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PREFACE

If the science of economics is discredited in the eyes of the
lay reader, it is because he can discover so little apparent
agreement amongst economists on the essential problems of
industrial life. In the present report, which is hereby submitted
to the International Association on Unemployment, an attempt
is made to show that almost unanimity of agreement is to be
found on certain conclusions of vital interest for the solution
of unemployment.

J. R. BELLERBY.



The International Association on Unemployment welcomes
the opportunity of publishing the following study which has
been submitted by one of its members, Mr. J. R. Bellerby,
on the “Control of Credit as a Remedy for Unemployment”.
Whilst the publication of such a study under the auspices of the
Association may not be considered as engaging its collective
attitude to the problem involved, it is felt that the evidence
collected forms a valuable contribution to the study of the rela-
tion between currency policy and employment, and that its
presentation in this manner may serve to stimulate further
research and fruitful effort along the lines of the subject treated.
Since the aim of the Assoeiation is to secure the greater co-
ordination of all efforis made in different countries for com-
batting unemployment, the Secretary-General of the Associa-
tion (1, chemin de I Escalade, Genéve) would appreciate the com-
munication of any observations to which the present publica-
tion might give rise.
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INTRODUCTION.

All the history of social effort from 1920 to 1923 has eviden-
ced the complete failure of conventional or ‘recognised’ remedies
to strike at_the root of the evil of unemployment. A mere
study of past attempts would reveal little of value to the ulti-
mate solution of the essential problem of preventing unemploy-
ment; rather is it necessary to consider proposals which
are as yet untried and which must accordingly be classed as
theoretical.

If, as seems probable, the solution is to be found in some
alteration in the method of employing one of the factors in
industrial production, those to whom recourse should naturally
be made for suggested modifications are the professional experts,
men who have specialised in securing a wide and deep compre-
hension of all the forces, controls, actions and reactions involved
in the vast mechanism of trade. It has therefore been considered
expedient to undertake what might be termed a theoretical
enquiry with a view to discovering whether, from the mass of
economue literature recently accumulated around the problem
of unemployment, some new suggestion or development may
not be found which has gained a large measure of support from
competent authorities.

" The preliminary examination of the works of the most
eminent writers on unemployment and the trade cycle showed
that the field of finance was the one in which many hoped to
find the most effective solution. In particular, the regulation
of the issue of credit and currency in such a way as to stabihse
industrial conditions was a suggestion very prominently ad-
vanced. Accordingly, this phase of the question has been made
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the subject of more thorough examination with a view to disco-
vering the extent to which there was general agreement on the
theoretical basis of the proposals. Since this study began to
reveal certain points of theory and conclusions which secured
very wide acceptance, it was felt desirable to classify the
evidence in such a way as to present if possible a corporate
thesis. <

Although such a procedure involved no small measure of
difficulty, it has happily been possible to marshal the various
opinions into an orthodox argument comprising four clearly-
defined stages. The final step in the reasoning yields a theoretical
conclusion which is so widely advocated that it seemed desirable
to continue a stage further and define the practical issues
arising out of the conclusion. Some suggestions for rendering
it effective have also been recorded.

The various links 1n the chain of reasoming are as follows.
Unemployment will be reduced if industry can be stabilised at a
comparatively high level of activity (Chapter I), Greater
stability in industry can be secured by greater stability of the
price level (Chapter II). The movement of the price level is
determined largely by the volume of money or “purchasing
power” made available to the community (Chapter III).
Control over the expansion or contraction of the purchasing
power of the commumity rests partly with the banks
(Chapter IV).

By virtue of their possessing some degree of control over
the means whereby the community makes its purchases, the
banks are to that extent responsible for one of the vital factors
in industral activity. By assisting the expansion of this pur-
chasing power at one moment they can facilitate a boom in
prices ; by contracting it they can intensify depression. If they
were in a position to regulate its issue in such a way as to mini-
mise price fluctuations, they could thereby secure greater
equlibrium in production, thus leading to a reduction in the
average of unemployment (1).

In the opinion of a considerable number of eminent econo-
mists, the most efficient method of influencing the expansion
or contraction of credit would be by means of the rate of discount
demanded by banks in extending loans to their customers.

(*) The argument is"here expressed in 1ts broadest lines, a
development being reserved for the report itself. » & more accurate
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In point of fact, the volume of credit has in the past been res-
trained within elastic limits in certain countries by the raising
or lowering of the discount rate, and it is considered that this
method of restricting fluctuations might be adopted more
extensively.

Potentially, the power of the banks in general to influence
industrial eonditions is perhaps unequalled by that of any other
single section of the community. Individual banks have,
however, little influence when acting alone. If a new policy
is to be developed in the regulation of credit, closer co-operation
between banks will be essential. Moreover, just as the action
of one bank alone would be without effect on general conditions,
so the combined action of the banks of but one nation would in
most cases be of little account. Not only national but inter-
national uniformity would seem essential before adequate
results could be obtained.

The practical issues thus all centre on the problem of secur-
ing unity amongst banks for giving effect to whatever policy may
seem in the best interests of industry and employment.

Certain difficulties encountered in the preparation of the
report should be noted. The preliminary examination of the
most popular explanations of the trade cycle showed the widest
divergencies of opinion as to the fundamental causes of fluctu-
ations. It was considered inexpedient, therefore, to make a
summary of these theories with a view to showing both differ-
ences and similarities. Only such points of agreement as relate
to the subject under discussion have been recorded, and these,
coupled with corroborative evidence from the literature of
allied subjects, have formed the basis of the line of argument
followed in this report. It is felt, however, that the thesis put
forward here involves neither the acceptance nor the rejection
of any theory of cycles ; and there are hardly any explanations
with which it is entirely incompatible.

