throughout the world has largely 
taken the form of bringing manufactured consumers' goods within 
the range of the purchasing power of these low agricultural in
come groups. There would be a real benefit both to the makers of 
machinery in industrial states and to these less developed areas 
if capital exports could be adjusted to fluctuations in the activity 
of the machine and similar capital goods industries, stimulated 
when that activity declined and slackened when domestic demand 

1 A beginning In tbls direction has recently been made In the United States. 
See, for example, a series of articles by George Terborgh In the Federal Be•eros 
Bullstin, especially those In the September 1939 and October 1940 Issues, entitled 
respectively ''Estimated Expenditures for New Durable Goods, 1919-1938" and 
"Present Position of the Durable Goods Inventory". 
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was active. Such a policy would help to stabilize employment in 
these industries and would permit the importers of the machinery 
both to borrow at lower rates of interest and to purchase at lower 
prices. To effect it, some central direction over capital export or 
some state insurance of export credit might be required in certain 
countries-such control and insurance have existed in the past. 
Were they employed in a contra-cyclical manner, risks would 
be reduced, and the charge upon governments on account of un
employment insurance might be very substantially curtailed. The 
active co-operation of the central banks of the importing countries 
might be required and should be readily available. For these mone
tary authorities have been subject to difficult strains~ the past 
owing to the fact that foreign capital tended to flow to their coun
tries in good times and that this flow tended to be arrested and the 
volume of outstanding short-term capital to be reduced when busi
ness fell off. In this way the pressure to which their exchanges were 
subject in any case owing to the fall in the prices of their products 
was enhanced. We at~e not unaware of the difficulties of pursuing 

.such a dovetailing policy. Obviously it is important that large
scale projects should not be interrupted either in good times or in 
bad times. In the case of projects which will require a considerable 
time for their completion the steadiness of the flow of the necessary 
foreign capital may be a more important consideration than those 
we have in mind. 

(e) Ta:xation of Risk-bearing Capital. 

Another important factor influencing both the cost of financing 
investment and the willingness to undertake investment is taxation, 
particularly in times of depression when the business horizon is 
cloudy. · 

We deal with fiscal policy in general in Chapter XII, but there 
are certain aspects of fiscal policy which we wish to discuss here. 
The great dynamic force lying behind the industrial progress of 
the nineteenth, and in most countries of the twentieth, century has 
been the willingness of the entrepreneur to take risks. All new en
terprise involves rislt and requires a spirit of adventure. Many of 
the greatest undertakings in existence today began owing to the 
foresight and initiative of a single individual and his freedom to 
expand his business from small beginnings by reinvesting his sav7 
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ings in it. Others have depended on relatively small individual con
tribu~ons of capital by persons who were willing to venture a part 
of therr capital on the chance of a large return and with the risk 
of a complete loss of that part. The highly geared taxation of re
cent years h~, however, tended to dry up what was the most im
portant source of risk capital, namely, large private incomes. Per
sons with more moderate incomes are not in a position to provide 
this type of capital and new types of financial institutions may 
have to be developed to help fill this gap. 

In some countries certain forms of taxation have accentuated 
the unwillingness to undertake risky investments. High income 
and capital gains taxes reduce the reward in the case of success 
with no correspondi.rig compensation in case of failure. Moreover, 
when to personal income taxes are added corporation taxes, a form 
of domestic double taxation is created, which, when rates are 
high, so reduces the prospect of profit as to constitute a serious 
deterrent to enterprise. When the state is compelled to drain off 
any large proportion of the national income by means of direct 
taxes, it may prove impossible to avoid such double taxation alto
gether, for the total abolition of corporation taxes is likely in such 
cases to render an increase in personal income taxes unavoidable .. 
But high taxes on the profits of industry not only check enterprise, 
but have the further disadvaD;tage of causing an inducement to 
financing by debentures, that is, by debt, rather than by equity. 
Since debentures naturally escape corporation taxes, their service 
constitutes a liability against gross profits. Though present rates 
of taxation will no doubt be reduced we do not anticipate that it 
will prove possible to do away with high taxes on large individual 
incomes and indeed we suggest in later chapters that high taxa
tion may in certain circumstances be a necessary instrument for 
the achievement of economic stability. Some mitigation of the dis
couragement to risk-bearing may, however, be offered by permit
ting for tax purposes the deduction of losses from corporation 
profits, not only in the year in which they ()Ccur, but over a series 
of years. But, in addition to granting this alleviation, fiscal au
thorities would, in our opinion, be well advised to realize that high 
corporation taxes may constitute a serious impediment to enter
prise and a check to economic progress. 

A further stimulus to the adoption of new processes as well as . 
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the introduction of new industries can be given by permitting 
rapid amortization of capital and full allowance for obsolescence 
in computing tax liability. Some tax authorities exempt new un
dertakings f1·om taxes altogether during the first years of their 
existence. Exemption from taxation on earnings is, we feel, prefer
able to subsidies in such cases, as it gives a greater guarantee of 
sound management. If there are no earnings there is no benefit 
from exemption. 

Partly in consequence of the drying up of other sources of risk-· 
bearing capital, new invention has been developed to an increasing 
extent since the last war through the reinvestment of company 
earnings by existing enterprises. This tendency has also been ac
centuated by the advantage large corporations enjoy in being 
able to afford considerable research staffs. To the extent that un
distributed profits are subject to special taxation this source of 
risk-bearing capital is likewise depleted. 

Apart from the various measures designed to relieve the tax 
burden on risk-bearing, steps may be taken to reduce the risks 
themselves. Probably the most important deterrent to investment 
in the immecll.ate pre-waJ; period was political insecurity, and to 
this fear was added fear of depression. This fear of depression 
could, in the long run at any rate, be largely alleviated if the gov
ernment were openly to accept responsibility for endeavouring to 
maintain a high and stable level of employment. 

(f) Prices of Capital Goods. 

Finally, we would draw attention to the importance o~ the 
prices of capital goods in influencing the volume of investment. 
Changes in these prices have effects similar to those resulting from 
changes in the rate of interest; and prices are probably of even 
greater importance than the rate of interest in determining the 
volume of investment in the manufacturing industries. Prices of 
capital goods are frequently subject to private monopolistic con
trols which endeavour to maintain them at relatively stable levels. 
If these· controls are successful in doing so and the prices of fin
ished capital goods are kept relatively stable in the face of wide 
variations in the demand for them this contributes to the stimula
tion of capital investment in prosperous periods and to its retarda
tion in depressed periods and so ac~entuates cyclical fluctuations. 
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Such stability of prices may have, on the other hand, a general 
stabilizing influence in certain cases ; indeed, the prevention of 
wild fluctuations in the prices of raw materials must be a major 
concern of governments in their endeavour to avert depressions. 
But any attempt to reap large returns on a small turnover, rather 
than smaller returns on a larger turnover, which the monopolist is 
often in a position to do, may effectively prevent recovery or check 
progress. 

We deal with the general question of raw materials in other 
chapters. The most effective instrument in the hands of govern
ments, as regards finished capital goods, is, in most countries, the 
tariff. The governments can and, in our opinion, should lower 
tariffs whenever investment is being impeded by the refusal of 
any private monopolist to adapt prices to the conditions of the 
market. 

(g) Dovetailing Public Ea:penditure. 

It is improbable that fluctuations in private investment can 
ever be completely eliminated. This does not, however, mean that 
corresponding fluctuations in the level of employment as a whole 
are .inevitable. It means only that every effort should be made to 
vary other items of expenditure such as public investment and 
private consumption in such a way as to compensate for the fluc
tuations in private investment. If total demand is maintained in 
this way, it should be possible substantially to mitigate the fluctua
tions in private investment itself, and thereby reduce not only 
avoidable unemployment, hut the waste and excessive costs result
ing from unused capacity, and constant shifting of labour. 

4. STOCKS OF COMMODITIES 

Stocks of commodities constitute the third category of invest
ment with which we are concerned. Though constituting a small 
percentage of domestic capital formation, they are its most un
stable element. 

In our discuseion of the role of stock policies in Chapter IV, 
we found two types of policy which tend to accentuate cyclical 
movements. The first was that of maintaining a constant ratio of 
stocks to sales on grounds of convenience; the second, was that of 
accumulating stocks in anticipation of a price rise or liquidating 
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them when a fall of price was expected. It is obvious that any 
policy designed to stabilize the national income would contribute 
substantially to the reduction of both these types of stock varia
tion, by eliminating or reducing the fluctuations in sales and in 
prices on which they are respectively based. 

Measures designed more directly to reduce or prevent wide 
fluctuations in the prices of raw materials would fu1·the1· diminish 

·the incentive to speculative investment and disinvestment in stocks. 
The use of inte1:national buffer pools for this purpose is discussed 
in Chapter XIX below. But speculation of this type may be 
caused by sudden increases in wage rates if these are unrelated to 
increases in productivity and are expected to raise the prices of 
partly processed goods such as smelting products. In this case 
the preventive action required is national and not international. 

To the extent that stocks of goods are held on credit, the cost of 
credit exercises an influence over the quantities held; the impor
tance of tllis influence in the total costs of holding stocl{s varies 
for different commodities-storage charges, for example, are much 
more important than the cost of credit fo.r many commodities. 
But when conditions permit an attempt might be made to check 
tendencies towards over-accumulation at an ea1·ly stage by stiffen
ing short-term i·ates, and to counter the excessive liquidation of 
stocks by easing rates. So long, however, as prices and costs fluc
tuate within a range very much greater than that of short-term 
rates, so that the anticipated gains or losses to be derived from 
holding stocks remain large, it is doubtful whether credit policy 
by itself will be able to exert any strong selective control in this 
field. It is no doubt true that there is some shod-term rate which 
would curb speculation in stocks, even if large price increases are 
anticipated. But this rate may be so high and may have to be 
maintained for· so long, that it would cause an all-round rise in 
interest rates and decline in capital values, and bring about a 
general contraction in investment even in those fields where it had 
not hitherto been excessive. 

But even if cyclical stock variations by private dealers cannot 
be eliminated, public authorities should endeavour for their part 
to adopt a contra-cyclical policy, allowing stocks to increase dur
ing bad times and to fall in periods of activity. A policy of this 
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sort is already followed individually by many manufacturers who 
produce for stock during periods of slack demand and let stocks 
run down when demand expands. All these measures could be re~ 
inforced by public statements drawing attention to the statistical 
position. 



CHAPTER XI 

CREDIT POLICY AND THE STABILIZATION OF 
TOTAL EXPENDITURE 

1. SCOPE AND IMPORTANCE OF CREDIT POLICY IN DEPRESSIONS 

Regulation of interest rates and of other conditions affecting 
lending and the volume of credit, especially bank credit, has been 
the traditional over-all policy for influencing the aggregate flow 
of national expenditure and income. A reduction of interest rates 
and liberalization of other terms of lending was thought to pro
mote a general expansion, while a rise in rates and tightening of 
other conditions would tend to check expansion or bring about 
contraction. In the past, emphasis was laid on the stabilization of 
the price level, but it is now generally agreed that what matters is 
rather the volume of expenditure and income, of which prices are · 
only one symptom~and not an unfailing one at that. 

Credit policy, if effective, operates on aggregate expenditure 
mainly by directly influencing private investment, including ex
penditure on durable consumers' goods. It may, however, directly 
influence to some extent public expenditure, especially of local 
authorities, by making it easier for them to borrow, and also pri
vate consumption on non-durable goods. Indirectly it influences 
the latter, of course; very quickly as soon as investment is affected, 
It thus operates on a wide front and pervades the whole economic 
system. 

There is a tendency today to attach less importance than twenty 
years.ago to interest rates and other instruments of credit policy 
for relieving depressions or stabilizing business. This change in 
attitude is largely due to the experience during the Great Depres
~io'n in the 'thirties. In some highly industrialized countries inter
est rates on most classes of credit remained extremely low for a 
number of years and a high degree of liquidity prevailed, appar
ently without much influence on economic activity .. This expe1·ience 
has made economists sceptical concerning the possibility of arrest
ing a contraction and inducing an expansion by means of easy 
money and credit policies, although they still admit that an ex
pansion can always be halted and turned into a depression, if 
credit is sufficiently restricted and interest rates raised. The role 
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assigned to credit policy is thus 1·ather that of a brake than of an 
accelerator. 

We for our part doubt whether it is possible to check a depres
sion in highly industrialized and financially developed countries 
by credit policy alone. But that does not mean that credit and 
banking policies are unimportant. First, in industrially and finan
cially less developed countries, or even in some highly developed 
countries, interest rates may be sufficiently high after the war to 
allow for significant reductions in depression; hence the effec
tiveness of general credit policies in a depression may still be con
siderable. Secondly, even in the industrially and financially highly 
developed countries there are certain classes of credit, for example, 
real estate credit and consumer instahnent credit, where interest 
rates are still high, other conditions of lending onerous and credit 
not always easily available. Under these conditions there is still 
scope for effective credit policy in depressions. Some of these 
special cases have already been discussed in the two preceding 
chapters. Moreover, general banking policy, using the traditional 
weapon of the discount rate, open-market operations and the more 
modern device of changing the legally required cash ratios of com
mercial banks, even ~f incapable by themselves of turning the tide 
of a depression, can bring about a high degree of over-all liquidity, 
which is a favourable or even essential condition for the inception 
of an expansion. It thus provides the monetary conditions which 
are necessary for the success of the more powerful measures of 
fiscal and other policies proposed in other chapters of the present. 
Report as well as for the development of spontaneous forces of 
expansion. Furthermore, even in the most highly developed coun
tries recent depressions have been much intensified by purely finan
cial developments, such as the striking wave of bank failures in 
the United States in the early 'thirties which undoubtedly con
tributed much to the special severity of the depression during the 
'thirties. It is clearly the responsibility of the monetary and bank-
ing authorities to prevent such occurrences. · 

The general objectives of credit policy and banking during de
pressions may therefore be summarized as follows: to prevent a 
rise in interest rates, credit stringency, bank failures and panics; 
to reduce interest rates as much as possible and make credit easily 
available; to increase general liquidity, especially of banks, of 
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other financial institutions and of business in gene:r;al. Whether 
interest rates can be reduced significantly depends, of course, on 
their level during the preceding upswing. In view of the fact that 
there are certain limits below which it is hard to depress rates if 
lending institutions are to cover their overhead costs, not much 
can be achieved if rate11 are already close to this lower limit. This 
seems to be the situation at present in some of the rich industrial 
countries over large areas of credit though not everywhere. But 
whatever the situation may be in that respect, it is important to 
observe that liquidity can be increased (or decreased if ;necessary), 
even if interest rates can no longer be reduced significantly. The 
availability of credit is not exclusively a function of the rate of 
interest.-Even in fields where the interest rate is low changes in 
practices and standards of lending may change the availability of 
credit. · 

2. INSTRUMENTS OF CREDIT POLICY 

Various instruments are at the disposal of the monetary authori
ties for regulating the volume of credit. Through discount policy 
the price of short-term credit can be controlled and tlus will sooner 
or later have an influence also on long-term rates. Both the price 
and the quantity of ce1·tain short- and long-term credit can be in
fluenced by open-market operations in short- arid long-term securi
ties. There have been occasions when the mere declaration of mone
tary policy has been effective in bringing about desired conditions. 
Direct though informal suasion by central banks can influence the 
lending policy of commercial banks. Changes in reserve require
ments and qualitative controls of the uses to which. credit is put, 
through, for example, changes in margin requirements on stock
exchange loans, are powerful instruments of credit policy. Regula
tion of instalment c1·edit and mm~tgage loans through changes in 
the size of the minimum down payment and the maximum period 
of amortization have already been discussed in connection with 
other policies concerning the particular classes of expenditure on 
which they operate.1 . 

We discuss below the efficacy of some of the instruments we have 
mentioned and certain special problems connected with them. It 
should be remembered, however, that the freedom of the monetary 

1 Chapters IX and X. 
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authorities of any country to pursue these policies i~ limited by 
their effects on the foreign trade and foreign exchange position 
of the country concerned. We shall ignore these limitations in the 
present chapter and reserve them for extensive treatment along 
with other international aspects of depression policies in Chapter 
XVII. 

(a) ·The Discount Rate. 

The traditional instrument of monetary control is the central 
bank discount rate. The central banks and other monetary au
thorities can generally exercise a direct influence on the level of 
short-term rates prevailing in the market. The cost of certain types 
of short-term business borrowing can therefore be determined to 
a large extent by central bank (or government) ·policy. It is dif
ficult to determine how important a part is played by variations 
in the cost of short-term borrowing on the decisions of business men 
to borrow and spend. With the increasing use of capital in modern 
production, there seems little doubt that less of total business bor, 
rowing has been at short-term and more at long-term. A century 
ago, ,a change in the bank rate would directly influence the cost 
of the great bulk of business borrowing, whereas today, in the 
more advanced industrial states, when, in addition to capital issues, 
so much of tl?.e capital used in business is provided from accumu
lated profits or through insurance and building societies and other 
institutions specializing in long-term commitments, the direct in
fluence of a change in the bank rate is felt over a relatively smaller 
area. Its importance is greater in countries less highly capitalized 
so long as the central banks of these countries have effective con
trol over the money market. These countries will frequently find 
that the fiscal and other policies we suggest for smoothing out the 
business cycle present greater difficulties than they would in richer 
communities and be forced, therefore, to make greater use of bank-· 
ing policy. Moreover, the rates of interest in these countries are 
likely to be high enough to afford sufficient elasticity to render 
changes in the bank rate influential. · 

Toruiy, the part of business borrowing most affected by changes 
in short-term rates is probably the financing of stocks of com
modities. But even in this field, as we pointed out in the preceding 
chapter, the influence of a reduction in interest rates should not be 
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overestimated; it can be easily blotted out by unfavourable price 
expectations. 

We cannot be sure, however, that these limitations to the effec
tiveness of bank credit will be permanent. Commercial banks con
tinue to hold a strategic position in every money market; they 
have the ability to change the focus of their lending activities and 
to pioneer in new financial techniques. In the Unl.ted States just 
before the war, for example, commercial banks were actively de
veloping "term loans" to large industries and were experimenting 
with methods for the medium-term financing of small industries. 
In certain countries an unduly high proportion of short-term 
deposits has, it is true, been tied up in long-term assets with un~ 
favourable reactions on banking stability. If not pushed too far, 
however, the developments to which we have just referred would 
have the effect of bringing sho1·t and medium interest rates and 
other conditions of credit more directly under the influence of 
central banks which would thus acquire a more effective control 
over the rate of b1,1siness investment. 

(b) Changes in Cash Ratios. 

In certain countries the central monetary authorities are also 
empowered to· exercise an influence over credit policies by altering 
the cash reserve requirements of the commercial bani{s. This in
strument-like other instruments of credit policy-is particularly 
effective in checking a boom and is of special value in those mar
kets in which a few banks have such a predominant position that 
they may expand credit without incurring the danger of large 
losses of reserves to other institutions. vy-e shall revert again to the 
problem of credit policy during a cyclical upswing.1 The utiliza
tion of this measure in depression depends on prior use having 
been made of it in the other direction, for there are obvious limits 
to the possible reductions in reserve ratios. 

(c) Ope11rmarket Operations (JJJ'!d Interest Rates. 

Through open-market operations a central bank or a monetary 
stabilization fund is able to alter the volume of cash reserves of 
the commercial banks and their power to make loans and acquire 
investments. In certain countl'ies open-market operations are car-

1 See section a of present chapter. 
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ried out in medium- and long-term government bonds as well as 
short-term Treasury bills and, therefore, exercise a direct as. well 
as an indirect influence on the medium- and long-term rates of 
interest. We believe that it would be very desirable to take legisla
tive measures empowering central banks to extend their open-mar
ket operations over longer maturities and different types of securi
ties. 

An increase in the cash reserves of the commercial banks by 
open-market operations during a depression renders it unnecessary 
for them to sell assets or call in loans in order to replenish their 
reserves-a process which might exert a deflationary influence on 
prices and incomes by causing forced sales. It also puts banks in 
a position to use their cash resources to buy government and other 
securities, and so contribute to a decline in the long-term rate of 
interest. The provision of ample cash enables them to satisfy their 
desire for liquidity without indulging in behaviour which-no 
matter how sound or necessary it may be from the point of view of 
each individual bank-is ruinous fo1· the economy as a whole. 

Greater avail8.bility of capital in the long-term market enables 
business men to fund their outstanding short-term obligations, in
cluding bank debts; thus frozen bank loans tend to be thawed and 
in consequence total bank advances to decline. This reduction in 
short-term indebtedness plays an important part in stimulating 
business confidence and the willingness to spend. Wlien the pres
sure to use available incomes to pay off bank loans is removed, 
business men are more. likely to make needed repairs and replace
ments, build up depleted stocks of goods and spend money in other 
productive ways. 

In certain countries the loan rate of the commercial banks ap
pears to be influenced too much by convention and to follow the 
yield on government bonds only very imperfectly and with a long 
time lag. In such cases it would be desirable that the monetary 
authorities should exercise their influence with a view to rendering 
this rate more flexible. In this connection it is necessary to watch 
carefully the rate paid by savings banks on savings deposits. Fail
ing this, commercial banks may suffer a large transfer of deposits 
to savings institutions when market rates of interest are low, or 
competition for savings deposits may force the commercial banks 
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to charge l'elatively high rates on loans and overdrafts if they are 
to covel,' their overheads. 
· The influence of the central bank over the lending and invest

ment policy of the commercial banks varies from country to coun
try. It is greatest in tl~ose countries in which the commercial banks 
normally work to a stable cash reserve ratio, for relatively small 
changes in the commercial banks' cash reserves result in multiple 
purchases or sales of assets and may have important effects on 
certain types of interest 1·ates. To take but one example, the in
crease in the cash reserves of the London Clearing Banks from an 
average of £182 million in 1931 to an average of £215 million in 
1935 was accompanied by an increase in their holdings of securi-· 
ties from £301 million to £615 million. 

The commercial banks of different countries are, of coqrse, 
geared to different rates of expansion; and if the cash reserves of 
the commercial banking system are increased at an exceptionally 
rapid rate, it cannot be expected that the banks will always be able 
to add quickly to their loans and investments in the same propor
tion. 

It must also be noted that the commercial banks of certain coun
tl·ies work to a fairly stable ratio not only of cash to deposits but 
also of quick assets to deposits. Close attention must, therefore, 
be paid by the monetary authorities to the available supply of 
such assets. For if a bank works, for example,· to a 30% ratio of 
cash, call money and treasury bills to total liabilities, and if fund
ing operations produce a sca~·city of treasury bills in the market, 
then additions to the commercial banks' cash reserves will fail to 
exercise the customary multiple expansionary effect. 

It is quite likely that after the war, especially in some of the 
rich, industrially highly developed countries, the efficacy of open
market ope1·ations in depressions through reducing interest 1·ates 
will be negligible, for the simple reason that the rates will hover 
around very low levels even in prosperous years, so that there will 
not be much opportunity of reducing them significantly in depres
sions. The enormous growth of tJ"le public debt and the fact that 
banks are large holders of government securities will make the 
monetary authorities extremely reluctant to _let rates rise and 

• prices of fixed interest securities fall in prosperous periods. 
In spite of this we still attach importance to open-market opera-
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tions (and other credit policies) for two reasons. First, there will 
be countries with sufficiently high interest rates to make their re
duction in depressions a not insignificant factor. Even in some in
dustrially developed countries tremendous capital losses during 
the war and enormous capital demands for reconstruction may 
drive up interest rates and keep them there beyond the period of 
transition. In some countries the public debt may be wiped out or 
sufficiently reduced by inflation to eliminate it as an obstacle to a 
rise in interest rates. Secondly, as we remarked before, an increase 
in general liquidity which can be achieved by open-market opera
tions, even if interest rates do not change significantly, will pro
vide a favourable or even necessary (although frequently not 
sufficient) condition for an expansion brought about by other poli
cies or by spontaneous forces. 

8. CREDIT POLICY DURING A CYCLICAL UPSWING 

The questions of policy, especially the dangers of inflationary 
price rises, which present themselves when the economy approaches 

. full employment will be more fully discussed in Chapter XIV. But 
there are a few observations on the proper credit policies during a 
cyclical upswing which we wish to make at this point. 

General policies of credit restriction are not necessary so long 
as an expansion proceeds without sharp price rises and speculative 
excesses. A moderate price rise is a usual characteristic of an ex
pansion and can hardly be avoided. A mechanical stabilization of 
prices, or attempt at_stabilization, would hinder expansion without 
preventing contraction. It is difficUlt to determine the point at 
which -a price rise should be regarded as so excessive as to call for 
a measure of control. But there is good reason to assume that dan
ger exists and restrictive measures should be contemplated, if the 
price rise becomes speculative, if it feeds upon itself, people buy
ing simply because they expect prices to go higher. However, 
much will have to be left to the judgment of the authorities on 
each case as it presents itself in the full light of the underlying 
situation. 

A sharp general rise of prices is not likely to occur before a high 
level of employment is reached in wide areas. But it may happen, 
if wages are pushed up too quickly by union pressure and other 
costs are raised by monopolistic actions or deliberate government 
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policies. The development in the United States in 1936-37 may be 
a case in point. In such a situation it is clearly much better to stop 
the special forces which drive up prices and costs by exercizing 
the necessary influence on labour and ot~er monopolies and by 
reversing cost-raising government policies, than to restrict credit 
alr round. The latter policy, if sufficiently strong to check the rise 
in prices will, by the same token, also stop the expansion of output 
short of a high level of employment, or even bring on depression. 

Special care should be taken to deal with price rises and specula
tive excesses in particular areas by means directed to removing the 
particular maladjustments. This would avoid general measures of 
credit restriction until resources have been so fully employed that 
a further expansion of demand threatens the economy with infla
tionary price rises. It would clearly be a mistake to raise interest 
rates in general, restrict credit o.ll round and bring about a general 
depression in order to curb, for example, a 1·eal estate boom in a 
certain part of the country or speculative excesses on the stock 
exchange willie full capacity output has not been reached gen
erally. Methods of selective and qualitative control should be used 
.and developed-methods of dealing with certain branches of credit 
such as Ieal estate credit, consumer instalment credit, stock ex
change credit, which permit credit being restricted to these pur
poses without forcing a general contraction of credit. If there are 
inflationary developments in these fields conditions concerning 
margin 1·equirements, down payment percentages and amortiza
tion periods should be tightened and interest rates should be raised 
when tlus can be done without undue disturbance to the general 
monetary policy being pursued.1 These various measures should 
be used the more freely whenever necessary because, if credit con
ditions are not tightened in these various ways to curb speculative 
price rises, it will not be possible to relax them during periods of 
depression and control of an important instrument £01· combating 
depressions wm have been lost. 

The same holds true of interest. rates and credit in general. If 
credit is not restricted and interest rates are not allowed to rise to 
curb a monetary expansion after a high level of employment has 
been reached and prices in general have started to rise sharply, 

1 Concerning mortgage credit and consumer Instalment credit, see also Chapters 
IX and X. 



[ 16~ J 
these credit weapons to counteract depressions will have been lost. 
We have already mentioned the fact that the treme!ldous rise in 
the public debt and large holdings by banks of government securi
ties will, in some countries, make the authprities extremely reluc
tant to tighten credit in times of booming trade. We do not wish 
to argue the case for and against the policy of keeping interest 
rates down under.all circumstances. But there is one point to which 
we should like to call serious attention. The less use is made of 
credit instruments the more will it be necessary to rely on fiscal 
policies or, if these cannot be adopted promptly, on all sorts of 
direct control such as price fixing, direct investment controls and 
allocation of productive resources for the purpose of preventing 
inflation. 



CHAPTER XII 

PUBLIC EXPENDITURE AND FISCAL POLICY 

l. OBJECTS OF PUBLIC EXPENDITURE 

Views on the proper functions of public expenditure and fiscal 
policy have undergone a remarkable evolution. According to the 
laissez-faire ideal of the neutral or negative role of the state, public 
expenditure was regarded as wholly unproductive, as a necessary 
evil, resulting from the need to keep internal order and provide 
defence from foreign aggression. This view could be summed up in 
the famous "golden maxim" of Jean Baptiste Say, that "the very 
best of all plans of finance is to spend little, and the best of all 
taxes is that which is least in amount". Not only should taxes be_ 
small, but they should also be as neutral as possible in their effects 
on the price structure and the distribution of income. 

The view that public revenues and expenditures should be neu
tral in their effects on the economic structure depended essentially 
on the premise that gover!lment revenues and outlays as a whole 
should be small. It was consistent with an economic. and social 
structure in which the total revenues and expenditures collected 
and disbursed by the state did not exceed a minor fraction, say 5 
to 10 per cent, of the total national income. In such a sb·ucture, 
the aggregate of public levies was not so large as to be a major 
factor in the level of costs, nor was the aggregate of public ex
penditures sufficiently large to be a: major factor in the level of 
employment. When these circumstan~es prevailed, there was con
!Pderable further cogency in the argument that, from a practical 
standpoint, the simple principle of "neutrality of effect" in the 
management of public finance constituted a salutary guide for 
fiscal authorities, since at_ the best society stood to gain little from 
an abandonment of that principle in favour of a more complicated 
formula, while it might possibly lose much were there fiscal mis
management. 

This view led in its turn to the principle that budgetary equilib
rium should be achieved annually. It provided both legislative 
bodies and the electorate to which they were responsible with a 
simple rule of thumb by which to gauge their freedom of action, 
their duties and their responsibilities. By insisting that the- same 
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legislative body whi~h voted new or increased expenditures-which 
are likely to be politically popular-must also undertake the un
popular responsibility of levying the new or increased taxes to 
meet them, it provided a semi-automatic mechanism to ensure a re
sponsible attitude toward public finance, a mechanism, moreover, 
which served to eliminate fiscal measures of the "panacea" type 
from serious legislative consideration. Though the operation of this 
rule of thumb might, in periods of depression, act to decrease pub
lic outlays or to increase taxes, or both, the actual effect of these 
actions in accentuating a depression was minimized by the rela
tively small magnitude of the amounts involved, and in practice 
was more than likely to be offset by the fact that so long as budgets 
were balanced there was no danger that the propensity to invest, 
already weakened by a low current rate of profits, would be further 
undermined by fear over the soundness of the public credit. · 

In practice there were always many departures from this laissez
faire view, and by the end of the nineteenth century a subsidiary 
function of public expenditure and the fiscal mechanism as an in
strument of social policy was widely accepted. Expenditure on 
social objects such as education, health, etc., and in a number of 
countries public services, such as railways, was admitted as bene
ficial and at least "socially productive"; while the substitution of 
the principle of ability to pay for that of equal sacrifice, reinforced 
by the exigencies of war, led to increasingly progressive and redis"7 
tributional tax structures. In general, up to the period of the 
Great Depression of the 'thirties, every effort was made to main
tain the principle of an annual balance in the budget, 

A much more drastic change in views on fiscal policy has de
veloped during the last pre-war decade, mainly as a result of in
creasing concern with the problem of stability and unemployment, 
with the incidence of fiscal outlays on the business cycle. Until the 
'thirties monetary policy was regarded as the main instrument for 
stabilizing business conditions, -the effect of public outlays them
selves being relegated to a minor position. Partly as a 1·esult of the 
practical necessity of relieving unemployment by government ex
penditure and of other public measures inaugurated during the 
'thirties to combat depression, emphasis has tended to shift from 
monetary to fiscal policy, which has come to be regarded in a new 
light as a possible major instrument for securing fuller employ-
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ment of the national resources. Particularly as a result of the war, 
it has become clear that government expenditure may create em
ployment in the same way as private expenditure and that private 
expenditure itself may be influenced by the level of government 
expenditure. The increase in the role of government has also been 
accompanied by new examination of the tax structure. The whole 
problem of management of public finance is consequently now under 
review, including the extent and nature of taxes collected, the 
character and level of public expenditures, the role of the· public 
debt, and the relation of all of these factors to budgetary equilib
rium, particularly in their effects upon the business cycle. 

2. CONTRA-CYCLICAL MANAGEMENT OF PUBLIC FINANCE 

The necessity of maintaining confidence in the public credit and 
the risks of fiscal mismanagement in the form of corruption of 
public officials, political favoritism or such outright abuse of the. 
fiscal function as to lead to inflation are well documented and do 
not need elabm·ation in this Report. These are risks, however> which 
under present conditions must be faced directly in most highly
industrialized countries. As a result of developments in recent 
years, fiscal authorities have now to find taxes to yield amounts 
equivalent to 20, 30 or an even higher percentage of the national 
income. In these circumstances it becomes impossible to devise 
levies that will not profoundly influence costs of production and 
the volume of private spending. Even taxes on incomes and profits, 
which have probably the smallest direct effect upon costs, will 
exert a major influence on decisions to invest, hoard or disinvest 
when the rate of taxation is high. Likewise it is impossible to ig
nore the effect of the level of, or the changes in; public expenditure 
on employment when a large proportion of the real income of the 
community is provided by the state either in the forin of free serv
ices such as education, roads, etc., or in the form of such social 
services as unemployment insurance, old age pensions and family 
allowances. 

Given these conditions it becomes practically impossible to 
achieve budgetary equilibrium on the traditional annual basis 
without serious accentuation of other existing tendencies toward 
cyclical insta.bility of business. An adequate revenue system based 
wholly on taxes with a relatively stable yield in depression as com-
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pared with prosperity, for instance taxes on real estate, would be 
difficult to achieve. Even if it could be achieved, however, it would 
be likely to exercise a destabilizing influence. Real estate taxes, for 
example, absorb a much larger proportion of 1·ental incomes in 
depression when vacancies exist, and incomes and rents are re
duced, than in periods of prosperity. They act, consequently, as a 
much greater deterrent to new construction. A revenue system, on 
the other hand, based on levies such as income taxes, the collection 
of which is more neutr!!-1 or less destabilizing as between prosperity 
and depression, will ordinarily show large cyclical variations in 
yield. Governments clearly exercise a destabilizing influence when 
they vary their own outlays in accordance with such fluctuations in 
revenue, that is, when, as has frequently happened in the past, they 
expand their services and undertake new public construction in 
years when tax receipts are high and retrench when revenues fall. 

We have observed above that this dilemma does not exist in 
acute practical form when the proportion of public expenditure in 
aggregate outlays is small. It is ·only when this proportion rises to 
a significant fraction that the necessity for choosing positive poli
cies of fiscal management presents itself .in inescapable form to 
public authorities. This situb.tion became increasingly character
istic of most modern highly industrialized countries in the period 
between the wars. It is impossible to forecast at this time the exact 
position of the state in the economic and social structure once the 
reconversion period has passed, following this war. Most trends, 
however, indicate that the area covered by state activities will be 
larger rather than smaller than it was in 1939. It is the view of the 
Delegation, therefore, that fiscal authorities would be well advised 
to increase greatly their emphasis 

(a) on taxes with a minimum de-stabilizing effect, 
(b) on expenditure policies that provide, so far as is prac

ticable, for the con~ntration of public investment expenditure in 
periods of depression, and 

(c) on seeking to counteract fluctuations in private spending 
by budgeting for deficits when such spending is abnormally low 
and for surpluses when it is abnormally high. 

All three of these suggestions imply forms of fiscal manage
ment in which experience is relatively limited. It is possible, how
ever, to indicate in broad outline the considerations that are in-
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volved in making these policies effective and in guarding them 
against mismanagement and abuse. 

a. CONTRA-CYCLICAL BUDGETING AND MONETARY CONTROLS 

The foregoing discussion raises first the problem of administra~ 
tive fiscal control.. If governments are to adopt contra-cyclical 
fiscal policies involving budgetary surpluses in periods of pros
perity and deficits in periods of. depression a substitute must be 
found for the administrative discipline hitherto imposed by the 
concept of an annual balance in the budget. It is nece~sary to em
phasize that any system of long-term budgeting over the business 
cycle must be placed under strict administrative control, if fiscal 
abuses, deterioration of public credit and serious distortion of the 
economic structure are to be avoided. Some beginnings, however, 
have been made; capital outlays are now frequently budgeted sep
arately from current outlays, and social security 1·evenues such as 
unemployment and old age insurance contributions are frequently 
placed in special trust funds for independent administration. In 
Finland, before the war, a special reserve was established out of 
current revenues to finance special expenditures during depres
sions. In Sweden, a deficit was allowed on the ordinary budget in 
the years of depression, and the surpluses realized after 1935-36 
were used to repay the indebtedness thus incurred. To guarantee 
that the deficit porrowing would not be forgotten when business 
conditions improved, a system was inb·ocluced whereby 20 per cent 
of the total deficit of each year was regarded as current expendi:. 
ture which had to be covered from taxation in each subsequent 
year. These are interesting experiments, but they were inter
rupted by the war and many problems of administrative control 
remain to be put to the test of further experience and will require 
careful consideration by fiscal authorities. 

Administrative budgetary control must be combined, moreover, 
with appropriate monetary policies. When long-term budgeting is 
adopted, it is essential, not only that a true surplus of revenue over 
expenditure be realized in good times, but also that this surplus be 
administered in such a way as genuinely-to counteract the tendency 
towards an inflationary price rise. This may be accomplished by 
devoting the surplus to debt retirement. But in some circumstances 
debt retirement may not be appropriate, since, for example, in a 
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boom c?aracterized by serious over-investment in producers' goods 
the retirement of public debt held by _potential investors in such 
goods would serve directly to augment the funds at their disposal 
a~d thus help to accentuate the existing condition of disequilib
rmm. In such circumstances, it might be preferable to leave sur
plus public funds on deposit with the banks provided the banking 
re~erve situation was such as to ensure that this resulted in a net 
transfer of deposits from active private accounts to an inactive 
government account. Alternatively the surplus funds might be used 
to retire debt held by the banks, provided that the bank reserves 
thus released were absorbed by appropriate open-market opera
tions on the part of the central bank. Similarly, public fiscal poli
cies in periods of depression must be combined with appropriate 
monetary policies to ensure that the funds released result in an 
effective expansion in the purchasing power of the community. 

4.. VARIATIONS IN REVENUE AND VARIATIONS IN EXPENDITURE 

As noted above, the fiscal policies pursued by any government 
exert a stabilizing or destabilizing influence both through revenue 
and through expenditure. The types and rates of taxes or other 
revenues collected, with their changing incidence on the cost struc
ture under conditions of depression as compared with prosperity, 
affect both the volume of funds available for consumption and in
vestment and also decisions to consume or invest. The volume of 
public expenditure likewise affects the level of employment, not 
only directly through its contribution to the aggregate level of 
expenditure but also by its influence on decisions to consume or 
invest. It follows from this situation that contra-cyclical changes 
in the government's contribution to aggregate national expendi
ture, calculated to affect and counteract cyclical fluctuations in 
business activity, can be brought about by either or both of the 
following two methods: (a) cyclical variations in revenues, (b) 
cyclical variations in government expenditures either from taxes 
or from other sources. Up to date, the latter method-the expendi
ture method-has received more attention in theory and practice 
than the former-the revenue method. But we think it is extremely 
important that governments in adapting the management of their 
fiscal affairs to serve as a contra-cyclical force should be fully 
alive to the potentialities of both methods and should carefully 
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weigh their comparative advantages and drawbacks. In practice, 
the result will probably always be a combination of both methods; 
but the proportion in which the two are combined is certainly 
variable, subject to rational change, and adaptabl~ to the particu
lar circumstances and economic and social structure of the country 
concerned. 