A report of this nature gives rise to a further problem : the
necessity of ensuring that when quotations are removed from
their contexts they retain precisely the same significance as
in the original. It may be felt that to isolate extracts in this

way would result frequently in giving greater emphasisthan
was intended to the argument contained. As against this, it
should be noted that very often considerable force is lost through
the impossibility of showing the reasoning at full length ; further
that, in order to minimise the possibility of misinterpretation,
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the author’s own words are almost. invariably given, rather than
a summary of his argument.

The spirit of the report is, it is hoped, constructive, yet
without prejudice to the full appreciation of certain difficulties
of real significance. If any appeal is made it is for greater
effort on lines already proved and the acceptance of respon-
sibility where power lies.



PART L

THE THEORETICAL BASIS.






CHAPTER I

The Losses caused by Fluctuations in Industry.

A study of the means whereby industry and employment
may bc stabilised should of necessity be preceded by some
statement showing the extent to which stability may be desir-
able in the interests of human welfare. There are doubtless
‘many who will contend that progress is impossible without some
accelcration and recoil ; and, undeniably, a fluctuating regime
does possess advantages of which account should be taken in
weighing loss and gain.

Perhaps the most valuable single evidence on this subject
is that of Professor Wesley C. Mitchell, Director of the United
States National Bureau of Economic Research, whose work on
Business Cycles is outstanding for its wealth of statistical
detail, its comprehensive scope, and considered economic
analysis. Professor Mitchell deals with the phenomenon phase
by phase, showing the loss and gain at each stage. The sum-
‘marised results are given in a concluding section.

“The precarious phight of the wage-earner’s family in the
money economy consists largely in the shrinkage of employ-
ment caused by business depression. The physical privations,
the anxieties, and the humiliation forced upon this class by
inabihty to find work are not only themselves a grievous evil,
but they ave also prolific sources of further evils — intemperance,
prostitution, chronc idleness, the desertion of families, and the
stunting of children. Profits doubtless shrink inlarger proportion
than wages, and many families who draw their incomes from
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this source are forced to adopt painful economies and to endure
much anxiety, though they seldom suffer such extreme hardships
as those ol wage-earners out of work. On thc other hand, the
relatively small class of persons whose incomes really do remain
fixed during depression, profit by the reduced cost of living ;
but for this material advantage they pay a heavy price in uncer-
tainty and in sympathetic participation m the sulferings of
others. )

“Business cycles also affect material well-being by influen-
cing the selection of business leaders, the centralisation of econos
mic power, and the progress of industrial technique.

“Prosperity stimulates enterprise and cncourages business
men to set up for themselves. But by making it casicr for the
unfit managers to survive for a time, it reduces somewhat the
community’s economic efficiency. Fven the abler business
men, under the press of hurry, relax somew hat their precautions
against waste. Meanwhile investors become more inelmed
toward rash ventures, and an increasing proportion of society’s
energy is thrown away in unprofitable undertakings. Crnsis
and depression, on the contrary, serve at least to weed ont the
less competent managers, to enforce vigilant attention to detait
upon all, and to make investors cautious.

“The foreclosure sales and reorganisations to which depres-
sion gives rise afford the best opportunity for the increase of
fortunes already large, and for the rise of business magnates
already powerful (). In this way depression promotes the
centralisation of control in the world of business. But, on the
contrary, it often weakens or destroys loosely cemented alliances.
or pools for the regulation of competition. And the promotion
of great combinations among business enterprises formerly
independent 1s usually undertaken in the middle stages of
Prosperity, when investors are optimistically inclined and
before the money and bond markets have become stringent.

“For the progress of industrial technique, in the sense of’
the practical application of improvements already invented,
the most favourable phase of the business cycle is the period of
revival of activity. Depression forces men to cast about for any
feasible method of reducing cost ; but it offers little inducement

for the immediate expenditure of large sums upon improvements..

(1) See .4nna Youn man, The Economi e
(e Vo, ot g mic Causes of Great Fortunes..
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It 1s the season when alterations are planned ; that of revival
is the season when they are executed on the largest scalc.
Prosperity is less favourable, not for lack of funds, hut for lack
of time and attention.’

“In general, prosperity is a season of strenuous activity,
recompensed by material comfort and enlivened by high hopes.
TIts chief social drawbacks are the waste mncidental to hurry, the
extravagance bred by aflluence and optimism, the obsession of
attention by business interests, and the anxieties which cloud
1ts later days. A crisis intensifies these anxicties, particularly
for business men and investors. The turmoil subsides in depres-
sion ; but the subsidence brings-despondency upon those whose
fears have been realised, and leaves others with a dull outlook
at best. To working men it is the season of most suffering
— of over-driving when at work, and of privation when on the
street. For these disadvantages its repression of waste, stimula-
tion of plans for technical improvements, and enforcement
of caution regarding investments are but partial compensa-
tion.” (*)

A statement of this character is the more valuable in that it
draws 1ts inspiration from pre-war conditions. Corroberative
evidence of a similar character may be found in the Report of
the French Commission on Economic Crises (1908-1911) and in
the comprehensive study of industrial fluctuations made by
Professor A. Aftalion, of the University of Paris (2).

In forming a rough estimate of the gains and losses resulting
from trade cycles, the general observer is fully prepared to
look upon the period of depression as being socially disastrous,
but he none the less retains the impression that this is largely
compensated by the period of intense activity preceding it.
It would be premature at this stage to attempt an explanation
of certain erroneous ideas which are at the basis of this concep-
tion. Much evidence will be given later in the report (%) to
show that the prospenty which 1s thought to accompany a
boom in prices is of a very ilusory character, and that not

only does a rapid rise in prices constitute a source of much
immediate wastefulpess and declining economy, but that it
gives 1se at the same time to the accumulation of many factors

(1) Business Cycles, pp. 597-599. University of California Press, 1918.
(%) Crises périodiques de surproduction, Marcelle Riviere & Cte, 1913.

(8) See, n particular, pp. 70-76.
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which ultimately react and intensify the depression. As regards
the influence which fluctuating prices have on the actual volume
of production, Professor Aftalion gives useful statistical evid-
ence to show that “cyclical movements in production per head
of worker follow inversely those of prices; productivity tends
to decline during the boom and to increase during times of
deprésston.” () .

Post-war experience has added force to the conviction that
the business cycle leads to industrial waste and social injustice.
The description given by Professor E.R.A. Seligman, of Colum-
bia University, expresses well the impression left by the recent
upheaval.

“During the period of rapidly rising prices we have all the
appearances of a phenomenal prosperity. Not only, however, is
this prosperity illusory, but it creates its own nemesis in the
inevitable reaction that is sure to ensue.

“The prosperity, we have said, is illusory. With the rapid
risc of prices, those who have no commodities to dispose of
suffer severely. The creditor is in an unhappy position and the
recipients of fixed ineomes are compelled to resort to all manner
of unworthy expedients mn order to make both ends meet.
The continunal fluctuations of price introduce an uncertamty
in business which 1s only temporarily masked by the advance.
The opportunities of a sellers’ market 1rresistibly lead to pro-
fiteering and its attendant ecvils. The sudden increase of the
paper income produces private extravagance, and public prodi-
gality. The extravagant rise of wages, even though it lags
behind the general rise of prices, coupled with the unceasing
demand for labour, engenders a demoralisation, which soon
returns to plague the industry. The habits of thnift, painfully
built up during a lifetime, are abruptly discarded. The kaleido-
scopie mutations of paper fortunes, amassed almost over night,

beget a spirit of speculation and of peculation. The feverish
‘activity of the market destroys the habits of orderliness and
sobriety, and the brilhant prospects of suddenly acquired
wealth create in the public a delirium of improvidence and the
sense of living in a veritable golden age.

“The day of reckoning, however, soon follows. When the
wave rises to a crest, it breaks with an overwhelming foree ;

1913(1) Crises périodiwques de surproduction, p. 215. Marcel Riviere & Cle,
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when the fever subsides, the resulting weakness 15 intense.
As the paper finally loses 1ts value, fortunes are now suddenly
wiped out, and many of the supposedly wealthy find themselves
beggared. With the collapse of demand, unsalable stocks
depletc the business inventory and failures are the order of
the day. Those who have habituated themselves to an extra-
vagant mode of hfe are faced with the grim necessity of ynme-
diate retrenchment. The labourer resists to the uttermost
any lowering of his wages, however necessary it may be to the
re-establishment of the new equilibrium. The Government
finds itself cmbarrassed by the drymg up of the sources of its
revenue. The prudent and the patriotic, who have undergone
sacrifices in order to invest i government paper, suffer for
their patriotism. The splendours of the former prospects are
now seen to have been only a mirage. The golden age of infla-
tion turns out to have been after all nothing but a glt-paper
age.” (1)

The measurement of the economic losses accruing from
trade eycles is rendered extremely difficult by various consider-
ations. In attemptmng to compare the fluctuating regime with
that of maximum stability, the latter side of the comparison
represents a purely hypothetical case. It would be nccessary
to know at what pitch of activity it may be possible permanently
to stabilise industry before bieng able to show the advantage
of such a regime over the existing state of aflairs. In the second
place, the losses are largely of a psychological and moral charac-
ter which admit of no measurement. It is thus that we find some
inevitable vagueness in the conclusions of an enquiry even as
extensive and elaborate as that recently carried out by the
Committee of the President’s Conference on Unemployment
(U.S.A ) with regard to “The Economic Losses caused by Busi-
ness Cycles.” Dealing with the effect of fluctuations m trade
on the national mcome, it states : “The broad result 15 that the
worst years run something ke 15 to 20 per cent behind the
best, and something like 8 to 12 per cent behind the moderately
good years. Even 10 per cent of the national income represents
several billions of dollars.

“Whether these figures mdicate the order of magmtude of
materia} losses 1mposed on the country by business depressions

(1) Currency Inflabon and Pubhc Debts. An Historical Shetch New
York, 1921, pp 59-60.
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is open to argumentl. Quite apart from objections bascd upon
the imperfections of the statistical data that must be used in
any estimate, 1t may be contended that a reduction of economie
un.certamty would lead to a dechine of efficiency. It may also be
contended that both the stramns of booms and the sufferings
of depressions 1mpair efficiency more than uncertainty stimu-
lates §t. The latter 1s probably the commoner opmion. Those
who accept this view will regard even the higher of the estimates
here presented as understating the losses which plans for
stabihzing production aim to check.

"Fmally, 1t is obvious that certain imntangibles of grave
concern to social welfarc are omitted from our estimates and
cannot be mserted later by any process of correction. Privation,
anxiety, loss of self respect — the concomitants of unemploy-
ment — are evils not measurable in dollars or percentage of
physical production.’” (%)

1t would seem that the soundest method of estimating the
losses would be to consider separately each phase of the trade
cycle, noting both its effects on physical production and the
strain it 1mposes on human resources; then to consider the
extenl to which greater stabihty would increase the gains and
climinate the stresses. If, for instance, 1t were found that a
rapid (all m prices produces a general collapse 1 ndustry,
the immediate suggestion which would oceur to the mind would
be that, by all means possible, this rate of fall should be res-
tramed. It would then he necessary to consider whether the
application of the means would be detrimental or beneficial in
all 1ts possible economic effects. Again, if 1t were found that
the period of trade cycle immediately preceding the inception
of a marked rise 1n prices were the healthiest phase of all, one
would naturally be induced to consider whether suitable means
were avauable for perpetuating the conditions which obtain
during that period.