The revenue method can be described as follows: with a given 
rate of government expenditure, i.e., without any increase what
ever in government spending, the government can in time of de
pression exert an influence toward a larger aggregate national 
expenditure and an increase in employment by collecting less 
revenue and borrowing the difference between receipts and outlay. 
Tllis will leave a larger volume of funds in the hands of the public 
for consumption or private investment and at the same time give 
employment to otherwise idle savings in meeting government ex
penditures. These results will be brought about with no change in 
rates of taxation, provided existing taxes are highly cyclical in 
their yielcl. They can also be brought about by a reduction in 
rates of taxation, or by a remission of taxes. In each of these cases, 
a larger volume of funds will be left for private spending, which 
may thus be expected to increase though not necessarily in exact 
proportion. In each of these cases also, there may be cost effects, 
which \\-ill be registered either in consumer preferences or in in
vestment incentives, depending on the specific taxes involved, their 
rates and the contra-cyclical measures aclopted. · 

As indicated above, the revenue method already operates, to a 
certain extent at least, in a more or less automatic fashion depencl
ing on the specific tax structure involved, since the yield of most 
taxes and of other sources of revenue is likely to fluctuate cycli
cally. This contra-cyclical effect can be magnified by placing in
creased emphasis within the tax system on levies subject to sharp 
cyclical fluctuations in yield. Income taxes, provided they are 
placed on a pay-as-you-go basis, would seem to be well suited for 
this purpose. It has also been suggested that the rates of certain 
taxes could be made to vary cyclically on an automatic basis in 
accordance, for instance, with an index of unemployment or of 
national income. Were this done, tax rates would automatically fall 
when unemployment increased by a certain percentage or national 
income fell. We doubt,)towever, whether such a system could be 
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applied automatically in such a way as to avoid ad hoc changes; 
for depressions vary in severity and length, and other relevant 
~ircumstances are rarely the same. Finally, certain taxes can be 
remitted on a completely non-automatic basis in depressions and 
re-introduced in good years. 

There have also been many suggestions in recent years with re
spect to incentive taxation, that is, the levying of taxes in such a 
way as to increase the incentive to undertake new investment, to 
inaugurate improvements, or to maintain working stocks of raw 
materials or goods in process in times of depression. Among these 
are the redefinition of business income to permit the offsetting of 
losses during depression against profits arising in periods of pros
perity, more liberal allowances for depreciation, depletion and 
obsolescence, the last-in first-out method of valuation of stocks, 
etc.1 Most of these devices have been advocated in terms of their 
specific incentive effects, that is, their contra-cyclical influence on 
investment decisions. They also have an effect, however, on the 
cyclical yield of the tax system. 

The selection of taxes for cyclical variation is an extremely im
portant matter. As we remarked above, a broad personal income 
tax, collected at the source on a pay-as-you-go basis would seem to 
be a very powerful instrument for cyclical variations. Taxes are, 
however, not the only form of public receipts which may be varied 
with the deliberate intention of contra-cyclically expanding and 
contracting aggregate public and private expenditure. Thus the 
British government proposes to vary the weekly contribution paid 
by employers and employed under its system of social insurance. 2 

Countries which have a general sales tax should consider its. suit-

1 Not all of these suggestions would have the effect of Increasing tax payments 
during periods of activity and decreasing them in periods of depression. When the 
last-in first-out method of valuation of stocks is used, for instance, it will act to 
stabi.li2e the rate of earnings of an enterprise as between boom and depression by 
reducing bookkeeping profits when prices of raw materials are high and reducing 
bookkeeping losses when taeir prices are low. This may mean that the enterprise. 
will pay somew~at smaller profits taxes in periods of boom and somewhat greater 
profits taxes in periods of slump than it would have paid under conventional ac
counting methods. This tax effect, alone, would not necessarily be a sufficient rea
son, however, !or falling to allow the adoption of the last-In first-out method of 
valuation in eases where it is justified by wide swings in the prices of raw materials. 
The stablli2ing elfect on business decisions of the more accurate method of valua
tion might well outweigh such differences in tax payments. 

:11 Cmd. 61121, Employmstlt Policy {London, May 1944, Ministry of Reconstruc-
tion), paragraph 68 on pp. 22-28. • 
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ability for the purpose we have in mind. Oil the other l;a1;1d, excise 
taxes and import duties seem to be less well suited. we do not wish, 
however, to make specific tecommendations concerning this point, 
because the choice of measures must depend in each country upon 
the tax system, administrative considerations, the possibility of 
delegating power to the executive branch of the government to vary 
tax rates or to remit taxes cyclically, etc. The situation with re
spect to all these matters is very different in different countries. 
We should like, however, to list briefly some of the general ad
vantages and disadvantages of the revenue as .compared with the 
expenditure method of contra-cyclical fiscal policy. 

The revenue method avoids many of the difficulties with respect 
to timing and advance planning of specific p:J;ojects that arise 
when it is proposed to increase public expenditures in times of de- · 
pression. It is easier, for instance, at the first sign of depression to 
reduce revenues than to increase· expenditures. Indeed, revenues 
automatically fall under the revenue method in the case of income 
taxes on a pay-as-you-go basis and other cyclically sensitive re
ceipts. In the case of the expenditure method, rapidity of execu
tion will necessarily depend on the type of capital projects in con
templation and the degree to which they may be advanced or 
retarded in accordance with a changing business situation. It 
would seem probable that in most cases sudden changes in the rate 
of execution of these projects and the necessity for .improvisation 
would make for waste and inefficiency. The revenue method has the 
further advantage over the expenditure method that it leaves the 
decision about how to use "spa1·e" resources-resources that are 
in danger of going to waste in the form of unemployment-to the 
public rather than to the authorities. Under the revenue method 
more scope is allowed for consumers' choice than under the other 
system. 

The revenue method may be less effective than the expenditure 
method in stimulating national outlay and employment. It is prob-

. able that a given deficit, created by a fall in public revenues, public 
expenditures remaining mi.changed, will have a less stimulating 
effect than a similar deficit created by an increase in public ex
penditure .. The degree to which this is true, if at all, will depend, 
however, on the type of tax receipts remitted and the type of ex
penditure contemplated. 
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A more serious disadvantage of the revenue method is found in 

the greater difficulty of directing expenditures with precision into 
a particular part of the economy. This disadvantage is particu
larly obvious in connection with the construction and capital goods 
industries, for the effect of tax remission on consumption is greater 
and more easy to forecast than its effect upon investment. In tlus 
respect the expenditure method lends itself to more precise use 
than the revenue method. \Ve conclude that it would be inadvisable 
to rely entirely on a policy of cyclical revenue variation to the ex
clusion of expenditure changes as a method of combatting depres
sion. But we wish to repeat and emphasize om· recommendation 
that the whole problem of fiscal management should be scrutinized 
from the point of Yiew of stabilizing business activity and that in 
tlus scrutiny the potentialities of revenue policies should not be 
neglected. 

5. DOVETAILING PUBLIC WORKS AND THE EXPENDITURE 
OF PUBLIC ENTERPRISES 

We must consider now contra-cyclical public expenditure, par
ticularly that on public works and on public enterprises. The public 
authorities, "\\:hen they normally incur large expenditures on ac
count of public works or capital expenditure on account of public 
enterprises, can contribute greatly to economic stability by timing 
the inauguration of these operations, holding them back in periods 
when private investment is high and concentrating them in pe1·iods 
when private inYestment is low. 

The idea that public capital expenditure should be timed in re
lation to economic fluctuations is of long standing. It found ex
pression in government circulars issued in France towards the 
close of the nineteenth century, and the Minority Report of the 
British Poor Law Commission of 1909 urged that the government 
could "regularize the aggregate demand for labour as between one 
year and another, by a more delibetate arrangement of its order for 
work of a capital nature" •1 The first session of the International 
Labour Conference in 1919 recommended that each member of the 
International Labour Organisation should co-ordinate tlie execu
tion of all work undertaken under public authority with a view to 
reserving such wo1·k as far as possible for periods of unemploy-

1 Parliamentary Papers, Rsport of the Royal Oommusian on the Poor Law1 and 
Belief of DistrBBI, 1909, p. 11911. 
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ment.1 Again, in 1937 the International Labour Conference 
adopted a recommendation advocating the no.tional planning of 
public works "so as to reduce economic :fluctuations as much as 
possible", and in 1944 a supplementary Recommendation on the 
same subject was adopted. In 1938 the Governing Body of the 
International Labour Organisation, believing that provision should 
be made for the international co-ordination of public works poli
cies, appointed an International Public Works Committee (now 
known as the International Development \Vorks Committee). The 
Delegation has had the advantage at its deliberations of the assist
ance of a 1·epresentative of tlus Committee. 

In the absence of any deliberate attempt a~ stabilization, public 
capital expenditure has tended in the past to increase when busi
ness in general is good and public exchequers full and to fall off in 
depressions when business is bad and deficits begin to appear.• 
Thus Diagram XIV (p. 174) shows a steady upward trend in pub
lic works expenditure in the United States untill930, when it re
ceded, accentuating the slump in private capital expenditure which 
had become acute a year earlier. Had public construction been 
planned contra-cyclically, as we recommend it should be, a con
siderable alleviation might have been afforded to the whole indus
try when private building fell off. Diagram XV (p.175) suggests 
that the gross capital expenditure of local authorities in the 
United Kingdom varies concurrently with business activity as 
often as inversely. 

We are glad to note that attempts are now being made in many 
countries to plan public capital expenditure (state and local) well 
in advance and to accumulate a "shelf" of fully worked out capital 
projects which can be put into operation at short notice. This is 
the right policy and one which we 1·ecommend all countries should 
adopt. 

There are, of course, many practical and administrative difficul
ties in such a policy. It implies central direction or control of the 

1 Lengue of Nations, Intornatwnal Labour Conference, First Annual jJI.eoting, 
October-November, 1919, p. 237. 

• A significant exception to this policy was that of Sweden in the 1930's where 
public capital expenditure was actually doubled between 1932 and 1939. Opinions 
may differ as to the precise role of this policy in the particularly rapid recovery 
from tbe Great Depression nchieved in Sweden, owing to the simultaneous influence 
of a favourable balance of pnyments situation. But that it was an important con
tributing factor can hardly be doubted. 
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DIAGRAM XIV 

Public and Private Construction in U.S.A..,1919-B8 

S(OOO,OOO,OOO's) 

... ... ... -······ ... .. ············ .. 

$(OOO,OOO,OOO's) 

- PRIVA'I'R CONSTRUCTION 
,•u•••• PUBLIC C::ONSTRUCTIOK 

Source: S. Kuznets, Commodity Flow and Capital F01'mation and Supplementary 
Bulletin No. 14 of the National Bureau of Economic Research. 

The public construction figures Include maintenance from 1923 to 1938, and tbe 
private construction ligures include maintenance for public utilities from 1919 to 
1988. Both series for the period 1982-88 exclude maintenance. 

timing of capital expenditure of local and provincial authorities, 
which in many countries does not exist. There are, moreover, 
certain capital expenditures which have to be made regardless 
of business conditions, and there may be strong political pressure 
against the slowing down of public projects when private activity 
is recovering. But as we stated in Part I of our Report when dis
cussing government public works: 

"It should be the object of the govern,ment to dovetail its demand~in 
fact its public works-into the zig-zag of consumers' demand. In order 
to do this, it will require to have a general plan carefully elaborated in 
advance. It should know what it wants to do not next year or the year 
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·after only, but over a period of five or ten years. It should have the indi
vidual projects that 1it into the general plan worked out in considerable 
detail; those that are likely to prove the most urgent, for instance, the 
reconstruction of means of communication or of workmen's dwellings, 
in as complete detail as the demands of war on personnel permit; it 
should attempt to classify these projects according to degree of urgency,· 
to the period required for their execution, according to locality, to the 
type of labour skills required, etc. It should be ready to start on one or 
another of these projects with the greatest possible promptitude as cir
cumstances demand, and at the same time it should be prepared to post
pone putting projects into execution. To achieve this state of prepared
ness, the closest co-operation between central and local authorities, and, 
in countries with a federal constitution, -between federal and state or 
provincial authorities, is clearly required. No country ean hope to keep 
business active if centrai·control and singleness of purpose are lacking."1 

DIAGRAM XV 

Capital Ea:penditure of Local Authorities in England and Wales 
compared with "The Economist" lndez of Business Activity,1919-87 
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1 The Tran~itionfrom War to Peace Economy (League of Nations), pp. 62-63. 
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The effect of a contra-cyclical public works policy will of course 

vary greatly from country to country. In most countries the 
expenditure on public works which falls directly on the budg.ets 
of the central and local authorities constitutes only a small fraction 
of national income or indeed of capital expenditure as a whole. It 
does not constitute, therefore, more than one of a number of 
instruments of fiscal policy that might be employed. But whenever . 
the railways and other important public services are under state 
control the influence of the policy we propose applied systemat
ically to all forms of government capital outgoings may be very 
considerable. 

6. INFLUENCE OF DIFFERENT TYPES OF EXPENDITURE 

Different types of public expenditure will have different effects 
on employment. In particular the primary effect on employment 
will be greater if the money is spent in an industry in which the 
proportion of wages to total costs is high. It will also be greater if 
it is spent in an industry or locality in which there are unemployed 
resources, so that more of the expenditure goes to employing new 
labour and less to raising wages of those already employed. How
ever, in estimating the primary effects on employment of different 
types of public expenditure, attention sl1ould be given not only 
to the labour directly employed on the sites of the public works, 
but also to the new workers employed indirectly, namely in the 
construction of tools and machinery or in tl1e production of raw 
materials or semi-finished goods needed for the construction of 
the public works themselves. The indirect employment caused by 
public works expenditures will be larger or smaller according to 
the size of the stocks of raw materials, semi-finished goods and 
idle machines. The existence of large stocks will mean that a part 
of the governmental expenditures will fail to raise production and 
to provide employment immediately because it will be used for 
purchases from stocks, which will not be replenished until they fall 
to more normal levels. 

The secondary effects of J?~blic expenditure on employment 
are those produced by the additional spending on consumption by 
the ~orkers .employed directly or indirectly on the public works. 
Their magrutude depends on how much of the additional income is 
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saved and how much is spent, and on the proportions spent at' home 
and abroad. Attempts at statistical estimation of these secondary 
effects in various countries suggest .that the total increase in 
employment is usually one and a half times to twice the primary 
employment created.' 

Some types of public expenditure also have the effect of induc
ing private investment, especially expenditure designed to facili
tate necessary structural adaptation. Thus expenditure on the 
development of backward areas or urban redevelopment, which 
paves the way and opens up possibilities for subsequent private 
investment, will be likely to have a considerable direct effect in 
promoting investment opportunities, while e:li."'Jlenditure on public 
monuments can at the best only stimulate investment through the 
indirect multiplier process.' 

Not all types of public expenditure can be conveniently varied 
at short notice. Thus it would clearly be most undesirable suddenly 
to cut down expenditure on current services such as education, 
health, police, etc., which are of great social importance, just 
because there happened to be a boom in private investment. The. 
kind of public expenditure which could be varied with the least 
direct disturbance to living standards would be expenditure on 
those durable goods, roads, buildings, etc., of which current pro
duction is a small proportion of the total stock in existence. More
over, capital projects of this type could more easily be selected so 
as to provide employment in the localities and occupations affected 
by the decline in private investment. We have already suggested, 
for instance, that long-term public housing schemes should be 
dovetailed as far as possible into the fluctuations in private housing 
activity. 

In the preceding paragr~ph we have been discussing govel"'l
ment expenditure on investment projects. But circumstances may 
arise which render expenditure on consumption goods desirable. 
For example, when there is a temporary glut of storable com
modities, purchases for stock by the govel"'lment may maintain 
continuity of employment anr;l. prevep.t wasteful shifts of produc
tive resources. The opportunities, for inc1·easing govel"'lment ex-

1 An account of this process (the "multiplier process") is given in Pt'o8pority 
and DepreBBion, by Gottfried Haberler (Third edition, League of Nations, Geneva, 
1941, pp. 4/l/l et aeq.). 
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penditure on consumption goods as a contra-cyclical measure 
are, however, limited and preference will therefore in practice 
have to be given to investment expenditure. Government expen
diture is not, of course, always direct. From time to time govern
ments employ public monies to subsidize private business or employ 
the credit of the state to facilitate borrowing operations by private 
firms. Such expenditures, when they are justified at all, as they 
may be for instance when the government is anxious to open up 
gradually some new area or develop some new industry, should 
in so far as the primary purpose of such expenditure permits also 
be made in a contra-cyclical fashion. 

In the above discussion of the stabilization of demand through 
public works we have not assumed any change in the volume of 
public expenditure over a series of years, but only in its timing. 
We have assumed that the volume is determined independently 
on grounds of the inherent value of the projects. To the extent 
that it is feasible to advance or retard these projects, the stabili
zation will be effected through variations in the rate of public 
capital expenditure, any further stabilization that may be neces
sary_ being achieved through variations in tax receip~s. 

7. THE PROBLEM OF ADDITIONAL PUBLIC WORKS 

Whether normal public expenditure and revenue will be suf
ficient to enable 1luctuations in private investment to be wholly 
offset, depends partly on the extent to which that expenditure and 
revenue can be varied cyclically, partly on the magnitude of the 
1luctuations in private investment, and partly on the relative 
importance of public expenditure and private investment in the 
national economy. It seems probable that the recent trend for pub
lic expenditure to assume an increasingly important role in the 
national expenditure will be continued and even accelerated after 
the war. · 

It does not follow, however, that this growth in the importance 
of the role of government expenditure will enable all governments 
fully to offset 1luctuations in private investment by a contra
cyclical fiscal policy applied to their normal expenditure; and 
where this is not the case, the desirability of resorting to additional 
public works has to be considered. 

The argument in favour of additional public works is funda-
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·mentally the same as that in favour of concentrating ordinary 
public works in periods of depression, namely, that they will 
increase demand, .lead business men to revise their profit expec
tations favourably and so stimulate private investment. 

It is not necessary to contemplate additional public expenditure 
on a scale sufficient, when taken together with otl1er government 
expenditure, to compensate for the whole decline in private 
demand. For public expenditure, through the multiplier processes 
we have described already, will give rise to additional demand for 
consumers' and ultimately for investment goods. lt should be 
looked upon therefore as a lever to raise private demand and not 
as a substitute for it. In particular it is essential that it should 
not lead to any furthe1· shrinkage of private investment by com
peting directly with it or by raising the rate of interest on private 
borrowing. At the same time, when such additional public expend~ 
iture is undertaken, it must be on a scale sufficient to achieve its 
primary object of initiating a revival in demand which will1ead 
as rapidly as possible to the re-employment of those who have 
been thrown out of work. 
· There should be little difficulty in finding valuable objects for 

additional public expenditure. Urgent needs for improving the 
standard of housing, schools, hospitals, communications, public 
utilities, etc., immediately leap to the mind, and even in the richest 
countries are likely to persist foJ; a long time. The real problem 
that presents itself when adopting a policy of additional public 
expenditure arises ,not in. connection with its immediate execution, 
but rather on account of its long-run effect, especially as regards 
the national debt. Let us examine the precise nature of this 
problem and of the limitations to a successful policy of additional 
expenditure •. We may begin with those limitations which relate 
to the national debt, 

8. LIMITATIONS TO PUBLIC EXPENDITURE 

(a) Debt. . 
The long~run effect of national debt will depend in the first 

instance on whether it is held externally or internally. If it is held 
externally, important problems of transfer arise, to which refer
ence has·been made elsewhere in this Report. But countries are not 
likely to resort to foreign borrowing to any considera.ble extent 
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for the specific purpose of overcoming depression; though, as we 
shall show in Chapter XIII; contra-cyclical lending is likely to 
lessen the impact of depression when it .occurs or help to obviate 
it. When the debt is domestic, lender and borrower belong to the 
same economic community, which greatly facilitates the financing 
of its service. The money paid by certain individuals in taxes for 
the debt service remains in the community and is received by other, 
or possibly the same, individuals in the form of interest. Thus the 
community as a whole need not be made poorer by the existence 
of the national debt. Indeed, it can be only owing to the indirect 
effects of an unwieldy debt to which we refer below. It can, of 
course, be made poorer by events which give rise t(} debts, for 
instance by bomb daq~age, the cost of which may be paid for by 
additional public borrowing. But in this case it is the bomb 
damage, and not. public borrowing which is the cause. Similarly 
wasteful expenditure which has an inflationary influence or which 
checks profitable investment may render a community poorer 
than it would have been if that expenditure had not been incurred. 
But the community can equally be made richer by events giving 
rise to additions to the public debt, as, for instance, if the money 

·borrowed is used to construct new productive equipment or public 
amenities, or if deflation is thus prevented. Indeed whenever there 
is widespread unemployment it is likely to be possible to render 
the community richer by additions to the public debt. In such 
circumstances the state, unlike a private individual, automatically 
increases its income by increasing its expenditure, so long as that 
expenditure is at home. 

We must distinguish, howeve~, between the consequences of in
curring additional debt, and the effect of the debt once it is in 
existence. Th~ effects of incurring the debt depend on the nature 
and productivity of the expenditure which gives rise to it and the 
state of employment at the time it is incurred, and possibly, also, 
on the rate at which the debt is increased. If it is increased very 
rapidly, it is likely to be financed mainly by the banks, and this 
may have inflationary effects. When the growth of debt is gradual 
and can be financed by individual savings, no such inflationary 
effects are likely to present themselves. But we should add that even 
a rapid increase of debt, however it .is financed, is not likely to 
prove inflationary when there is large unemployment. 
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The effect of the debt once it is in existence is quite independent 

of the reasons which gave rise to it. It is improbable that the 
financing of the debt will be such as to leave the distribution of 
income unaffected. I£ the debt is largely held by richer people, 
and the tax system is mainly regressive, the financing of the debt 
leads to a continual redistribution of income from the poor to 
the rich. This tends to reduce consumption and increase savings 
with different effects on the level of activity in different circum
stances.• In a highly dynamic economy where savings are a limit
ing factor on development, this redistribution of income may 
facilitate the accumulation of real capital without depressing the 
level of employment, though at the cost of depressing real wages. 
In a mature or stagnant economy, if savings tend to exceed 
investment outlets, it will lead to chronic underspending and 
unemployment. 

At the present time the public debt in most countries is by no 
means exclusively held by rich people. A growing part is held by 
small savers, either directly or through financial institutions. At 
the same time the tax structure of central governments in ad
vanced countries has become more progressive, so that the tend
ency of the public debt to direct the national income from con
sumption to savings has diminished, and may even be reversed. 
When this reverse i;endency exists, high taxation· of risk capital 
may check enterprise and lead to unemployment. On the other 
hand, the stimulus afforded to consumption may help to sustain 
employment. 

The young man entering upon his career with no large accumu
lation of savings at his disposition will have to bear the full burden 
of these taxes without benefiting directly from them. His willing
ness to assume risks may be, and his capacity to make savings 
will be, reduced. 

It is impossible to forese_e today what relationship national debt 
service will bear to national income in any country after this war. 
In many countries the debt service will constitute an unwieldy 
proportion of national income involving very real difficulties, 
especially if prices fall and the real value of fixed money charges 
are thus increased; in others it may be greatly reduced by infla
tion; in some of the younger and more progressive countries it 

• Of. Alvin Hansen, Fuca! Policy and the Busine11 Cycle, pp. 152-7. 
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may not assume proportions that involve any serious. internal 
transfer problems. But the problem of debt requires to be consid
ered also in connection with the demographic pattern of society. 
In most countries of western civilization populations are ageing 
and ceasing to grow and are likely in the foreseeable future to 
decline. A decline in population will make the problem of debt 
much more serious, as the productive section of the community 
diminishes and the dependent section. grows. For as the British 
White Paper to which we have already referred observes, "owing 
to the prolonged decline in the birth rate and the present age 
distribution of the population we can no longer rely, as in the past, 
on an increase in national income resulting from an increase in 
the number of income-earning persons".1 On the other hand, pl·o
ductive processes are constantly becoming more efficient. Through 
discoveries and new inventions and the improved organization of 
agricul~ure and manufacture, productivity has steadily increased 
in the past and is likely to continue to increase in the future. -With 
this greater productivity the national income and the income per 
head of population will rise, and the burden of the debt will be 
proportionately diminished. 

(b.) Effect on Private Enterprise. 

It must be emphasized, however, that an increase in the public 
debt should not be the only, or even the primary, means of counter
ing a deficiency in expenditure. Simultaneous measures to raise 
the level of private investment {including investment by public 
corporations) together with structural measures designed to .in- · 
crease consumption and ·decrease savings should reduce the need 
for increasing public loan expenditure of a kind which does not 
yield a direct financial return sufficient to cover the outlay. This 
type of pub~c loan expenditure should be employed only in so 
far as the obJects of expenditure are in themselves socially desir
able and kept within limits which could be financed without any 
harmful increase in tax rates • 
. Other .limitations to the ~cacy of fiscal measures as anti-depres

SIOn .deVIces are of ~er:>: different orders of importance. We may 
consider first one which Is. closely connected with that of the growth 
of debt, namely, the possible adverse effects of deficit financing on 

1 Cmd. 6627, Employmmt Policy, p. 25, parag~apb 78. 
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business ente:prise. These adv.erse effects may be due either to 
unfo~mded. mistrust of :the policy of government spending or to 
real Impediments to busmes.s caused by that spending, Neith~r the 
one nor the other can be Ignored. If the government spends in 
?rder to make good a lack of private investment, and that spend
~ng leads. to ~ further contraction of investment, clearly the policy 
IS defeatmg Its own ends. The problem here is not one of finance 
but of un~erstanding. It is of the utmost practical importance 
t~at the s~ple fact should be understood that the community 
will benefit 1f the government makes use of surplus productive 
capacity resulting from general underspending, and that all 
should co-ope1·ate to revive business when it is slack and maintain 
it on an even keel. 

(c) Effect on Capital Markets. 

The more permanent impediments to successful enterprise that 
may be caused by large-scale government spending are consequen
tial increases (or stickiness) of interest rates and of wages. When 
the purpose of government spending is to overcome a situation of 
excessive liquidity, the risk of its giving rise to deterrent interest 
rates -is obviously not likely to present itself as a general rule, 
unless the government continues its spending for too long. Nor is 
it likely to arise in the richer industrial states in which capital is 
abundant and the government credit stands high. These impedi
ments will not exist, consequent! y, in the more highly industrialized 
countries which are in a position to exercise the most powerful 
influence in. averting depression, provi.ded the spending is properly 
timed to coincide with the existence of unemployment and unused 
resources. They may arise, however, if the financial mechanism is 
seriously disorganized; if the government's credit is not of high 
standing; if the country in question is not well endowed with 
capital resources so that any temporary excess of savings is very 
rapidly absorbed; or if the capital market i~ badly .o_rganized; 
and more especially. if fear of the government's mterventi.on ~hould 
lead to capital export. In such circumstances the application of 
contra-cyclical fiscal policies shoulcl be ~ade part. of a more 
comprehensive programme designed to reparr defects m the finan
cial mechanism and prevent difficulties in the b~lance of payments. 
There is sometimes, also, a risk in these countries that the govern-
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ment may be unable to place its bonds readily with the public Ol' 

the commercial banks. This situation must be dealt with directly 
so that the government is not -forced, by reason of recourse to the 
central bank, to destroy that institution's control over the money 
market by freezing too large a proportion of its assets in unsalable 
government paper. 

In the development of all contra-cyclical policies it is important 
that the central banks remain in a position to develop appropriate 
monetary policies including the conduct of open-market opera
tions. We have to accept the fact that in the poorer countries with 
less highly developed money markets the power of government$ 
to revive business through fiscal measures is probably more limited 
than it is in the highly industrialized and richer states. In these 
poorer countries, however, fluctuations in private investment do 
not play so important a role in determining economic activity. In 
all countries government borrowings to revive business should be 
combined with monetary and credit policies as effective as the 
local conditions permit aiming at reducing the interest rates or 
maintaining cheap money. 

(d) Effect on Costs. 

If the effect of government spending is to prevent an all-round 
reduction in wages, this will, for reasons, we have already given, 
prove beneficial rather than detrimental to business. But it is im
portant that such spending should not prevent necessary cost 
reductions from being effected and so impair the profitability of 
industry. If, for example, building wages are high in relation to 
current incomes and rent levels, public construction projects must 
not be allowed to keep them rigid at an uneconomically high level 
and so hinder private building. Similarly,.increased public demand 
for materials ghould not prevent price adjustments which would 
benefit private industry from taking place. 

(e) Inflationary Influencea. 

The fear of inflation has frequently been a serious hindrance to 
a vigor?us programme of public expenditures and fiscal policy in . 
depressions. In several countries it has either prevented policies 
such as those proposed in the preceding pages or reduced them to 
an ineffective and insufficient level. 
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. The danger of inflationary price rises 1·esulting from an increase 
m agl?iregate expen~itu~e when carried out through appropriate 
financ1al measures 1s shght or non-existent so long as general 
depression conditions, that is, widespread unemployment, prevail. 
The real danger of inflation comes at a later stage when a high 
level of employment has been 1·eached in many industries and 
areas, and output cannot be quickly expanded. But the transition 
from a general depression to full employment is gradual, and full 
capacity production is reached in some branches of industry and · 
in some localities while depression still lingers in others. For these 
reasons inflationary price rises are liable to occur long before 
anything like literal full employment throughout the economy 
has been reached. We propose to discuss this problem of inflation 
more fully in Chapter XIV and will not therefore further elaborate 
these points here. 

9. NATIONAL INCOME BUDGET 

We drew attention in Chapter VII to the fact that the accept
ance by governments of the obligation to endeavour to maintain 
a high and stable level of employment implied the substitution of 
a broad economic approach to the budget for a purely financial 
approach. By this we mean that they should think, not in terms 
of government outgoings and revenue only, but in terms of total 
national outlay and total national productive resources. In order 
to afford a factual basis for their policies, governments should, 
therefore, in our opinion, supplement their annual budget esti
mates by estimates of national income and expenditure. These 
estimates should be prepared in sufficient detail to· constitute a 
real aid to governments in diagnosing the situation and determin
ing what type of policy is required in order to maintain national 
income as close as possible to capacity output. They should, more
over, when conditions permit, be prepared in the first instance for 
a series of past years and then continued year by year, so as to 
make it possible to trace the course of developments and thus 
facilitate the task of contra-cyclical budgeting. 

As we have already remarked, statements of this character have 
been furnished for several years in the United Kingdom during 
the course of the present war.> These statements have been pre-

1 For example, Cmd. 6520, op. cit. 
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pared for purposes of war finances and wo~ld no doubt be sli~htly 
different in peace time, Each country will naturally req~~e to 
analyze and group its data in su~h .a ;'ay as best to facilitate 
diagnosis of its own position. But It IS Important that the state
ments should at the same time be internationally comparable. 

Sir William Beveridge in his book entitled "Full Employment 
in a Free Society",'- which has appeared during the course of our 
sessions, gives the following broad classification of national outlay, 
which we reproduce for purposes of illustration: 

1. Private Consumption Outlay ................. . 
,2. Net Private Home Investment Outlay .......... . 
3. Balance of Payments Abroad ................. .' 
4. Public Outlay on Goods and Services from Revenue . 

• 5. Public Outlay on Goods and Services from Loans .. . 
6. Unused Resources .......................... . ---
7. Output Capacity (items 1 to 6) ................ __ _ 

8. Total Public Outlay on Goods and Services (4 + 5)-. -•• -

This grouping, apart from the item "Unused Resources" and 
minor terminological differences, is the same as that which we 
have employed iliroughout the analysis contained in this Report. 
If the calculation is made for the forthcoming year, the item "Un
used Resources" representjl the difference between (a) output 
capacity, that is, the national income which would be attained 
assuming that level of employment which is accepted as the theo
retical maximum, and (b) the national income actually es?mated 
for the forthcoming year. The object of goverriment policy should 
be to reduce this final figure, "Unused Resources," to zero. As we 
have already remarked, this result may be acllleved by raising any 
one of the other items (1 to 5, above). 

Governments should, in our opinion, explain when submitting 
their annual budget, together with the National Income Budget, 
to tlleir parliaments what measures they have taken or contem-

. plate taking in order to bring about this result. In this manner 
tlle legislature and the general public will be kept informed of the 
nature and purposes of government policies and of the govern• 
ment's estimate of prospective business cdnditions. 

1 Sir William H. Beveridge, Full Empwy,..nt in a Froe Society, p. 189, George 
Allen and Unwin, Ltd., 1944. 
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In addition to constituting a general aid to diagnosis, this 

procedure should greatly help governments in contra-cyclic~ 
budgeting, for the estimates made of current and. future business 
conditions, if carefully elaborated, and especially, perhaps, if 
supplemented by certain monthly figures reflecting the tl·end of 
events, will enable them to frame a judgment regarding the phas~ 
of the business cycle tht.tt has been reached and regarding, there
fore, the need for expanding or contracting government expendi
ture. 

We should add, perhaps, that we do not believe that govern
ments will be able year in and year out to keep the item "Unused 
Resources" in their balance sheet down to zero. The productive 
mechanism is too complex and too rigid to permit of this result 
being attained automatically and immediately by fiscal or other 
methods. We explain in Chapter XVIII the particular difficulties 
likely to face agricultural and mining countries. In industrial 
states, also, some interval is likely to elapse before the most care
fully elaborated plans can become completely effective. Demand 
may shift to goods and services for which the existing equipment 
and labour skills are ill adapted; foreign demand may shift from 
one market to another. Retooling and retraining may be necessary, 
and during that period some exis~ing resources ~ be unem
ployed. NoJ; does the fact that by one means or another jobs are 
found for workers thrown out of employment necessarily imply 
that the national income is maintained. The productivity of these 
workers in their new employment may be lower than it had been 
p1·eviously. But these considerations in no way diminish the need 
for a clear annual statement of the national income position and of 
the policy proposed for maintaining that income. That policy may 
relate to government outlay or to private outlay, to domestic or 
to government expenditure. It will vary according to the condi
tions obtaining on any particular occasion; it will vary from 
country to country. As the French Comite National d'Etudes 
stated in its report' on post-war economic policy, when discussing 
the maintenance of economic activity: ''les difficultes d'une telle 
politique resident moins dans le choix des moyens a employer que 
dans la determination a chaque instant du diagnostique de la 

· 1 Rene Contin, Bappot'l "'" la Politiquo EeotuJmiquo d.'aprh-gueffo, "Editions 
Combat", Alger (Algiers), 1944. 
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situation. Il est malaise de prendre les dispositions au moment op
portun et plus encore. de doser !'importance qu'il convient de don
ner a chaque mesure.111 

10. GENERAL CONCLUSIONS CONCERNING FISCAL MEASURES 

We have made the foregoing reflections concerning government 
spending and public debt, inflation, etc., because of the impor
tance we attach to governments watching with care the secondary 
effects of any compensatory policies they may find it necessary to 
pursue. We do not wish to be interpreted, however, as expressing 
any doubt that in the event of a serious falling off in private de
mand such compensatory policies may be necessary. When, owing 
to the threat of serious unemployment which is not of a local or 
structural character, it is felt that compensatory policies are 
necessary, they should be undertaken with promptitude and cour
age. They should, however, at the same time be undertaken with 
due attention to the various points we have just mentioned. What 
is required is a judicious and persistent determination-a deter
mination to employ this and all the other means available to over-. 
come depression; not a simple belief that government spending 
alone is likely at once to revive business and establish stable 
economic conditions. Government spending is one and a very im
p~rtant weapon in the whole armoury that may be employed in 
the fight against depressions and UJ;J.employment. 

1 Tran8lati<m: The difficulties of such a policy lie less in the choice of the means 
to employ than in the diagnosis of the situation at each moment. It is not easy to 
take the necessary measures at the right moment and still Jess to determine the 
exact degree of importance to be attached to each measure. 



CHAPTER XIII 

FOREIGN INVESTMENT 

I. THE IMPORTANCE OF CAPITAL EXPORTS 

The level of employment in any country is affected not only 
by domestic expenditure on investment or consumption but also 
by changes in the foreign balance, that is, in the excess of exports 
of goods and services over imports. An increase in exports in any 
country will raise the level of employment, if domestic expendi
ture as a whole remains unchanged. A decrease in imports under 
the conditions posed rna y have the same immediate result if 
there is a shift from foreign to domestic commodities, though its 
ultimate effect, owing to the depressing infiuence of the reduction 
in the exports of other countries that it causes, may be to reduce 
employment all round. . 

As explained in Chapter VII, this method of increasing employ
ment differs from those depending on domestic expenditure, be
cause of its effects on other countries. Whereas an increase in 
employment due to domestic ipvestment renders the balance of 
payments of other countries more positive and stimulates employ
ment in these countries, an increase due to an export surplus may 
have precisely the opposite effect. This does not mean, however,· 
that an export surplus on ·current account is necessarily harmful 
to other countries. On the contra1·y, if it permits of additional in
vestment in those countries, it may be extremely beneficial. This 
is particularly true of under-developed countries which wish to 
.develop their resources; for such countries are likely to have a 
deficiency rather than an excess of savings in relation to invest
ment opportunities. In tlus situation an import surplus on cur
rent account is to be welcomed as relieving poverty and accelerat
ing development, rather than feared as a source of unemploym~nt. 
But an import surplus has to be paid for, and as gold and foreign 
exchange reserves are usually very limited in und~r-developed 
countries, it can only be maintained by capital imports. 

Foreign lending allows the lender to maintain an export surplus 
which helps to offset excess savings and stimulate e_mployme~t, 
and the corresponding import surplus ~n t?e borro~g countr! 
enables resources to be developed more rapxdly or wxth less sacn-
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fice of current living standar~. We have already drawn attention 
in Chapter X to the importance that foreign lending might have 
as an anti-depression measure were it possible to stimulate it when 
economic activity in the highly industrialized countries slackened. 
An increase in the exports of capital goods by these countries 
when their own domestic demand for such goods is temporarily 
satisfied constitutes indeed the most direct and satisfactory method 
of maintaining employment and preventing a depression from 
spreading from the mechanical and heavy industries throughout 
the whole economy. By this means plants could be kept running, 
labour shifts would be avoided and the importers of the~e capital 
goods should be able to acquire them at favourable prices owing 
to the slackness of demand for them in the producing countries. 
Moreover, if by this means employment is maintained in the pro
ducing countries, the demand of these countri~s for crude products 
f1·om the rest of the world would remain active and the threatened 
depressio~ would spread neither internally nor overseas .. · 

Unfortunately, capital exports have not taken this contra
cyclical form in the past, but, on the contrary, have tended to 
expand as business improved (though not always during the cul
mination of a boom) and to slump or be reversed when or shortly 
before general business conditions deteriorated. Foreign invest
ment, in consequence, ~owever beneficial its long-term effects, has 
tended rather to accentuate than to soften industrial fluctuations. 

2. THE IMPORTANCE OF THE FORM OF CAPITAL EXPORTS 

This intensification of industrial :fluctuations and of theh· in
cidental depressions has been all the greater because so large a 
proportion of capital exports has taken the form of fixed interest
bearing loans with rigid .amortization provisions. In consequence 
the borrowing countries have found themselves faced during de
pressions with a contraction in their export markets, a serious fall 
in the prices of their export commodities, a cessation of receipts 
of foreign currencies on capital account, and the obligation to 
meet unchanged money charges in foreign currencies on account · 
of debt service. On some occasions their position has been rendered 
all the. more .diffi.~ult owing to the fact that too large a proportion 
of the1r cap1tal unports took the form of short-term loans which 
were not ~enewed so that the flow of capital was actually reversed 
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at the very ~oment that their resources were the most depleted. 
This happened during the great depression of the 'thirties, and 
the strain imposed on the foreign exchanges of the debtor states 
contributed materially to the breakdown of trade and the wide
spread collapse of th~ whole system of intemational economic re
lations which had been so painfully built up in the first post-war 
decade. It led, moreover~ to a mistrust in foreign lending which, if 
continued, would augur ill for the future. 

A mistrust in foreign lending would augur ill for the future 
for a variety of reasons. In the first place, the enormous discrepan
cies between living standards .in the dch industrialized countries 
and the under-developed pa1·ts of the world, which are heavily 
populated but deficient in capital equipment, will inevitably create 
political stresses and st.rains of a dangerous character. In the nine
teenth century this pressure was relieved to some extent by mass 
mig1·ation from the poorer to the richer countries. The virtual clos
ing of this safety valve creates an explosive situation which can 
only be met if the richer countries are prepared to assist in raising 
the standards ·of li-:ing of the poorer by helping in their industri
alization. 

The process of industrialization of the under-developed coun
tries will, in our view, take place with or without assistance from 
outside in the form of foreign lending. In default of outside assist
ance the process will take longer and it will necessarily be ac
complished through depressing at first the already low living 
standards of the under-developed countries. Moreover, if no out
side assistance is forthcoming, it is likely that many of the eco
nomically under-developed countries will aim at producing at home 
the industrial equipment of all types they.require for their indus
trialization, with consequent adverse effects on the flow of inter
national trade and the loss of benefits of the international division 
of labour. On the other hand, if the economic development of 
economically under-developed areas is a~sisted by fo:eign invest
ment, it can proceed.more quickly and w1th smaller riSk of foster
ing auta1·kic tendencies inimical to the healthy development of a 
world economic system. . . . 

From the point of view of the lending countries, the contribu-
tion to peace and political sta,bility is. by n~ ~~ans the only return 
derived from such lending. It provides, mibally, an outlet for 
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savings which might otherwise be allowed to g~. to waste in the 
capital-exporting country, and ultimately, b~ raism~ the standar.d 
of living of the capital-importing country It provides the basiS 
of a flourishing and lasting trade. 

Foreign investment is, in our view, so important an instru
ment, if properly employed, not only for improving conditions in 
under-developed areas but also for diminishing the risks of de
pression in hiahly developed countries, that ways and means must 
be found to :vercome the dangers to which it may, if unwisely 
conducted, give rise. The first essential is to prevent the hap
hazard changes in the flow of foreign investment which exercised 
so unstabilizing an influ_ence, both in the lending and borrowing 
countries, in the inter-war years. General stability of income is 
the primary condition for stability in international lending. If 
this is not achieved, we believe, for the reasons given later in this 
chapter, that a deliberate attempt should be made, by the capital 
exporting countries and by international institutions concerned 
with long-term foreign lending, to concentrate the bulk of such 
lending in periods when industrial activity is low' in the surplus 
countries. 

A number of problems of major importance thus arise for con
sideration. How can willingness to invest be revived? By what 
method of foreign lending or investment can the strains on trans
fer capacity imposed by the weight of foreign debt be best miti
gated? How can the economic and pro&table employment of 
foreign capital received best be assured? How can foreian invest
ment be so directed as to take a contra-cyclical rath:r than a 
cyclical pattern? 

8. THE PREREQUISITES OF FOREIGN INVESTMENT 

We ca~not hope withi~ the compass of our Report to enter at 
all f~lly m~ these q?estlons or the large number of subsidiary 
questions which they Imply. 1\Ioreover, we are not concerned }1ere 
with the immediate post-war period during which the reluctance 
to lend abroad may manifest itself. Proposals have been put for
ward at the recent Bretton Woods Conference for the establish
ment of ~n ln~ernatio~al Bank for Reconstruction and Develop
~ent whiCh, with the aid of joint government guarantees, may, it 
IS hoped, overcome that reluctance a~d provide the machinery 
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necessary to meet the special risks, :real or imaginary, of foreign 
investment. We are concerned with the long-terin problem of 
economic fluctuations and unemployment, This long-term prob
lem can only be solved in a world in which international co-opera
tion exists and the necessary instruments for the conduct of 
international affairs have been created. The two major deterrents 
to foreign lending in the decade immediately preceding the out
break of the present war were fear of international conflict and 
fear of economic depression and of the transfer difficulties to which 
depressions give rise. We do not believe that depressions can be 
avoided or mitigated. in the absence of effective machinery for 
assuring political security and for facilitating economic inter
national co-operation. We must assume, therefore, in this Report 
that such machinery exists, that at least all the states enjoying 
a free price economy constitute a common trading system and are 
parties to a common monetary system or closely interlinked 
systems. 

4. THE MEANS FOR MITIGATING THE STRAIN OF FOREIGN DEBT 

In Chapter XX we put forward proposals regarding a Cen~ral 
International Body charged with the duty of promoting the co
ordination of. national policies for the maintenance of the fullest 
possible measure of employment. We do not propose to discuss 
now this international machinery or the. monetary and trading 
system of the future. But we take it as axiomatic that in the long 

· run debtors will only be able to transfer the service of their loans 
·to the extent that creditors are prepared to accept payment in 
goods and services,. and that, unless creditors pursue a commercial 
policy which permits of a large volume of international trade 
default is likely sooner or later to occur. Our concern in t~ 
chapter is to formulate certain broad principles concerning 
forei~ lending,_ which we believe ~ be conducive to a smoothly 
~orku~g econolDlC system, postulatmg that the necessary mechan
Ism eXIsts. 

Let us consider first how the strain that the obligation to trans
fer the service of debts contracted in the past may impose on a 
country's economy can best be mitigated or avoided. The fi t 

"1" h f · rs essent~a ls t at ore1gn ~ending should increase the productive 
capac1ty of the borrower m such a way as to make the tr~nsfer of 
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the service possible. But even when loans contracted are rigorously 
confined to purposes which give rise to this increase in transfer 
capacity, the borrowing country may be faced with serious difficul
ties in periods of depression when the price of its export products 
fall and its transfer capacity is reduced fa1· below normal. More
over, it is extremely difficult to assume that any investment, 
whether made with domestic or foreign capital, will render a 1·eturn 
indefinitely. For these reasons we have suggested that the export 
of capital in the form of equity or direct investments is preferable 
to foreign loans, since the yield of such investments will tend to 
vary with the general prosperity of the receiving country and 
therefore with its power to transfer.~ 

To what extent equity lending will be revived is, however, im
possible to foresee, and it is desirable in any case to render foreign 
bonded debt as adaptable to fluctuations in economic conditions 
as possible. Some elasticity might be afforded by providing in the 
loan contracts for accelerated amortization in periods of activity, 
which would permit of relaxation <Jf amortization when transfer 
difficulties arose without affecting the rate of amortization over 
the whole period of the loan. It is interesting to note in this con
nection that the draft statutes of the International Bank for Re
construction and Development permit the Bank at its discretion 
to "make arrangements with the member concerned to ·accept 
service payments on the loan in the member's currency for periods 
not to exceed three years upon appropriate terms regarding the 
use of currency and the maintenance of its foreign exchange 
value,· and for the repurchase of such currency on appropriate 
terms". 

Such elasticity as this clause affords is, of course, facilitated by 
the fact that for the loans to which it applies the Bank itself is the 
sole lender. In the case of loans concluded between a single ·bor~ 
rower, for instance a state, municipality or firm, and an unascer
tainable number of anonymous owners of bearer bonds, the 
borrower is forced into default whenever it is unable for one 
reason or another to continue to remit the full service of the loan. 
It might be well to make prior provision in loan contracts for 
trustees elected by the majority of the bondholders to act for all 
in the case of default, which would at least prevent the Iong-drawn-

1 The Tranlition from War to Psacs Economy (League of NatiollB), p. 95. 
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out delays which may be caused at present by a small minority 
of bondholders reluctant to accept an arrangement. When trans
fer difficulties are so serious that some relaxation of service obli
gations is unavoidable, it is clearly desirable that an understand
ing should be reached between debtor and creditor of a formal 
character. 

The strain to which a loan may give rise is determined not by 
the amount of the loan, but by the amount of its service, which 
is determined also by its length, which fixes the amortization rate, 
and by the rate of interest. The period for which lenders will be 
willing to lend will be greatly influenced by the prospects of po
litical security, the prime importance' of which is obvious. The 
tate of interest in the past has been determined on the one hand 
by general market conditions in the capital-exporting countries 
and on th6 other by the credit standing of the borrowing coun
try. This under free market conditions is inevitable, but it leads 
to the result that the greater the risk, that is, the weaker the bor
rower's position, the greater is the strain that will be imposed 
on it by a loan of any given amount. No doubt this circumstance 
tends to check overborrowing, but it tends also to augment the 
probability of default and to retard the development of relatively 
under-developed areas. When the rate of interest at which any 
country can borrow is so high that the risk of default is clearly 
increased, no attempt should be made to issue a loan through the 
normal market mechanism. What is required in such circum
stances is some form of intergovernmental long-term credit insti
tution such as the proposed International Bank for Reconstruc
tion and Development, which could guarantee loans intended for 
really constructive purposes. It is not our intention to enter into 
the complex question .of joint and several guarantees; but we 
believe that both for the purpose of securing reasonably low 
rates of interest and, as we shall indicate shortly, in order to pro
mote contra-cyclical foreign lending, some such organ is in
dispensable. 

li .. THE PROFITABLE EMPLOYMENT OF FOREIGN CAPITAL 

The second question that arises for consideration is how the 
profitable investment of capital imported from abroad can be 
assured and waste obviated. 
· The most obvious means. of assuring that capital imports are 
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spent on capital goods likely to raise the productive and the trans
fer capacity of the importing country is to link th~ loans con
tracted directly to the purchase of such goods. By tlus we do not 
mean that the goods should necessal'ily be purchased in the coun
try in which the loans are raised. On the contrary, it is obviously 
desirable that the borrower should be able to purchase in the 
cheapest market. . . 

1Ve have to recognize the fact, however, that occasions may 
arise in which a government or, indeed, a municipality, or, for 
instance, a port authority, may wish to borrow abroad for some 
project which does not necessitate the import of any large amount 
of capital goods from abroad. Such a loan may greatly increase 
the productive and transfer capacity of the borrowing country. 
Thus a government may require help in constructing trunk roads 
or a port authority in deepening a harbour, on which the major 
cost is for local labour. The: foreign capital, which in such a case 
is not employed or is only partly employed for the acquisition of 
foreign capital goods, can only prove of use by helping the bor
rowing country to obtain goods required for current consumption 
that cannot be produced at home because the labour and, other 
resources that would be. needed to produce them are engaged on 
this particular project. But the borrowing government or other 
body will not normally purchase these consumption goods directly 
abroad itself. It will on the contrary sell the proceeds of the loan 
to the central bank against domestic currency and utilize the 
domestic currency received to meet wages and other domestic _ex
penditure. The reserve of the national bank will thus be increased 
and against that increase a general expansion of credit may be 
effected. These operations thus involve obvious dangers. For in 
the circumstances described it is extremely difficult to guarantee 
that the borrowed monies will be expended abroad on the necessi
ties that the domestic labour, owing to its new occupation, is un
able to produce and not on luxuries for which the additional 
purchasing power resulting from the loan may create a demand. 
It would, in our opinion, however, be un~asonable to prevent all 
such operations on account ~f these dangers. But it is necessary 
to find means to control their inflationary effects. · 

The most effective means in our opinion is to arrange that part 
of the capital required for the project is raised at home. For the 
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participation of the nationals of the borrowing country would 
absorb some of the increase in the funds in the market resulting 
from the foreign loan. On this participation tl1e foreign lender 
can always insist. Apart from this it lies within the competence of 
the government of the borrowing country itself to make provision 
against waste by appropriate administra-tive and :fiscal measures. 

Equity capital and direct investments, employed as they are for 
a specific purpose, are more likely to be used productively than 
'monies borrowed by governments and public institutions against 
bond issues. The danger of waste arises mainly in connection with 
certain classes of foreign loans, whether these are long- or short
term and whether they are contracted by governments, other pub
lic bodies, or by private concerns. To avoid this danger it is 
necessary in the first place that governments should realize that 
foreign lending and borrowing exercise an extremely important 
influence, both immediately when the loan is raised, and subse
quently when service exceeds capital receipts, in checking or in 
spreading, in alleviating or in deepening, depressions. They con
stitute a majo1• subject of policy, and governments and monetary 
authorities of both borrowing and lending countries should take 
steps to keep themselves constantly informed of the character and 
volume of all foreign commitments so that they ;may be in a posi
tion to foresee difficulties before they arise and take appropriate 
steps to deal with them. '• 

In this connection it must be borne in mind that in a closely 
integrated world fluctuations in economic activity spread rapidly 
from country to country and require to be watched, not only 
nationally but internationally. It is tl1erefore of equal importance 
that governments, as regards long-term loans, and the national 
monetary authorities, as regards short-term operations, should 
keep in the closest possible touch with whatever international 
organs may be set up to advise on anti-depression and monetary 
policies. Individual governments should satisfy themselves that 
the monies received are so expended as to afford .a good prospect 
that they will directly or indirectly increase the productive ca
pacity and hence the transfer capacity of the country by at least 
the amount required to meet the service of the debt. In addition, 
whatever international body is concerned with anti-depression 
policy should watch the cyclical effects of international lending. 
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By thi~ we do not mean that such operatio~s sl10ul~ be su~mitted. 
to it for approval, but that it should be entitled to gtve advice and 
recommend guiding principles of policy and also warn govern
ments, if occasion arises, of any dangers that may present them-
selves. • 

6. CONTRA-CYCLICAL FOREIGN INVESTMENT 

Up t~ this point we have been concerned with the ne?'ative issues 
of avoiding the strains imposed by foreign debt service and pre
venting the wasteful use of funds borrowed abroad. There remains 
the positive issue of endeavouring to bring about a contra-cyclical 
international fiow of capital. This, as we have already empha
sized, would benefit lender and borrower alike, for it would prevent 
the savings of the former from going to waste and unemployment 
from developing, and it would prevent a strain on the exchanges 
of the latter from developing and, indirectly, owing to its influ
ence on employment in the lending countries, sustain the demand 
for the products of agricultural and mining areas. 

While we are quite clear that contra-cyclical lending is the 
proper objective of policy, we have no illusions about the diffi
culty of securing it. What measures to this end are in fact 
practicable? 

The behaviour of short-term credit will obviously be very 
largely determined by the nature of the international monetary 
system set up after the present war. But it is an accepted principle 
of the. proposals now under discussion' that a primary purpose 
of any system must be to relieve temporary strains on the ex
changes of all countries, and, in so far as the reserves owned by 
any country are inadequate for this purpose, resort must be had 
to credit operations. Since in practice it is the exchanges of the 
producers of crude products that· are subject to the greatest 
strain during slack times, this principle implies the contra-cyclical 
use of short-term credit. 
· When in addition governments assist their export trade by 
some export credit system they could facilitate the task of the 
monetary authorities and help their own industries by granting 
more favourable .terms ~uring bad times and tightening those 
terms when trade IS boommg. The producers of capital goods them-

1 See In this connection the proposals of the Bretton Woods Conference. 
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selves may be more willing to grant favourable credit terms to 
foreign purchasers when their business is slack, irrespective of 
any governmental assistance they may obtain, if they know that 
this is in accordance with approved policy and has the support 
of the banking and monetary authorities. But any such policy 
is dependent for its success on the willingness of coun~ries or firms 
to purchase capital goods against credit at times when business 
prospects ,are dark. That it will probably pay them to pUl·chase 
at lower prices and in time to be ready for full production when 
demand expands again may not of itself prove a sufficient incen
tive, for economic fluctuations are accompanied by similar fluctua
tions in business sentiment. The governments of the borrowing 
countries may be able to facilitate such operations by reducing 
import duties when they exist or by other means. We draw atten
tion in Chapter XIX to the plans which have been under discus
sion for the establishment of international buffer stocks of crude 
products. The operation of such a scheme, if stocks tended, as is 
to be expected, to increase when: business was slack and to fall off 
when activity revived, and if they were financed largely by im
porting countries, would have an influence similar to contra
cyclical short-term lending. 

It is likely to prove more difficult to promote contra-cyclical 
long-term lending. Investment falls off during slack times not 
only because attractive openings are reduced, but also because 
the sentiment of the market is in favour of liquidity. This liquidity 
preference is likely to prove even stronger regarding less familiar 
foreign ventures than it is regarding openings at home. Com
panies are therefore not likely either to wish Ol' to be able to sell 
their shares on foreign markets, and large fi1·ms in creditor coun
tries are not likely to open branches or start affiliates abroad when 
business conditions are inactive. 

A contra-cyclical movement of long-term capital exports could, 
however, be promoted through public or semi-public investment 

. bodies, such, for instance, as the proposed International Bank 
for Reconstruction and Development, or an international Agri
cultural Credit Bank. Bodies of this sort must necessarily pursue 
a long-term policy. One of their main objects must be to raise 
the general productive capacity of the countries in which invest
ments are made so as to strengthen their trading and transfer 



[ !!00 J 
powers. The profit from the investments made may often be rather 
indirect than direct. Thus, for instance, a Development Bank may 
loan funds to build dams and electrical generation stations and 
be more interested in the gain to the country from the power 
rendered available than in the profit earned by the utility itself. 
However this may be, it is concerned rather with the general de
velopment over a considerable series of years than with immediate 
returns. It is clearly to the advantage of all parties in such cir
cumstances to effect the necessary capitalization at the lowest 
possi'Qle cost, to borrow when money is cheap and to purchase the 
required equipment when prices are relatively low-to pursue, 
that is, a policy of contra-cyclical capital export. That is the 
policy which we hope will be pursued. But as we have said earlier 
in this report, the pursuit of this general policy must not be 
allowed ta cause an interruption of work already initiated on proj
ects which require several years for their completion. 



CHAPTER XIV 

EMPLOYMENT AND INFLATION 

l.. THE DANGER. OF INFLATION 

We drew attention in Chapter XII and in earlier chapters to 
the danger of a. policy of government spending having inflation
a.ry effects and showed that the inflationary process might begin 
before full employment was reached. In fact any policy aiming at 
a high level of employment involves the risk of inflation and this 
risk constitutes one of the greatest .difficulties in formulating and 
applying a sound anti-depression policy. We propose therefore to 
devote this chapter to a further consideration of certain aspects of 
this general problem of economic stability and inflation. 

We are not concerned here with the violent currency inflation 
which occurred after the first world war and. is occurring in some 
countries today. The causes of inflation of this type are in no way 
connected with the ups and c'J.owns of the business cycle, and we 
consider this phenomenon as wholly outside our terms of reference. 
What we have in mind is a tendency towards steadily rising prices 
so J'ersistent as to threaten economic stability, but not so violent 
and dramatic as to undermine confidence in money as a medium of 
payment or as a standard of value. . 

One of the major beneficial results of any policy for securing · 
fuller emplojment is to bring about a rise in total wage payments. 
But there is a danger,, if the situation is not carefully watched, 
that at an earlier or later stage in the execution of such a policy~ 
rising wage rates may set in motion a cumulative inflationary proc
ess. The danger presents itself in its most acute form when there 
is booming trade~ when the demand for labour tends to exceed 
available supplies and to lead to wage increases that are not offset 
by equivalent increases in production. 

This tendency for wage rates, and consequently costs and prices, 
to rise may appear quite soon in particular localities or industries 
if labour is in short supply. Thus, as we have already observed, 
inflationary tendencies are likely to arise· before full human em
ployment has been reached in the economy as a whole, just as they 
are likely to arise before full employment of all the available land~ 
machinery and other fa~tors of production. has been reached. It is 
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a common and misleading practice to speak of labour as if it were 
a uniform productive force like hydraulic power. In fact it is not, 
but consists of agO'reO'ates of skills and experience, any one of 
which may be in sh~rt ~upply while others are partially or wholly 
unemployed. Labour cannot be shifted at will from one occupation 
to another. It can, no doubt, be trained to new sl{ills, just as many 
machines can be retooled to produce different goods. But in most 
cases this adaptation takes time and before it has been effected an 
increased demand may have led to price distortions and have ini
tiated an inflationary process. The danger that a shortage of par
ticular types of labour will lead ~o inflationary price rises is, 
however, considerably greater than the danger that a shortage of 
particular types of machinery will do. so. We wish to emphasize 
the points that labour is not uniform or fluid, that in consequence 
shortages are likely to arise before full employment is reached, and 
theref9re that all measures tending to render labour more fluid
more easily transferable from one job to another-will diminish 
the risk of inflation. Transfer of labour will be facilitated if there 
is some reserve of machinery and other tools of production so that 
an increased demand for any product is not impeded by lack of 
equipment. · • 

The tendency for wage rates to rise in consequence of shortages 
of labour in particular areas or industries, and of trade union de
mands, will not, however, be the only source of pressure on costs 
and prices. Sectional interests, as for instance the farmers, may, if 
they are highly organized, try to obtain special benefits for them
selves in the form of increased prices before a high level of employ
ment all round has been reached. Similarly monopolistic groups 
which are sufficiently powerful to control prices in their respective 
industries, will, if they raise prices in the early stages of the re
vival, contribute to the inflationary danger. 

~efore turning to the implications of these facts as regards 
policy we should perhaps-set out briefly our reasons, some of which 
we ha~e already mentioned in earlier chapters, for attaching so 
much 1D1portance to the danger of inflation. 
. Our first and most ~mportant reason is that inflation is likely 
xts~lf to breed d~pressxon and therefore to jeopardize the prime 
O?Ject of the poli;cy.we are discussing. It is likely to cause depres
Sion for several distmct, though interrelated, reasons. 
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(i) When prices are pressed constantly upward by inflationary 

proces$es, anticipatory purchases of materials are likely to afford 
.an automatic profit which inevitably gives rise to speculative pur
chases and accumulation of stocks of goods. But sooner or later 
such speculative transactions must break down; demand by con
sumers will be adversely affected by rising prices; the accumulat
ing stocks threaten the market and with the first failure of prices 
to continue their upward trend profits disappear, while the costs 
of holding stocks pile up. Tllis will lead to a liquidation of stocks 
with a consequential fall in prices, shrinkage in demand, and con
traction of output. 

(ii) A constant rise in prices tends to change the distribution of 
income away from all persons with fixed money incomes, or from 
.persons whose incomes change relatively slowly, in favour of own
ers of equities. It causes therefore a direct loss to all rentiers, own
ers of bonds, savings deposits, etc., a less absolute but still real 
loss to those classes of wage earners whose wages have not con
tributed to this inflationary process and a gain for a time to those 
whose income is derived mainly from profits. The purchasing 
pow;r of what is normally the most stable element in the market1 
the small rentier, and of the scarcely less stable and vastly more 
impo1·tant element, the wage or salary earner, thus tends to be 
reduced, and soone1· or later consumers' demand falls off; profits 
and savings increase for a time, hut with the reduction in consum
ers' demand savers find diminishing investment opportunities. 

(iii) The incentive to invest may further he diminished by the 
higher rates of interest to which inflation may give rise. 

(iv) If the g~nerallevel of prices rises faster in one country 
than elsewhere, that country will suffer a deterioration of its bal
ance of payments and a drain on its gold and foreign exchange 
reserve. It will be forced to check the inflationary process and ex
pedite the depression which for the reasons we have given would 
be likely to occur sooner or later in any case or to devalue its cur
rency, which will in its turn, if not accomplished with a rare nicety 
of judgment, lead to disturbances in foreign markets. 

But inflation does more than breed depression. As we have just 
indicated, it tends to depress real wages _by its effect on the distri
bution of real income. In fact whenever the demand for labour in
creases wages to a point at which inflationary processes begin to 
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operate the wage earner is likely to suffer. He is threatened firsl 
by the inevitable tendency for prices to outstrip wages and sec· 
ondly by the risk of inflation giving rise to deP.re~sio~ and ~nse
quential unemployment. The only escape from this dilemma IS to 
check this rise in wages before it reaches tl1e point at which the 
in:B.ationary processes occur. These inflationary processe~ _are 
likely to begin whenever wages increase more than productivity, 
unless-and the qualification is important-excessive profits are 
being earned and the profit margin can be cut without hindering 
enterprise. 

In view of these facts, on the occasion of each threatened reces
sion we must, before formulating over-all policies, give close con
sideration to each of the factors at play; we must do everything 
possible to break any monopolistic position that presents itself, 
in order to prevent shortages and bottlenecks from resulting from 
the remedial measures adopted. 

2: THE IDEAL HIGH AND STABLE LEVEL OF EMPLOYMENT 

We must be careful too in our definition and conception of our 
ideal high and stable level of employment. It obviously does not 
mean absolutely full employment of labour, machinery or natural 
resources, for such a perfect equilibrium between the three is never 
attained. Moreover, full employment of any of them is a conven
tional conception. Employment for how many l1ours a day; for 
how many days in the year; for how many years in the space of 
human life? .As Sir William Beveridge has said, it is improbable 
that unemployment can be abolished completely in the sense of 
"getting every man and woman in the country who is fit and free 
for work employed productively every day of ·his or her working 
life".' There will always be a certain amount of seasonal unem
ployment, and short term unemployment for those in process of 
changing their jobs. There will moreover always be some unem
ployment on account of the ups and downs of individual industries, 
whether resulting from changes in demand or from changes in 
methods of production. 

One of the objectives of economic policy that we gave in Part I 
of our Report.was to assure "that, in so far as possible, no man or 

. 
1 Sir WUllam Henry Beve~idge, "Killing the FUtb Giant'' The LidB'IJM' Oc-

tober l4rth, 1943. ' ' 
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woman able and willing to work should be unable to obtain em
ployment for periods of time longer than is needed to transfer 
from one occupation to another, or when necessary, to acquire a 
new skill"! This objective is the formulation which we would our
selves give to that .of full employment, or, to use an expression 
which we prefer, of a high and stable level of employment. It is 
generally impossible to foresee whether a contraction in the de
mand for some commodity is due to a change in taste that is likely 
to prove permanent or is only a temporary condition. But until 
some judgment on that point can be framed, workers will be re
luctant to look for an alternative occupation involving a change 
in skill and possibly an uprooting of their homes. When the shift 
in demand is from one product to another requiring very similar 
skills in its manufacture,·or when the shift in demand is from one 
industry to another in the same place, it may prove possible to 
effect labour transfers readily and willingly. But in the whole in
dustry c;Jf any country there is likely to be a not inconsiderable 
aggregate of unemployment due to these constant shifts in demand 
and to the natural and indeed wise preferences of the individual 
worker to make as sure as possible how the industry with which he 
is familiar, in which he has a definite status and interest, is likely 
to fare before turning to another ~f which he is ignorant and in 
which he is unknown. Labour is not a :fluid uniform power, but a 
miscellany of skills and more important still of human lives,. ex
periences and attachments. But labour :fluidity though limited is 
essential to prevent the twin dangers of unemployment and in
:fiation. 

8. THE NEED FOR LABOUR MOBILITY 

The reduction, as employment becomes fuller, in the number 
of unemployed on which industry can draw must be compensated 
by greater mobility of labour. If expansion in one industry or. 
area cannot be met by absorbing unemployed. labour immediately 
at hand, it must be met by transferring labour from elsewhere. 
This implies a greater readiness on the part of workers to change 
their occupations and possibly also their places of work than has 
been customary in the past. Some aspects of the problem of labour 
mobility are discussed in the following chapter in connection with 

1 Loo. cit., p. 14. 
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the phenomenon of partial or localized depressi?n. W? . are. here 
concerned rather with the implications of labour llDJDObility m ac
centuating the danger of inflation under a policy designed to 
secure a high and stable level of employment. . .. 

As we have already implied the influences affectmg mobility are 
many. They vary with national character, ways of living and 
·social values. But everywhere three are of special importance and 
to these three we shall confine OUl' attention in this chapter. They 
are: 

(i) the wage structure and the extent to which and rapidity 
with which wages reflect changes in the demand for labour 
skills; 

(ii) the policy and practice of trade unions with reg!!-rd both 
to wages and to the admission of newcomers to their ranks ; 

(iii) what we may perhaps call the skill structure of industry, 
the extent, that is, to which the industry of any country 
requires special skills for its conduct and the facilities af
forded for acquiring new skills. 

4. THE INFLUENCE OF WAGE STRUCTURE ON MOBILITY 

Obviously the more readily relative wages respond to changes 
in relative demand for different types of skill, the more rapidly, 
that is, the inducements offered the ~orker respond to the real 
market needs, the more rapidly is labour likely to transfer from 
occupation to occupation according to those needs. This is a point 
which needs to be kept in mind by authorities responsible for fixing 
minimum wage rates and by employers and trade union leaders 
responsible for wage negotiations. Where, as in certain countries, 
minimum wages in a large number of industries are subject to 
regulation either by a single minimum wage fixing authority or 
by simultaneously .negotiated collective agreements there is a 
natural tendency to adjust all wage rates by equal amounts or 
percentages. Such adjustments do not altogether preclude 
changes in relative wages since the rates fixed are normally mini
mum rates and employers in industries or occupations in which 
labour is in sho~ supply may find themselves obliged in practice 
to offer higher rates. There is, however, some reluctance to depart 
from agreed rates and it is important therefore that any need 
which may exist for adjustments in relative wages should be recog
nized when the minimum rates are fixed. 
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6. 'l'HE INFLUENCE OF TRADE UNION POLICY 

The 1ncreased bargaining strength of trade unions resulting 
from the assurance of a high level of employment may also have 
inflationary effects. Any one union may be able to secure a tem
porary gain by demanding an increase in wage rates, although the 
real effect of the gain will disappear as other unions follow suit 
and the general level of costs and prices moves upwards. In prac
tice the better organized unions and those operating in ·monopo
lized industries (where wage costs can most easily be passed on in 
the form of price increases) are in a position to benefit at the 
expense of the community. Unless trade unions adopt a national 
policy under which wage changes are intended to reflect changes 
in relative demand and relative or general productivity, and not 
simply bargaining opportunities, there is likely to be a continual 
upward pressure in the price level which will become more seve1·e 
when employment becomes more active, and will render it difficult 
to secure and sustain a high level of employment. 

The stimulus to inflation in such circumstances would be greatly 
strengthened by any direct linking of wages to a cost of living 
index. When the demand for labour as a whole exceeds the supply 
a trade union in a strong bargaining position may be able to secure 
a wage increase greater than can be absorbed without a rise in the 
price of the product of the industry concerned; and if this product 
enters to an important extent into the cost of living index the re
sult will be an automatic increase in wages in other industries as 
well. This in turn will bring about a further rise in the cost of liv
ing index and a cumulative inflationary process is thus established. 

The pursuit of a general wage policy of the kind advocated 
above presents no doubt very serious difficulties. There will always 
be an area of doubt concerning the justification for a wage change 
even amongst the most dispassionate experts. Labour leaders can-. 
not act without the backing of the rank and file of those they rep
resent. To afford adequate information in digestible form about 
the state of national industry as a whole on which a sound judg
ment could be formed is itself a difficult task. To postulate that in 
opposition to apparent, immediate sectional interests a sound j udg
ment will in all cases be formed and acted upon is clearly un
realistic. But despite all these difficulties it. remains, we believe, 

. true that we shall onl~ be able to maintain high employment and 
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prevent infiation if trade unions as a whole ~link and act in. term~ 
of economic activity as a whole rather than m terms of their own 
craft or industry. It is indeed as impossible for. a government to 
assure a high and stable level of employment mthout the whole
hearted co-operation of labour as it is for it t.o do so wit~out the 
co-operation of the business leaders. But this (!o-operabon can 
only be expected if the general public are convinced that govern
ment policies are based on considerations o~ public ~nter~st. More
over a national wage policy postulates a national policy wxth regard 
to prices and profits. It presupposes also the willingness of trade 
unions to admit new members as demand for one skill or another 
increases. Failing such freedom, wages will tend to reflect simply 
the monopolistic power of each group of workers, and the national 
income and the standard of living of workers in the aggregate 
will be depressed owing to the inability of the productive mechan-· 
ism to respond fully or promptly to changes in demand. 

In countries where the degree of labour organization is roughly 
uniform in the different industries and occupations a proper n!l
tional wage policy may be attained with the least difficulty. In 
others, where some sections of workers are better organized than 
others and are therefore in a position to advance their own inter
ests at the expense of the rest of the community, this policy is 
likely to encounter serious resistance. It may well have to await 
an improvement in the standard of labour organization among the 
less organized industries. . - . 

6. THE INFLUENCE OF THE "SKILL STRUCTURE" 

.. The skill structure of any society is of course complementary to 
Its wage structure. Each skill is a separate entity with a distinct 
market p~ic~ determined by demand and supply and various fa<;
tors restnctmg the free play of these forces. The less skills differ 
from each ~t~er the easier it is to transfer labour, the greater the 
lab~ur mo~~ty. There ~re therefore two means affecting skills by 
which .mo~ility m~y .be mcrease~. The one is to employ machlnery 
necess1tatmg a mllllffium of skill differentiation· the other is to 
aff~rd facilities for training labour to new skills. Governments and 
busmess men should be alive to both possibilities. The tendency of 
moden;t mechanical invention has been towards simplification of 
operations and that tendency is likely to continue. It has been im-
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peded to some extent in the pas~ by the efforts of certain big under
takings to conserve the value of existing machines by buying up 
patents and then. not using them. Such action directly impedes the 
spread of new mechanical devices and in mariy cases has no doubt 
checked progress; but a sudden outcrop of new inventions and new 
processes may have extremely unstabilizing effects, and there may 
on balance be an advantage in introducing them onto the market 
by a gradual process. We do not wish to dogmatize in any way on 
this rather intricate problem. But we would suggest that govern
ments should reconsider their patent laws so as to prevent firms 
from suppressing or impeding new inventions. 

On the other of the two means for promoting labour mobility, 
namely, training in additional skills, we commented in Pad I 
of our Report.1 Vocational training is of particular importance in 
connection with partial and regional depressions and we will there
fore postpone putting forward any fudher suggestions under this 
head until the next chapter. 

'l. THE INFLUENCE OF THE ENTREPRENEUR 

' Th'e extent, however, to which opportunities for alternative em-
ployment or for additional employment in existing industries are 
likely to arise must be largely dependent on the attitude of busi
ness leaders. We have already drawn attention to the need for co
operation and mutual understanding between the government and 
business men when a policy of expansion is adopted and to the 
danger, failing such understanding, of increased government 
spending being offset by decreased private investment.2 The atti
tude of mind of the business community as a whole to the policies 
adopted by governments :is indeed of fundamental importance. No 
less important are the policies adopted by all business undertak
ings which have or might acquire a. predominant or monopolistic_ 
position in any branch of business. They may lilake or obstruct 
progress; provide or restrict. opportunities for employment and 
production; promote or check recovery when economic activity 
has slackened. If they are willing always to endeavour to broaden 
the basis of theiJ," market by selling more at a lower price rather 
than less at a higher price, providing costs permit, they will greatly 

l The 'l'ra,.ition. from War to Peace Econ.omy, League of Nations, p. 66. 
J Chapter XII, p. 182. 
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ease the task of governments when faced, with the .n.ecessity of re
viving business. If they·refuse to do this,, then additional purchas
ing power which is created in the economic system may got_? waste 
in higher prices and fail to increase empl?yment o~ ~eal mcome. 
In such circumstances governments must, m our opm1on, supple
ment any general measures for increasing purchasing power by 
special measures designed to break price rings and establish ef
fective competition. 

8. THE NEED FOR A COMMUNITY EFFORT 

The danger that a policy aimed at maintaining a high level of 
employment may produce inflation arises also from the oppor
tunity which it may afford to organized economic groups to ex
ploit their power by pressing for special advantages. We have 
insisted throughout this chapter that it is an integral part of such 
an employment policy that steps should be taken to enhance the 
mobility of labour, and that trade union leaders should adopt a 
national wage policy under which demands for wage increases will 
be directly related to increases in productivity and influenced by 
considerations of the general state of economic activity. This will 
require a sense of responsibility and a degree of economic states
manship which it would be unreasonable to expect of one par
ticular group if it is not shared by other groups and by the 
community generally. The leaders of labour can hardly be ex
pected to forego the special bargaining advantages that may from 
'time to time arise in particular sectors of the economy unless they 
can be confident that the general direction of public policy is to 
reduce unjustifiable inequalities of income and to promote the 
improvement of the general standard of living. In particular it 
will be necessary for governments to give labour the assurance that 
their policies are at all times directed towards increasing the in
come of the masses of the population, by preventing a wasteful 
misapplication of resources, by the promotion of efficiency in pro
duction through facilitating the application of scientific and tech
nical developments and by the control of monopolies and monopoly 
profi~. It w~ be necessary to prevent non-labour groups from 
s~curmg ~pec1al ad~antages through successfully pressing for 
~gher pnces for thetr products. In short, a policy for maintain
mg a high level of employment must be regarded as a community 
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effort from which all will benefit and to which all must make their 
appropriate contribution. 

9. EMPLOYMENT AND PRODUCTIVITY 

There is another point with reference to the possible conse
quences of a high level of employment which we should perhaps 
mention here. It is sometimes feared that such a state of employ
ment may lead to a deterioration of workmanship and discipline 
and hence to a decline in productivity. Were such a deterioration to 
occur, it would tend at the same time to accentuate the danger of 
inflation, since it would reduce the rate at which money wages 
could rise without involving an increase in prices. 