Whereas this 1s the obvious practical method of attacking
the problem, and will form the line of approach to be adopted
in the pages which follow, it does seem possible, however, in
the case of unemployment, to show by almost mathematical
reasoning that fluctuations in trade lead to greater total dis-
tress than' would a condition of stability. Unemployment

(*) Business Cyecl, d " i
Consguns, Toog ycles and Unemployment, pp. 39-40. McGraw-Hill Book
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jtself 1s measurable. The distress caused may not be so; but
it 15 frequently possible to say under what conditions the
distress increases or’ decreascs in proportion to the absolute
volume of unemployment, and to draw certain conclusions
therefrom.

It is considered almost axiomatic by Professor Pigou, of the
University of Cambridge that “the average volume of unemploy-
ment in any country is hikely to be greater the greater 1s the
amount of fluctuating character m the demand for labour
there” (1) and that “whatever, therefore, tends to diminish
industrial fluctuations tends also, in the end, tolessen the volume
of unemployment.” (2) This conclusion might be illustrated
by showing that since there 1s a limit below which unemploy-
ment cannot be reduced, 1.e. 0 per cent, the wider the fluctua-
tion of unemployment from this point, the greater will be the
average for the whole period. For instance, if perfectly stable
conditions resulted in a permanent unemployment situation
of 4 per cent, the average caused by fluctuations between 2 per
cent and 7 per cent would ténd to be slightly more (depending
on the length of the boom and depression respectively) ; that
caused by fluctuations between 1 % per cent and 10 per cent
would be greater still; and that caused by fluctuations from
1 per cent to 15 per cent, would be even greater. These 1llustra-
tions assume, of course, that the nearer unemployment s pres-
sed towards 0 per cent as a result of a price boom, the greater is
the reaction in the depression which follows. Historical evidence
gives much confirmation for this view ; and provided 1t can be
considered as broadly correct, there would be sufficient justifi-
cation for saymg that the average of unemployment tends to
grow as the fluctuations increase 1n amplitude.

1t may be shown also that by diminishing the size of these
fluctuations the effects of unemployment would be reduced even
more than the absolute average of unemployment Alternating
periods of severe and comparatively light unemployment may

be worse 1n ther total effects than an unvarying level of unem-
ployment yielding the same average. For, as Professor Pigou
states in another passage, “the evil suffered in any country n
consequence of unemployment depends, not only on the volume
of unemployment which, over an average of good and bad

(*) Unemployment, p. 99. Home University Library. 1913.
() Ibid, p. 244
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years, prevails there, but also on the way in which this volume
is distributed among people and..... through time.” (*) In
illustration of this, he shows that “when tinemployment comes
about in such a way that certain individuals are rendered
definitely ‘unemployed’ for several weeks, or even months, at
a time there emerges a further very important element. This
forme of unemployment threatens to inflict permanent injury
on the industrial character of those on whom it falls. Tt is not
merely that technical skill 1s injured through lack of practice,
though this, in some instances, may be a matter of real signifi-
cance. The main point 1s that the habit of regular work may be
lost, and self-respect and self-confidence destroyed, so that, when
opportunity for work does come, the man, once merely unem-
ployed, may be found to have become unemployable...

“Yet another element of evil remains. Unemployment
varies in amount from time to time 1 ways that are uncertain,
in the sense that they cannot be foretold. And the uncertainty
that attaches to unemployment in the aggregate attaches, of
course, in still stronger measure, to 1ts incidence in respect of
particular individuals. There necessarily results, among those
poor persons whose reserve fund is small, a haunting sense of
insecurity and danger, which is in itself a serious evil.” )

These effects, hoth psychological and physical, become
more mntense for each individual affected as the total of unem-
ployment grows. For the increase of unemployment from 5
per cent to 10 per cent. per annum does not necessarily mean
that twice the number of men are unemployed during the year ;
1t may, and usually does, mean that those included in the
returns are out of work for a longer period. In consequence, the
burden of unemployment is borne by proportionately fewer
shoulders. Through this concentration on the few, its results
are more serious and lasting.

Again, Professor Pigou shows that short-time is not truly
compensated by overtime ; a period of low wages 15 not duly
counterbalanced by a similar period of lmgh wages. “Unusually
large expenditure in prosperous times does not compensate for
unusually small expenditure in seasons of depression, either as
regards immediate enjoyment or as regards indirect and ultimate
consequences to health. In extreme cases this is obvious;

(*) Unemployment, pp 34-85. Home University Library, 1913
(?) Ibid., pp. 32-34. Y i )
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a week of starvation followed by a weck’s debauch is npt equi-
valent to a fortnight of moderate subsistence.” (1)

Finally, the more extensive unemployment becomes, the
less is the ability of State and social organisations to cope with
it, and the distress increases more than proportionately. “Perio-
dical cnises in industry present an unemployment situation of
particular severity..... The means employed for combatting or
alleviating unemployment in ordinary times: rehef works,
subventions to insurance funds, uncmployment doles, ete. are
of little avail in times of crisis.”” (2)

There are many grounds, therefore, for believing that, as
the absolute volume of unemployment increases, the distress
arising from it increases more than proporiionately ; the situation
caused by 15 per cent. of unemployment 1s considerably more
than 8 times as disastrous in 1ts effects, physical and moral, as
that resulting from 5 per cent of unemployment.

For these reasons, it would seem that to rule out the extremes
of depression, almost regardless of the possible effect of this
action on the avcrage of unemplovment, would be highly
beneficial ; but since 1t 15 probable that, in the process of dumi-
nishing these fluctuations, the average of unemployment would
also be decreased, the argument m favour of stabihsation

seems unassailable.

(1) Unemployment, pp. 31-32 Home University Library, 1913,
(%) Report of the Fiench Commussion on Economic Crises, (1908-1911),

p. 4



CHAPTER 11.

Greater Stability of Trade and Employment through
the Reduction of Rate of Price Movements.