It is difficult to say how serious this danger might prove. Fear 
of unemployment as a means of maintaining the standard of effi
ciency and output is probably of importance only as regards the 
less stable and less competent individuals or groups of individuals. 
Sometimes, indeed, this fear has precisely the opposite effect. Be
hind the persistent tendency toward restriction of output. on the 
part of industrial workers lies the deep-rooted and almost instinc
tive fear of "working themselves out of a job". Moreover, in so far 
as such inducements to efficiency are necessary, the possibility of 
being dismissed remains a serious deterrent, even though the gen
eral level of employment is high enough to offer somewhat better 
prospects for securing another job. The ever-present fear of un
employment and destitution does not provide an atmosphere in 
which a normal person can do his best work. For most people, posi
tive inducements rather than negative threats are likely to elicit 
the greatest efforts and co-operation. The important contribution 
of joint production committees in ac~lerating war output in those 
countries where they have been established suggests one of the 
most fruitful ways of providing a positive stimulus.1 

A psycholoiically favourable atmosphere created in this way 
can be supplemented by economic incentives in the 'form of piece
work rates, bonuses for high output or for suggestions for the im
provement of productive efficiency, etc. We feel convinced that a 
satisfactory standard of output and productivity is more likely to 

1 Cf. International Labour Office: Studies and Reports, Series A (Industrial Re
lations), No. 43, "British Joint Production Machinery", Montreal, 1944. Also W. 
Ellison Chalmers, "Joint Production Committees in U.S. War Plants" (IBtlr
national Labour .Review, Jan. 1943). 
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be promoted by improving the conditions of work and offering re-. 
wards for good performance than by the constant fear of unem
ployment. Willingness to accept teclmological imp_rovements,_ espe
cially of a labour-saving type, would also be mcreased If the 
workers concerned could have greater confidence that aggregate 
opportunities for employment would not. th~reby be reduced. 
There is in fact important evidence that technical progress tends 
to be associated with expanding employment even in the industries 
in which it occurs. In the United States over the period 1899-1939 
employment increased most rapidly, as a rule, in manufacturing 
industries characterized by speed of technological change and by 
sharp cuts in the quantity of labour required per unit of output 
and in labour costs, while employment rose slowly or actually de
clined in industries where innovation was slow and unit labour re
quirements and unit wage costs fell only slightly or moved upward.1 

Although the evidence relates only to one country, there is little 
reason to doubt that experience elsewhere was substantially simi
lar. Furthermore, it seems reasonable to suppose that this relation
ship between improvements in productivity and expanding em
ployment in the industries concerned will be maintained "in the 
future. 

10. WAGES, PRODUCTIVITY AND PRICES 

Apart from the central problem of ensuring an adequate volume 
of expenditure, the main subsidiary requirements for maintaining 
employment are a co-ordinated wage and price structure to prevent 
inflation. Whether these conditions can be fulfilled by a rational 
and enlightened policy on the part of individual·trade unions 
and employers, or whether there will be a need for some centralized 
government arbitration in fixing wages and prices, will depend 
on the social and political situation in different countries. 

The aim of wage policy may be either to allow wages to rise in 
proportion to prod~ctivity, keeping the general level of prices 
stable, or to allow prices to fall as productivity increases, keeping 
the general level of wages stable. If the second alternative is 
a~o~ted, altho~gh money w~ges ~re kept stable, real wages will 
nse m proportion to the fall m pnces. The first alternative allows 

1
_0f, Solomon Fabricant: Bmploymont in Manufacturi'llg,1899-1939: An A.naly1i8 

of •t• Bslatlon to ths P' olwm• of Production, National Bureau of Economic Re
search, New York, 1942, page& 89 and 112. 
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for the necessary adjustments in money wages to be made mainly 
through wage increases in the expanding industries, rather than 
by wage reductions in the contracting industries, which would be 
likely to meet with more resistance and difficulties. It involves a 
steady alleviation of the burden of debt without any detriment to 
the credito1·s. But this alternative implies that recipients of fixed 
income cannot benefit from the growth in national income to which 
the increased productivity gives rise. 

This whole question of stabjlity of prices and wages is well sum
marized in the British 'White Paper on Employment Policy, from 
which we quote 'the following paragraphs: 

"There must ahvays be room for the adjustment of wages and condi
tions, e.g., on account of changes in the form, method or volume of pro
duction. Also there must be opportunity for the removal of anomalies in 
the rate of remuneration of different grades and categories of workers, 
both within an industry and between different industries. The principle 
of stability does mean, however, that increases in the general level of 
wage rates must be related to increased productivity due to increased 
efficiency and effort. , · 

''An undue increase in prices due to causes other than increased wages 
might similarly frustrate action taken by the Government to maintain 
employment. lf, for example, the manufacturers in a particular industry 
were in a ring for the purpose of raising prices, additional money made 
available by Government action for the purpose of maintaining employ
ment might simply be absorbed in increased profit margins and no in
crease in employment would result. 
· "Stability of wages and stability of prices are inextricably connected. 
If the general level of wage rates rises and there is a corresponding in
crease in prices of goods for civilian consumption, the' individual wage
earner will be no better off and there may be no increase in the total 
amount of employment available."• 

11. LESSONS TO BE DRAWN FROM THE DANGER OF INFLATION 

As we have said above, we have insisted on the danger of infla
tion because inflation may give rise to the very depressions which 
it is our purpose to avoid or mitigate. But governments must not 
allow the fear of this danger to weaken their resolve to maintain 
economic activity. During the early stages of recovery from a de
pression, inflationary tendencies are not likely to arise. When they 
do become appa1·ent, that should be a~cepted as a sign that there 
has been some error in policy which requires rectification. If they 

1 Cmd. 6527, pp. IB-19, paragraphs 60-1!2. 
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occur in a particular industry or a particular area, tl1e endeavour 
to attain a high level of employment throughout tl1e whole economy 
should not be abandoned on that account, but measures should be 
adopted to break down the obstruc_tions to greater production 
which they reflect. 



CHAPTER XV 

UNEMPLOYMENT IN SPECIAL AREAS 
AND INDUSTRIES 

1. PARTIAL DEPRESSIONS AND LABOUR MOBILITY 

We have been considering so far mainly the problem of general 
unemployment, a situation in which, either for cyclical or struc
tural reasons, there is a general deficiency of demand, involving 
unemployment in all or most sectors of the economy. We must now 
turn to the special problems of partial unemployment, a situation 
in which depression is confined to a few industries or localities, 
labour in the rest of the economy being more or less fully employed. 

This problem may arise in various ways, but, as we observed in 
Chapter II, is closely bound up with the immobility of productive 
factors, particularly labour. It results from shifts in the direction 
rather than. changes in the general level of demand, and is thus 
mainly a structural and not a cyclical problem. It is true, as we 
have seen, that the incidence of cyclical depression is generally 
more severe on certain industries-those producing capital goods 
and sometimes, also, the export industries-than on others; and 
in so far as these industries are localized, this involves an uneven 
geographical distribution of unemployment during depressions. 
But the essence of the problem in this case is the decline in ·the 
general level of demand, and the remedy for this type of local un
employment must be sought in the recovery of national income as 
a whole. 

The phenomenon of partial depression with its specific problems 
--co-existence of unemployment in certain areas and inflationary 
pressures elsewhere--may also arise at the top of a cyclical up
swing. It is unlikely that an expansion would affect all localities 
and industries in proportion to the available labour supply in each. 
Hence, when an upswing develops faster than it is possible to shift 
labour, a spotty situation is likely to arise, with full employment 
and rising costs and prices in some areas while depression and un
employment still linger in others. It is precisely for this reason 
that it is so difficult to push a full employment policy beyond a 
certain level-except under special conditions, as, for instance, in 
wartime when exceptional measures are taken to distribute work 
and shift labour. 
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The situation we are more particularly concerned with in this 

chapter is that arising f:om structur.al shi~ts in production and 
demand, not associated With any. deficiency m the level of demand 
as a whole. 

· 2. STRUCTURAL CAUSES 

Large structural changes in demand and supply arise in various 
ways-among ·the most important of which in :recent years have 
been those connected with the course and consequences of war. 
The process of mobilization for the present war provided ma~y 
examples of this phenomenon. Both the geographical and them
dustrial distribution of demand during war inevitably differ sub
stantially from that in peace. Consequently, as demand expands 
more sharply in certain industries and areas, acute labour short
ages and bottlenecks begin to appear, while unemployed resources 
are still available in contracting peacetime industries. The pace 
at which war industries can expand depends on how rapidly the 
resources released from the contracting industries can be trans
ferred. Occupational mobility had to be increased by training 
schemes, relaxation of trade union restrictions, and dilution of 
skilled labour with unskilled and female labour. Geographical 
mobility is in most countries more difficult to promote, and at
tempts were therefore made in most belligerent countries to locate 
the expanding war industries in the areas where labour bad been 
released froin civilian production and services. 

The reconversion process after the war will give rise to many 
of the same problems . .As civilian production expands, shortages of 
labour in certain industries will soon begin to appear even though 
pools of unemployment remain in the neighbourhood of the over
expanded war industries. Many export industries will find that 
they have lost their old markets, while in these markets other in
dustries built up during the war will not be able to meet foreign 
competition. The problem will have to be tackled in the same way 
as durin~ the proces.s ?f m?bilizat?on . .Assistance rna y be given to 
workers m the declining mdustries and demobilized soldiers to 
f~cilitate tra~fer and, if ne~essary, provide training for peace
tune occupations. Where durmg the war production has involved 
~nsive P.opulation shifts, the need for the reverse process may be 
nut1ga.ted. m some cases by promoting the establishment of new 
industries in these areas. 
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But we are concerned ·in this Report rather with the structural 

changes which arise in peacetime. Demand is constantly shifting 
as a result of technical progress and changes in taste or fashion, 
and as the world recovers after this war and income per head 
mounts to and above the level it reached before, demand, as we 
have shown, is likely to become more unstable. As organized re
search and more scientific methods of production lead to constantly 
larger crops of new inventions, productive processes .may also 
become more unstable. If this happens, there will be a growing 
need to render the organization of industry and agriculture more 
adaptable and to render labour more :fluid, trained in more than 
one skill and able and willing to move rapidly from one activity 
to another. 

When the structural changes are not too rapid, and when the 
necessary shifts are mainly industrial and not geographical, they 
may be met largely by changes in the allocation of young workers 
entering employment for the first time. This process can be facili
tated by vocational guidance and training in schools to adapt the 
labour supply to the existing and prospective demand. In one
industry areas in which children traditionally follow their parents' 
callings, the schools and the employment agencies can perform a 
particularly important service by the effective presentation of the 
range of opportunities elsewhere. But when the shift is too rapid 
to be met by reallocation of new entrants into industry the prob
lem is more difficult. Experience in Great Britain showed that 
although older workers were less likely to lose their jobs than 
younger ones, their chances of securing re-employment _were very 
much worse! Both for social reasons and in oi·der not to waste 
valuable manpower, special measures may be desirable to provide 
employment for older workers who have to change their occupa
tions as a result of structural changes or because the wo!k they 
were doing was too strenl:!-ous. In some industries certain lighte1· 
occupations are reserved for older or disabled workers, and this 
principle might with advantage be·extended to the economy as a 
whole. BU:t what is most important is to have sufficient training 
facilities for teaching new skills. 

1 In Great Britain the risk of men over 60 being unemployed at all is about 
half as great as the average, whereas the risk of their being unemployed for a 
year or longer is 234 times as gre!lt ( cf. Sill William Henry Beveridge, "An 
Analysis of Unemployment", Eco110mica1 1937). . 
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3. MEANS FOR PROMOTING MOBILITY 

Mobility as between occupations may, however, be ~ampered 
by trade union restrictions on the f~eedom ?£ ~try I?to new 
trades. These restrictions developed m certam mdustr1es as a 
natural and inevitable reaction to the persistence and constant fear 
of unemployment. If, however, governments succe~d in maintai~
ing a steady lrigh level of employment by the var10us means di~
cussed above, trade union restrictions on entry would lose their 
justification. Instead of being regarded as a safeguard against 
unemployment, their continuation. would appear as an unjustifi
able exploitation of a monopoly position with a view to securing 
relatively lrigh wages for the workers in the industry concerned 
at the cost of unemployment or unduly low wages elsewhere. The 
pressure on the part of the under-privileged and exploited workers 
for the removal of such restrictions would naturally stand a greater 
chance of success if the workers in the protected industry were not 
themselves threatened with unemployment. 

Partial depressions are more serious when they are concentrated 
in localized industries than when they fall on industries which are 
geograplrically well distributed. Localized depressions may a1·ise 
either because demand has shifted away from the products of in
dustries situated in the particular area; or, in the case of extrac
tive industries, because the raw material deposits on wlrich activity 
in the area was based have become exhausted. Depressed agricul
tural areas may develop in a similar way as a result of .over-ex
ploitation and soil erosion. 

Whatever the reason, the initial depression tends to have cumu
lative local effects. Distributive and other services become de
pressed as a result of the decline in income and employment in the 
depressed industry, labour becomes demoralized and the fall in 
local tax receipts tends to be compensated by a rise in tax rates.. 
All these factors combine to discourage the establishment of new 
industries in the affected area.· 

The problem can be attacked from two directions, which are, 
however, to some extent incompatible with one another. The first 
approach consists in encouraging and assisting the establishment 
of new industries in the depressed areas to absorb the local pool 
of unemployed labour. The second possibility is to promote and 
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facilitate the transfer of labour away from the depressed areas to 
areas and. industries where there are shortages. 

The remedies adopted are likely to vary with the causes of de
pression. There may be some depressed areas which are inherently 
not unsuitable for industrial development but which happen to 
have been the site of an industry which has declined, and have so 
suffered from the cumulative effect of depression on the neighbour
ing industries and services, on the local finances, and on the effi
ciency and morale of the workers as to deter the establishment of 
new enterprises. In these cases it is mainly the psychological re
sistance that has to be overcome, and once a new industry is estab
lished it may prosper without further assistance. 

In fact, while governments may do much to facilitate labour 
transfer, that alone may not be enough. It may be ;necessary for 
the government itselt either to start new industries or to offer spe
cial inducements to business men. Very large adjustments had to 
be made after the last war as a result of new national boundaries. 
Thus, many of the industries in areas which had been within or 
proximate to the frontiers of the old Russian Empire had been 
designed to meet the needs of the Russian market and had to be 
adapted to new market conditions. Some were granted high protec
tion so as to secure to them the whole of the generally smaller but 
somewhat richer local market. To some, government credit was ad
vanced. Some decayed, and the governments· stimulated alternative 
industries or areas by direct assistance,. the remission of taxes on 
new undertakings over a series of years, and other means. 

In Austria the Government attempted, and with some success, 
to foster a new national tourist industry by the construction of 
roads, special railway facilities, etc. In both Estonia and Rourp.a
nia assistance was afforded to local mining undertakings, shale 
and coal, by the utilization of their products on the Government
owned railways. In every case the·govermuent must weigh the cost 
involved against the chances of profitable business proving pos
sible after a period of transition and the need for special assistance 
during that period. A permanent subsidy, whether direct or in
direct, is a proof of uneconomic use of resources which can be jus
tified, if at all, only on non-economic grounds. 

A major industry which has been most widely affected by new 
competition resulting from technical progress in the last twenty 
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years, especially in countries with high industrial density, has 
been railway transport. Railways have indeed suffered not only 
from the greater elasticity of road transport but. also from the 
fact that the main capital outlay for motor-hauling firms-the 
construction of roads-has been furnished gratis by the public 
authorities. When the railways themselves have been able, with or 
without government assistance, to adapt their own practices to 
meet the new competition, for instance by the institution of light, 
rapid motorized or diesel-engine trains or by using lorries which 
can run on both track and road, they were generally able to con
tinue to work at a profit. But when any assistance rendered from 
public funds took finally the form of a balance-sheet subsidy, the 
tendency was for the need for this subsidy to grow. It is indeed of 
utmost importance that governments when called on to render 
assistance should regard the problem before them rather as a tech-

' nical than as a financial one. 
In Great Britain unemployment in the inter-war period in cer

tain areas dependent mainly on exports was particularly per
sistent and severe. As hopes of natural recovery gradually waned 
and after it had become apparent that local effort and spontaneous 
growth of new industries would not suffice, the Government took 
a number of measures both to get new ·industries established in 
the less derelict depressed areas, and to assist the migration of 
some of the surplus population away from those areas where there 
seemed little hope of revival: The measures were applied tardily 
and with limited success; but it may be worth discussing them in 
somewhat greater detail as illustrating the type of policy that may 
be applied and the difficulties encountered. 

In order to attract new industries to the Special Areas, grants 
were given to local authorities for the building of hospitals and 
pub~c health projects. Further substantial sums were spent in 
settling unemployed persons and their families on the land. This 
was, howe~e~, largely a ~easur~ of relief; it required continued • 
heavy subsidies an~ contnbu~d fttle towards reducing the volume 
of unemployment m these distncts as a whole. Finally, attempts 
were made to enco~ag~ the settlement of private industry in the 
~epre~sed ar~as. Firms m other parts of the country were circular
~ W1th a ~ew to asce.rtaining whether they were willing to estab
lish plants m the Special Areas, but with mainly negative results. 
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A more promising line was the establishment of Trading Estates, 
providing small modern factories at moderate rents, with com
munal amenities for workers which would have been too expensive 
for firms to finance individually. This development, which began 
only a few years before the war, "met with. considerable success. 

A further means of encou1·aging private enterprise in the Spe
cial Areas was the provision of financial assistance. Firms in de
pressed areas were at some disadvantage in securing local private 
finance as compared with those in more prosperous districts, in 
addition to the fact that their own financial resources tended to 
be more restricted. In 1936 the Special Areas Reconstruction As
sociation was established with Treasury assistance to provide loans 
up to £10,000 at low rates of interest for periods up to five years 
for establishing plants in the Special Areas. 

Another type of financial assistance provided was the offer by 
the Government to pay, wholly or in part, the rates, rent and in
come tax of new firms established in the Special Areas for a speci
fied period, usually three .to five years. This offer was designed 
to remove the deterrent effect of the exceptionally higJ:llocal rates 
in these areas, together with other disadvantages, but surprisingly 
little avail was taken of it, 

In some of the remote mining valleys of Scotland and South 
Wales where the coal measures have been practically exhausted, 
local recovery was. impossible and a solution had to be sought in 
population transfer. An Industrial Transference Board was ac: 
cordingly set up in 1928, to assist the transfer, mainly of coal 
miners, to other areas and occupations. Most of the workers were 
moved to take up specific vacancies, largely on public works. Apart 
from finding vacancies, the Govern.ment gave grants towards the 
costs of lodging or removal for the married men, and for single men 
advances on their earnings and payment of railway fares to the 
new place of work. In the beginning a small number of carefully 
selected young men were assisted to migrate to more prosperous 
areas without definite jobs being provided in advance, and most 
of them succeeded in finding work .. Financial assistance to cover 
the costs.of removal of workers was supplemented by the provision 
of retraining facilities. For those who had been unemployed for 
long periods, Transfer Instructional Centres were established to 
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rehabilitate and revive habits of work rather than to teach any 
particular trade. 

Special measures were found necessary for the transfer of 
juveniles. Apart from grants to cover travelling expenses and 
maintenance, basic training facilities and welfare schemes were 
provided. . . 

Despite all the measures adopted in the inter-war period the 
amount of industrial transference from the depressed areas in 
Great Britain was small in relation to the excess unemployment 
there, and the greater part of it took place in fact spontaneously 
and without assistance.' The main reason for the low scale of 
migration was undoubtedly the insufficient level of demand for 
labour in the rest of the country. If demand as a whole is high 
enough to ensure success in securing work in another area, some 
movement will automatically take place. In the absence of this 
assurance, state assistance, training facilities, etc., can be of lim
ited avail. We see, therefore, that the main remedy for partial 
unemployment is the same as for general unemployment: the 
maintenance of an adequate level of demand in the country as a 
whole. Only when this basis exists will additional measures de
signed to promote mobility be of any avail. :But granted it exists, 
if workers are fully informed about the jobs available in other 
parts of the country, if they can be trained for new jobs without 
expense, and if :removal and travelling expenses are paid for them 
they will be prepared to accept the risk and discomfort of moving 
with a lower prospect of reward than if these facilities are not 
available to them. · 

It is frequently suggested that liberal' unemployment benefits 
act as a bar to mobility. In the absence o! general family allow
anc~. this is likely to be true for unemployed persons with large 
families where .the number of dependents is taken into account for 
benefits and not for wages. But apart from the possibility that un
employed men with large families may ac~ually ·suffer a reduction 
of income by taking a job, it is conceivable, especially after a 
~eriod of prolonged ru:employment, that some workers may prefer 
xdleness op. a bare subsiStence level to taking a new job at a reason-

~ ~etween January 1986 and June 1987, 80,000 men were transferred by the 
M•?•stry of Labour, while 61,000 moved on their own account. Royal Commission 
Ev1dence. 
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able wage. For this reason modern schemes of unemployment in
surance make the receipt of benefits dependent on willingness to 
accept suitable work or, in some cases, to undergo training for 
jobs that are available. It is important that these systems should 
be administered with full attention to the importance of encourag
ing mobility. 

We have considered up to this point local or partial depressions 
caused by structural changes which could not themselves be in
fluenced by policy. But partial depressions frequently occur on 
account of changes of a less permanent character. Thus the export 
industry of a country may be adversely affected by some passing 
difficulty in its foreign markets or more seriously by such a general 
breakdown in trade as occurred in 1929. We deal with some of 
these problems in Chapters XIX and XX. 



CHAPTER XVI 

UNE~iPLOYMENT DUE TO CHRONIC DEPRESSION 

1. THE POSSIBILITY OF A LONG-TERM DEFICIENCY 
OF PRIVATE INVESTMENT 

In the preceding chapter we considered the case o£ unemploy
ment in particular. areas or industries due to shifts in expenditure 
which might, in the absence of appropriate policies, prove o~ very 
long duration. It is frequently argued that a. general chrome un
employment may occur from a. different cause, namely, a perma
nent tendency for savings to exceed inves~ment. Theoretically 
such a state of affairs might arise in any country endowed with 
an abundant capital equipment for the satisfaction o£ consumers' 
needs, in which the distribution of wealth or the income per capita 
w;as such as to permit of large savings being effected. It would 
only arise, however, if people were reluctant to increase their con-

. sumption expenditure to the extent permitted by the increase in 
their income. 

Opinions differ as to whether unemployment of this type has 
ever in fact existed, although it is frequently suggested that the 
long period of economic stagnation and unemployment in both 
the United States of America and the United Kingdom before the 
present war was to be explained by such an excess of savings. 
Whatever the validity of this view may be, the risk o£ this form 
of unemployment presenting itself for some considerable time to 
come has been greatly diminished in countries in the scene of war-: 
fare, owing to the enormous loss of fixed capital that they have 
suffered. It is not impossible, however, that at some date after the 
war, when the most urgent tasks of reconstruction have been com
pleted, a state of stagnation of unforeseeable duration may arise, 
and we feel, therefore, that it is necessary to bear this possibility 
in mind. Should there be a tendency for savings to exceed private 
investment opportunities, it is clearly the duty of governments 
to take measures to prevent the loss and unemployment which 
that tendency would cause. 

2. STIMULATION OF PRIVATE INVESTMENT 

As _we _have remarked already, the total volume of private in
dustnal mvestment depends on profit expectations, which will be 
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affected not only by consumers' final demand, but also by the cos 
of capital, the cost of capital goods, and the willingness to tak 
risks. If savings tend to be excessive, the natural result should b 
a fall in the price offered for them, and, if this occurs or is brough 
about deliberately by a persistent policy of cheap money, it shoul< 
increase investment opportunities. Such a cheap money policy i1 
indeed the first obvious means for attempting to overcome chronic 
unemployment of .the type we are discussing. We have alreadJ 
pointed out how considerable the i.n:Huence of interest rates may bE 
in the case of the housing industry. In the heavy metal and me· 
chanica} industries its importance is not likely to be so great. Bui 
the rate of interest is in all cases of some significance, and for any 
form of permanent construction, whether on factories or on pri~ 
vately owned public utilities, is likely to be of very considerable 
significance. 

Frequently profit prospects may be enhanced by public develop
ment schemes which reduce production costs-the provision, for 
instance, of communica~ons or electric power. Such public in
vestments may not themselves be remunerative from the point of 
view of a private investor, but the total yield on national capital 
may be raised by them. They would offer increased scope for prof
itable private investment both directly in the areas concerned and 
indirectly in industries using or consuming the goods produced 
there. · 

Finally, industrial and agricultu~al research may result in dis
coveries which afford. new opportunities for investment, either by 
leading to the manufacture and use of new classes of consumers' 
goods, or by so reducing the cost of production that certain goods 
of this class can be made available to a larger proportion of the 
total population than heretofore. The key to the solution of chronic 
unemployment, if it ever manifests itself, must indeed lie in the 
growth of consumers' demand ; and it is difficult to imagine a so
ciety in which all human needs are so adequately satisfied that that 
growth cannot be stimulated, It may be stimulated either by reduc
ing costs in any of the ways we have suggested, or by more efficient 
organization of individual enterprises; or by government enter
prise; it may also be stimulated by increasing the proportion of 
national income rendered available for the purchase. of consumers' 
goods. We shall endeavour to show in the next section how this 
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change in the use of income ~ay be effected by me~sures designed 
at the same time to lower the cost of goods or services to the gen
eral public. 

a. STIMULATION OF PRIVATE CONSUMPTION 

With any given national income, if less is saved more will be 
available for consumption. An alternative approach to that con
sidered above, therefore, is to attempt to influence the volu~e off 
savings. The volume of savings -is to a. large extent a fu~chon o 
the existing distribution of national income. We observed m Chap
ter IX that income distribution might be affected either by meas
ures primarily intended to increase the productivity of the lower 
income groups or by fiscal measures causing a redistribution of 
income after it was earn~. We drew attention in this connection 
to the risk that the latter procedure might check progress owing 
to the infiuence of high taxation on enterprise. If, however, a situa
tion arises in which there is a permanent seepage of savings so 
that they go to waste in any case, the objection to income redistri
bution by fiscal measures is greatly reduced. In such circum
stances, moreover, there .is, in our opinion, a strong probability 
that the stimulus to investment caused by the growth of the pur
chasing power of the lower income groups will outweigh the dis
incentive in:Buence of .high taxation rates. We suggest, therefore, 
that should chronic unemployment of this type ever present itself, 
governments should adapt their fiscal systems in such a way as to 
st~ulate consumption expenditure and restrict saving. A high 
level of consumption may be promoted both by the measures we 
consider in the following section and, for instance, by increases 
in the .proVisions for old age. 

4. PUBLIC EXPENDITURE 

Most of what has been said in previous chapters concerning 
public expenditure as a means of counteracting cyclical depres
sions applies equally well to public expenditure as a means of 
counteracting any long-run tendency to underspend. 

It seems unlikely that within the foreseeable future even in the 
riche~ coun~es, t~ere will be any lack of outlets fo~ publie ex
pendit~e which will ~e of r~al value to the community. In all 
countnes tod~y t~e .social services are still in their infancy. Every
where education IB madequate and restricted; nowhere is medical 
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service available on equal terms to all; nowhere is the national 
equipment for hospital service, are the means of communication or 
the electrification and telephone systems sufficient to meet more 
than a part of real needs; nowhere is the housing accommodation 
for all the less privileged classes of society such as to permit of 
good health 'or even personal decency. Sh~uld a chronic tendency 
for savings to exceed private investment opportunities present it
self before these and other social services have been perfected, the 
state should find no difficulty in utilizing those excess savings for 
the good of the whole community. Unemployment due to this cause 
is indeed, in our opinion, a much easier problem to solve. than un
employment of a cyclical nature in a community where private 
enterprise predominates. 

The consequences of deficit financing in increasing the national 
debt would, of course, be much more marked in the case of a perma
nent tendency towards underspending, since with the cyclical ele
ment absent there would be no periods during which debt would 
stop increasing or could be reduced. If expenditure, however, was 
increased only to the amount of the savings which would in any 
case have gone to waste, it would represent no cost to the com-· 
munity, b1,1t a net gain on account of the services rendered by it 
and by the indirect effects of the employment to which it gave rise. 
This gain will be reflected in an increase in the national income, 
at least equivalent to the expenditure made and therefore more 
~han adequate to cover the service of the debt. But important 
problems with reference to the indirect effects of the increase in 
the national debt which we discussed at length in Chapter XII do' 
arise. 

The Delegation would not advise, however, that governments 
embark on a programme of indefinite expansion of the public debt 
merely to offset a condition of secular stagnation. It would advise 
rather that a country faced with ~uch a prospect review the general 
structure of its economy including the incidence of its taxation, 
its commercial policies, its inducements to enterprise, and its provi
sions for social security with a view to achieving conditions in 
which the productive possibilities of its industries are made to 
contribute directly in higher measure to the standard of consump
tion of its people. 

In this connection one factor should. be emphasized here. It is 
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improbable that the financing of the debt will be such as to leave 
the distribution of income unaffected. If the debt were largely held 
by richer people and the tax system were mainly regressive, then 
the financing of the debt would l~ad to a .c~ntin~ous ~edistr~bution 
of income from the poor to the rich. This lS a situation which the 
public authorities would have to be particularly careful to avoid 
in the case of a mature economy where savings tended to exceed 
investment outlets. For in such circumstances the government's 
fiscal policy would tend to intensify the tendency towards chron~c 
underspending and unemployment. In fact, however, the p~bhc 
debt in most countries today is not by any means held exclusively 
by rich people, and tax systems tend to become increasingly pro
gressive. 

IS. FOREIGN INVESTMENT 

In Chapter Xlli we considered the influence of capital migra
tion on the spread of booms and depressions and the means by 
which these :fluctuations might be reduced. Foreign investment 
may also be usefully employed to counteract any longer-term 
tendency that may arise in highly industrialized countries for 
savings to exceed acceptable investment opportunities. For it is 
clearly to the advantage of all that surplus savings should be em
ployed for the development of under-developed countries rather 
than allowed to go to waste. 

6. THE GROWTH OF LEISURE 

In contemplating the eventual transition from a high invest
ment to a high consumption economy, we are admittedly taking a 
long view. We are envisaging a period, far beyond the horizon 
~ ~ost cou.ptries, when the most urgent problems of low produc
tiVIty and consequent poverty have been solved. In this long-run 
prospect of economic and technical progress we must not neglect 
one of the most important articles of consumption which we should 
hope to see extended on a mass scale in the course of time: that 
is, leisure. Considerable progress has already been achieved in the 
more advanced countries in reducing hours of work abolition of 
c~ labour, raising the school-leaving age, enablin~ workers. to 
retue when they are too old or unfit for work and in some cases 
providing holidays with pay. Nevertheless eve~ in these countries 
large sections of the population work far harder and longer tha~ 
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is consistent with preservation of full health and efficiency, quite 
apart from the lack of time and energy to devote to cultural and 
recreational activities. 

As and if a sit~ation of stagnation appears in mature economies, 
it would seem reasonable that an increasing proportion of the 
spare resources released by technical progress should be devoted 
to increasing leisure, particularly among the more hard-worked 
sections of the population. We must not allow painful memories 
of the evils of unwanted leisure in the absence of adequate income 
to blind us to the benefits of wanted leisure for those whose primary 
material needs have already been assured. 



CHAPTER XVII 

INTERNATIONAL MONETARY IMPLICATIONS 
OF NATIONAL ANTI-DEPRESSION MEASURES 

The economic situation of an individual country endeavouring 
by the various measures discussed in preceding chapters to ~ain
tain a high and stable level of employment may be senously 
affected by deflationary or inflationary influences from abroad, 
resulting from the failure of other countries to maintain economic 
activity or to avoid inflation. We have explained the mechanism 
by which expansion or contraction may spread from country to 
country in Chapter VI, and wish now to consider first, what au
tonomous measures a country suffering the impact of these ex
ternal influences can adopt in order to support economic activity 
and mitigate deflationary or inflationary disturbances and sec
ondly, what international machinery is required to supplement 
autonomous action or to prevent such action· proving in its turn 
prejudicial to other countries. 

Our discussion on this subject, which relates largely to balance 
of payments problems, applies both to the industrial states which 
we have had mainly, though by no means exclusively, in mind up 
to now, and to countries largely dependent on the production of 
crude products to whose special problems the next two chapters 
are devoted. It is important to note that the following discussion 
does not apply to the balance of payments difficulties which many 
countries will have to face immedi~tely after this war. The nature 
of these difficulties, the possible policies to be pursued, and the 
lines of international co-operation that will be required have 
been dealt with in Part I of our Report covering t}le transition 
period. During the transition period there ~11 be an urgent need, 
both for consumption goods and for capital rebuilding. In it, the 
danger of unemployment will arise, not out of an insufficiency of 
aggregate demand such as characterizes cyclicaJ depressions, but 
from inadequacy of suitable productive and transport facilities 
and shortages of raw materials. Many countries in urgent need of 
primary imports will have no exports to offer in exchange, and 
furthermore.in all too many cases, no foreign reserves with which 
to finance essential imports pending demobilization and the re-
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establishment of peace-time industries. The difficulties they will 
have to face will differ radically from the balance of payments 
p1·oblems dealt with in the present Part of our Report, which are 
those that may be expected to arise after the transition period 
when peace-time economic activity has been largely restored and 
reconstruction has been carried to the point where different coun
tries are again in a position to exchange their goods and services. 

1. DEFLATIONARY INFLUENCES FROM ABROAD 
AND OFFSETTING POLICIES 

We shall start with the situation that arises when a country 
finds its balance of payments deteriorating because of a fall in the 
demand for its exports. The income of its exporters will fall, and 
if nothing is· done to counteract it, a cumulative deflationary 
process may set in, particularly if the economy of the country is 
largely dependent on the export industries affected. In this situa
tion the choice of appropriate policies will depend upon a diag
nosis of the predominant factors leading to the fall in export 
demand. 

The drop in exports may be due to strictly cyclical factors. The 
foreign markets may be experiencing a cyclical depression with a 
resultant decline in their foreign purchases, which there is no 
reason -to assume will prove of long duration. What in these cir
cumstances should the country affected do? Should it allow the 
depression to spread from its export industries throughout its 
economy, or should it increase domestic expenditure to compensate 
for the reduction in. foreign expenditure on its exports? In our 
opinion there can be no doubt that, in so far as may prove prac
ticable, a policy of compensatory expansion should be- adopted in 
these circumstances. To the extent that employment depends on 
total expenditure, it is essential for the maintenance of employment 
that total expenditure should not be reduced; and total expendi
ture in this case can be maintained if the temporary fall in foreign 
expenditure on the country's exports can be offset by an increase 
in domestic expenditure. In this way a country may prevent or at 
all events counteract the entry of depression from abroad. 

This is the policy required for domestic stability; but it does 
nothing to remove the deficit in the balance of payments resulting 
from the fall in exports. The·deficit must be met out of the coun-
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try's gold and foreign exchange reserves. ~ndeed, the policy of 
compensatory expansion is practicable only m so far as there are 
adequate reserves of international means of settlement. If such 
reserves are inadequate, then even a small and temporary depres
sion in foreign demand, instead of being offset in the manner in
dicated, may necessitate measures designed to restore promptly 
equilibrium in the balance of payments. 

The policy of compensatory expansion is il:ltended not to raise 
total expenditure, but to prevent it from falling. Since, therefore, 
the national income is not raised above its previous level, there is no 
reason to expect this policy to produce an increase in imports. But 
imports would of course be higher than if the country allowed 
depression to spread to its domestic economy. Tins means that the 
discrepancy in the balance of payments, and tl).e amount of re
serves required to meet it, are of necessity larger with a com
pensatory national income policy of the type described than they 
would be ii the country left things to take their "natural" course. 

With regard to its effect on the volume of employment, the 
policy of compensatory expansion is inevitably subject to limita
tions which vary in different countries according to the type of 
goods exported, the relative importance of the export trade in 
the total economy, the mobility of labour as between export and 
home-market industries, etc. Ideally, in order to prevent even 
local or frictional unemployment, the increased domestic expendi
ture should be directed to the same goods for which foreign demand 
has fallen off. But apart from exceptional circumstances, tills is 
not likely to be practicable. Just as a road-building programme 
is not likely by itself to cure all unemployment in, say, the textile 
industry, so the. compensatory domestic expenditure is not .likely 
to prevent a partial depression in the export industries. It should, 
however, be possible to prevent a general and cumulative depres
sion of the national economy in the circumstances considered; and 
that is the primary object of the policy suggested. 

Little di1Hculty in the pursuit of such offsetting policies will be 
experienced by a country with a big internal market which it 
normally satisfies largely itself. A country, on the other hand, 
whose productive equipment is mainly designed to meet the needs 
of its export markets rather than its domestic market, or a "one
crop" country, will obviously have a much greater difficulty in 
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applying ·an effective compensatory policy than a country less 
dependent upon either e:s:ports (and therefore imports) in gen
eral or upon the export of a single export commodity. Such coun
tries are indeed necessarily to a greater or less extent at the mercy 
of the policies adopted by their· trading partners. To them, in
ternationally concerted policies for the maintenance of a high level 
of employment, which we discuss in Chapter XX, are indeed in
dispensable. In the absence of such policies they may be driven to 
render their economies less dependent on foreign trade by chang
ing the whole structure of their productive mechanism. But, while 
these inescapable limitations to offsetting policies must be recog
nized, it remains true that the spread of deflationary influences 
can only be prevented by such policies, pursued if possible in 
unison, and if that proves for any reason impossible, by each coun• 
try to the greatest extent that its particular circumstances permit. 

Up to this point we have considered cyclical factors only. But a 
faU.in any country's exports may result from a deep-seated shift 
in foreign demand, implying a more or less permanent loss of 
markets for the export products in question. In these circum
stances an offsetting policy alone may prove inadequate. Measures 
must be applied to adapt the structure of production to the new 
conditions. These measures may be directed to raising the com
petitive power of the affected country abroad by increased pro
ductive efficiency-by the installation, for instance, of more mod
ern machinery or by the improvement of managerial methods. 
They may be directed to the development of alternative export 
outlets or to substituting domestic products for some classes of 
goods previously imported .. We have discussed this subject already" 
in Chapter XV, and will ~herefore confine ourselves here to draw
ing attention to two points which should not be overlooked. The 
first is that during the period of adaptation the country in ques
tion will probably suffer some loss of real income, not only because 
some temporary unemployment is likely to occur while workers 
shift from one employment to another, but also because the pro
ductivity of the workers in their new occupations is not, at first 
in any case, likely to prove as great as it was previously. Loss of 
trade is likely for a time to cause loss of income. The second point, 
which we have already mentioned in Chapter XV, is that a vigorous 
programme of adaptation will be facilitated i_f domestic business 
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in general, and hence aggregate domestic demand, is active. Go~
ernments would be well advised, therefore, to accompany their 
measures of structural adaptation by compensatory policies in 
so far as may prove practicable. . 

Our discussion np to this point has gone to show that a falling 
oft in exports caused by external influences should be offset, both 
when it is of a cyclical and when it is of a more permanent charac
ter, but that in the latter case these policies should be accompanied 
by direct measures designed to achieYe structural adaptation. In 
both cases, however, the balance of payments situation of certain 
countries may render the full application of such policies difficult. 
We have to consider, therefore, how the balance of payments can 
be adjusted. There are two possibilities. The passive ba~ance may 
either be covered by an outflow of gold (or other international 
means of payment), or it may be corrected by adjustments of the 
rate of exchange or by commercial policy. We are neglecting for 
the moment those methods of correcting the adverse balance, which 
-however desirable in themselves-lie outside the power of the 
country concerned; the balance could, for instance, be corrected 
by expansion of income, increased foreign investment, or removal 
of import restrictions in the countries from which the deflationary 
in1luences come. 

Whether it is more appropriate to cover the deficit by parting 
with liquid reserves, or whether an attempt should be made to 
correct an adverse balance, depends mainly on whether it is judged 
to be temporary or permanent. To eft'ect a permanent change in 
the balance of payments, the measures which we have just dis
cussed to change the internal structure of production will be 
required. 
, If the cause of the balance of payments deficit is judged to be 

temporary-if it is due, f'or instance, to a bad harvest or to a 
cylical setback in one of its foreign markets-the country should 
use its reserves of international currency to carry it over until the 
other country recovers. If reserves are insufficient, recourse may 
b~ had to short-term borrowing abroad. Structural changes are 
diflicult and costly and not worth undertaking if foreign demand 
is likely to recover shortly; moreover, they may cause disturbances 
abroad. If the cyclical set-back a~road is so intense or prolonged 
that a country cannot meet the adverse balance in its international 
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payments by reducing its international monetary reserves or by 
using its international borrowing facilities, then the case clearly 
calls for co-ordinated international action along the' lines discussed 
in section 8 below. 

But if the passive balance arises as a 'result of some structural 
factor, a persistent tendency to depression or a permanent change 
in commercial policy in another country, or because of a lasting 
change in taste, so that the drain on international rese1·ves would 
be· continuous, some adaptation of production will be unavoidable. 

The measures which we have just discussed for effecting this 
adaptation may have to be accompanied by policies intended to 
have an immediate influence on the balance of payments of the 
country in question. The policies for adjusting the balance of 
payments may take any or all of the three following forms: (1) 
devaluation, (2) commercial policy and (3) exchange control. 

AB far as the balance of trade is concerned, all three methods 
operate either by l".estricting imports or promoting exports, or by 
a combination of the two. But their secondary effects ~ay be 
widely different and exchange control may be used also to in
fluence the capital balance. A devaluation of the currency has at 
first the same influence as a fiat ad valorem duty on all imports 
and a subsidy on all exports; the extent to which each import is 
cut down and each export increased will then depend simply on 
the reactions of supply and demand. Consequently, unless the de
valuation is carried too far or gives rise to competitive devaluation. 
the benefits from the international division of labour are only 
affected to the minimum extent that is necessary to bring the bal
ance of payments of the country devaluiiig its currency into 
equilibrium. 

The second method of adjustment, which we have for the sake 
of brevity termed cqmmercial policy, may take various forms; but 
its purpose must be e'ither to check imports or to stimulate exports. 
In practice restriction of imports has in the past been more fre
quently employed than stimulation of exports. Moreover, it tends 
to be more selective than devaluation, in the sense that certain 
goods are generally subjected to more severe import restrictions 
or benefit by greater export subsidies than others. In consequence 
it tends to impede the international division of labour and the 
exercise by the consuming public of their power to purchase where 
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costs are lowest. While exchange depreciation is non-selective, im· 
por!_restrictions of all forms and export bounties of all forms too 
frequently protect not those most efficient in production, but those 
most efficient in exercising political )?ressure. Import duties have, 
however, this advantage over export bounties, that they" are uni
versally known, may be modified by international agreements, and 
can be bound for periods of time by such agreements. But both 
may be used in a selective manner to diminish the t·isk of instability 
through diversification, and import duties may be used as a form 
of rationing in order to assure that a country's export proceeds 
are devoted to the most essential import requirements. When im
port restrictions take the form of prohibitions, specific quotas, 
etc., trade is likely to be forced into bilate~al channels and a dis
criminatory treatment of the trade of other countries is likely to 
occur. 

Exchange control as an instrument of commercial policy is open 
to the same objections as direct quantitative. controls, with the 
additional and serious drawback that its operations are not made 
public though indeed the same is true of certain quota arrange
ments. The following passage from a study prepared by Professor 
Jacob Viner for the League sets out forcefully and succinctly the 
dangers of quantitative restriCtions: 

"The three major types of direct governmental regulation of 
foreign trade are: exchange controls applied to commercial 
transactions; import quota systems; and government monop
olies of foreign trade. 

Against all three of these, though ~· different degrees, the 
charges can be made that: 

(1) They tie up diplomacy closely with the detailed conduct 
of foreign trade and thus promote international controversy and 
facilitate the harmful injection of political and military con
siderations into trade relations; 

(2) They lend themselves more effectively than ordinary im· 
port duties to the application of monopolistic methods to foreign 
trade, to. the economic injury of the world as a whole; 

(3) They promote bilateralism in foreign trade, at the cost 
partly of economically-superior multilateral trade and partly · 
of the suppression of profitable foreign trade; 
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(4) They lend themselves to discriminatory treatment of the 

trade of different countries for economic or political purposes; 
(5) They promote, or even require for their execution, the 

development of internal monopolies and the restriction of the 
field for private enterprise, and especially small-scale enter
prise; 

(6) By placing other countries not following similar practices 
in a position of relative disadvantage in trade-bargaining, once 
established in some countries they tend to spread to other 
countries.~>~ 

2. EXPANSION OR INFLATIONARY INFLUENCES AT HOME 
AND THE TRADE BALANCE 

Up to this point we have considered the steps which might be 
taken by a country suffering from a deterioration in its balance 
of payments due to deflationary influences from abro'ad. Before 
turning to the ob;verse case of inflationary influences from abroad, 
we w?sh to consider first the case of difficulties in the balance of 
payments arising from a policy of expansio;n or from inflationary 
influences at home, and secondly, some additional implications of 
the conclusions we have so far reached. 

It is important to realize that a country which at a time of 
general depression embarks on a policy of expansion of output and 
employment along the lines recommended in earlier Chapters of • 
our Report will, if other countries fail to keep in step with it, soon 
experience a drain on its international reserves. As we have shown 
in Chapter VI, its imports will rise and exports· will lag behind. 
An expansionist policy, even if inflation is avoided, leads to an 
inc1·ease in aggregate demand, some part of which will be for 
goods purchased abroad. Moreover, it is likely to be accompanied 
by a recovery of prices which may depress somewhat the current 
level of exports. 

The increase in the demand for imports on the part of an ex
panding country is precisely the mechanism by which expansion 
is transmitted to other countries. If other countries fall quickly 
in line the exports of the exp~nding countries will again rise and 
a new equilibrium may be reached on ~ higher level of exports and 
imports. Later in the present Chapter we discuss the international 

1 TradB. RolatioM between Ji'rse-'lnarket and Controlled Economi88 (League of 
Nations, 1948. II. A. 4), pp. 86-86. 
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actions which should be taken to integrate and synchronize na~ 
tional policies in order to bring about this happy result. 

Now we wish to consider the case of a country which has under~ 
taken an expansionist policy while other countries do not fall into 
line and therefore finds itself in. difficulties in balancing its inter~ 
national accounts. Its situation is exactly the same as in the case 
discussed in secti~n 1 above in which a country is exposed to de~ 
:flationary influences from abroad. Therefore the conclusions which 
we have reached regarding the preceding case apply also to the 
present one. It should use its international reserves pending re
covery abroad. If this recovery fails to take place and the drain 
on its reserves tends to become permanent, it will of course be 
forced to take direct measures to alter the structure of its bal-
ance of payments. . . 

It is, however, of the greatest importance to distinguish from 
the case just discussed that in which a fall in exports and a rise 
in imports is due to purely inflationary price rises at home. This 
is not only an important but also a difficult distinction, because 
a desirable expansion may develop gradually into inflation. 

We have a clear case of inflation if after a high level of employ
ment has been reached prices continue to rise. In such circum-. 
stances the country has failed to keep a stable level of activity and 

• has started on an inflationary spiral which must be combatted. 
Unless its exchanges depreciate, it will suffer a consequential set
back in exports which may prove to be a sufficient check to the 
inflation. If it is insufficient, then the special measures to check 
inflation that we have discussed in Ch!lpters XII and XIV should 
be applied. 

If inflation is allowed to go on for some time, the mere cessation 
of inflation will not be .sufficient to stop the drain on the country's 
reservt;s. Prices at .home and abroad will then have got out of 
line. In such cases an exchange depreciation, though necessary, 
may be inadequate and the country may have to "face ~e problems 
of structural adaptation discussed in section 1 above. 

In all circumstances the country suffering from a drop in its 
exports must consider with the greatest care whether that drop is 
due to mistakes or accidents abroad or mistakes or accidents at 
home. It would be well advised to assume, whenever the evidence is 
open to doubt, that the fault lies rather at home than abroad. 
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8. MONETARY IMPLICATIONS OF OFFSETTING POLICIES 

. ~ince the p;opo~e~ policies are somewhat at variance with tra
d1t1.oX:al p:act~ces, 1t 1s extremely important to be quite clear about 
theu· 1mphcab?ns. At the risk of some repetition we wish therefore 
to draw attention to the two following points: 

(1) We have argued that contra-cyclical policies designed to 
offset a cyclical dro:p in demand must be as concerned to prevent 
t~e ~pread of deflahon ~broad as they are to prevent its spread 
w1thm the economy. ThlS means that a country experiencing a 
cyclical set-back in its export markets should not counter the situa
tion by seeking to cut its imports correspondingly. It should, 
rather, adopt measures to maintain its internal demand and should 
permit this demand to express itself in a maintenance of its im
ports. To do this will require larger reserves of gold or other in- · 
ternationally acceptable media of foreign exchange. than was 
formerly considered necessary. It is to meet this type of need that 
the proposals for a monetary fund worked out at Bretton Woods 
have been IorriiUlated. Without sufficient international reserves tQ 
maintain imports during periods of cyclical recession, it 1s diffic_ult 
to see how the cumulative international spread of depression can 
be avoided, or how any single country or small group of countries 
acj;ing alone can combat internal depression without restricting 
imports and thereby intensifying depression abroad, 

(2) We have argued that measures designed to interfere directly 
with the flow of foreign trade by reducing imports or expanding 
exports should be limited to situati~ns in which a disequilibrium 
in the balance of payments is judged to be persistent, leading to. 
a continuous drain on foreign reserves. Given these circumstances, 
a depreciation of the currency, limited to the amount necessary to 
restore exchange. equilibrium, will produce less shock to inter
national stability and less ultimate distortion in the world economy 
than the imposition of specific restrictions on imports. Sole re
liance should, however, not be placed on currency depreciation to 
achieve structural adaptation. Depreciation should be regarded as 
supplementary to direct measures designed to increase either the 
efficiency of the export industries f!r the acceptability of their 
products, or, in cases where markets for certain exports are per
manently lost, to measures designed to facilitate the adaptation of 
unemployed resources to new types of exports or to the provision 
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of substitutes for imported products. Frequently these direct 
measures of structural adaptation will be sufficient and deprecia
tion or restriction in any form can be avoided. 

We are aware that in practice situations may present themselves 
the diagnosis of which is extremely difficult, and others in which 
the application of these principles will depend on the policies 
adopted by other countries. Many of these situations are discussed 
in succeeding paragraphs of this Report. Many which cannot be 
commented upon in advance in the absence of specific knowledge 
of the relevant factors, will, we believe, lend themselves to diagnosis 
at the time in the spirit of the principles stated here. 

4.. FOREIGN INFLATIONARY INFLUENCES 

Where inflationary influences from abroad make themselves felt 
the increase in exporters' incomes may give rise, to an upward 
cumulative process, and if resources are already almost fully em
ployed, this may cause an undesirable increase in prices, give rise 
to speculative activities and have disturbing and regressive effects 
on the distribution of income. 

AB before, the effects of the increased incomes of exporters may 
be offset by a corresponding decrease in domestic expendituJ;e. 
Domestic credit expansion may be avoided by sterilizing part of 
the balance of payments surplus. Private expenditure may be re
duced by credit restriction or taxation, and public expenditure 
may be curtailed in the hope of compensating gradually for the 
boom in the export industries. The balance of payments problem 
in this case is less urgent, since it involves an accretion instead of 
a loss of gold reserves. It is true that when the gold comes from 
reserves, one country's gain is another country's loss, and that the 
losing countries may have to take steps to stop the :flow even if the 
gaining country need not do so. But if the surplus country is 
small and is absorbing gold from a number of larger countries, 
this check may not operate. The amount of gold each deficit co }In
try is losing may be unimportant, while the amount gained by the 

· surplus country may be large in relation to its annual imports. If 
the surplus is due to long-term structural factors, the country 
may not wish to tie up a large and constantly increasing part of 
its assets in gold reserves. 
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In this case som~ struct?ral adjustment of the balance of pay

ments rna~ be required; t~ may take the form of increased long
term. le~ding; o~ relaxation of import restrictions, or of an ap
preciation of the currency. The last two methods, which operate 
on the current balance, also help to offset the increase in domestic 
expenditure and prices. By diverting some expenditure from the 
home market to imports, or by discouraging exports, they would 
tend to check the inflationary effects of the original rise in foreign 
demand. An increase in long-term foreign investment, though it 
would serv.e to offset the current surplus and thus produce' an 
equilibrium in the balance of payments as a whole, would not neces
sarily exercise any offsetting influence on the national income. It 
may do so in certain circumstances, but when it does not a greater 
cut in domestic expenditure would be necessary to avoid inflation 
than if the balance of payments adjustment were effected in an
other way. 

One of the rare examples of a deliberate adjustment of a balance 
of payments surplus was the appreciation of the Swedish crown 
undertaken during the first World War in order to check an un
wanted inflow of gold. Most countries, however, have preferred 
to sterilize part of their gold imports, leaving their exchange rate 
unchanged; and when faced again with a surplus in 1936-37, the 
Swedish Government took steps to offset the inflationary effects 
by curtailing domestic expendjture, but undertook no structural 
adjustment of her balance of payments, so that gold continued to 
flow in. 

5. DEFLATIONARY INFLUENCES AT ROME 

If the inflow of gold into any country is due not to inflationary 
tendencies abroad but to deflationary tendencies at home, then 
clearly the appropriate policy to restore equilibrium is to stimu- • 
late domestic activity and raise the national income. 

o. CONDITIONS FOR A SMOOTH-WORKING SYSTEM. 
OF INTERNATIONAL PAYMENTS 

The policies we have considered up to now have dire~t influence 
on the state of economic activity, not only in the country pursuing 
them, but in others. They are necessarily matters of international 
concern; and all national action to promote economic activity in 
a community of nations linked by international trade is a matter 
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of international concern.1 It is necessary, therefore, to have some 
organ for the co-ordination of national policies and some mecha
nism for effecting international payments with a minimum of 
disturbance. 

A smooth-working system of international payments should 
permit all countries, while maintaining a stable high level of em
ployment at home, to meet payments due on international account 
without employing restrictive practiceS which impair the flow of 
multilateral trade, 

We draw attention in Chapter XVIII to the dependence of 
many agricultural and mining countries upon foreign trade; but 
certain highly industrialized countries are scarcely less dependent. 
When capital goods constitute a large proportion of their exports 
these industrial countries are particularly susceptible to fluctua
tions in econom,ic activity abroad. When in addition their imports 
consist largely of indispensable foodstuffs, their balance of pay
ments becomes particularly vulnerable. Neither these countries nor 
certain of the smaller industrialized states ~th highly specialized 
export industries can hope to maintain a high and stable level 
of employment by means of domestic compensatory policies alone. 
It is therefore of vital importance to them, and indeed to the whole 
world, if standards of living are to be upheld or improved, that the 
volume of world trade should be maintained and that sudden 
changes in either the direction or the composition of that trade 
should be avoided. More than a mechanism to permit the smooth 
transfer of international payments is required. If depression and 
the spread of depression from market to market are to be obviated, 
there is need both for, the will to maintain a high levei of economic 
activity and income and for the will to maintain a multilateral 
system of trade in which all are able to participate under condi
tions at once equitable and stable. 

We have dealt with the problem of commercial policy at some 
length in Part I of our Report, and refer to it again in Chapter 

1 Cf. the Resolution concerning social provisions In the peace settlement adopted 
at the International Labour Conference of 1944. The Preamble of this resolution 
declares that "the economic life and conditions In each nation are Increasingly 
dependent upon the economic life aud conditions of other nations"; and Article 
III places "opportunity for useful and regular employment" at the head of a list 
of "matters" which "are of International concern and should he among the social 
objectives of International as well as national policy". International Labour Office, 
OjftciGl BvllstU., voJ. XXVI, No. 1, p. 79. 
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XX. We wish here to emphasize the fact that the imposition of 
~rade restrictions or any structural changes adversely affecting 
unport~nt branc~es of trade are likely to impose shock~ the re
?ercus~wns of which will be felt not simply by the export interests 
unm~d1ately concerned, .but throughout the whole trading com
muruty. ln~eed, the m~m~nance of a smooth-functioning multi
lateral tradmg system 1s, m most countries, an absolute condition 
of the maint~nance of a stable and high level of employment. On 
the assumption, therefore, that such a system is maintained, we 
may. J;>ass on to consider in greater detail its monetary pre
requlSltes. 

We have already suggested that countries should meet tempo
rary deficits in their balances of payments by allowing an outflow 
of gold or other international means of payment. In order to 
render this possible, each country must be equipped with a reserve 
of international means of payment at least sufficient to meet such 
temporary discrepancies between receipts and expenditures on in
ternation~l account as are likely to occur. It does not matter 
exactly what form these reserves take. They may consist of gold, 
of liquid foreign assets, of an overdraft facility in some interna~ 
tional clearing organization, or of the right to exchange domestic 
currency for the particular foreign currency required through 
some international stabilization fund; the essential point is that 
the reserve should be in some medium which is internationally 
acceptable. 

Adequacy of reserves, as the Bretton Woods Conference recog
nized, is thus the first prerequisite for a working system of inter
national payments. A second, equally important condition is the 
establishment of appropriate exchange rates. If' a country has an 
overvalued currency and wishes nevertheless to keep its national 
income at a level corresponding to a high level of employment, its 
international reserves will soon be exhausted, and it will inevitably 
be driven into bilateral and restrictive trade practices,_ of which 
the experience of the nineteen-thirties furnishes ample illustration. 

By approp~iate exchange rates we mean rates which will secure 
long-run equilibrium in the balances of payments of all countries 
without imparting deflationary influences to any one of them. Such 
exchange rates would be appropriate to a situation in which all 
countries enjoyed a high level of employment without inflation. 
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It is clearly desirable that the rates of exchange should be fixed 
not by the uncoordinat~ action of individual countries, as was 
the practice throughout the inter-war period, but by ~ommon 
agreement. It is likewise desirable that subsequent change~ m ra~es 
should not be made lightly, but only after careful consideration 
by all the parties concerned. The possibility of maintaining stable 
rates will depend largely on the policies pur~ued by major indus
trial states. 

7. RESPONSIBILITY OF MAJOR INDUSTRIAL STATES . . 
We must face the problem, therefore, of how to prevent mal

distribution, and depletion of reserves, if some important countries 
consistently allow their national incomes to fall so that widespread 
unemployment results. If economic conditions in a country of 
.major industrial and hence trading importance are slack, its 
demand for foreign goods, particularly for the exports of the 
primary-producing countries, will drop, the incomes of these coun
tries will decline. If they endeavour to maintain their imports, 
their reserves of gold and foreign . assets will be depleted, and 
sooner or later they may be forced to devalue their currencies or 
to restrict imports by some more direct means. This situation is 
likely to be aggravated by the fact that major depressions in ad
vanced industrial countries are usually accompanied by a cessa
tim;l in their exports of capital. 

The devastating effects of the depression in the United States, 
for instance, on international exchange reserves may be gathered 
from the fact that dollars supplied to the rest of the world 
(through imports and long-term foreign investments) fell from 
$7,400 millions in 1929 to $2,410 millions in 1932 (i.e., by 67 per 
cent).' It would have been quite impossible for other countries to 
meet the drain arising from changes of these dimensions simply by 
allowing their international currency reserves to be depleted: In 
fact, losses of gold were accompanied or shortly followed in aU 
oountries by internal deflation, import restrictions or currency 
devaluation. How can the system of international payments and 

1 Of. Tlu U11ite.J State• ia tlu World Bcorwmy, United States Department of 
Commerce, Economic Series, No. 28 (1948). 

Merchandise imports plus other current payments fell from $6,860 mUlions In 
1929 to $2,820 millions in 1982 (i.e., by 64r per cent) and long-term foreign invest
ment fell from $1,04.0 millions to $90 millions (i.e., by 91 P.er cent), 
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multilateral trading be fortified to weather such shocks should 
they occur again in the future? Can the risk of such shocks oc
cuning be reduced by international action? 

8. CO-ORDlNATED INTERNATIONAL ACTION 

Up to a point, the existence of ample reserves of international 
currency in all countries should provide a buffer, enabling them 
to offset deflationary influences and preventing a depression from 
spreading beyond its country of origin. It is possible, however, 
that the reserves will not be sufficient to carry the other countries 
over until the depressed country has recovered. 

In these circumstances, unless the country from which the de
pression is spreading appreciates its currency, three possible lines 
of ·policy would seem to present themselves to the other countries 
affected: · 

(i) these countries may simply suffer passively all the effects 
of the spread of depression which we have described al}ove; 

(ii) they may concert with the depressed country in order 
to wo1·k out a method by which that country may itself correct 
its balance of payments either by capital exports, or by an all
round stimulation of its economic activity; 

{iii) they may endeavour to right their balance of payments, 
not in general, but as against the country which is causing the 
strain on their reserves. 

The first course is equivalent to the absence of policy. The sec
ond. is obviously to be preferred whenever it can be applied. It im
plies that constructive measures are adopted to remove the trouble' 
at its source, not simply defensive measures against contagion. 
Moreover, it is clearly preferable whenever possible to concert, 
with the. country from which the depressing influences spread, to 
take measures to revive activity and so check these influences be
fore others have been compelled to suffer a loss of their reserves or 
to accentuate the risk of such loss by adopting autonomous meas
ures to counter depression. 

For these purposes an international organ for joint discussion 
and the co-ordination of policies will be required. This organ should 
be prepared at all times to put forward proposals for mitigating 
d:epressive influences, and when structural changes threaten to 
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cause depression, to submit plans for rendering those changes as 
innocuous as possible. These plans and proposals may ~elate to 
'any part of economiclife.'There are no reasons for assummg th~t 
they will relate primarily to monetary policy. Indeed, that 1s 
improbable. The remedies required may be any of the types of 
policy that we have discussed in earlier chapte~; they may de
mand action by one country only, or they may mvolve some far
reaching structural reorganization in which many countries will 
have to participate. 

The third course mentioned above demands no less an interna
tional organ, for it implies some element of discri.xillnation. If 
countries are to right their balances of payments against one. 
other country only (or a small group of countries) they will be 
compelled to take special measures to check imports from or stimu
late exports to that country either by tariff measures or by quan
titative restrictions or by controlling oper,ations in that country's 
currency. All these measures, if applied only to one country, or 
a restricted nunJber of countries, are discriminatory, and if each 
country is free to decide when conditions have arisen justifying 
such action, the breakdown of international trade and of normal 
commercial relations is inevitable. Clearly in these conditions joint, 
agreed and formally regulated action is required. The need for 
such action is recognized in the sc11rce-currency clause of the In
ternational Monetary Fund Agreement. 

Before such a policy is applied, every effort should have been 
made to work out, with the country from which deflationary in
fluences emanate, means by which it may stimulate its economic 
activity and bring itself into line with the rest of the world. 

~either this nor any other policy adopted by third parties can 
brmg about a revival of economic activity in a country which is 
reluctant to take the necessary measures. It is not intended, there
fore, to cure the malady at its source. Indeed, it may accentuate 
the malady, because the discrimination against the exports of the 
count:y from_ which the depression is spreading will itself have a 
deflabo~ary influence on that country. Nor is it an offsetting 
.policy, in the sense ~hat. it subst~tutes a new demand for the g~p 

. caus~d by the red~ction In those ~ports of this country which are 
requ1red to meet 1ts own domesbc needs. What it can do is, first, 
to prevent the deflation arising in the country in question from 
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?ep~et~g the cu;rency reserves of other countries and in this way 
zmbating deflation there, and, secondly, to permit these countries 
to expand their trade inter se without the risk of loss of reserves 
arising on that account. These are results of major importance; 
but the policy will only be wholly successful if, owing to the joint 
pressure of this concerted discrimination, the country from which 
the depression is spreading is induced to adopt expansionary 
policies at home. On the other hand, it is clearly preferable to a 
generalized policy of obstructions to trade which is likely to be 
adopted, if the reserves of many countries are deple.ted owing to 
the failure of some country of major importance to maintain eco
nomic activity and if no specific action is taken either to persuade 
that country to stimulate its economic activity or to ward off the 
d':flationary influences emanating from it. 

9. CAPITAL MOVEMENTS 

Balance of payments difficulties with all their repercussions may 
arise, not because of lack of equilibrium on current account, but 
because of movements of capital. It was not only disturbances in 
the current balance of payments arising out of depressions that 
caused the maldistribution of gold and led to the breakdown of the 
multilateral trading system in the 'thirties. Even more .serious 
disturbances arose in the capital chapter of international accounts. 

In the days of the gold standard, when the fixity and con
tinuance of existing exchange rates were taken for granted, short-· 
term capital movements were usually of an equilibrating kind. 
A rise in the discount rate and fall in the exchange rate within the 
gold points in a country with an adverse balance of payments 
would he the signal for an inflow of short-term funds, which re
lieved the need for an outflow of gold. But after the devaluation 
crisis brought on by the 1929-32 depression, confidence in the 
stability of exchange rates was destroyed. An adverse balance of 
payments came to be regarded as a prelude to devaluation and 
gave rise to an outflow of short-term capital of a disequilibrating 
kind, and political and personal insecurity greatly accentuated 
this tendency; capital flowed away from the country with an adverse 
balance and thus increased, instead of relieving, the loss of gold. 
The enormous flow of private funds to the United States between 
1934 and 1939 was almost entirely of this disequilibrating type. 
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It is clear, as we stated in Part I of our Report, that in the 

transitio11- period after the war "control over capital movements 
by means of an exchange control not designed to hamper the move
ment of goods will ... prove indispensable in many countries".' 
It may be hoped that if adequate measures are taken to revive 
confidence in the maintenance of peace once it is won, if a satis
factory international monetary system is established with appro
priate exchange rates, and if the major countries succeed in main
taining their national incomes at reasonaqle levels and co-operate 
to that end, the motive for disequilibrating capital movements will 
not again arise, and it ~ill prove possible for countries to abandon 
their present controls over capital movements. 

Nevertheless, should balance of payments disturbances again 
occur, as a result of political insecurity, badly chosen exchange 
rates, or inadequate anti-depression policies in some important 
countries, measures will c~inly be required to check disequili
brating :flights of hot money. 

If effective checks can be obtained through controls less rigor
ous than supervision over all exchange ~ransactions, we would 
prefer to see this course adopted, for exchange control necessarily 
involves expense and effort and may involve delay. If, however, 
the inducements causing short-term capital movements are strong, 
it is unlikely that these movements can be effectively controlled 
without an exhaustive supervision over all foreign exchange trans-

• actions; capital :flight may be concealed in apparently innocent 
trading operations. We think it necessary, therefore, that coun
tries which may in future find it necessary to reintroduce a system 
of exchange control should be fully conscious of the apuses to 
which such control may be subject and should take steps to guard 
against these abuses. We have in :t;nind particularly the administra
tive use of exchange control machinery, ostensibly intended to 
control capital movements, for the purpose of interfering with cur
rent account transfers or discriminating against certain foreign 
mark~ts. Exchange control after the transition period should, in 
our VIew, never be used for these purposes save with the express 
autho~ization of an international monetary authority, if one is 
established, Exchange control over current trading transactions, 

1 Th1 Tr~m~itloa from War to P~U• Economy, League of Nations, p. 88. 
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like the rate of exchange itself, is a matter of concern to all states, 
and, like exchange depreciation, is liable to prove contagious. 

In other words, we view both exchange stability and freedom 
from the danger of the abuse of exchange control in any form 
as desiderata of policy, but we attach greater importance to ex· 
change stability, because unstable exchanges are almost certain 
to have unsettling effects, while co~trol of capital movements will 
only. have serious unsettling effects if it is abused. 



CHAPTER XVIII 

NATIONAL ANTI-DEPRESSION MEASURES IN RAW 
:MATERIAL AND FOOD PRODUCING COUNTRIES 

1. CLASSES OF COUNTRIES CONSIDERED 

It was explained in Chapter V that the problem of depressions 
in primary producing countries is in many ways different, }:loth 
·in its origin and in its manifestations, from that in industrial 
countries. We must now consider what special measures may be 
taken to mitigate the incidence of depression in these countries. 

There are several distinct groups of non-industrial countries, 
which are somewhat differently affected by cyclical movements 
although they naturally shade into one another so that a clear
cut classification is not possible. Three groups may be distin
guished here. The first group consists of agricultural countries 
with a low income per head, such as India and China and, to a 
lesser extent, parts of Eastern Europe, in which capital and in 
some cases land are relatively scarce compared with labour. This 
relative scarcity of capital and land keeps down productivity so 
that the majority of producers live at or near subsistence level. 
Only a relatively small proportion of production enters into the 
cash economy, and a still smaller proportion is available for 
export. 

In consequence, this group of countries is somewhat less affected 
than the others we have to consider by depressions and booms in 
the outside world. To some extent it is affected; for a change in 
the price of export products, even when a small proportion of 
total output is exported, is likely to influence the prices of the 
whole amount of these products sold on the domestic market. This 
will in its tum reduce the income of tlie peasants and will increase 
the real burden of the debt of the individual producers; and the 
peasantry in these poorer countries is as a rule heavily 1ndebted. 
But production, employment and even consumption may be only 
slightly affected.: The major immediate influence of a depression 
on the peasants is thus financial, while the long-term influence 
may be permanently to lower their standard of living, owing to 
the fact that additional indebtedness is incurred during the period 
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of depressed ~rices. At the same time, such domestic industries 
as may be servmg the local market may find the demand even for 
the most e~eme;'ltary necessities falling off to a much greater·ex
tent than m rxcher countries enjoying the benefits of social in
surance. But the contribution of these industries to the total 
natio?al inco~e i~ small. The major cyclical problem here there
f;ore xs to mamtru;'l the money income of the peasant, and this is 
likely to ?e .more x~portant than the m~intenance of exports. 

There Is m addxtxon a long-term problem of vital importance, 
~amely, that of increasing productivity by education and train
mg of labour, by improving communications, by acquirinO' and 
utilizing productive equipment-the problem, that is, of r:ising 
the rate of investment, whether financed by domestic savings or 
by capital imports. Unemployment in the form in which it appears 
in industrial communities presents itself only to a very limited 
extent in these countries, though they usually contain a substan
tial amount of disguised unemployment in the form of superfluous 
labour on the farms, which could be released for industry or non
subsistence farming if capital were available to employ it. Both 
the cause and the :remedy for such unemployment are different 
from those we have under consideration in relation to the business 
depressions with which we are concerned in this Report. The 
origin of the poverty and slow development in these coun
tries lies in a shortage rather than an excess of savings; the large 
increase in investment need!i!d to increase productivity requires 
either a curtailment of consumption or an import of capital; and 
curtailment of consumption in areas where the standard of living 
is already very low can hardly be effected save by compulsion and 
at the cost of serious hardship. 

The second group of primary producing countries consists of 
countries such as Australia, New Zealand or the Argentine, in 
which land and capit~l per head of population are relatively 
abundant and the standard of living relatively high. These coun
tries are largely dependent on outside markets, and are particu-, 
larly sensitive to the effects of depressions in industrial countries 
on the demand for their exports, as well as on the flow of capital 
.imports. 

The depression problem in these countries centres round fluc
tuations in income received from their main exports and not simply 
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round the effect on total money income of a fall in export prices. 
AB we saw in Chapter V, tllis income fluctuates mainly as a result 
of price movements and less through variations in.the vo~um.e of 
output. In other words, the main problem for such countries IS to 
prevent or compensate a deterior~tion in their term~ of ~rade, 
or at least to mitigate the repercussions of such a determrabon on 
their national incomes •. 

The thlrd group of countries consists of those, whethel' heavily 
populated or not, whose national income is largely dependent upon 
the export of minerals. In this group would fall~ for instance, 
Bolivia, Burma, Colombia, Rhodesia, South Africa and Vene~ 
zuela. · 

The depression problem of these countries is in many ways 
similar to that in the second group, but with this difference that 
their income derived from exports is likely to be influenced by 
changes both in the quantity and in the price of their exports. 
This phenomenon presents itself to some extent also in the case 
of certain agricultural countries exporting agricultural raw ma
terials or semi-luxury goods-for instance, the rubber plantation 
and the tropical fruit states. 

2. CAUSES OF DEPRESSIONS IN THESE CLASSES OF' COUNTRIES 

Short-term variations in the incomes of primary producers may 
arise from different causes. In the case of certain agricultural 
products, fluctuations in harvest yields due to climatic or other 
factors may affect the export proceeds; but the main cause of the 
price fluctuations of all primary' products is likely to lie in the 
cyclical movements of national income in industrial countries and 
consequent sharp variations in their capital exports and in the 
demand for these products. AB we have seen, these variations in 
demand are likely to influence the price and not the output of 
most agricultural products, and both the price and output of 
minerals. Views may differ regarding the respective importance 
of harvest variations and fluctuations in demand in -causing cycli~ 
cal depressions in agricultural countries. But since harvest varia~ 
tions affect only a few commodities, and in ~ny case little can be 
done to prevent them, stabilization of income in industrial coun
~ries wo~d contribu~ mo:e than. anything else towards prevent~ 
mg cyclical fluctuations m the mcomes· of the agriculturalists. 
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This stabilization of income would not only maintain their demand 
for crude products bui; also tend to assure a more even How of 
capital exports. Wide variations both in the money income and in 
the balances of international accounts of the countries producing 
crude. products would thus be prevented. Hence the policies dis
cussed in earlier chapters designed to procure stability in indus
trial countries must be regarded at the same time as the main cure 
for cyclical depressions among primary producers. But industrial 
countries may fail to stabilize their business activity; and, even 
if they succeed, changes in demand for certain products may oc
cur owing, for instance, to the development of some synthetic raw 
material, which may give rise to a structural depression in one 
country or. another. We must consider then what measures may 
be taken by primary producing countries themselves to mitigate the 
impact of disturbances in their foreign balance on their economic 
life and whether joint measures can be designed between industrial 
states and primary producers which may help the latter-and 
possibly the former also. 

We shall devote this chapter to national measures and deal with 
international action in the two following chapters. 

8. DIVERSIFICATION 

When a depression occurs in a country producing crude prod
ucts owing to a permanent shift in demand away from one or-more 
of its export products, structural changes will be required. The 
country has no alternative to adapting its production with or 
without foreign assistance to meet the changed conditions of de
mand. Structural changes may also be required in countries which 
specialize on one or a few staple commodities that constitute the 
bulk of its exports, if the demand for these products proves highly 
variable. A familiar method of attempting to mitigate the impact 

. of recurrent depressions in these countries has been the diversifi
cation of productive activity with a view to reducing the risks 
attached to a "c,me-crop economy".' The diversification may take 
the form of promoting not only manufacturing industry, but also 
a greater variety of agricultural production. Proposals of this 
kind were discussed.at the United Nations Conference on Food 
and Agriculture, held at Hot Springs, Virginia, in the early sum-

1 Of. Beoi<lm of Worlti Trads,19S7 (League of Nations, 1938. II.AJi), pp. '18, '14. 
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mer of 1943. But this i~ a long-term policy which cannot, of course, 
be employed to avert a specific threatened depression. In the ab~ 
sence of such structural changes, what measures can the primary 
producing countries take to mitigate or avoid depression P Such. 
measures may be directed either towards assisting the ·particular 
producers concerned by means of export subsidies, debt relief 
etc., or towards maintaining the level of national income as a whole. 

4. EXPORT SUBSIDIES, Gl:J.A,RANTEED PRICES AND 
GOVERNMENT PURCHASE SCHEMES 

One means which has frequently been adopted to mitigate fluc
tuations in the incomes of exporters is the payment of export sub
sidies during depre!?sions. Such subsidies, which for reasons we 
explain below we do not advocate, are likely to exercize their 
maximum stabilizing influence if supplemented by export taxes 
when prices are high and financed by borrowing, the tax receipts 
being used for debt repayment, These subsidies have exactly the 
opposite effect to that of an export tax in that they tend to keep 
up the price of the products sold at home •. They are likely to prove 
less costly, therefore, when the proportion of the total domestic 
production exported is small-the first group of countries men
tioned above. Partly for this reason, no doubt, a number of <loun
tries have had recourse to government purchase schemes. Under 
such schemes the government buys the products at a fixed price, 
itself bearing the loss or reaping the profit due to the deficiency 
or excess of the world price over the price paid. 

Such a scheme was introduced in New Zealand under the Pri
mary Products Marketing Act of May 1936. The Act was in fact 
applied only to dairy products. The Government assumed owner
ship of all butter and cheese for export, for which farmers were 
paid fixed prices. Domestic sales were regulated with a view to 
keeping prices on the home market in line with the guaranteed 
export prices. The theory behind the scheme was that the profits 
earned when world prices were above the guaranteed price would 
serve to cover deficits incurred when world prices were low. The 
~cheme was thus intended to be self-financing in the long run, 
temporary deficits being covered by advances from the Reserve 
Bank. At t4e same time, however~ prices were supposed to aff~rd 
"a reasonable state of comfort" to efficient producers. This cri
terion in the period up to the outbreak of the war proved more 
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important than that of financial self-sufficiency. In· fact, during 
the three ye.ars up .to that date, there was a general tendency for 
the fixed pnce to rise, and although world prices were rising also 
ther~ was a surplus of £550,000 in the season 1937/8 but a ne~ 
deficit for the three-seasons of £1,000,000. · · · . 

Guaranteed prices for a number of agricultural commodities
wheat, rye, butter, cheese, eggs, bacon and wool-existed also in 
~stonia. In the case of eggs and bacon, the market p1·ices rose at 
times above the guaranteed price, yielding a profit for the special 
fund that was created. In other cases prices had to be continuously 
subsidized from the fund. 

In the Argentine guaranteed prices for wheat, linseed and 
maize were administered by the Grain Regulating Board created 
in 1933. The Board undertook to purchase any of these commodi
ties to any extent necessary whenever market prices fell below the 
guaranteed minimum. The costs of administration and losses on 
these transactions were financed from the profits arising out of 
the difference between the buying and selling price of foreign ex
change. When world prices were above the guaranteed minimum 
(e.g., wheat in 1934/5, linseed in 1936/8), the Grain Regulating 
Board ceased operations, so that its own activities ol?erated only 
as a subsidy and not as a tax. The tax-in the form of the profits 
of the foreign' exchange fund-fell on imports and exports 
generally. 