If 1t may be accepted that it 15 desirable, at least in the
interests of employment, that greater stability in industrial
conditions should be secured, the next step 15 to discover the
means for attaimng tlis end, and to examne whether the
application of the means would 1n itself be generally beneficial.
In other words, does the end justify the means; or perhaps,
i this case, are the means such that they require justifying ?

To anticipate in some measure the argument running through
this report, one of the generally recognised means for securing
greater stability in mdustry 1s to restrain the rate of price move-
ment  This can be effected most satisfactorily by regulating
the 1ssue of credit and currency. In turn, the issue of credit
and currencey 1s considered to be best controlled through the
manipulation of the discount rate of banks. The question
therefore amnses whether the actual process of stabilising trade
by means of the discount rate would in any way be detrimental
to industry.

In order to answer this question, and also to support the
argument thus baldly expressed in the foregoing paragraph,
it would be well to give some account of the opinions of econo-
mists with regard, first, to the stabilisation of prices, secondly,

the regulation of the 1ssue of credit and currency, and, thirdly,
the use of the discount rate.



The manner in which stability of the price level leads to s'ability
in industry.

Perhaps the most convineing way of showing that a stable
price level would reduce trade fluctuations would be to point
out the manner m which the rise and fall of pr.ces respectively
stimulate and depress trade. Different authors give prominence
to different arguments, but the conclusions reached arc invar-
ably the same, i e., that a fluctuating price level leads to a
corresponding irregularity m trade.

Professor Charles Gide, of the College de France, lays stress
more particularly on the bonus which rising prices confer on
the manufacturer and retailer as a result of the lapse of trme
between purchase and sale, the reverse effect being operative
during a fall in prices. “The function of every merchant, and
indeed of every manufacturer, 15 to purchase raw materials
or wholesale stocks at a certain price and then sell them agamn
in the form of manufactured goods or articles of consumption.
If there 15 a nise of prices in the interval between the two oper-
ations, this 1s all profit.

“This 1s why rising prices have always been considered by
all producers — the entire active section of the community —
as a stimulant, a tome, or a rise 1 tempcrature, as it were,
which speeds up activity ; whereas a fall in prices acts as a
refrigerator : 1t depresses trade. Those who have bought goods
to be sold at the end of three months find, if prices have fallen
during this period, that all their profit has thereby been swall-
owed up or that loss has even been sustamed.” ()

Professor Gide goes on to illustrate from the actual experi-
ence of France from 1915 to 1922 the manner in which these
forces operate, the period of rising prices being one of “astonish-
ing prosperity”, that of falling prices being marked by bank-
rupteies, unemployment and the general paralysis of all effort
for economic reconstruction.

Mr. J. M Keynes summarises as follows the manner in
which price fluctuations may be considered to affect trade.
“Ultimately we make goods to exchange them for other goods ;
but immediately we make them for money. An interval of

() Les Mouvements des Prix et leurs Causes, p. 22. Assoaation pour
T Enseignement de la Coopération, 1922.
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time clapses belween production and sale. If therefore there
is an expectation that the money-price prevailing at the date
of salc will be lower than the money-cost during the period
of production, obviously no one will produce. Since some of
the money-costs of production are fixed for long periods and
others, particularly wages, cannot be changed without a struggle,
the productive process is bound to be brought to a standstill
whenever a fall of prices 1s widely anticipated amongst mer-
chants. If the anticipation 1s correct, everyone who 15 able
to put off giving an order will profit by domg so. When prices
are expected to rise, the opposite is the case ; everyone whose
credit permits him to place his order in advance will profit
by doing so. In both cases the action of individuals endeavouring
to take advantage of the anticipated movement is cumulative,
and tends m itself to turn the anticipation into a fact.” (1)

Professor Irving Fisher, of Yale University, considers that
the manner 1n which trade fluctuations are intensified by price
movements 1s this: “when prices rise, great profits are made
because, as we have seen, the ‘profiteer’ or stockholder wins
without effort from the bondholder and from the employees on
salary or wages. His easy profits lead him to ‘extend himself’
untill, when interest charges, rents, salaries, and wages do
cateh up, his prosperity ceases, he gets caught in debt, becomes
a bankrupt, and involves others in a chamn of bankrupeies...” (2)

“The wage-earner also 1s mvolved in the catastrophe.
Primanly a gamer when prices are falling, because his wages
fall more slowly than prices, he nevertheless suffers more un-
employment during this lowered cost of living than during
rising prices, and in the mismanagement, at the end, he suffers
with the rest.” (3)

Mr. ¥. Lavington, of the University of Cambridge, em-
phasises the effect of the movement of prices on the spirit
of confidence m business. “Rising prices, by conferring a bounty
on the entrepreneur, react upon and remforce the rise in business
confidence. In this way there 15 generated a powerful cumul-
ative stimulus to trade activity. But within this movement
are causes tending to destroy the confidence on which it 1s
based ; for on the one hand rsimg prices are sapping bank
reserves and, on the other, the artificial profitableness of bus-

(Y) Reconstruction in Europe, 18 May 1922, p. 66.