Similarly, the wheat and rye monopoly opera~d by the Cereals 
Purchase and Export Administration in Bul~aria was used to 
subsidize prices of these commodities. Any profits· were shared 
pro rata among the growers, while losses. were covered by the 
State. The Cereals Purchase and Export Administration was also 
authorized to buy at fixed prices a number of other commodities
rice, tobacco, hemp, :Bax-in which there was no. State monopoly. 

Frequently these guaranteed price schemes are coupled with 
some form. of subsidy, the government either exporting itself at a 
loss or granting a subsidy to private exporters so as to reduce its 
own stock holdings. 

Experience show11 that in practice the guaranteed price tends 
to be fixed at too high a level, so that the burden _of the subsidy 
in depressions is never fully offset by taxes during booms. Apart 
from this practical objection, however, such schemes have a serious 
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disadvantage in principle. If they are enforced and the govern~ 
ment does not simply accumulate stocks, -they stimulate exports 
when prices are low and penalize them when prices are high, there
by tending not only to accentuate price :fluctuations in the world 
market but also, over a period of good and bad years, to reduce 
the average income from exports. For this reason an export sub
sidy and tax policy, though it may well help to reduce :fluctua
tions in producers' incomes, is definitely inferior to an interna
tional policy of buffer stocks or even to a contra-:cyclical stock 
policy pursued by a single government and operated without the 
aid of a subsidy. But stock piles accumulated by a single govern
ment are liable to stimulate the production of what is already in 
excess and to grow until they rather threaten than support the 
.market. They constitute, moreover, a very difficult financial under
taking when the proportion of the total crop exported is large, 
and would involve even more serious risks in the case of minerals, 
the output of which can be easily and may be suddenly increased. 

Subsidies in our opinion are open to the strongest objection on 
grounds of commercial policy, They constitute a means by which 
one government endeavours to promote its trade at the expense 
of other countries. They involve, therefore, the risk of tempting 
other governments to grant subsidies in their turn or to impose 
special restrictions against the countries granting them. In the 
one case they defeat their own purpose directly and involve govern
ments in useless expenditure; in the other they defeat their own 
purpose indirectly by leading to a blocking of the channels of 
trade. 

IS. DEBT ALLEVIATION 

A factor which tends to accentuate the :fluctuations in incomes 
of agricultural producers resulting from price changes is the 
peculiar rigidity of their capital costs. Apart from self-financing, 
investment in agriculture is nearly always financed by debt. Yet 
agriculture of all industries is the least suitable for financing by 
fixed and rigid claims on money. It is subject to the vagaries of 
the weather, and it is subject to exceptionally violent price move
ments .. Fi~an~ing predom.inantly by debt thus aggravates the 
hardships mfhcted by cyclical demand and price fluctuations. 

One way of mitigating :fluctuations in fariners' incomes is there
fore to reduce the rigidity of agricultural debt, to make the con-
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clition~ of. financing more flexible as regards both interest and 
amortization. For long-term government and commercial debts 
some flexibility is provided by the possibility of reducing interest 
charges ~hroug~ conversion operations, This element of flexibility 
may be msufficrent for agriculture, but it is clearly advisable to 
make the fullest possible use of it whenever conditions in the 
capital market are propitious. 

Bank loans normally play a specially important part in agri
cultural debt structure. It is a practice in some agricultural coun
tries for the central bank to grant direct loans and discounts to 
a wide circle of private customers. When this is the case, owing to 
the central bank's competition with the commercial banks, changes 
in the bank rate may have both a direct and an indirect influence 
on the cost of credit. In all circumstances central banks in agri
cultural countries should be encouraged to influence the short
term interest rate by varying their own discount rate and by other 
means at their disposal, so as to make. farmers' interest charges 
on working capital more flexible when prices change. 

As regards long-term mortgage debt, the depression of the 
early 1930's was marked by drastic and far-reaching debt relief 
measures in practically all agricultural States. That depression, 
as measured by the fall in agricultural prices, was of exceptional 
severity; but so long as prices continue to fluctuate widely, com
pulsory conversions and morato1·ia are likely to recur- in times of 
dep1·ession. These measures, however, upset confidence, It might 
be preferable to regularize the position and to recognize in the 
legal instruments of financing the peculiar economic vulnerability 
of agriculture. 

The most suitable measures to adopt to this end would depend 
on local conditions; but we may mention one or two examples which 
illustrate the type of policy that could be adopted. In Denmark 
in 1931 the Government made advances to farmers .to assist them 
in making settlements with their creditors ; the settlements in
volved repayment of 85 per cent of the debt on condition that the 
interest on the remainder, which was subject to moratorium, 
should vary with the price of butter and bacon. More important 
was the law of 1988, which provided that small farmers settled 
and financed by the State should have the option of paying interest. 
varying with economic conditions instead of at a fixed rate. The 
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variable interest was based on the prices of butter, bacon, and 
barley. A fall in the price of these commodities was at once_ re
flected in a fall of interest charges. In 1938 the system was modified 
to give the small farmers the option of having their interest pay
ments based on their incomes, instead of on the prices ,of their 
products. 

In the examples quoted above the creditor is the State. The 
same principle, however, of val'iable farm mortgages has been 
used on a considerable scale in private farm financing in certain 
parts of the United States and Canada. The main instrument 
used is a crop-share agreement. Such agreements take many 
forms, but the characteristic feature is that the annual service of 
the debt is represented by a specified share of the crop. The amount 
of money produced by the delivery of tl1e agreed share of the crop 
is credited first to interest and then to amortization account until 
the debt has been completely paid off. This provides flexibility as 
to the timing of the repayments of the principal. 

It should perhaps be stressed once more that the burden of 
agricultural debt becomes a problem mainly as a result of the in
stability of agricultural prices. The fundamental solution must 
lie in greater stability of prices; it is only in so far as this is not. 
achieved that modification of the debt structure and other such 
palliatives become necessary. 

6. MONETARY STABILIZATION 

We described the broad lines of the banking and monetary poli
cies we advocate in Chapters XI and XVII, and explained how 
expansion or contraction of credit and therefore of national 
money incomes may be influenced either by means of the redis
count rate of the central bank or by modifying from time to time 
the reserve requirements of the commercial banks or by some form . 
of open-market operations. 

In many agricultural countries, however, conditions have not 
been favourable for such operations, and it is in our opinion im
portant that the difficulties which have presented themselves should 
be overcome. The most important of these difficulties are three: 

(i) The central banks have frequently had little influence over 
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the dom_estic market because that market has really been dependent 
not on It but on some foreign money markets. When conditions 
~re fav?urable borrowing abroad by both commercial banks and 
mdustrial and commercial firms has been easy

1 
and the domestic 

central bank ~~uld not l_1ope either by its discount rate or by the 
sale of securities effectively to check the consequent expansion 
of credit; · 

(i'i) The absence of an adequate domestic market for the securi
ties appropriate fo'r open-market operations; 

(iii) 'l:'he fact that many central banks did not own sufficient 
of the type of assets that might have found a market. 

We have already dealt in Chapter XVII with the international 
movement of short-term funds and need not therefore expand here 
on this point. We anticipate that the difficulty of making the 
central banks' discount rate effective, caused by the fact that com
mercial banks and trading firms in many non-industrial countries 
depend largely on foreign capital markets, will in any case dimin
ish in the future. But, however that may be, it would be lessened 
were the cent1·al bank to insist, as we consider it. should, on obtain~ 
ing full and regular information concerning all foreign credit. 
operations. 

We doubt, however, whether discount policy alone will be suffi
cient to check-an inflationary secondary expansion of credit during 
a period of great export activity or to revive credit when exports 
fall off. The difficulties we have just mentioned in connection with 
open-market operations in the countries we are considering cannot 
therefore be overlooked. In. these countries the commercial banks 
themselves are likely to constitute the most important market for 
the conduct of .open-market operations and they are as a whole 
large holders of government securities. They may be reluctant to 
add to their holdings of such securities when )Jusiness is active, 
but at the same time, on account of their existing holdings, they 
have a direct interest in preventing a fall in the price of such 
securities. A ~>ystem of open-market operations which increased 
thei.r chances of disposing ol such securities to the central bank 
during times of adversity would, therefore, be greatly to their 
advantage. In the past the difficulty has indeed been rather that 
the central bank lacked an adequate stock of suitable securities 
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than that the commercial banks would have been unwilling to 
purchase. The reason for this fact has been that governments 
have unfortunately so frequently borrowed from the central banks 
on some form of ways-and-means advances rather than by the 
sale of ordinary treasury bills or long-term securities. What is 
necessary is that part of this dead-weight government debt of the 
central banks should be converted into saleable securities. This 
would, of course, impose some additional interest burden on the 
governments; but that additional charge would, in our opinion, 
be negligible compared with the loss of revenue result_ing from 
falling prices. When under the statutes of the national banks all 
profits in excess of a fixed amount revert to the state, the addi
tional charge may prove to be very small. In addition to this, the 
central banks in certain countries will no doubt find it necessary 
to improve the organization of the market, which may prove diffi
cult when the market is small and dominated by one or two com
mercial banks. 

A striking demonstration of the type of offsetting policy appro
priate to a country producing primary products was given by the 
Argentine after"the establishment of the Banco Central in 1935. 
From that year to the middle of 1937 the country experienced 
both a considerable rise in the prices of its export products and a 
substantial inflow of :Boating funds. After the middle of .1937 
there was a severe fall in export prices and a precipitate outflow 
of foreign capital. These movements-large and sudden enough 
by ~emselves-were further accentuated by the weather: after 
a bumper crop in 1936/7, which could be sold at high prices, a 
very poor one came in 1937/8, which fetched abnormally low 
prices. But the repercussions of these changes on the domestic 
credit situation were surprisingly moderate, owing to the policy 
of monetary neutralization! In the earlier part of the period, 
coinciding with the cyclical upswing, the ,Argentine banking 
authorities "absorbed" the inflow of foreign exchange. In April 
1937 the total holdings of gold and exchange sterilized by these 
methods were as large as the reserve held by the Bank in 1935. 

1 For a full description of this policy see the Annual Report1 of the Banco Cen
tral de Ia Republica Argentina, especially that for 1938, which in Part 11 ("The 
Trade Cycle and Monetary Polley") and Part III ("Monetary Absorption and 
the Problem of the Cycle") contains a valuable discussion of the general problems 
Involved. 
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"The conversion of those holdings into banknotes would, there
fore, have doubled the total note issue."'•z 

The monetary "offsetting policy" just mentioned has a two-
. fold ~unction. Its inter~al function is to check inflationary and 
de1l~t1~na~ movements m domestic business activity arising from 
variations m the proceeds obtained from exports or fluctuations 
in the flow of foreign capital. Its external function is no less im
portant, namely, to build up a reserve of international mean$ of 
Pfi;Jment when export prices are high. When export prices fall, 
thiS reserve can be drawn upon to keep' up the volume of imports 
and hence the real income of the country. The importance of an 
adequate international reserve is obvious-and has, indeed, been 
generally recognized-in countries whose products are subject to 
wide price fluctuations. The need for such a reserve would be all 
the greater if any country managed to maintain its price level 
more stable than other countries during a depression by op~n-

• Banco Central de la Republica. Argentina.: .&nnual Report for t938, page 19. 
2 Three methods were used to a.bsorb the inflow of foreign exchange: 

(I) open market sales of securities; 
(ii) utilization of the idle resources of the Exchange Fund; 
(iii) changes in the official rate for the sale of exchange and Intervention in the 

free-exchange ma.rket. 
The first two methods Jed to the withdrawal of surplus funds from the com

mercial banks and to the accumulation of gold and foreign exchange in the hands 
of the Central Bank for its own account, that of the Government a.nd of the com
mercial banks. The Central Bank had been initially entrusted with fou hundred 
million pesos worth of Consolidated Bonds of the Na.tional Treasury for the exer
cise of its open-market operations. These funds corresponded to the balance of 
securities deposited formerly with the Caja de Conversion and the Banco de Ia 
Naclon. When the original fund was approaching exhaustion at the. end of 1986, 
the Government created one hundred million pesos of Special Bills to be placed 
with the commercial banks in the same way as the certificates of particlpa.tlon in the 
Consolidated Bonds of the Central Bank. The bills were quite distinct from the 
tender bills issued to meet current Treasury expenses. As the Influx of foreign 
funds continued, the Central Bank decided in March 1937 to issue Gold and 
·Foreign Exchange Holding Certificates to be placed a.nd used In the same way; 
the gold and foreign exchange acquired in this way was entered into a special 
·account, which did not affect the reserve of the Central Bank or the cash resources 
of the commercial banks. Finally, the idle resources of the Exchange Fund
derived from the profits on foreign exchange transactions, from the sale of bonds 
and other Idle Treasury balances-were used to buy exchange from the banks. 

A substantial pa.rt of the gold and el<change resources acquired by these various 
means was. used for repatriation of the foreign debt. 

Thanks to the so-called "absorption policy", the expansion of credit was not ex
cessive. In the succeeding recession the offsetting mechanism was reversed. The 
policy "undoubtedly assisted in keeping interniL! trade at a comparatively high 
level in relation to the heavy fall In exports" {Ba.nco Central: .&n~wa! Report for 
1998, page 22). 
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market operations or other means, for its competitive power on 
foreign markets would be reduced. 

'1. DEVALUATION 

Owing on the one hand to the fact that agricultural and min
ing countries have not as a rule accumulated ve:y large curre~cy 
reserves and on the other to the exceptionally mde changes which 
take pl:ce in their balances of payments, these countries have in 
the past frequently felt compelled to meet the pressure of a fall 
in the price of their exports by devaluing their currency. The 
first effect of devaluation is to help to maintain national income 
in terms of domestic currency; for even if the lower price of the 
exports of the devaluing country in terms of foreign currency 
does not lead to any considerable increase in the demand for these 
exports, the exporters will nevertheless obtain a larger sum in 
terms of domestic currency for each unit of quantity sold. At the 
same time, imports become more expensive to the nationals of the 
country in question, which will afford some stimulus to domestic 
manufacturing. 

But, although exchange depreciation has been frequently adopt
ed as a method of meeting depressions in primary producing 
countries, it has a number of serious disadvantages. First, like 
subsidies, it is liable to prove contagious. Both devaluation and 
subsidies are means by which one country may obtain an ad
vantage in international trade at the expense of others. In both 
cases the countries thus placed at a disadvantage are likely to 
defend themselves either by pursuing a similar policy or by im
posing restrictions on imports. When this happens, the terms of 
trade of the pro~ucers of primary products may be rendered still 
more unfavourable by· the widespread competitive pressure on 
the prices of their. exports. If these countries are, as they fre
quently are, debtors on foreign account, they will then find the 
burden of their foreign debt increased, perhaps to breaking point. 
Moreover, currency depreciation tends to give rise to speculative 
capital export, a tendency which is all the st;:onger because agri
cultural countries which depreciate their currencies in bad times 
very rarely raise them again in good times. • 

In the absence, however, of some international organ which may 
render aid in difficult times, such as was proposed at the recent 
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Bretton Woods Conference, for a country depending on only a 
few export products whose prices are hiO'hly variable absolute 
fixity of exchanges may not be a practicable policy. Thi~ view has 
been expressed to the Delegation in certain memoranda furnished 
t? it by governments, and ~lso by the Australian Royal Commis
siOn on Monetary and Dankmg Systems in 1937. "The policy is not 
to fix the exchange rate and require the economy in ordinary 
circumstances to adjust itself to that rate, but to keep the economy 
reasonably stable and to move the exchange 1·ate, if necessary, as 
one means to that end.m 

8. EXCHANGE .CONTROL 

An alternative to immediate exchange depreciation is the im
position of exchange control. By this means domestic income may 
be maintained, while imports are kept within the limits dictated 
by the decreased supply of foreign exchange from exports. But 
exchange control, if it is used to protect the domestic price level, 
severs the price relationship between the country imposing it and 
the rest of the 'World, which exchange depreciation does not. Ex
ports are impeded by the maintenance of the domestic price level, 
which is not offset by a. reduction in the exchange rate, and im
ports are stimulated by the price conditions created, though they 
may be checked by the exchange rationing. The balance of trade 
is consequently adversely affected, and equilibrium can only be 
restored by prices abroad rising to the level maintained in the 
country imposing the control. Experience has shown that this 
generally does not happen, but, on the contrary, as world prices 
rise, prices in _the controlling country rise also. Consequently, it 
becomes impossible for this country to abolish its control without 
devaluing its currency. In these circumstances exchange control 
does not prove an altemative to devaluation but only a delaying . 
action. During the period of this delay, which may prove pro
tracted because vested interests grow up behind the control, inter
national trade is hampered with depressing effects upon national 

. standards of living. 
9. THE INADEQUACY OF NATIONAL MEASURES 

From what has been said it would seem to be clea1· that there is 

1 Commonwealth of Australia, BBport of ths Royal Oommislioa to ·inquir• into 
tho Moaotary and Baaking Systems at prossnt ia oporatioa ia .tl.wtralia, 1937, p. 
204.. 
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no satisfactory means by which these countries, acting alone, can 
avert depressions, though they may to some extent mitigate them. 
In many cases this can only be done by adversely affecting other 
countries. Therefore a satisfactory solution can only be found in 
some such concerted international action as we disc;uss in the next 
two chapters. 



CHAPTER XIX 

INTERNATIONAL ANTI-DEPRESSION MEASURES 
FOR RAW MATERIAL AND FOOD PRODUCING 

COUNTRIES 

Attention has been drawn in the last chapter to the fact that the 
money incomes of countries producing crude products were liable 

-to exceptionally wide variations owing, first, to cyclical variations 
in the foreign demand for those products, and, secondly, to parallel 
variations in international capital movements. We have shown that 
domestic policies for maintaining money income in these countries, 
however necessary they may be, are likely to prove of limited 
efficacy anc;l that, unless some other means can be devised to aid 
them, these countries are likely to be very largely dependent on the 
success with which co-ordinated policies in the greater industrial 
states-can be carried out. We have already suggested that the In
ternational Bank for Reconstruction and Development and other 
official financial institutions might make a contribution t\) world 
economic ~tability by pursuing, as far as possible, a contra-cyclical 
investment policy. We wish now to consider whether additional in
ternational machinery could not be devised by governments with a 
view at once to setting limits to the price fluctuations o~ crude 
products and to diminishing the effects of any variations in private 
international capital movements. Were this possible, then the 
fluctuations in the money incomes of the countries producing raw 
materials and foodstuffs would be reduced and at the same time the 
demand of these countries and, indeed, of . agriculturalists and 
miners generally for manufactured goods w:ould be better main
tained, with the result that employment in industrial countries 
could be kept active. 

1. BUFFER STOCKS 

In discussing the various types of stockholding in Chapter V, 
we found that certain policies exercised a stabilizing influence on 
prices, while others had the contrary effect. Holding back of sup
plies in case of a bumper ci:op, or meeting a temporary increase in 
demand out of stocks were seen to be stabilizing influences, whereas 
purchasing of stocks during periods of riSing pnces 1n a.nticipa-
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tion of a further rise, and corresponding bear operations during 
falling prices, were seen to be destabilizing influences. These ob
servations suggest that an attempt might be ma~e deliberately to 
reinforce the stabilizing type of stock policies in order to counter
act and outweigh the effects of the destabilizing type. 

Manufacturers, retail distributors, etc., reduce their stock hold
ings when activity declines for two reasons: first, because they an
ticipate that prices, ah-eady probably declining, will decline more, 
and secondly, because they require smaller stocks for a smaller 
turnover. If stocks were held in strong hands capable of preventing 
a very large decline in pl'ices, then the first motive for the reduction 
of manufacturers, stocks wo,uld be weakened, ~nd visible stocks 
would show narrower movements and would no longer constitute 
a bearish in:fluence on the market. We are glad to note, therefore, 
that plans have been discussed for the constitution and financing 
of an international buffer stock agency with the function of 
purchasing crude products when their prices tend to fall and sell
ing them when their" prices tend to rise. 

The very knowledge that buffer stocks exist, however, may have 
a depressing influen·ce on prices, unless the market ha~ absolute 
confidence not only in the financial strength o£ the buffer agency, 
but also in its determination not to release the stocks until the 
price has risen to a fairly high level. To create such confidence, it 
is necessary that: 

(i) the stocks should have a financial backing of strength 
-adequate to ban any speculation on its breakdown; 

(ii) they should be so large as to preclude speculation on their 
exhaustion ; · 

(iii) they should be subject to a determined policy of price 
stability and not of maximum profits. 
In order to meet these conditions, it would be necessary that 

governments should constitute a fund to be placed at the disposi
tion of a buffer stock agency. This agency should be prepared to 
buy unlimited quantities of the commodities in which it dealt at, 
but not above, predetermined minimum prices, and to sell freely 
~t, but not below~ predetermined maximum prices. It might, for 
~tance, take as ltS standard the average price for the preceding 
aght :0 ten years and announce that it is prepared (1) to buy any 
quantity when tile market price falls to, say, 20 per cent below 
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the standard price, and {2) to sell when the price rises to 20 per· 
cent above the standard. Under such an arrangement prices might 
fluctuate 20 per cent above or below a given level but not more. If 
that level were a moving average it would tend to adjust itself to 
long-run changes in demand and supply. Even so wide a margin 
wo~ld represent a great advance towards stability over past ex
penence. But the figure of 20 per cent is only taken as illustrative. 
In practice, (a) different margins would probably have to be 
adopted for different commodities, according to the elasticities of 
demand and supply, and (b) th~ maxima and minima could not 
be fixed for all time. Variations of the maximum and minimum 
prices would be required whenever stocks tended to accumulate 
over any considerable series of years because the maximum was too 
high or to vanish because the minimum was too low. For buffer 
stocks to operate successfully, the mean price should be such as to 
adjust production to demand over the period of the cycle. 

Cycles, however, vary in length, and over any period of years 
the average relative values of commodities change not only for 
cyclical reasons but on account of longer-term changes in demand 
and supply. For this reason the prices offered by the buffer stock 
agency should not be unalterable, but should reflect changes in long
run conditions. Otherwise excessive stocks of some goods would 
accumulate and the stocks of others would tend toward zero; the 
buffer stock system would have failed to reflect relative changes in 
demand. These facts constitute.the central difficulty, which ca.n 
only be overcome by modifying the maximum and minimum prices 
from time to time. What is necessary, therefore, is that the buffer 
stock agency should so administer the system as to give it a suffi
cient elasticity to avoid waste and sufficient rigidity to assure con
fidence in the pl'ices offered. Confidence, we believe, would be best 
assured were governments to lay down _certain principles in their 
articles of agreement rendering the operations of this agency as 
automatic as. the need for the occasional modification of the basic 
prices may permit. 

If, as we hope, it proves possible to establish such an agency it 
should, in our opinion, be international and not national and should 
be formed by governments of both producer and consumer coun
tries. Buffer stocks administered by the producers only are, for 
the reasons we have given, not likely to create sufficient confidence 
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'to assure price stability, though they may do so ';hen the in

dividual producers are small in number and financially strong. 
They would also tend to reflect the producers' interests rather 
than those of all parties. 

In agriculture the unit of production, the farm, is generally 
small and contributes a very small proportion of the total world, 
supply, so that farmers do not as a rule have sufficiel}t financial 
resources to operate their own buffer stock scheme. Apart from 
financial difficulties, however, there are objections in principle to 
the operation of buffer stock schemes soiely by producers. It is 
difficult for the producer to resist the temptation to fix prices too 
high, and impossible for him to avoid the accusation that he is so 
do'ing. If prices are too high stocks will accumulate and lead to a 
breakdown of the scheme or to restriction of output. Even in the 
case of those minerals the producers of which are strong financially 
and few in number, it is therefore preferable that equalization 
stocks should be organized on a broader basis. 

The danger of prices being fixed too high might also arise were 
the agency to be established by the governments of only the pro
ducing countries. Moreover, were this done, the scheme would fail 
to promote a flow of funds from the industrial to the agricultural 
and mining states during a period of depressions, which is one of 
the objects we have especially in mind. The agency shouid be con~ 
stituted therefore by governments of both producing and consum-

. ing states, and it should be entitled to raise funds in addition to its 
initial capital wherever market conditions were most favourable. 
As funds are likely to be abundant in exactly those industrial 
states which are suffering from inactive business conditions and 
causing depression to spread elsewhere, the expenditure of these 
funds would help to restore the flow of capital from areas in which 
savings are going to waste to areas in which money income is being 
reduced in part owing to scarcity of funds. ' 

The immediate financial problem to the countries consuming 
crude products-the countries on whose markets the bulk of the 
f~ds are likely to be r&.ised-will, we believe, be of much less im.: 
portance to them than the maintenance of the demand, by the 
count~es produ~g raw products, for the industrial exports of the 
countries consummg raw products. Moreover, it may well be that 
the industrial countries consuming crude products will secilre their 
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imports more cheaply on the average over the whole period of th~ 
cycle. · 

Were such a system established, it might prove wise to limit it. 
initially to the :more important storable commodities, and as ex~ 
perience is gained, to extend it ov~r a wider range of goods in order 
to exercize a greater influence and in order to diminish the risk o.f 
causing disturbing shifts in production. The farmer can, within 
limits, turn from one crop to another; if prices of too few com
modities are stabilized he may divert production in favour of these 
stabilized commodities in the depression and turn to others in the 
boom. But such a scheme could only be applied to goods which 
can be easily stored for a considerable period of time at a 'cost 
which would not involve the agency in financial loss. It is obvious 
that the margin between buying and selling prices must be greater 
than the cost of storage during the average period of storage, if 
heavy financial loss is to be avoided. 

A buffer stock scheme is not, of course, intended to .earn profits; 
on the other hand, it is important that it should be administered 
with a view to avoiding loss. The deliberate accumulation of stocks 
du1·ing depressions constitutes an act of investment which tends 
to stimulate activity in a manner precisely analogous to any other 
type of investment, such as, for example, public works .. It is, how
ever, we believe, a form of investment peculiarly well adapted to 
deal with the depression problems of primary producers. In the 
first place, it serves to maintain their purphasing power without 
necessitating shifts in productive activity such as are normally 
associated with public works. Secondly, it helps to maintain a bal
anced structure of prices. Thirdly, in so far as the buffer stocks 
are financed by the advanced industrial countries which are 
normally exporters of capital, it mitigates the disturb~nces ·in 
balances of payments due to the simultaneous decline in capital 
exports and commodity imports which are usually associated with 
a depression in these countries. Finally, owing to the maintenance · 
of the purchasing power of the producers of crude products, not' 
only in the countries specializing in such products, but throughout 
the world, the demand for industrial goods will likewise be main
tained and employment in manufacturing industries kept active. 

We are fully conscious of the practical and political difficulties 
of carrying out the type of policy suggested above. It is not easy 
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•to estimate the trend of demand; it is impossible to foresee the 
fluctuations of the weather. Errors of judgment will be inevitable, 
and the conflict of interested parties may threaten to undermine 
the working of the scheme. On the other hand, it happens that the 
administrative machinery and technical storage facilities built 
up to accommodate and handle stocks of basic commodities during 
the present war offer an unusually favourable opportunity for the 
introduction of such schemes on the return to peace. The recollec
tion of the effects of the violent instability of prices of primary 
commodities in the pre-war decade should predispose all parties 
concerned in favour of any scheme that offers some hope of miti
gating this evil. 

The main objections currently raised against buffer stock pro
posals are: (1) the cost of financing them, (2) the risk of losses in 
storage and (3) the risk of the guaranteed prices leading to (or at 
least failing to avert) overproduction. Obviously, on the question 
of cost, governments must decide what price they are prepared to 
pay for economic stability and the avoidance of depressions. 
Stocks have in any case to be financed by the community. If the 
price of goods is allowed to slump, the financial cost of carrying 
them is lower' and the real loss by the community in the disruption 
of trade, the disemployment of men and machines and the loss and 
destruction of large quantities of crude products is infinitely 
greater. Similarly, the risk of loss in storage is real; but it is much 
less than the risk of loss of, for instance, agricultural products 
rotting in the rick. But the risk of overproduction is a serious one. 
We have already commented on it and emphasized the fact that 
it necessitates the most careful price policy. The relative average . 
prices of .certain products in the recent past may be a convenient 
approximation to begin with. But in the course of time the closest 
attention will have to be paid to the standard price. The success 
of any buffer stock scheme will be determined by the wise determi
nation of the standard price. 

Quite apart from the level at which the standard price is fixed, 
the buffer stock agency may be involved in unnecessarily large 
finan~l co~tments in cases where countries are operating their 
domestic policies, through export subsidies or otherwise, in such a 
way as to increase domestic production and reduce domestic con
sumption. Where such policies materially affect the quantities 
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avail~ble for e~p~rt, the buffer stock agency would have to retain · 
the liberty to limit purchases from such countries. 

2. PRODUCTION CONTROL 

I~ ?s partly becau~e of. doubts concerning the possibility of 
av01d1~g overproduction s1mply through the mechanism of price 
that direct control of output is aqvocated in so many countries and 
has so fi·equently been attempted. But the distinction between. 
buffer stocks and production control is not simply that one op
erat:s through the price mechanism and the other directly on pro
duction. Buffer stocks are an instrument for limiting certain 
effects of cyclical influences; production control is a means for 
limiting certain effects of long-term or structural tendencies. 

Before examining general principles, it may be well to point to 
the difficulties which the application of control is liable to meet 
in practice. In agriculture, at any rate, the number of independent 
producers is far too great to permit of production control by 
voluntary action. Compulsion by governments raises thorny prob
lems both of domestic administration and of international agree
ment. In all cases-even where voluntary agreement among pro-
ducers is technically possible, as it not infrequently is for minerals 
-it is difficult to reconcile the interests of producers with widely 
varying standards of efficiency and production costs; the natural 
opposition between low-cost and high-cost producers has been a 
constant source of trouble in the working of production control 
schemes and has often caused their breakdown. Furthermore, it is 
not always possible to get all individual producers or all producing 
countries to join a given scheme. Production control tends to 
favour those who remain outside. They are given an opportunity 
to expand their output, and their competition may eventually 
become strong enough to defeat the scheme. 

Notwithstanding these difficulties, production control schemes 
are constantly advocated and en,forced, and no sooner does one 
collapse than another is planned and for a time executed. More 
recent schemes have no doubt benefited from past experience. We 
need not concern ourselves, however, with the questions how far 
these schemes were successful or were required in the absence of 
buffer stocks. But how far would they be necessary to prevent 
overproduction were an effective buffer stock scheme in action.? 
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If the force of competition were allowed by the exercize of its 
natural influence to eliminate the less efficient producers, there 
can be no doubt that the need fo~ them would be limited, for in 
these circumstances the manaaers of the buffer stocks could gen
erally avoid the risk of being "'compelled t~ accumul~te abnormal 
and excessively expensive stocks by reducmg the pr1ces. t~ey of
fered to a point at which redundant produ~e.rs were elimmat~d. 
Conditions may arise, even under free compebtlon and the effective 
operation of the profit system, under which this would not happen 
or would only happen at an unreasonable cost to the whole com
munity of producers. We will revert to these exceptional condi
tions shortly. Before doing so we must take cognizance of the 
fact that productive capacity is not in practice quickly eliminated 
when redundant. There are,. indeed, two serious difficulties. 

The first of these difficulties is the natural reluctance of agri
culturalists to abandon their farms simply because they have 
ceased to make a profit. To do so means much more than the sur
render of an unprofitable undertaking. In most cases it involves. 
the surrender of all hope of continuing the independent form of 
life to which they are accustomed and attached, and a forlorn 
search for dependent work for which they are not trained and for 
which they may have but little desire. Granted they can support 
themselves, however meanly, by their own produce, they are likely 
to continue to cultivate their land and sell something off the land 
for- a very long time. 

The second is the unwillingness of governments to allow any 
producing community, whether of farmers, planters or miners, 
to be eliminated by foreign or even by domestic competition. Be
fore this happens they are h"kely to afford such communities sup
port in the form of subsidies and tariffs, of debt and tax relief; 
t~ey are likely to give direct or indirect aid to dumping; they are 
likely themselves to enter the market and buy at a cost that is never 
subsequently covered. 

Owing.to the fl:st of these two difficulties we must accept the fact 
that a~ mternatlonal buffer stock agency might have to carry 
st~cks m excess of what would be required to smooth out cyclical 
price movements for a quite considerable time, and since the total 
value ~f the marketable production of certain of the major staple 
crops 18 very great, the financial costs involved might be serious. 
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Within limits the farmer is more concerned with security than with 
th~ breadth of the profit margin. Security is afforded by fixing. 
pr1ces! an~ t~e buffer stock agency ef1J hypothesi could not modify 
1ts pr1ce limits very frequently or widely. In our opinion, there
fore, while it would be always preferable to operate throuO'h buffer 
sto.cks alone when possible, and especially through chan;es in the 
pric~s offered by the agency for one crop or another, we must 
admi_t that supplementary production control schemes may be 
reqmred. We must accept them not as an obvious instrument, but 
as a last resort of policy . 
. The second difficulty is similar in kind, though much wider in its 

implications than the first. It affords a quite different justification 
for production control. That justification is that such control may 
prove necessary as a supplement to buffer stocks in order to pre
serve the existing pattern of production and productive capacity 
in the world rather by international agreement than by competi
tion among governments .in the preservation of redundant capac
ity. The justification is only valid so long as governments are 
resolved to prevent the elimination of the unprofitable. The crea
tion of a buffer stock scheme would remove an important reason· 
for protectionism, because, as we shall show immediately, it 
would very greatly diminish, if not remove altogeth7r, what ~as 
been a real risk in the past, namely, that productive capacity 
which is again vitally requisite during a boom m~y be destroyed 
during a depression. But in spite of this fact; 1t would be un- . 
realistic to assume that governments will in the future alwaY:s be 
willing to abandoll what is genuinely, in bad times a?-d good times 
alike, surplus capacity, and, failing that assumption, conce~ed 
contrpl may prove preferable to a haphazard struggl~ for surviv~l. 

But it is important that governments should realize that, qu~te 
exceptional circumstances apart, the risk o~ ~aluable productive 
capacity being destroyed during a depression would be greatly 
reduced by a buffer stock scheme. For an ess~ntial p~rpose of the , 
buffer stock agency is to prevent price!! falling durmg a depres
sion to those disastrous levels which devastate ~nd de~troy. ~e 
have in mind particularly the somewhat excepbo~al risks. which 
the n'iining industry has to face. It is always possible that a new 
and exceptionally rich mine may be disco;ered and. rendered 
profitable by improvements in transport, which for a time would 
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render impossible the profitable operations of olde~ ~es w~ose 
surface production has already been creamed. The nsk IS pa_rticu
larly grave in the case of those minerals the world p1·oducbon of 
which is neither very great nor very widespread. In the face of 
such a risk, buffer stocks may prove inadequate. To sacrifice the 
older mines which may be required again once the more accessible 
seams of the new mines have become exhausted, is likely to be un:
economic, even were it practicable ; to purchase all the amounts 
necessary to keep them in operation in spite of this new competi
tion may be both financially and economically extravagant. In
ternational agreement concerning the control of production may 
be required. But endeavours to maintain the existing pattern of 
productive capacity are more frequently due to an unwillingness 
to allow foreign competition to eliminate domestic high cost pro
ducers than to prevent casualties during a depression. One of the 
greatest defects of production control schemes in the past has been 
that they have tended to restrict the output of the low-cost pro
ducer as much as or more than the liigh-cost producer. It does not 
fall within our terms of reference to attempt to elaborate an ideal 
system for control or adaptation of production; but one criterion· 
for judging all such schemes must be the success· with which they 
gradually replace the high-cost by the low-cost producer. 

Frequently the object of production control schemes is to make 
primary production rather than price respond to variations in 
demand, thus rendering it more similar to manufacturing indus
try. Such a shift of the impact of depressions from price to pro
duction would, however, not always be advantageous; a farmrr 
may prefer a temporary loss of money income to an interruption 
of the normal rotation of crops. It would be advantageous when 
the demand was very inelastic. When, for example, a 5 per cent 
fall in demand would, if supply remained unchanged, cause a 50 
per cent fall in price, a small reduction in output-of the order of 
5 per cent-would be the lesser evil for the producer. Production 
control would not altogether prevent a reduction in income unless 
?arried far· enough to raise the price above the previous level, but 
It 'Would go a long way to limit the extent of such a reduction. 
Wh;n the supply is also inelas~ic, as is the case with so many 
&~cultural products, then the grounds for imposing a produc
tion control scheme are stronger. But it remains true that owing 
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to the enormous number of agricultural producers and the manner 
in which they are necessarily spread over the land surface of the 
world, it is far more diffic~t to make production control schemes 
effective for agriculture than for mining, where supply naturally 
responds much better to price. 

In this .and the two preceding chapters we have considered 
policies to check or counter the spread of depressions from the 
areas in which they would seem to be endemic, and in earlier chap
ters policies to check or counter depressions in these areas them
selves. It rema1ns for us to draw the threads of our argument 
together and to indicate the means by which the various policies 
we have outlined, both national and international, may be co-
ordinated. . 



CHAPTER XX 

INTERNATIONAL AD:t\HNISTRATION Ai~D 
CO-ORDINATION OF CONTRA-CYCLICAL POLICIES 

.1. INTRODUCTION 

With this chapter we conclude the general thesis contained in 
Part II of our Report, dealing with the problem of economic 
stability after the transition from a. war to a peace economy. In 
the first six. chapters, comprising Section I of this Part, we have 
outlined the structural features of our economy which tend to 
make it vulnerable to the broad sweep of economic forces and the 
nature of the forces that lead to cumulative processes of expansion 
and contraction. We have indicated the 11trategic role of inve~t
ment in the initiation of these processes, the manner in which the 
forces, once generated, spread from area to area and the suscep
tibility of the producers of primary products to them. We have 
shown also the complexity of the conditions that result when these 
general forces impinge on the widely varied instruments of pro
duction, Jonsumption, investment and exchange which comprise 
the economic organization of modern societies. In Section II we 
have discussed, for each sector of the economy, and for the major 
classes of situation that are likely to arise, the character of the 
contra-cyclical policies that are appropriate, their relative advan
tages and disadvantages, and the pitfalls that must be avoided 
in their execution. We append a summary of our views on policy 
in Chapter XXI. Throughout we have tried to emphasize the 
serious nature of the task, the fact that there is no single simple 
solution, no panacea waiting to be applied. 