(%) Stabilising the Dollar, p. 66. The Macmulan Company, 1920
®) Ibid., p. 77. penys ’
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iness and the excessive confidence accompanymg it, leads to
errors in business forecasts which sooner or later must be
cxposed.” (1)

Professor Aftalion also accepts the theory that the move-
ment of prices may react cumulatively on the state of business
confidence. “A rise m prices conduces to a spint of optimism
which m turn exaggerates the upward movement. A fall in
prices may give rise to excessive pessimism which further
aggravates the fall.” (3) He also shows that there is usually
a lag between cost of production and selling prices, and that
1n this way rising prices confer a bounty on producers and falling
prices reducc their profits, in the former case stimulating, in
the latter case depressing trade. (%)

Professor Pigou draws attention to the relation between
prices and the fund available for the payment of wages, showing
that “the liability of general prices to vary, or, in other words,
the instability of the standard of purchasing power, is a cause
tending to expand the range of the movements that occur in
the aggregate wage-fund. Consequently, the introduction of
any arrangement capable of counteracting this cause would,
pro tanto lessen the fluctuating character of the demand for
labour and, therewith, the average volume of unemployment.” (%)

Professor F. W. Taussig, of Marvard University, gives
particular emphasis also to the effect of price movements on
speculative buymg. “A curious part, and one too much neglected
in discussions about the course of crises, is played by the distrib-
uting middlemen, — the wholesalers and jobbers and retailers.
These constitute the immediate purchasing public for the
producers’. When they buy freely, busmess 1s brisk ; when
they hold off, business is dull. They are not only subject to
the psychological contagion; they are also moved by very
simple calculations of profit and loss. Their operations are
almost exclusively in the simple purchase and sale of goods,
and therr success depends almost solely on prices. They buy

() The Trade Cycle, p. 51. P. 8. King & Son, Ltd., 1922.

(%) Crises pérwodiques de Surproduction, Vol. 1, p. 294. M. Riviere & Cie.,
1913.
(3 In quoting the opimon of Professor Aftalion, it is felt necessary
to note that the theory he has developed 1s based on the conception that
the fundamental causcs of irade eycles are other than monetary in character.
He considers that the judictous use of the discount rate to avoid the abuse
of eredit facilities would be a valuable measure agamst the ewls of cycleal
fluetuations, but that 1t would not have more than a palliative influence.

(*) Unemployment, p 122. Home University Library, 1918.
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freely when they think that prices will rise, and cut down
purchases when they think that prices will fall. The very fact
that they so think, and accordingly act, accclerates the rise
of prices in the one case, and accelerates the fall in the other.
During an up-swing period, they add to thewr stocks, thinking
to sell them at an advance, or at least to protcet themselves
against a later rise mn the prices of what they buy. Then comes
the shock, — a bad failure, a financial panic. They jump to
the conclusion that ‘things are going down’, countermand old
orders as far as possible, give no new oncs, live from hand to
mouth in thewr purchases and sales, and wait until they think
that prices have touched bottom.” ()

It will be noted that, in a large number of the above quot-
ations, the authors consider that the depression can be attrib-
uted to the rapid rise in prices preceding it as much as to the
fall of prices which accompanies 1t. The case of Austria, where
there has been no fall of the general price level during the first
nine months of the process of stabihsation, but merely a res-
traint of the rate of rise, provides useful corroboration for
this opinion. The following figures are given in the International
Labour Review for July 1928 (pp. 58 and 75), showing the
index number for the cost of hving in Austria and the number
of persons in receipt of unemployment benefit -

Number in receipt of Cost of Living
1920 unemployment benefit. mdex naumber®.
July s v om 5§ 8@ @ o om 5,100
1921
March. . 5 i - G G B § 3 9,790
June . G m s 9 @ ow mome w6 W 11,085
July P e mos e e e oo mn ¥ 9,970
September . R T 10,594
December . . . . . .. ... 16,718
1922
March. . . e e d B W oG 42,231
JUNE o o 5 § 5« s e & @ ow 33,893
July C e e e e e e . 264,500
September . . . . . .. .. v 38,000
December . . . . . . . . . .. 117,891
1923
January . . .. . .. .. .. 161,360 946,875
Febrvary . . . . . ... .. .. 169,075 965,812
March. . .. .. ... .. .. 155,652 1,051,100
Aprl . . . ... L. 4 i 132,000 1,089,700

(*) Principles of Economics, pp. 405-406. The Macomllan Company, 1921 .
(%) Base, July 1914 = 100.
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It will be scen from these figures that the severest unemploy-
ment ocecurred from December, 1922, to April, 1928, the period
when prices were comparatively stable. Now, since it is im-
possible to attribute such a degree of unemployment to the
policy of stabilisation itself, it must be considered due to the
conditions which were created during the preceding period
of rapidly rising prices; it must be attributed to some such
factors as the piling up of stocks by merchants and retailers,
and the over-extension of enterprise during this earlier period
of activity, all of which had therr nemesis when prices were
stabilised From this reasoning it would therefore seem almost
as important to prevent prices from rising rapidly, as to restrain
their fall.

As far as the fall in prices is concerned, the graphs given
oun page 78, showing unemployment m comparison with whole-
sale prices in Great Britain, provide very clear evidence that
rapidly falling prices are invariably accompanied by heavy
unemployment. It would be possible to give similar evidence
for every other imdustrial country of importance (*). The
coincidence between unemployment and falling prices is,
however, so well known that there seems little need to illustrate
1t further. What is of real importance is to show that therc are
sound reasons for considering that the unemployment is actually
accentuated by the fall of prices.

The evidence which may be drawn from Scaudinavian
countries is particularly significant in this connection. The fall
i prices in Denmark, Norway and Sweden was very precipitous
from July 1920 to July 1922. In Denmark the wholesale price
index number fell during this period from 882 to 179 ; in Sweden
the fall was from 859 to 178; 1 Norway prices declined from
277 in December 1920 to 233 in December 1922 (3). Such a fall
in prices was of unprecedented violence and 1ts disastrous effects
will be seen reflected in the followwng figures for unemployment.

In March 1922, the returns of the trade unions of these countries
showed 83.0 per cent. of unemployed in Denmark, 25.4 per
cent. in Norway and 80.6 per cent. in Sweden. At the end
of March 1928, the figures still stood as high as 16 per cent.
for Denmark, 14.5 per cent. for Norway and 19.9 per cent. for

Sweden.