We do not, however, feel that the problem is insoluble. We have 
indicated in this Report the many different ways in which public 
policies and public decisions may affect the flow of business activ
ity, giving impulses that are stabilizing or destabilizing in their 
influence. What is required most of all is that public authorities, 
with public backing and support, become thoroughly imbued with 
the seriousness of the employment problem and take aclequate 
measures, first, to diagnose the particular pattern of economic 
forces which they face, secondly, to work out a co-ordinated pro
gramme designed to deal with this pattern, and, finally to. see 
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to ~t that these measures are not limited to one or two major 
acbo~s, b~t are re~lly applied at each appropriate point at which 
public policy can mfluence economic decisions. In this connection 
we wish to emphasize the fact that the maintenance of economic 
activity at a h~gh level of employment and of real income per head 
cannot be ach1eved by a series of ad hoc administrative decisions. 
It requires fo1·esight and long preparation during all phases of the 
cycle. 

We have already stressed earlier in our Report the necessity of 
advance planning of future public works; we would like now to 
stress the necessity of maintaining sound and flexible conditions 
during periods of prosperity so that measures to deal with depres
sions are complicated as little as possible by the simultaneous need 
for major structural adaptations of the economic appar(l.tus. The 
widespread collapse of financial institutions which so frequently 
occurs in depressions does not usually arise solely because of de
flation. It reflects also in most cases the presence of over-extended 
positions that could have been avoided during the preceding period 
of prosperity. The necessity for carrying through videspread 
shifts in employment during depressions is also frequently the 
result of a preceding over-expansion of particular industries or 
of industries in particular localities. Public authorities should keep 
these factors constantly in mind. They should be particularly 
aware of the problems of flexibility and mobility and should en
deavour during periods of prosperity to avoid the development of 
situations-such as are imposed inexorably by a war-which 
necessitate either at once or subsequently widespread shifts in the 
location or in the occupation of workers. 

2. NATIONAL VERSUS INTERNATIONAL APPLICATION 
OF CONTRA-CYCLICAL POLICIES 

We have been conscious when drafting this Report how much 
space we have devoted to recommendations directed almost wholly 
to natiol).al authorities, though our analysis has demonstrated that 
fluctuations in business activity leading to booms and depressions 
show little respect for national boundaries but are essentially 
international phenomena. 

We have felt it necessary, how:ever, to be as explicit as possible 
regarding the nature of· the policies open to individual govern-
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ments in the face of the frequently very different circumstances 
that may present themselves, before considering, as we shall in 
this chapter, how those policies can best be supplemented by ap
propriate international machinery or be co-ordinated. It i~ of the 
greatest importance that governments should not be hand1capped 
in the application of contra-cyclical policies by the difficulty of 
obtaining agreement by other countries regarding the application 
of essential parallel policies. It is no less important that govern
ments should not pursue policies in isolation regardless of their 
influence on other countries and thus render the successful pursuit 
of common and effective policies impossible. 

Proposals are now under consideration by the United Nations 
for the establishment of machinery both of a consultative and, in 
some cases, of a limited executive character. We believe such ma
chinery to be indispensable if policies for maintaining a high and 
stable level of employment are to be successful, and have indicated 
in previous chapters the desirability of creating certain additional 
international agencies of this character. We shall assume, there
fore, the existence of such machinery in the argument which 
follows. But before turning to the use of this proposed machinery 
we must consider in a little more detail whether and in what con
ditions a country may be able to maintain high employment by 
national measures alone. 

In its simplest form this question asks, on the one hand, to what 
extent the economy of a country is inexorably bound up with the 
world economy, whether it is inevitable that it suffer fluctuations 
in prosperity and employment arising out of purely external 
developments or decisions over which it has no control, or whether, 
on the other hand, it cannot abstract from the experience of the 
inter-war period and from the further experience of economic 
mobilization during the war, policies that will permit the main
tenance of full employment at home without reference to external 
developments. 

Usually this question has been treated as implying a choice be
~een a liber~l, as contrasted with a controlled, economy. It is 
~dely recogruzed that the success of purely national measures 
~volved the acceptance of a very co~siderable degree of central-

• ized control over the whole economy and also over the· activities 
of the individual citiz~ns. Considerable attention is being given, 
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consequently, to an appraisal of the advantages and costs of 
greater, or greater apparent, economic stability as contrasted with 
the freedom of action to which many peoples have been accustomed. 
'While this iss~e is of the greatest importance, we must recognize 
the f~ct that 1t does not necessarily arise; that there is a prior 
question, namely, whether, even granted the widest measure of 
state control, all countries would be able to maintain a stable 
economy on an autarkic basis without ·a serious reduction in liv
ing standards. Our analysis throughout this report has pointed 
consistently to the crucial importance of foreign investment and 
foreign trade, particularly trade in prime materials, in the inter
national spread of booms and depressions. These critical factors 
are neither accidents nor special manifestations of an individual
istic organization of society; underlying them are the elemental 
facts that raw materials and agricultural resources are not evenly 
scattered over the globe in proportion to population and .that 
many peoples do not have a sufficient margin between their pro
duction and their minimum consumption needs to provide solely 
out of internal saving for the development which they need. The 
success of Russia is not alone due to the determined will with which 
that country undertook its task, but was also made possible by 
the fact that Russia constitutes a continent of her own which is 
endowed with almost every variety of agricultural resow·ces and 
raw materials. 

The German ~xperience is really beside the P?int. G~rmany had 
continuous and' urgent need for foreign matenals which she suc
ceeded in getting first on a barter basis, then by fo1·ced loans, and 
later by conquest. At all times her ability to form'!Jl~t~ and exec~te 
an autonomous internal economic policy was conditiOned ?Y her 
ability to meet these needs. Her ability to do so was exceptionally. 
great owing to the size of her market and the dependence of many 
smaller states on it; but before she had put it to· any final test by 
the use of her economic power alone she reso~·ted tohwaUr. ~tedhe 

hi f 11 1 yment within t e m ac evement of continuous u emP10 d 
Nations during the war is also beside the point. r: was ma e J?;
sible by an unlimited demand for war materials W~lch were ~~Pl, y 
destroyed. This demand, which was met largely Wlthou~ consld~ra;. 
tion of financial or economic implications, involved t e grea es 
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movement of goods and services over national boundaries that the 
world has ever experienced, . . 

The feasibility of securing internal freedom of action by the 
development of foreign trade on a bilateral basis rests necessarily 
on the power-political and military as well as economic-which 
a country is in a position to employ, Such freedom of action will 
last only as long as that power permitS, and for the vast majority 
of states possessing no such exceptional power, no choice presents 
itself. It is our conclusion, therefore, that for most of the coun
tries to which this Report is addressed, the formulation of contra
cyclical economic policies must be made within a frame that is 
international in scope, unless standards of living are to be seriously 
reduced. 

The Delegation does not wish this conclusion to be. interpreted to 
mean that the peoples of most countries must continue inevitably 
to be exposed to drastic depressions arising from developments 
outside their borders for which they are in no way responsible. It 
suggests rather that the problem of maintaining stability is inter
national as well as national. The ability of most countries to 
achieve sufficient control of their internal situation to permit the 
successful application of the most appropriate contra-cyclical 
policies, in fact, requires international understanding and in some 
cases international action of five distinct forms. These have 
emerged at various points in this Report and will be summarized 
in the remainder of this chapter. They are: · 

(1) the adoption of more liberal and dynamic commercial and 
economic policies; 

(2) the creation of an international mechanism for the orderly 
conduct of foreign exchange operations; 

(3) the creation of an international institution which will 
stimulate and encourage the international movement of capital for 
productive purposes and which will, so. far as possible, impart a 
contra-cyclical character to this movement; 

( 4) international action for the solution of the problems of 
primary production; and · 

(5) the international co-o~dination of national policies for 
maintaining a high and stable level of employment. 

The appropriate approach to be made to all these problems is 
now under discussion by the United Nations. Granted reasonable 
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success in these discussions, and in the ope~ation of the new insti
tutions and agreements which result, public authorities in the 
various countries of the world would be in a position in the view 
?f the ~elegation, to pursue with confidence the polici:s for secur
mg a high and stable level of employment recommended in this 
Report. 

8. IN'l'ERNATIONAL ACTION REQUIRED 

(a) Commercial and Economic Policies. 

We noted in Chapter VI that, in a situation characterized by 
'trade restrictions, fe":' countries could avoid adopting restrictive 
devices, since they had no assurance that the gap in their balance 
of payments produced by an act of internal expansion would be 
subsequently closed by the spread of revival to other countries. 
The danger of econ,omic nationalism and the need for a more 
effective system of multilateral trade under which the beneficial 
effects of efforts to raise national standards of living may spread 
to all countries are1 we believe, fully recognized today. In Article 
VII of the various Mutual Aid Agreements, which .have set the 
tone for all subsequent declarations of policy, an undertaking is 
made to provide for agreed acti9n "directed to the expansion, by 
appropriate international and domestic measures, of production, 
employment, and the exchange and consumption of goods, which 
are the material foundations of the liberty and welfare of all 
peoples". At the United Nations Conference on Food and Agri
culture held at Hot Springs, Virginia, in the· early summer of 
1943, the thought underlying this agreement is further elabo
rated in the following recommendation in which the need for co
ordinated action is stressed: 

"I. That the governments and authorities here represented; by virtue 
of their determination to achieve freedom from want for all people 
in all lands, affirm the principle of mutual responsibility and co
ordinated action: 
(a) To promote the full and most advantageous employment of 

their own and all other people and a general advance in stand
ards of living, thereby providing for an increase in both pro
duction and purchasing power; . . . . . . . 

(e) To maintain an equilibrium in balances of payments, and to 
achieve the orderly management of currencies and exchange; 
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(f) To improve the methods and reduce the cost of distribution in 

international trade; 
(g) As an integral part of this program, to reduce barriers of 

every kind in international trade and to eliminate all forms of 
discriminatory restrictions thereon, including inequitable poli
cies in international transportation, as effectively and as 
rapidly as possible. 

2.. That these governments and authorities take, indiyidually and in 
concert, whether by conference or otherwise, all necessary meas
ures, both domestic and international, to secure the application of 
this principle and the achievement of these objectives." (Final 
Act, Art. 24.) 

The International Labour Conference at its Twenty-Sixth Ses
sion held in Philadelphia in 1944 adopted a declaration of aims 
and purposes in which it recognized the solemn obligation of the 
International Labour Organisation to further among the nations 
of the world· programmes which would achieve amongst other 
things a high level of employment and the rai~ing of standards of 
living. It also suggested certain principles appropriate for in
clusion in an international agreement, from which we quote the 
following: 

".The signatory governments 

Recognizing, therefore, their common obligation to. foster expanding 
production and employment on a sound basis, free from disruptive fluc
tuations, and to ensure that workers and productive resources shall not 
be allowed to be idle while the needs of large parts of the world remain 
unsatisfied ; 

Realizing that the economic life and conditions in each nation are in
creasingly dependent upon the economic life and conditions of other 
nations, and that hence the attainment of the above-stated objectives 
.requires increasing collaboration among nations; 

Have agreed that: 

Each government recognizes its duty to maintain a bigb'level of em
ployment. Accordingly, all arrangements •• , for economic coopera
tion ••• should be directed to the expansion of production, employ
ment, and the exchange and consumption of goods and to the liberation 
of economic activity from unreasonable restrictions."t 

We drew attention in Part I of our Report to the need for an 
in~rnational organ to help governments to devise commercial 

1 International Labour Office, Offit:WZ Bulletin, 1 June 194.4, pp. 82 and Sli (Pre
amble and ArUcle II). 



. (283] 

policies conducive to economic stability. In order to r cl 1 h h. · en er our 
t 1o~g t on t 1S subject as complete as possible here it may be 
deSirable to repeat what we said then: 

. "An intern~tional organ might, we believe, help governments to de· 
VIse commercial policies conducive to economic stability in three differ
ent ways: 

(a) By stu~ying and analyzing the facts concerning the development 
of trade, the mterdependence of different trading areas tbe trade in 
different groups of commodities, the movements in p;ices and the 
changes in the terms of trade; ' 

(b) By giving advice about means for promoting trade, for clearing 
blocked channels of trade, about the difficulties arising from sudden 
changes in production or in the competitive power of different areas, 
etc.; possibly, in the execution of its. advisory functions, participating in 
trade negotiations between governments in order to watch the effects of 
proposals submitted during such negotiations on the whole body of trad· 
ing nations and on the general development of trade; 

(c) By mediating, when so requested, in connection with both direct 
disputes between states, and on such wide~ issues as the formation of 
Customs unions. 

The primary function of such a body should be advisory. It should 
analyze and study the facts, prepare careful plans for the promotion of 
trade between groups of countries or ulong this or that natural transfer 
route and endeavour by bringing the parties together, by demonstration 
of the benefits that would arise, by persuasion, to secure the adoption of 
its proposals."1 ' 

(b) Monetary Arrangements. 
The measures required to promote employment and trade and to 

maintain equilibrium in balances of payment are, as we have seen, 
manifold. One essential measure, however1 is to re-establish a 
smooth-worldng international monetary system. Proposals to tlus 
end have already been put forward as a result of the recent Con· 
ference at Bretton Woods. We are not concerned at this stage 
with the technical details of these proposals but rather with the 
purposes lying behind them, which, as defined in the introductory 
articles of the draft agreement on the International Monetary 
Fund, show the sequence of thought running through all recent 
declarations of United Nations policy. We quote by way of illus
tration three of the six objectives, namely: 

"(ii) To facilitate the expansion and )>nlanced growth of intemational 
trade, and to contribute thereby to tbe promotion and maintenance 

1Th• Traruitlonfrom War to Peace Economy, League of Nations, pp. 10'1-108. 
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of high levels of employment and real income and to the develop
ment of the productive resources of all members as primary ob-
jectives of economic policy. . 

(iii) To promote exchange stability, to maintain orderly exchange 
arrangements among members, and to avoid competitive exchange 
depreciation. . 

(iv) To assist in the establishment of a multilateral system of pay
ments in respect of current transactions between members and in 
the elimination of foreign exchange restrictions which hamper 
the growth of world trade." '(Art. I, Annex A, Final Act.) 

The principles of policy which we have outlined in Chapter 
XVII necessitate the existence of some central international mone
tary agency. Were each state to form an independent judgment 
on, for instance, the justification of differentiating against the 
currency or goods of another country believed to be the cause of a 
widespread deflationary strain, the whole system of multilateral 
trade, which we hope to see restored~ would be threatened. Indeed, 
once the automatism of the gold standard has been abandoned 
there remains no alternative to concerted policies. Concerted poli
cies imply some central monetary agency. But, while such an 
agency should in our opinion have extremely important func
tions to perform, it could not be either the sole or the final interna
tional authority dealing with co-ordination of policies for main-
taining a high leve1 of employment. · . 

(c) International Investment. 

We have noted in earlier chapters the e~sential role played by 
international investment of long-term productive capital in the 
advancement of world standards of well-being and the highly 
cyclical nature of this type of investment in the past. We have 
indicated the policies that should be pursued by governments, in
vestors and borrowers on international account to mitigate the 
severity of these :fluctuations in order to modify their destabilizing 
effects. We doubt, however, whether these policies alone would be 
sufficiently powerful to neutralize such :fluctuations completely, 
still less to produce what is really needed, 'a contra-cyclical move
ment in the· flow of international investment funds. For this we 
must look to an international agency, capable or' taking decisions 
at t~e international level, an:agency such as the proposed Intel"' 
national Bank for Reconstruction and Development. It is proposed 
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that this Bank, recommendation!! for wl1ich were also formulated 
at Bretton Woods, undertake to aid in the development of the 
less industrialized countries of the world. Such basic developmental 
operations of an international character are analogous in many 
respects to. long-range internal programmes of public works, 
which, it is now generally agreed, should be executed as far as is 
practicable so as to exert a contra-cyclical and hence stabilizing 
influence on business activity. The same reasoning applies to 
long-term plans for international development and we suggest 
therefore that one of the major responsibilities .of the authorities 
of the International .Bank for Reconstruction and Development 
should. be the timing of its operations to promote a contra-cyclical 
movement in the :flow of international productive investment, 

(d) Stabilization of Primary Production. 

Our analysis throughout this ·report has emphasized how. sharp 
cyclical fluctuations in the incomes of primary producers play a 
crucial role in the ebb and :flow of prosperity and depression and 
also how these movements, because ()f the preponderance of 
primary materials in international trade, are particularly in
fluential in the international spread of booms and depressions. We 
have also drawn attention in Chapter XIX to the possibility of 
mitigating these :fluctuations through the management of inter
national buffer stocks. The Delegation regards this as a problem 
of the highest impo1·tance and feels that there is urgent need for 
the early development of appropriate international plans to deal 
with it. 

(e) International Co-ordination of Contra-cyclical Policies. 

We have noted earlier in this chapter that the bulk of our de
tailed recommendations have necessarily been directed to national 
authorities working within the framework of national powers and 
responsibilities. We have also indicated. that unless these policies 
are carried on by common agreement and after joint and con
tinuous consultation, there is danger that they will l'un counter 
to each other, that one country may tend to spread depression 
abroad in order to maintain employment at home, that the growing 
social demand for greater security of employment will result in 
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measures rather disruptive than cohesive in a world of isolated, 
pugnacious national units, . 

Thus, if there is a lack of co-ordination between governments 
with the result that price levels are at variance with one another, 
some countries ".j]} find themselves unable to compete and, owing 
to the more rigid cost structures typical of modern economies, 
will be tempted to resort to trade restrictions which are likely to 
prove easier to impose than to remove. Restrictions breed restric· 
tions; if others retaliate, the whole effort to maintain active eco
nomic conditions may break down. Owing to these restrictions, the 
consumer, unable to buy on the cheapest market, unable to benefit 
from the international division of labour, will he forced to pay 
higher prices for what he buys; real incomes and living standards 
will be reduced. 

If J!.ational authorities are to be successful therefore in apply
ing policies of the type we have recommended in this Report, if a 
more liberal reorientation of commercial policy is to be effective, . 
and if special international agencies with important executive 
powers are to be set up, there is also need for the creation of some 
international organ for the co-ordination of contra-cyclical poli
cies. Such a need was in fact recognized in the discussions held at 
Dumbarton Oaks, when it was suggested that provision should 
be made for a General Assembly endowed with powers of initiation . 
and co-ordination in economic affairs and for the creation of an 
Economic and Social Council as part of the proposed framework 
of the new United Nations organization. It may be well to quote 
certain of the relevant articles in full: 

''V.6. The General Assembly should initiate st~dies and make recom· 
mendations for the purpose of promoting international co-operation 
in political, economic and social fields and of adjusting situations 
likely to impair the general welfare. 
7. The General Assembly should make recommendations for the co
ordination of the policies of international economic, social and other 
specialized agencies brought into relation with the Organization in 
accordance with agreements between such agencies and the Organi
zation. 

IX.A.l. With a ·view to the creation of conditions of stability and well
being which are necessary for peaceful and friendly relations among 
nations, the Organization should facilitate solutions of international 
eeonomic, social and other humanitarian problems and promote re-
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spect for_ human rights. and f~ndamental freedoms. Responsibility 
for tl1e dtscharge of th1s function should be vested in the General 
Assembly and, under the authority of the General Assembly, in an 
Economic and Social Council. 
2. The various specialized economic, social and other organiz~tions 
and agencies would have responsibilities in their respective fields as 
defined in their statutes. Each such organization or agency ~hould be 
brought into. relationship with the Organization on terms to be de· 
termined by agreement between the Economic and Social Connell 
and the appropriate authorities of the specialized organization or 
agency, subject to approval by the General Assembly." 

The Dumbarton Oaks plan also recommends that the Economic 
and So"cial Council should "set· up an economic commission, a social 
commission, and such other commissions as may be I"equired" .. 

Whatever final fol"m the international organization of the future 
may take, it should in our opinion provide adequate machinery 
for the general co-ordination ·and synchronization of policies of 
the character we have suggested _for the avoidance and mitigation 
of economic depressions. What.is I"equil"ed is a centl"al advisory 
body of recognized competence meeting at frequent intervals, hav
ing a highly trained staff at its disposal, and charged with tasks of: 

(i) studyi11g the policies pursued by different governments 
affecting economic activity; 

(ii) studying the fluctuations which take place in economic 
activity locally or universally and analyzing their causes; 

(iii) keeping governments and the general public informed of 
its findings and making available to governments its views 
about policies which might be pursued in order to revive 
or maintain economic activity; 

(iv) arranging when necessary for joint discussions between it
self and representatives of governments and of interna
tional bodies concerned with economic policy; 

(v) recommending to the appropriate organ of the United Na
tions joint discussions among governments, when such a 
course proves advisable, with a view to formulating com
mon policies against the common enemy which depressions 
constitute. 

Effective co-operation among governments would be greatly 
facilitated were each government to appoint a person of minis
terial or comparable rank whose duty it would be to assure that 



[ ~88 J 
the recommendations put forward by the international body re
ceived prompt· and proper consideration by his government. 

It will be observed that we have in mind an advisory body-an 
advisory body, however, which should be enabled to keep in con
stant touch with governments and to formulate agreed opinions 
for consideration by those on whom final political responsibility 
rests. 

It would, we feel, be preferable to compose this body of persons 
selected by the contemplated Economic and Social Council, rather 
than by governments. But it is important that it should always 
have amongst its members nationals of the countries that con
stitute the great import markets which exercise the greatest influ
ence on economic activity, and, moreover, persons whose views 
will carry weight not only about, for instance, technical monetary 
questions, but also about broad issues of commercial policy, of 
labour po],icy, of agricultural policy, of public finance. If ap
pointed in the manner we have suggested, it would no doubt repol't 
formally to the contemplated Economic and Social Council and 
through it to the Assembly. But occasions are 'likely to arise in 
which urgent action is required, and for this reason we feel that it 
should be empowered : 

(i) to make its r~ports public or submit them to governments, 
when it Ielt such a course was desirable, prior to their con
sideration by the body to which it would normally repol't
a procedure which is in conformity with existing interna
tional practice; 

(ii) to invite governments of countries whose policies on any 
occasion are likely to prove of vital importance, to send 
representatives to participate in its discussions, with a view 
to formulating with them an agreed advisory opinion. 

· At the same time this body sh~uld, of course, keep in close touch 
with all specialized international agencies dealing with 'economic 
questions whose action may have an effect on economic activity, 
with a view to securing a general co-ordination of policy, and will 
no doubt derive much of its information· from these specialized 
agencies. But this information will require careful centralization 
and co-ordination with that obtained directly from governments, 
and for this purpose it is important that the central international 
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organization should have a fully equipped statistical and ana
lytical service at its disposition. 

4. THE NEED FOR COMPARABLE STATISTICAL IN'FORMATION 

It is indeed clear that for the execution of the various policies 
we have suggested, this international body, these specialized inter
national agencies and governments will need to keep a constant 
and alert watch on economic developments. To aid them in this task 
they will require full .quantitative information about the ups and 
downs of business activity, about changes in demand, in supply 
and in the factors of supply throughout the world. We have al
ready referred to the importance of figures relating to national 
income and to international balances of payments. The former 
should not simply give changes in total income, but should provide 
an analysis of the constituent parts of aggregate expenditure of 
the type which has been employed throughout this report. In this 
connection we would remark that it would prove of great value 
if international figures based on national returns could be calcu
lated so as to afford a general picture of the major classes of in
come production and expenditure. The latter should be as com
plete as possible, and the League of Nations has already done 
much to improve their international comparability. But these are 
only two out of a long list of classes of statistics which govern
ments must provide to guide both themselves and the business 
world. We shall not attempt to compile such a list here. But we 
recommend that a general plan should be drawn up for the com
pilation of national economic and financial statistics ,essential for 
the planning and execution of anti-depression policies; this and 
the formulation of methodological principles to assure interna
tional comparability are tasks of urgent importance. The Com
mittee of Statistical Experts set up under the Statistical Con
vention of 19281 together with the statistical agencies of the 
International Labour Organisation constitutes the necessary 
machinery, and a series of recommendations regarding metho
dology have indeed already been put forward by these bodies, 
which were being constantly more widely applied before the war. 

1 International Convention Relating to Economic Statistics, signed at Geneva on 
December 14, 1928: cf. lntsrnation<JI Oonfersnce Bsl4tmg to Economic StatiBtic• 
(League of Nations, 1928. II. 52). 
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We insist on the need for comparability because national sta
tistics alone are not enough. It is equally important that the 
national information should be internationally collated arid co
ordinated and be placed at the disposition of the internationa~ 
body charged with anti-depression policy, of national govern
ments and of the business world. 

5. FINAL OBSERVATIONS 

Just as we are compelled to choose between the automatism of 
the gold standard and concerted monetary policy, so we must 
choose today-between economic laissez faire and concerted anti
depression policy. Nothing could be more dangerous, nor more 
untrue, than to assume that the maintenance of the fullest pos
sible measure of employment can be left to each government act
ing in isolated independence. All will be affected by the success or 
failure of all others. All must co-operate in their attempts to attain 
the end on which we believe all agree. Even granted such co-opera
tion, success will not be achieved lightly or rapidly. There will be 
many experiments, many disappointments and failures. But we 
believe that it is along the lines of policy we-have suggested that 
there lie the greatest chances of success, granted co-operation. 
Failing co-operation there can be no success. 



CHAPTER XXI 

Sill1MARY AND CONCLUSIONS 

1. Depressions may have many causes. They vary in nature, and 
may require the adoption of different policies on different oc
casi~ns. There is no single simple remedy or specific. Moreover, 
they are international phenomena, or national phenomena spread
ing from one country to another, and we have had to consider the 
influence of policies adopted in one country upon economic activ
ity in another. We should have failed wholly in our purpose had 
we put forward proposals which might x'educe unemployment in 
one area only at the cost of increasing unemployment elsewhere, 
The complexity of the problem assigned to us has compelled us 
to deal at considerable length with our terms of reference and 
we have thought it useful therefore to add a summary of our 
major findings and recommendations. We would urge, however, 
that this summary should be read with constant reference to the 
fuller explanations and various qualifications contained in the 
earlier chapters of this Report. 

2. In the first Section of Part II of this Report' we give a gen
eral description of the nature of depressions and the manner in 
which they spread from country to country. It is not perhaps 
necessary to summarize this descriptive material here, and we will 
therefore confine oursel'ves to mentioning one or two crucial facts. 

3. General depressions would seem to result mainly from fluctua.-· 
tions in investment and employment in industrial countries. As 
we indicated in Part I of our Report, therefore, the great indus
trial countries of the world are under a. special obligation to adopt 
the constructive measures of major importance required to secure 
economic stability and to accelerate economic development." 

4. In any industrial country the level of employment depends 
on the amount of expenditure. If insufficient is spent to buy the 
whole output that can be produced, some people will be unem-

' Part I of our Report is The Trauitioa from War to PetJCe Bcoaomy: Report 
of the Delegation on Bcoaomic DepreiBiou, Paf't I (League of Nations, 1948. 
II. A. 8), published in April 1948! Part II, the present Report, is divided into two 
Sections-Section I, "The Nature of Depressions'', and Section II, "Anti-depres
sion Policies". The present Chapter relates to Part II. 

• The Trauition from Waf' to Peace Economy (League of Nations), page 16. 
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ployed. In any economy where people save part of their incomes, 
the maintenance of demand and consequently of employment de
pends on an equivalent amount of expendi~ure being directe~ to 
investment. In advanced industrial countries where the savmg
investment process is very important, the main~enanc~ of .demand 
is likely to prove especially difficult. DepressiOns ~n~e m those 
countries mainly owing to the fact that changes m mvestment 
plans do not always synchronize with decisions to save. When sa~
ings outrun investment they go to waste and unemployment IS 

caused. . 
5. If demand falls off in investment industries, unemployment 

will be caused and can only be overcome if that demand is made 
good or some other demand takes its place. 

6. Aggregate demand may conveniently be classified under~ 

(i) private consumption; 
(ii) private investment; 
(iii) public expenditure pn current goods and services; 
(iv) public investment expenditure; and 
(v) net foreign investment. 

7·. The object of anti-depression policy must be to maintain ag
gregate demand. Any one of these constituents of aggregate de
mand can theoretically make good a falling off in any other. But 
in practice, as productive resources are not completely mobile-
labour, for instance, cannot move inimediately f;rom one occupa
tion or skill to another-it may prove impossible to effect such 
compensation rapidly. This fact constitutes one of the main diffi
culties in framing policies to offset depressions . 

. 8. We considered in Chapter& IX to XX policies which might be 
adopted to maintain demand against the influence of factors likely 
to lead to depression, or to revive demand. It is in our opinion 
an obligation of governments both to pursue such policies and to 
co-ordinate their policies internationally so that the policy of no , 
country acts to the detriment of others. · 

9. Before turning to a consideration of these policies, however, 
we wish to emphasize here that governments would be well advised 
to consider at all times how sensitive their whole economic structure 
is to forces contributing to depressions, and whether measures 
could not be adopted to render it more resistant. Thus as con-
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sumers' demand for goods of primary necessity is exceptionally 
stable, all measures to raise the general standard of living of the 
lower income groups and to enable them to purchase such neces
sities will contribute to stability. Similarly, all measures tending 
to increase the mobility of labour and promote the adaptability 
of machinery, agriculture, etc., will both lessen the risk of depres
sion and render anti-depression measures more effective. 

1. PRIVATE CONSUMPTION EXPENDITURE (Chapter IX) 

(a) Non-durable Goods (Chapter IX, 1-6) 

10. Expenditure by private individuals on non-durable con-
. sumption goods and on services constitutes by far the largest part 
of aggregate final expenditure. Though relatively stable, this 
expenditure is subject to fluctuations which are quantitatively 
great. 

11. All measures of social insurance, but especially unemploy
ment ·insurance, contribute to the stability of consumers' demand, 
and hence to the stability of the whole economy. This contribution 
might be enhanced by reducing payments by employers and em
ployed on account of unemployment insurance when unemploy
ment is high and increasing them when unemployment is low. . 

12. Private consumption may be stimulated or upheld by t-e
ducing tax rates as well as social insurance premia when unem
ployment· threatens. 

13. wages constitute the major part of consumers' demand in 
industrial countries, and the question whether rigidity of wage 
rates is a stabilizing influence is, therefore, one of major impor
tance. Our broad conclusion is that whatever changes may be 
made in individual wage rates, the total wage bill, aggregate 
labour income, should as far as possible be kept stable in a de
pression. A general wage increase would raise costs without neces
sarily increasing purchasing ·power and a general reduction of 
wages would reduce aggregate purchasing power and therefore 
intensify, at least for awhile, the deflationary spiral. But this does 
not mean that particular wage rates which are out of line should 
never be :reduced, particularly if there are sound grounds for ex
pecting that employment will increase in those industries in which 
reductions are made or that a decline in employment can be pre
vented by this means. 
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14. The fact that consumers' expenditurE) is more stable than 

investment implies that countries in which a large proportion of 
expenditure is devoted to consumption (especially of non-durable 
goods) are likely to be more stable than those in which the pro
portion is smaller. Consequently, measures intended to render the 
distribution of income more equal are likely to have a stabilizing 
effect, but they may, if they result in very highly geared taxation, 
tend to check economic progress. In s.o far as possible, therefore, 
it is important to endeavour to promote greater equality in the 
distribution of income by increasing the productivity or the pur
chasing power of the lower-income groups rather than by fiscal 
measures alone. We have in mind policies designed to bring about 
an improvement of public health, of economic opportunity, of 
educational facilities, on the one hand, and the reduction of the 
prices of goods of primary necessity, whether by lowering tariffs 
or by bettering methods of production and distribution, on the 
other. 

15. There would be a still greater assurance of stability of de
mand were the distribution not only of income but of capital more 
evenly spread than is characteristic of most modern industrial 
economies today. Governments should therefore make certain 
that adequate investment facilities are available to the small saver. 

(b) DurolJle Conawmer~' Goods (Chapter IX, 7). 

16. Fluctuations in the demand for consumers' durable goods 
are closely related to the level and distribution of consume1·s' in
comes. Hence, all measures fo~: stabilizing consumers' income as a 
whole will also help to stabilize the demand for durable consumers' 
goods. But demand may be affected by those responsible for the 
manufacture, sale and financing of these durable goods. In coun
tries in which such goods are largely sold on credit, financial insti
tutions may help to stimulate demand during periods of depres
sion by affording more liberal credit conditions, reducing down 
payments, and increasing the period of amortization. Similarly, 
they can Contract sales during booms through the application of 
the reverse policy. Manufacturers for their part can contribute 
towards stability by adjusting prices to demand . 
. 1'!. So~e assistance might be afforded by governments dove

tailing .the1r purchases to changes in private demand, though as a 
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rule the volume of their purchases of durable consumers' goods is 
relatively small. · . 

2. PRIVATE INVESTMENT (OI&aptor.X) 

18. It is particularly difficuJt to revive the demand for invest
ment goods when it is sagging, for that demand is largely de
pendent on constant increases in the demand for consumers' goods. 
Thus, if the demand for consumers' goods remains constant, there 
may be no demand for capital goods except to replace what is worn 
out. If consumers' demand increases by an amount which.cannot be 
made good with existing equipment, then there will be a sudden 
demand for new machinery which will almost completely disappear 
as soon as the total equipment is sufficient to meet this new. demand. 
Therefore, it will be necessary to compensate such falling off by 
st~ulating other constituents of aggregate demand. Nevertheless, 
action can be taken to stimulate private investment to some extent 
when that is necessary. Only part of private investment is devoted 
to the manufacture of machinery required for making other 
goods; some part renders services directly itself, ln most coun
tries building, which is mainly of this nature, constitute~ a large 
proportion of gross investment in capital goods. 

(a) Residential Construction (Chapter X, S). 

(i) Building Costs (Chaptsr X,~. a, b)., 

19. The main factors determining the level of residential con
struction are consumers' incomes, the age and distribution of 
existing houses, population growth and shifts, and building and 
financing costs. Because of the great durability of houses, capitai 
costs play an extremely important role. Building is therefore more 
responsive than most other forms of investment to changes in in
terest rates. Changes in mortage interest, the period of amorti
zation and the proportion of cost that can be covered by mortgage 
credit, all exercise an important influence on the volume of build
ing and may be used to check building excesses during booms and 
to stimulate building when activity falls off. Governments may 
assist in reducing financial costs where necessar.y, for instance, by 
insuring mortgages for home-owners, and by measures designed 
to make mortgage credit responsive to changes in other interest 



[ 296 ] 

rates. But the active co-operation of mortgage banks, building 
societies, etc., will in all cases be Teqwred. 

20. Other building costs may prove equally or mm'e important. 
The most favourable financial conditions, the most active demand 
may be rendered nugatory by monopolistic prices or wage rates. 
When monopoly threatens to prevent revival it is incumbent on 
governments to take measures to break it down. 

(ii) Doveta:iling Public Construction (Ohaptor X, s, c). 

21. In certain countries governments may exercise an important 
stabilizing influence by dovetailing public construction to varia
tions in private construction, and we recommend that all public 
building by central and local authorities should be expressly 
planned with this end in view. For this purpose .it is important 
that policies should be thought out in advance, and that the 
central government should exercise sufficient influence over pro
vincial and local authorities to assure that their building pro
grammes contribute to the promotion of stability. 

(b) IndustrU:ll Plant and Equipment (Oho.ptsr X, 8). 

22. For reasons already given in paragraph eighteen above, it is 
more difficult to stimulate investment in industrial plant and 
equipment directly. Such investment will, of course, be "favourably 
affected by any of the measures for stimulating consumption 
eXpenditure which we have considered above (paragraphs ten to 
seventeen). · 

28. The first essential for securing greater stability is that 
bu;;iness men should realize that the adoption of a long-term in
vestment policy is in their own interest. Governments should en7 
courage such long-term planning and help in the framing of such 
policies by the provision of statistics concerning the size and age
distribution of the existing stock of capital equipment and the 
volume of current additions to that stock in the various industries, 
and concerning business conditions in general. 

24. Some influence over the rate of investment may be exercised 
by the monetary authorities varying the rate of interest both to 
prevent over-expansion when trade is booming and to increase 
demand when it is waning. . 

25. Whatever may be the fluctuations in domestic demand for 
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plant and equipment in industrial countries, there is always an 
lllllllense untapped potential demand for these goods in less de
veloped areas. If, therefore, capital exports could be given a 
contra-cyclical pattern, with the aid of government export credit 
schemes, or public investment institutio~ such as the proposed 
International Bank for Reconstruction and Development, this 
would contribute greatly to the maintenance of a high and stable 
level of employment in the industries producing these goods. We 
revert to this point in paragraph forty-five below. 

26. In so far as governments are themselves purchasers of 
machinery and equipment, they should endeavour to give their 
purchases a contra-cyclical pattern, increasing them in slack times 
and decreasing them in times of prosperity. 

27. In some countries certain forms of taxation have rendered 
the entrepreneur unwilling to undertake risky investments. When 
to personal income taxes are added corporation taxes, a form of 
double taxation is created which, when rates are high, so reduces 
the prospect of profit as to constitute a serious deterrent to enter
prise. Some mitigation of this discouragement to risk-bearing 
might be offered by permitting for tax purposes the deduction 
from corporation profits of losses not only in the year in which 
they occur, but over a series of years. But in addition to this allevi
ation, fiscal authorities would, in our opinion, be well advised to 
realize that high corporation taxes "may constitute a serious im-
pediment to enterprise. . 

" 28. A stimulus to the adoption of new processes could be given 
by permitting the rapid amortiza~ion of capital and full allow
ance for obsolescence in computing tax liability. 

29. Finally, when the price of the capital goods required for the 
manufacture of machinery and equipment is subject to monopo
listic control, which tends to retard business during periods of 
depression, governments should take steps to break down such 
monopolies, a result which can in some cases be brought about by 
tariff redu~ions. 

(c) Business Stoclcs (Chapter z, 4). 

30. Stocks tend to be accumulated when a rise in prices is fore
seen and to be reduced when prices are expected to fall. As a result, 
both the upward and downward movements of prices are accen-
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tuated. We suggest in paragraphs ninety to .ninety-nine belo~ 
various measures for the stabilization of the prices of raw materi
als, including the creation of an internatio?al buffer stock ~ge~cy 
which might, in our opinion, make a v~ry Im."po~ant contribution 
towards the reduction of price fluctuations w1thm much narrower 
limits than has characterized them in the past. 

31. Wide fluctuations in prices are not infrequently caused by 
ignorance of the real statistical position. To obviate this danger, 
governments should obtain and publish at frequen~ interval~ full 
information with reference to stocks of raw materials held m all 
hands, and this information for all countries should be collated and 
published in the form of a series of international tables. 

32. Though the influence· of interest rates may be slight when 
wide price movements occur, an attempt might nevertheless be 
made to check tendencies towards excessive liquidation by easing 
short-term rates and to ~heck over-accumulation by stiffening 
rates. It is important, however, in this latter case, that short-term 
rates should not be raised so high as to cause an all-round increase 
in interest rates which will lead to a contraction of investment in 
fields where it has not so far been excessive. 