(1) See Enguéte swr la Production, Vol. I. Publication of the Inter-

national Labour Office, Geneva.
(2) In all cases the base used 15 1913 = 100.
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In Finland, on the other hand, in spite of the fact that
industrial conditions are similar in many respects to those
of the other Scandinavian countries, unemployment has been
comparatively light throughout. This 18 a fact of significant
1mportance when it is known that there was also comparatively
httle change in the price level during this period. No figures
for wholesale prices are available, but the cost of living index
number shows a rise from 9381 in July 1920 to 1214 in July 1921,
and a decline to 1142 in July 1922, since when it has hardly
varicd. There seems good reason to infer, therefore, that this
velatively gentle change from rising to falling prices and the
subsequent stability were largely responsible for relieving
Fmland of the severity of the slump experienced elsewhere.

Speaking of Sweden in particular, and of international
conditions 1n general, Professor Cassel, of the University of
Stockholm, describes as follows the effect of declining priees.
“The depressing influence which a continued reduction of the
price level must be expected to exercise over enterprise has not
failed to show itself. Dealers have to the utmost possible extent
refrained {rom activity in anticipation of prices reaching their
bottom level, and consumers have likewise postponed their
purchases as long as possible in the expectation of being able
to buy at cheaper prices. Unemployment on an appalling scale
has been the result. In actual fact unemployment, both in the
United States and in Europe, has certainly assumed far more
sertous dimensions than ever before. Each eountry has suflered
not only through its own deflationist policy, but also through
that of other countries. As the deflatiomist policy has naturally
to a very great extent paralysed such forms of production as
are required for constructional and building purposes, Swedish
industry mn particular, which happens to be very largely based
on supplying material for such purposes to other countries,
has been most seriously affected by the depression caused in
those countrics by the deflatiorust policy” (1).

The account which 1s given of Finmsh industrial conditions
in the Monthly Bulletin of the Bank of Finland (February 1922)

is of a very different tone. © Contrary to what has been the
case in other Scandinavian lands, labour conditions have been
specially peaceful in Finland durmng the first months of the year,

(*) Money and Foreign Exchange after 1914, pp. 240-241. Constable and
Company, 1922.
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No strikes or lockouts of any size worth mentioning have occur-
ted. Unemployment has continuously been of fairly small
extent”. Comparing the situation of Finnish banks with those
of other countries, the same publication of April 1922 states:
“ The consequences of the general world crisis have not proved
as disastrous to the banks in Finland as they have been in many
other countries. Chiefly, this depended on the fact that the
-extraordinary fall in prices, which in other lands caused such
numerous bankruptcies and losses to banks, did not occur in
this country. On the opposite, prices averaged pretty much
the same throughout the year. The index number for the cost
.of Hving was almost exactly the same at the end of the year as
it had been at the beginning. The number of bankrupteies in
1921 was only 858, the corresponding number in 1913 being
762. This explains why the losses suffered by the banks from
inland loans, with the exception of the one instance mentioned,
have not in general been greater than usual”.

In Great Britain, the index number for wholesale prices
showed a fall from 307 in July 1920 to 158 in July 1922. The
widespread unemployment and unprecedented economic col-
lapse which accompanied this movement has attracted atten-
tion from all parts of the world.

Deputy Louis Loucheur, Ex-Minister of Reconstruction
1n France, speaking at a meeting of the French Industrial and
Commercial Federation, stated : “ The recovery of the pound
produced the obvious and eertain result, that of creating unem-
ployment...” (*)

Professor Maurice Ansiaux, of the University of Brussels,
appears to hold the same opinion. “TIn England the stoppage
of industry assumed ever increasing proportions as the perse-
~vering efforts of the Government to restore the pound sterhng
-were crowned with success. Whilst the latter recovered point
by point, unemployment continued to develop in severity.
Supported by aspirations of finance and the demands of national
pride, this process of deflation appeared to be, for British
industry, but a march to destruction > (2).

Ms. C. J. Gignoux, in the French Revue d’Economie politique
of September-October 1922, also adds his criticism of the defla-
-tionary policy of 1921. “ Tlus policy of ‘deflation’ had n view

(1) L'Economie nouvelle, May 1923, p. 283.
(?) Revue ¢ ique internationale, December 1922, p. 450.
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the very questionable purpose of securing a return to gold parity
and to the pre-war level of prices, customarily considered as-
‘normal’. It may be noted, however, that such a purpose was
far from having been achieved. From the point of view of inter-
national prosperity, the consequences of these misguided efforts
appear to be diametrically the opposite of what had been hoped ;
the ¢ontinued fall 1 the price level was responsible for a crisis-
in production and unemployment, whilst the deflationary
policy followed by different countries at various times and with
varying degrees of success served merely to accentuate the gene-
ral condition of economic imstability >’ (1).

As regards the future monetary policy of Great Britain,
the Committee of the British Association for the Advancement
of Science says in its report: “ There seems no good ground
for disputing the prima facie view that falling prices discourage
the placing of contracts and the expansion of manufacturing
capacity, depress the energies of business leadership, restrict
the field for the employment of labour, and precipitate the
occurrence of wage conflicts. Nor do these direct and immediate
effects complete the indictment : for public opinion is probably
substantially night in fastening upon the insecurity of employ-
ment as one, and perhaps the most important, of the root
causes of the deep-seated maladies commonly described as
‘restriction of output’ and ‘labour unrest’. If economic stability
can possibly be attained in any other way, he must be a bold
man who, 1n view of the dislocation and distress of the past
twelve months, still advocates its attainment for choice by the
method of a contrived fall in the price level. Business fluctua-
tions are not wholly monetary in origin, and are not therefore
susceptible of a purely monetary cure : but a monetary policy
which aims at deliberately aggravating a business depression,
even with the best of ends in view, 1s open to grave suspicion ”(2).

In prefacing a letter which Mr. St. Loe Strachey published
in the Spectator of 20 October 1923, the Right Hon. Reginald
McKenna, Ex-Chancellor of the Exchequer and Chairman of”
the London Joint City and Midland Bank, has added considerable
weight to this evidence.