3. THE RESPECTIVE ROLES OF THE GOVERNMENT AND OF 
THE BUSINESS COMMUNITY (Chaptsr. IX-X, passim) 

33. It will be seen that the measures we have considered up to 
this point for stabilizing consumers' demand and private invest
ment depend to a large extent on the foresight and co-operation 
of the business community itself. Governments can help by creat
ing a balanced economic system, and indeed this is the first essen
tial of all sound anti-depression policies. We have in mind the 
creation of conditions in which demand is buttressed against the 
storm by adequate social insurance; in which the basic needs of · 
all classes of people are always satisfied to the extent that pro
ductive resources permit; in which the standard of living of per
sons and families of lower incomes is increased by increasing their 
efficiency and their opportunities and by affording facilities for 
the investment of their savings; in which forms of taxation likely 
seriously to impede enterprise are avoided; in which information 
is furnished about current economic conditions adequate for the 
formulation of sound policies by the entrepreneur. The govern-
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ment may intervene, moreover, should unemployment occur, with 
a view to improving the chances of private enterprise or offsetting 
a fall in private demand. We have mentioned, for instance, the in
surance of mortgages, government aid -in contra-cyclical foreign 
lending and the breaking up of monopolistic positions. But in this 
private sector of the economy it will, in the final analysis, be the 
aggregate behaviour of the whole group of persons responsible 
for the conduct of business-employers and employees alike-
which ·will determine the volume of business in any community in 
which private enterprise is predominant. It is of the utmost im
portance-, therefore, that governments should do everything to 
maintain confidence, and should e::s:plai~ the purpose and nature 
of the policies they are themselves pursuing. 

4. CREDIT POLICY (Ohaptsr XI) 

34. Credit policy ope1·ates on aggregate expenditure mainly 
by influencing private investment and the demand for durable 
consumers' goods, It may, however, have some direct influence on 
public expenditure and mi the demand for non-durable consumers' 
goods. . , . 

35. There is a tendency to attach less importance than twenty 
years ago to· credit policy as a means for 1·elieving depressions or . 
stabilizing business. we doubt whether it is possible to check a 
depression in a highly industrialized country by credit policy 
alone. But in less financially developed countries and possibly else
where, interest rates may be sufficiently high after the war to allow 
reductions to exercise a stimulating influence, .and in highly de
veloped countries credit conditions may prove important for cer
tain classes of transaction-real estate, stock market, etc. Every
where it is necessary to create through appropriate credit policies 
the monetary conditions necessary for the success of more powerful 

· anti-depression measures. 
36. The objects of credit policies in depression should be to 

make credit cheap and abundant and to prevent bank failures and 
financial panics. 

· 37. During a cyclical upswing general policies of credit restric
tion should not be applied unless there are signs of a general 
speculative price rise. Such a general rise of prices is not likely to 
occur before a high level of employment all round has been 
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reached. But a speculative boom in some particular market may 
occur earlier, for instance, a stock exchange or real estate boom. 
In . such circumstances selective policies of credit control are 
preferable to a general contraction of credit. 

6. PUBLIC EXPENDITURE AND FISCAL POLICY 
(Chapter XII) 

38. Government expenditul'e may create employment in ·the 
same way as private expenditure, and private expenditul'': itself 
can be influenced by the level of governmimt expenditure. When 
public revenues constitute 20-30 per cent or more of national in
come it is impossible to achieve budgetary equilibl'ium on an an
nual basis without seriously accentuating the cyclical instability 
of business. In the past national budgets have frequently been 
forced into deficit when economic activity was low; and debt re
demption has been accelerated when economic activity was high. 
In this way public finance has helped to maintain demand by the 
monies paid out in bad times, and to curtail it· in good times. 
Before the present war certain governments therefore adopted a 
policy of balancing their ordinary budget, not each year, but over 
a series of years. We advocate this policy and suggest that gov
ernments would be well advised to increase greatly the~r emphasis 
on: 

(a) expenditure policies that provide, so far as is practicable, 
for the concentration of public investment expenditure in 
periods of depression, 

(b) seeking to counteract fluctuations in private spending 
by budgeting for deficits when such spending is abnormally low 
and for surpluses when it is abnormally high, 

(c) taxes the yields of which vary readily with fluctuations in 
business activity so that they have a minimum de-stabilizing 
effect. 

39. It is, in our opinion, of the utmost importance that gov
ernments should plan their public finances in a contra-cyclical: 
fashion, paying out more than they receive in taxes when private 
expenditure contracts and receiving more than they pay out when 
it expands. Such a policy need not lead to any greater national 
debt than would be incurred under the system of amiual balancing 
of the budget. It may be applied in various ways. 
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~0. Pu~lic authorities ~ould. and in o~r opinion should vary 

~he1r pubh.c wor~s expendit~re.m a contra-cyclical way, checking 
1t when private mvestment IS h1gh and expanding it when private 
investment is low. This policy will have its maximum effect if it is 
conducted simultaneously not only by the central government but 
by all local and provincial governments. It requires, therefore, a 
central influence over the capital expenditure of locaf and pro
vincial authorities. It requires in addition the preparation of a 
general plan of public works carefully elaborated in advance. 

41. Contra~cyclical changes in the government's contribution to 
aggregate national expenditure may also be effected by cyclical 
variations in revenues, whether from taxes or from other sources, 
for instance, the payments on account of unemployment insurance. 
With a given rate of government expenditure, aggregate national 
expenditure and employment can be k~pt up by a fall in the yield 
of taxes with unchanged rates, by a reduction of rates and by 
remission of taxes. In fact, the yield of most taxes an~ other 
sources of 1•evenue fluctuates cyclically, and this characteristic 
could be accentuated for the whole tax system by including in 
that system some taxes of exceptional sensitivity. We discuss at 
some length in section 4 of Chapter XII the 1·elative advantages 
and disadvantages of variations in government expenditures and 
government 1·evenues respectively, reaching the conclusion that it 
would be inadvisable to rely entirely on one policy to the exclusion 
of the other. .. 

42. Different types of public expenditure will have different 
effects on employment. The primary effects will be greater if the 
money is spent .in an industry in which the proportion of wages 
to total costs is high. But attention should be p~id not o~ly.to the 
workers directly employed, but also to those employed mdn·ectly 
in producing the required raw mate1·ials, tools, machinery, con
sumers' goods for the re-employed workers, etc. Some types of 
public expenditure also have the effect of giving rise to private 
investment, especially expenditure designed to facilitate necessary 
structural adaptation. Thus expenditure on the development of 
backward areas or urban redevelopment, which paves the way and 
opens up possibilities for subsequent private investment, will be 
likely to have a considerable ~irect effect in promoting investment 
opportunities. 
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43. Conditions may arise under which variations in normal 
public expenditure and revenu: will n~t be sufficient to off~et 
variations in private consumption and Investment. In such Cir
cumstances the desirability of undertaking additional public 
works with the express intention of filling the. gap in private 
demand has to be considered. Such expenditure, if undertaken, 
should be looked upon rather as a lever to raise private investment 
than as a means for compensating fully and immediately such de
cline in private investment as has taken place. The argument in 
favour of additional public works is essentially the same as that in 
favour of contra-cyclical budgeting. But care must be taken to 
avoid contracting a volume of public debt which is out of line with 
the real productivity of the country. Care must be taken, also, to 
avoid government expansionary policies leading "t9 inflation. In 
section 8 of Chapter XII we have set out in some detail the limita-

, tions as we see them to a compensatory fiscal policy; we have 
stressed the importance of avoiding the risk that public spending 
may prevent the necessary cost reductions; and we have urged that 
governments should explain fully to the public the objects and 
causes of the policies they pursue. We have no doubt, however, 
that in the event of a serious falling off in private demand such 
compensatory policies may be necessary, and when necessary, they . 
should be undertaken with both promptitude and courage. But 
government spending is only one, if an important, weapon in the 
whole armoury that may be employed in the 1ight against depres
sions and unemployment. 

44. We recommend that governments should supplement their 
annual budget estimates by estiniates of national income. These 
latter estimates should be made in sufficient detail to constitute a 
real aid to governments in diagnosing the situation and therefore 
the. type of po~cy req~ired. Governments, when s~bmitting their 
~sbmates to their parliaments, should explain what measures they 
propose to take, whether fiscal or other, in order to assure a high 
level of employment. 

6. FOREIGN INVESTMENT (Ohaptor XIII) 

45. ~ increase in exports will raise employment if domestic 
expe_nditure as a whole remains unchanged. Consequently, foreign 
lending, by stimulating exports, may prove a valuable anti-depres-
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sion instrument for the richer countries. It is likely to present the 
special advantage of aiding directly exactly those capital-goods 
industries which are generally the first to be affected by depres
sion. To be most effective it should take a contra-cyclical form, and 
governments would he well advised to promote lending when busi
ness slackens by rendering the terms of their export credit and 
similar ~chemes more favourable. Similarly, we recommend that 
all national or international organs established to promote long
term lending by government guarantees and in particular the 
proposed International Bank for Reconstl"uction and Develop
ment should bear these considerations in mind. But the pursuit of 
this policy must not be allowed to cause an interruption of work 
already initiated on projects financed with foreign capital which 
require several years for their completion. 

46. While foreign lending should be a valuable instrument of 
policy, a heavy foreign debt may constitute an intolerable burden 
to debtor countries in times of falling prices. It is preferable, 
therefore, that whenever possible foreign investment should take 
the form of equity or direct investment. When this is not possible, 
elasticity might be afforded in loan contracts by permitting ac
celerated amortization in periods of activity and a relaxation of 
amortization when transfer difficulties present themselves. More
over, the risk of protracted default on loans would be diminished 
if prior provision were made in loah contracts for trustees elected 
by the majority of bondholders to act for all in case of default. 

47. Whatever the form of foreign lending, the greatest care 
should' be taken to assure that the monies bo1Towed are expended 
in such a-way as to increase the productive and hence the transfer 
capacity of the borrower. This object will be promoted if loans are 
linked, so far as possible, to the purchase of capital goods. By this 
we do not mean that the goods should necessarily be purchased in 
the country ln. which the loans are raised. On the contrary it is 
obviously desirable that the borrower should be able to purchase 
in the cheapest market. When loans cannot be linked to specific 
goods, the best guarantee against the risk of waste is that the 
borrowing country itself should participate in the capitalization 
of the project. 

48. Owing to the influence of both borrowing and lending on 
economic activity and on the balance of paymen~s of the countries 
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concerned, it is important that governme~ts and monetary author
ities in both sets of countries should keep themselves constantly 
informed of the character and volume of all foreign commitments. 

'1. THE RISK OF INFLATION (Ohaptsr XIV) 

49. The risk of inflation constitutes one of the greatest diffi
culties in applying anti-depression policies. The danger presents 
itself in its most acute form when there is full employment and the 
demand for labour tends to exhaust available supplies and to lead 
to wage increases which are not offset by equivalent increases in 
productivity. Moreover, labour is not uniform or fluid, so that 
shortages are likely to arise in some industries while there is still 
unemployment elsewhere. It is therefore important to take all 
possible steps to promote mobility of IB.bour. Labour mobility will 
be promoted if wages respond readily to changes in the relative 
demand for dilferent types of skill, and trade unions should there
fore think and act in terms of economic activity as a whole rather 
than in terms of their own craft or industry only. The government 
should, for its part, afford all possible facilities to enable workers 
to acquire new skills and to move to different localities and thus 
meet changes in demand as they arise. 

50. But it is equally important to assure that the mechanism of 
production, both industrial and agricultural, is easily adaptable 
to such changes and that entrepreneurs pursue policies intended 
to expand and not to restrict production. It follows, therefore, 
that simplification of mechanical processes rendering it easier for 
labour to move from one type of machine to another will promote 
mobility, and that no obstruction should be placed in the way of 
the application of new and simpler productive processes. We 
recommend that governments should when necessary reconsider 
their patent laws so as to prevent firms from suppressing or im
peding new inventions. The responsibility of the entrepreneurs 
for promoting mobility is no less than that of the labour leaders. 
They must be prepared to adapt production rapidly to shifts in 
demand. They must be willing always to endeavour to broaden the 
bases of their market by selling more at a lower price rather than 
less at a higher price when this choice presents itself. 

51. In short, a policy for maintaining a high level of employ
ment must be regarded as a community effort in which no par-
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ticula~· ~conomi~ _gro~p should seize upon a specially favourable 
bargammg position m order to improve its own position at the 
e~llense of tha: of ~ther gr~ups. In order to secure the co-opera
ti?n of labour m thiS eff01t It Is essential that governments should 
g1ve the assurance that their policies are at all times directed 
towards increasing the income of the masses of the population by 
P.reventing a wasteful misapplication of resources, by the promo
bon of efficiency in production through facilitating the applica
tion of scientific and teclmical developments and by the control of 
monopolies and monopoly profits. 

8. UNEMPLOYMENT IN SPECIAL AREAS AND INDUSTRIES 
(Ol1aptor XV) 

52. The absence of mobility on the part of labour and other 
factors of production may lead, as we have seen, on the one hand 
to inflationary price rises in the later stages of expansion, and on 
the other hand to unemployment in certain localities or industries, 
When this type of structural unemployment presents itself it may 
be necessary for the government to take special measures to adapt 
the productive apparatus to the changes that have taken place in 
demand. 

53. Partial depressions, however, are less likely to occur and are 
likely to be less difficult to remedy when business as a whole is active 
and there is a ready demand for labour which may have been dis
placed in any industry or locality, 
· 54. When a localized depression occurs in spite of the fact that 
trade as a whole is active, either or both of two possible solutions 
may be sought: The first is to encourage the establishment of new 
industries in the depressed areas; the second is to facilitate the 
transfer of labour out of the depressed areas. Among the first class 
of measures may be mentioned government or banking assistance 
in the provision of credit to new industries, tax remission, the pro
vision of modern factories at moderate rents, etc. Transfer may be 
facilitated by grants to cover travelling expenses and mainte
nance, training facilities, unemployment exchanges and similar 
means. Clearly, the appropriate measures will vary considerably 
in each case, and we have not attempted, therefore, to lay down 
any general principle save that when structural rigidity exists 
governments should take measures as quickly as possible to over-
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come it; we have confined ourselves to giving e~amples of the type 
of action taken by governments in' the past. 

9. CHRONIC UNEMPLOYMENT (Ohapter XVI) 

55. In addition to general depressions of a cyclical character, it 
is conceivable that in very rich industrial states a chronic tendency 
for savings to exceed investment expenditure and thus go to waste 
may arise, with the result that there is a permanent deficiency in 
total expenditure and chronic unemployment. While we are not 
convinced that this phenomenon has ever presented itself or that 
it is likely to. do so in the foreseeable future, we feel that we should 
bear the possibility of such chronic unemployment in mind. It 
may be counteracted by influencing investment directly; by stimu
lating consumption, or by reducing those savings that tend to go 
to waste. 

56. Private investment may be promoted by any of the means 
we have suggested in paragraphs eighteen to twenty-nine above, 
and, in particular, when there is chronic under-investment, by 
cheap money policies. The government should, we .suggest, also 
endeavour to create new inves.tment opportunities by ,public de
velopment schemes, for instance, the provision of better communi
cations, electric power, etc., or by promoting research which may 
lead to the manufacture of new consumers' goods, or by reducing 
costs so as to render such goods available to a larger proportion· 
of the population. 

57. Private consumption may be stimulated by the application 
of the measures to render the distribution of income more equal 
mentioned in paragraph fourteen above. But in the circumstances 
under- consideration, since there is an excess of savings, there is a 
stronger case for redistribution of income by fiscal measures than 
when there is no chronic excess of savings. 

58. Prominent amongst the measures to prevent savings going 
to waste are public works such as those just mentioned in para
graph fifty-six and the improvement of public services. The op
portunities for improvement not only in national productive 
equipment, but also in public education, health and other similar 
services, is likely to remain, for a very long time indeed, almost 
inexhaustible. 

59. Still less exhaustible will be the foreign demand for de-
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~elopment. :'his may be met in part by foreign investment, which, 
like domes~lC government expenditure, can be employed to utilize 
excess_ savmgs. 

60. Finally, as and if a situation of stagnation appears in ~a
ture economies, a~ increasing proportion of the spare resources 
released by techmcal progress should obviously be devoted to in
creasing leisure, particularly among the more hard-worked sec
tions of the population, 

.10. INTERNATIONAL MONETARY IMPLICATIONS OF NATIONAL 
ANTI-DEPRESSION MEASURES (Chapter XVII) 

61. An individual country endeavouring to maintain a high level 
of employment may be faced with the necessity of tapng.steps to 
counteract deflationary or inflationary influences coming from 
abroad. Moreover the pursuit of its own domestic policy for main
taining a high level of employment may, if other countries fail to 
keep in step with it, involve it in balance of payments difficulties. 
In Chapter XVII we have discussed, therefore, at some length the 
principles which should guide national policy under these condi
tions. The. subject is difficult, and this chapter requires to be 
-studied with some care. We may, however, summarize our broad 
conclusions which do not of course relate to the special problems 
of the transition period, in the following terms: 

62, It must be the object of each country to maintain its na
tional income at a level corresponding to the fullest possible em
ployment of its resources, while avoiding in:fiation. For this reason 
a fall in foreign demand due to a cyclical depression a~road s~ould 
(when it proves impossible to overcome that depression by mte~
national action) be offset a~ far as possible by an increase m 
domestic expenditure: . 

63. To countries greatly dependent on their ~xport trade and 
those whose t!xports are highly specialized, a pohcy .of co~pensa
tory expansion may, however, present very real difficulties a~d 
only be applic~ble to a quite limited extent. For such count~Ies 
international concerted policies for the maintenan~e of a high 
level of employment and a smooth-fu~ctioning multilateral trad
ing system are indeed indispensable. . -

64. The policy of compensating for a fall in foreign demand 
by domestic expans~on may increase the discrepancy in the hal-
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ance of payments caused originally by the drop ~n exports: ~he 
country concerned should not seek to meet the defic1t by restnctmg 
imports, for this would only intensify the depression abroad. The 
deficit should be met in the short-run out of the country's gold and 
foreign exchange reserves. 

65, For this purpose each country must be equipped with inter
national reserves (or borrowing facilities) at least sufficient to 
meet temporary adverse balances arising !rom random· causes 
including cyclical fluctuations. Means for providing certain coun
tries with more adequate reserves, proposed at the Bretton Woods 
Conference, are now under consideration. 

66. If the fall in foreign demand is due to more fundamental 
causes, such as a lasting change in taste or a decline in the com
petitive position of the country concerned, a policy of compensa
tory expansion alone may prove inadequate. In this case measures 
must be applied to adapt the structure of production to the. new 
conditions. Such measures may be directed towards increasing the 
country's productive efficiency in the old export trades, developing 
alternative export outlets, or substituting some classes of goods 
previously imported by domestic products. 

67. These measures may have to be accompanied by policies 
intended to have an immediate influence on the balance of pay
ments. When this need arises recourse should be had to exchange 
depreciation rather than to import restrictions or exchange con
trol. But recourse to this measure should only be had after con
sultation with an international monetary authority, if such an 
authority exists, and there should be no greater depreciation than 
is required to restore reserves and prevent the deficit from arising 
again .. 

68. :Balance of payments difficulties may also arise because a 
country pursues an expansionary policy for maintaining the 
level of employment at a time of general depression, and other 
countries do not keep .in step. The conclusions. of paragraphs 
sixty-three to sixty-five apply to this case. 

69. If the balance of payments difficulties are due to an ex
pansionary policy at home which has reached inflationary pro
portion.s, measure~ should be taken to check, not expand, domestic 
expenditure, or to remove the specific causes of that bflation. 

70. If inflation is allowed to go on -for some time, the mere 
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cessation o£ inflation will not. be sufficient to stop the drain on the 
countr~'s reserves. Pl"ices at home and abroad will then have got 
out of line. In such cases an exchange depreciation, though neces
sary, may be inadequate and the country may have to face the 
~1·oblems of structural adaptation mentioned in paragraph sixty
siX, above. 

71. If a country is affected by a rise in foreign demand due to 
inflationary tendencies abroad, it should offset that rise by a 
fall in domestic expenditure. 

72. A persistent balance of payments surplus on current ac
count should be corrected by relaxing or removing import restric
tions or by increased foreign lending; or, when these measures 
prove inadequate, by an appreciation .of the currency. 

73. If the balance of payments surplus is due to deflationary 
tendencies at. home, then clearly the appropriate policy to restore. 
equilibrium is to stimulate domestic activity and maintain the 
national income. 

7 4. Should the gold and other reserves of a number of countries· 
be threatened with depletion as a result of protracted deflationary 

· influences in any major importing country (or countries) then, · 
(a) the countries affected may concert with the depressed 

country. in order to work out a method by which it may correct. 
its balance of payments through domestic expansion, relaxation 
of import restrictions, foreign lending, or currency apprecl.a
tion. But should these effot1:s prove unsuccessful, 

(b) these countl·ies rna y be authorized as a last resort by an 
appropriate authority, if one is set up, to take common meas
ures to check lm.ports from this country. 
75. Disequilibrating short-term. capital movements should be 

prevented as far as possible by means of the exchange of informa
tion among monetary authorities, the imposition of deterrent 
conditions by banks, and, if this proves insufficient, as a last ·resort 
by direct control. In our view, however, exchange control, even 
though it may have to be used to check short-term capital move
ments, should not, after the post-war transition period, be used 
for the purpose of interfering with transactions on current ac
count, save with the express authorization of an international 
monetary authority, if one is established. 
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'76. For a smooth-working system of international payments it 
is necessary for each country to have not only adequate reserves 
but appropriate exchange rates. By appropriate exchange rates 
we mean rates which will secure long-run equilibrium in the bal
ances of payments of all countries without exercizing a deflation
ary in1l.uence on any one of them. Such exchange rates would be 
appropriate to a situation in which all countries enjoyed a high 
level of employment without, inflation. It is desirable that the rates 
of exchange should be fixed not by the uncoordinated action of 
individual countries but by common agreement. 

11. NATIONAL ANTI-DEPRESSION MEASURES IN 
RAW MATERIAL AND FOOD PRODUCING 

COUNTRIES (Chapter XVIII) 

77. Economic depressions in countries producing primary prod
ucts present certain special problems which require separate con
sideration. These countries are liable to suffer from very wide 
fluctuations in the prices of their export products which will affect 
their whole price structure. These price :fluctuations are normally 
generated by the cyclical movements of national income in indus
trial countries and consequent sharp variations in their demand 
for primary products. In the case of agriculture, where aggregate 

. production is not immediately affected by changes in demand, 
price movements involve roughly proportionate changes in income. 
The effects of any changes in the prices of mineral products 'on 
income .tend to be greater because conditions leading to a fall in 
prices are likely to lead also to a fall in output, and hence a moxe 
than proportionate fall in both individual and national income. 

78. Owing to the fact that depressions in these raw material 
and foodstuffs produ,cing countries are mainly generated in the 
industrial states, the main cure for them must be sought in the 
various policies dis'cussed in earlier chapters designed to procure 
stability in industrial states. But industrial states may fail to 
stabilize their business activity, and we have considered, therefore, 
what measures may be taken by primary producers themselves to 
mitigate the impact of disturbances in their foreign balance on 
their economic life and whether joint measures can be designed . 
between industrial states and primary producers which may help 
tne latter. Among the national measures which. we have considered 
are the following: 
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(a) Diversification (Chapter XVIII, 8). 

79. Countries largely dependent on a small number of export 
articles which are subject to wide cyclical fluctuations may be com
pelled, if other measures are not successful, to attempt to diversify 
their economies by stimulating the production of alternative 
goods, whether agricultural, mining or industrial. We have al
ready emphasized the importance we attach to governments giving 
full consideration to the possibility of structural adaptation. 

(b) Export Subsidies, Guaranteed Prices and Domestic 
Government Purchase Schemes (Chapter XVIII, 4). 

80, We mention these, as governments )lave frequently resorted 
to them in the past. Their object is to uphold the national money 
income during a depression, either by stimulating exports or by 
government stock accumulations. Export subsidies, however, are 
open to serious objection. They constitute a means by which one 
country endeavours to promote its trade at the expense of others,. 
and involve, therefore, the risk of tempting these others to grant 
subsidies in their turn or to impose special restrictions against the 
countries which grant them. In the one case they defeat their own 
purpose directly and involve governments in useless expenditure; 
in the other they defeat their own purpose indirectly by leading 
to the blocking of the channels of trade. In any case, they force 
down world market prices still.further, thus accentuating the de
pression in other countries. 

81. Guaranteed prices are open to the objection that they often 
result in export subsidies. Even when they do not, they benefit the 
country adopting them less than would an international buffer 
stock scheme, under which the producer of primary products 
would be able to dispose of a part of its surplus stock abroad, that 
is, to the buffer stock scheme agency, during the period of low 
prices. Thus national schemes do not, whereas an international 
scheme would, favourably affect the balance of payments of the 
country producing primary produCts. Moreover stock piles ac
cumulated by the government of a single producing country are 
more likely to stimulate the production of what is already an ' 
excess and to grow until they rather threaten than support the 
market. 



r: 312) 

(c) Debt AUeviation (Chapter XVIII, 5). 

82. A major concern of governments in agricultural countries 
when prices fall must be to maintain the money income of the 
farmer. When this cannot be accomplished, debt alleviation may 
be necessary. It is desirable, therefore, to keep the short-term in
terest rates for agriculture as :flexible as possible. As ~ortgage 
banks sell their bonds on the open market, adjustment of the 
service of long-term agricultural debt must take time, -unless the 
government steps in and re-finances existing debt, covering any 
loss that may be entailed. We draw attention to measures adopted 
in some countries to make the rate of amortization and interest 
vary with variations in the prices of principal crops. 

(d) Monetary Stabilization (Chapter XVIII, 6). 

83. We have dealt with this question more fully under para
graphs sixty-one to seventy-six above, and are. concerned here 
only with the situation in agricultural and mining countries. 

84. Apart from measures to stabilize the income of the produc
ers of export goods, steps may be taken, when the money markets 
are adequately organized, to prevent secondary" :fluctuations in 
domestic credit resulting from variations in the central bank's 
gold and foreign exchange reserves. Owing to the wide :fluctua
tions in their balance of payments, these countries will require 
exceptionally large reserves. These reserves must be built up and 
frozen when prices are rising or exports are large. They will help 
to maintain imports when prices of export products fall, and their 
accumulation and freezing will prevent an inflationary expansion 
of domestic credit. The adoption of such a policy implies the use 
of open-market operations or some other form of credit control. 

85. When the domestic money market is not sufficiently organ
ized for such purposes, a structural problem may present itself, 
which should receive the immediate attention of the government. 

(e) Deval?J,Q,tion (Chapter XVIII, 7). 

86. Under the pressure of falling-export prices the countries of 
the class we are discussing here have frequently allowed their cur
rencies to depreciate. The first effect of devaluation is. to help to 
maintain national income in terms of domestic-currency, for the 
exporters will obtain a larger sum in terms of domestic currency 
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for each unit. of qu~ntity.sold. At the same time, imports become 
more expensive, which Will afford some stimulation to domestic 
production. · 

87~ But devaluation is open to a number of objections. First 
lik~ subsidies, it is liable to prove contagious. It is a means b; 
wluch one country may obtain an advantage in its national trade 
at the expense of others. These others are likely to defend them
s~lves eit!1er by pursuing a similar policy or by imposing restric
tions on Imports. The terms of trade of the producers of primary 
products will in such cases be rendered still more unfavourable. 
Mo~eover, currency depreciation tends to ,give rise to speculative 
capital exports. · 

(f) Exchange Contml (OT&apter XVIII, 8). 

88. Opeti to objection, too, is an alternative to devaluation which 
was widely adopted in the 'thirties-namely, exchange control, if 
such control is designed to keep the domestic price level above that 
of the rest ·of the world. Equilibrium in price levels can only be 
restored by prices abroad rising to the level maintained in the 
country imposing control. Experience has shown that this rarely 
if ever happens, and that in the end the country is forced to de
value its currency. In these circumstances exchange control is not 
so much an alternative to devaluation as a delaying action. 

89. Our general conclusion is that autonomous action by the 
exporters of crude products to avert depressions must be of lim
ited efficacy and that a satisfactory solution of their difficulties 
can only be found in concerted international action. 

12. ·INTERNATIONAL ANTI-DEPRESSION MEASURES FOR 
RAW MATERIAL AND FOOD PRODUCING COUNTRIES 

(Chapter XIX) . 

(a) Buffer Stocks (01tapt6r XIX, 1). 

90. With a view to preventing short-term cyclical fluctuations 
in price as distinct from trend movements, we suggest that govern
ments might be well advised to elaborate a plan for the constitution 
and financing of an international buffer stock agency with the 
function of purchasing certain crude products when prices tend 
to fall and selling them when prices tend to rise. Such an agen_cy 
should be self-supporting. 
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91. The purpose of such a policy would be to render prices to 

producers more stable, which would have the eifect of maintaini~g 
their demand for foreign manufactured goods and hence of mam
taining employment in countries exporting such goods. 

92. Such an agency would effect its stabilizing influence by of
fering to buy at some predetermined minimum price and sell at 
some predetermined maximum price. Price fluctuations would thus 
be confined within the limits set by these minima and maxima so 
long, at any rate, as sufficient stocks remained at the disposition 
of the agency. Should a tendency for stocks to accumulate or to 
disappear altogether manifest itself, the agency would modify its 
prices; but its purpose should be to modify its prices only to the 
extent necessary to adjust production to demand over, for in
stance, the period of the trade cycle. 

93. It is important, in our opinion, that consuming as well as 
producing cOuntries should participate in any such 11cheme, both 
to assure the financial strength of the undertaking, and to pro
mote a transfer of funds from the former to the latter when prices 
are declining and depression is spreading to producers of crude 
products through the-price mechanism. Moreover their partici
pation is desirable to prevent the scheme being operated in favour 
of the producers only. 

94. The agency should be entitled to raise funds in addition 
to its initial capital wherever market conditions prove most fa
vourable. As funds are likely to be abundant in exactly those 
industrial states which are suffering from inactive business condi
tions, the expenditure of these funds would help to restore the 
flow of capital from areas in which savings are going to waste to 
areas in which money income is being reduced in part owing to 
scarcity of funds. 

95. Were such a system established it might prove wise to limit 
it initially to a few important commodities and, as experience is 
gained, to extend it over a wider range of goods in order to exer
cise a greater influence and in order to diminish the risk of causing 
disturbing shifts in production. 

{b) Production Control (Chaptsr XIX, II). 

96. When the trend of prices, as distinct from the cyclical move
ment, is downward, or when there is a long-run tendency for stocks 
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to accumulate with the buffer stock agency, supplementary pro
duction control schemes are frequently advocated. 

97, When the surplus stocks exist on account of the failure of 
one or more producing countries to adapt their production to the 
needs of the market, the proper remedy lies in those measures of 
domestic structural adaptation to which we have referred in para
graphs fifty-two to fifty-four above, But in some cases it may 
prove easier to effect these adjustments by international agree-
ment. · 

98. We have confined our recommendations in this connection to 
insisting on the point that the success of all schemes for interna
tional control of production should be judged on the extent to 
which they ultimately replace the high-cost by the low-cost pro
ducer. 

99. Our general conclusion, therefore, is that, of the interna· 
tionalmeasures for stabilizing the money income of producers of 
primary goods, the creation of an international buffer stoc'K 
agency and the contra-cyclical long-term foreign lending r~ 
ferred to in paragraph forty-five above are likely to prove the 
most effective. But these measures must be considered in connec
tion with the other international action of a more general nature 
which we summarize below. 

18. INTERNATIONAL ADMINISTRATION AND CO-ORDINATION 
OF CONTRA-CYCLICAL POLICIES (Chapter XX) 

100. We have devoted the major part of our Report to national 
measures because we have thought it desirable to be as explicit 
as possible regarding the nature of the policies open to individual 
governments. But depressions are international phenomena and 
no country can hope to pursue its policies in isolation without 
seriously impairing its standard of living. 

101. Unless national policies are carried out by common agree
ment and after joint and continuous consultation there is a danger 
that they will run counter to each other, that one country will tend 
to spread depression abroad in order to avoid it at home, and that 
the world will be divided into a number of autarkic pugnacious 
national units. 

102. It is therefore of the utmost importance that national 
policies for maintaining a high and stable level of employment 
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should be co-ordinated and that adequate machinery fo1• tlus co
ol·dination should be established. 

103. We have already indicated, in part at any rate, the inter
national action we recommend. It falls under five heads~ 

(a) the adoption of more liberal and dynamic commercial 
and economic policies; 

(b) the creation of an international monetary mechanism; 
(c) the creation of an international institution which will 

stimulate and encourage the international movement of capital 
for productive purposes and which will, so far as possible, im
part a contra-cycli·cal character to this movement; 

(d) the creation of a buffer stock agency; 
(e) the international co-ordination of national polic~es for 

the maintenance of a high and stable level of employment. 
104. The need at once for promoting policies to secure a stable 

but expanding economy throughout the world, for c~-ordinating 
these policies, and for setting up the necessary machinery has been 
emphasized in many of the declarations of the United Nations
in the Mutual Aid Agreements, at the Hot Springs and at the 
Bretton Woods Conferences, as also at the Conference of the 
International Labour Organization at Philadelphia in 1944. It 
is greatly to be hoped, therefore, that we shall see a co-operative 
and fruitful effort to overcome the loss and misery which depres
sion involves. 

105. We drew attention in Part I of our Reportx to the need 
for an international organ which might help governments to devise 
commercial policies conducive to economic stability in the fol
lowing ways: 

(a) by studying and analyzing the facts concerning the de
velopment of trade, the interdependence of different trading 
areas, the trade in different groups of commodities, the move
ments in prices, and the changes in the terms of trade; 

(b) by giving advice about means for promoting trade, for 
clearing blocked channels of trade, about the difficulties arising 
from sudden changes in production or in the competitive power 
of different areas, etc.; possibly, in the execution of its ad
visory functions, participating in trade negotiations between 
gove:inments in order to watch the effects of proposals sub

x The Tramitio>l from War to Peace BcoruJmy (League of Nations}, pp. 107-108. 
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mitted duri~g such negotiations on the whole body of trading 
nations and on the general development of trade; 

(c) by mediating, when so l:equested, in connection with both 
direct disputes between states, and on such wider issues as the 
formation of Customs unions. 
106. In paragraphs sixty-one to. seventy-six: above we have 

summarized the national monetary pollcies which we recommended 
governments should pursue in the face of inflationary or defla
tionary influences emanating from abroad. These policies neces
sitate the existence of some central international monetary organ. 
Proposals to this end have already been put forward as .. a result 
of the Conference at Bretton Woods and indeed once the automa
tism of the gold standard has been ~~:bandoned, it is essential to 
pursue concerted monetary policies designed to facilitate the 
expansion and balanced growth of international trade, to promote 
ex:change stability and to obviate the need for exchange. deprecia
tion and exchange restrictions. Without such concerted policies, 
countries will either be reluctant to adopt courageous policies for 
maintaining high levels of employment, or will, owing to the 
failure of others to do so, be forced to adopt isolationist policies, 
accentuating depression elsewhere and reducing their own living 
standards. 

107. We have explained our reasons for advocating contra
cycllcal foreign lending in paragraph forty-five above, where we 
recommended that this policy should be pursued not only by gov
ernments, but also by international organs established tQ promote 
long-term lending by government guarantees. What is required is 
an international organ with sufficient funds at its disposal and 
able to adjust its programme of lending contra-cyclically in a 
manner similar to that which we have suggested governments 
should pursue in the execution of their public works programmes. 
The creation of an organ which would be capable of pursuing the 
policy we recommend, namely, the proposed International Bank 
for Reconstruction and Development, is already under considera
tion. 

108. The International Buffer Stock Agency, to the need for 
which we draw the special attention. of governments, would have 
an influence as regards short-term capital movements of a similar 
character. For when prices were falling and foreign private short 
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credits were tending to run out, it would purchase commodities 
from the countries normally borrowers at short-term and sell when 
markets recovered. 

109. By means of these two international agencies, therefore, 
the flow.of foreign funds could be rendered more steady, and in
ternational investment might be converted from a cause of insta
bility into an instrument of stability throughout the world .. 

llO. As we have seen, mternational action will have to cover a 
number of fields of activity; and national policies for maintaining 
a high level of employment may run counter to each other unless 
measures to obviate that danger are adopted. It is essential, there
fore, that there should be some organ of a consultative character 
for the co-ordination of COI).tra-cyclical policies. 

lll. As a result of the conversations at Dumbarton Oaks, the 
proposal has been made that there should be a General Assembly 
which should act as a co-ordinating body and, responsible to it 
and under its authority, an Economic and Social Council. What
ever final form the international organization of the future may 
take, it shouJd, in our opinion, provide adequate machinery for the 
general co-ordination and synchronization of policies designed to 
avoid and mitigate economic depressions. 

ll2. We recommend for this purpose the appointment of a 
central advisory body of recognized competence as a part of the 
general international organization; this . body should meet at 
frequent intervals and be charged with the tasks of: 

(i) studying the policies pursued by different governments 
affecting economic activity; 

(ii) studying the fluctuations which take place in economic 
activity locally or universally and analyzing their 
causes; 

(iii) keeping governments and the general public informed 
concerning its findings and making available to gov
ernments its views about policies which might be pur
sued in !>rder to revive or maintain economic activity ; 

(iv) arranging, when necessary, for joint discussions be
tween itself and representatives of governments and 

· of internatiC?nal bodies concerned with economic policy; 
(v) recommending to the appropriate organ of the United 

Nations joint discussions among governments, when 
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such a course proves advisable, with a view to formulat
ing common policies against the common enemy which 
depressions constitute. 

na. Effective co-operation among governments would be 
greatly facilitated if each government were to appoint ~ person 
of ministerial or comparable rank whose duty it would be to assure 
that the recommendations put forward by the internation~~:l body 
referred to in the preceding paragraph received prompt and 
proper consideration by his government. 

ll4. The central advisory body suggested in paragraph one 
hundred and twelve and all national governments will' require for 
the formulation and application of anti-depression policies, full 
and accurate information in order to judge the ups and downs of 
business activity, and changes in demand and supply. It is there
fore imperative that governments should take measures to provide 
such information. This information, moreover, should be inter
nationally comparable and should be centrally· co-ordinated, 
analyzed and published. We recommend that a general plan f9r 
the compilation of econo~ic and financial statistics required for 
the planning and execution of anti-depression policies and general 
methodological principles to assure international comparability 
should be dra'Wfi up. The Committee of Statistical Experts set up 
under the Statistical Convention of 1928 ~ogether with the sta
tistical agencies of the International Labour Organization consti
tute the appropriate machinery for this task. 

115. :Finally, we observe that nothing could be more dangerous 
nor more untrue than to assume that the maintenance of the 
fullest possible measure of employment can be left to each govern
ment acting ~n isolated independence. All will be affected by the 
s~ccess or failure of all others; all must co-op~rate in their at
tempts to attain the end on which we believe all agree. Even 
granted such co-operation, success will not be achieved liD"htly or 

'dl b rap1 y. · . 
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