“I think you are profoundly right in speaking of unemploy~
ment as the overwhelming problem, and further that your

(*) :Le Probldme monétaire mondial et la Théorie du Professeur
Cassel », Revue & Econonmue politique, September-October 1922, p. 603,
(2} Monetary Policy, pp 70-71. P. S. King and Son, Ltd., 1921.
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analysis of the financial side of the question is correct. Falling
prices, not due to an increase of output, but to restriction of
credit and purchasihg power, must cause loss in trade and
unemployment. I am glad that you do not minimise the evils
of inflation, but there can be no question that deflation is not
less injurious. A policy either of inflation or of deflation should
never be adopted, as you justly say, except as a correttive,
and the degrce of unemployment at any given time will always
furnish a test of the right medicine to be applied.”

Numerous other quotations () might be given to show that
rising prices mcrease trade activity whilst falling prices cause
depression, and that the combined effect 1s, therefore, irregu-
Jarity 1n trade. In general, the argument on which greatest
emphasis is laid appears to be that, during the boom, rapidly
rising prices, whilst acting as a very strong stimulus to trade,
give rise at the same time to certain conditions which cause the
reaction during the depression to be more mtense. The principal
ways in which this operates may be summarily stated as follows.

In the first place, rising prices, by rendering profit-making
exceptionally easy, provide a powerful inducement for all
business men to extend their enterprises and so take still further
advantage of the rise. Almost any scheme, no matter how expen-
sive or how mismanaged, can flourish in a boom. Projects
launched under such conditions frequently collapse when

(1) Cf. Cycles of Prosperity and Depression in the Uniled States, Grea
Britain and Germany, pp. 104-109. A. H. Hansen, University of Wisconsin
Studies, 1921, No. 5. The Riddle of Unemployment, pp. 19-29. Charles E.
Pell, London, Cecil Palmer, 1922. Money and Foreign Exchange after 1914,
pp. 19-62, 203-241. Gustav Cassel, Constable and Co., London, 1922, Stab:-
hisation, pp. 386-51. E. M. H. Lloyd, London, George Allen and Unwin
Ltd., 1928, Unemployment, pp. 15 and 54. F. W, Pethick Lawrence, Oxford
University Press, 1922. Economics of Welfare, pp. 849-864, A. C. Pigou,
Macmullan and Co. Out of Work, p. 50. G. D. H. Cole, The Labour Pubhshing
Company, 19238. Money, Foster and Catelungs, Houghton Mifflin Company,
1928. Stabulising the Dollar, pp 58-78. Irving Fisher, The Macmillan Co.,
1920. The Trade Cycle, pp. 57, 58 and 82. F. Lavington, P. S. King and
Son, Ltd., 1922. Monetary Policy, p. 42 (A report of a sub-committee appoin-
ted by the British Association for the Advancement of Science), P. S. King
and Son, Ltd , 1921. Principles of Economucs, pp. 303-309. F. W. Taussig,
The Macmillan Company, 1921. The Stabilisation of Business, pp. 15-384,
edited by Lionel D. Edie, The Macmillan Co., 1923. Currency Inflation and
Public Debts. An Hastorical Sketch. E. R A. Seligman, New-York, 1921.
Monetary Reconstruction, published by the author, Carl Strover, Chicago,
1922. Perhaps the most complete description of the effect which the move-
ment of prices has on profits, wages, costs, money, credit, speculation,
business confidence and all the various other factors which combine their
influence towards activity or declne, is to be found n the extensive work
on Business Cycles by Professor Wesley C. Mitchell, California University

Press, 1923.
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normal times approach, and with thewr fall they press down
others. Again, from the very nature of the rise in prices,
gradual in the beginning and slowly developing greater and
greater rapidity, it contamns psychological elements capable
of producing a spirit of business optimism far 1n excess of what
is justifiable. The business prophet can only judge the future
by I;ast and current events. Thus, if the rise of prices and
the ease of profit-making have been continuing for years in
an ascending scale, the average producer naturally concludes
that even better times are ahead. But when the break in prices
does come, it comes suddenly, taking many unawares ; and all
those who have laid plans for a continued rising market and
have unduly extended their enterprise and purchases will suffer
heavily.

Secondly, a continuous rise in prices acts as a stimulus to
purchasing for stock in anticipation of higher prices. When
the rate of rise becomes appreciable, speculative purchasing
is also encouraged thereby. The resultant accumulation of
stocks intensifies the depression in various ways. By immediately
exaggerating and falsifying the real demand of the final con-
sumer during the boom, 1t induces manufacturers to extend
their business on an excessive scale, thus tending to increase
the number of subsequent failures in the slump. Again, the
ultimate liquidation of the large reserves of finished goods
accumulated in this manner serves to force down prices and
intensify the depression.

Thirdly, the rise m prices and costs, once started, becomes
cumulative in effect and, as the boom advances, causes a serious
strain on the resources of banks. The latter, in order to protect
their reserves, raise the rate of discount and maintamn it at a
hngh figure until the danger is over. The strain on credit is
invanably the worst immediately after the turn in prices and,
as a vesult, the discount rate is always highest and borrowing
most difficult at a point when the depression is most serious.
In order to secure liquid capital and ready cash for current
needs, firms are forced to liquidate their stocks “at any price”.
The rush to sell, coupled with the “buyers’ strike”, both of
which are largely the results of contracting credit, constitute
a souree of serious aggravation in an already stagnating market.

The rapid fall in prices during the depression may thus be
considered to be a direct consequence of the rise of prices pre-
ceding it ; but, in so far as this fall may be accentnated by the
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maintenance of a high discount rate or any other controllable
factor, account should be taken of the widely expressed opinion
that the slump in prices is one of the most serious of all the
factors to be considered.

From the above summary, the conclusion of outstanding
importance is that, in order to secure stable conditions of
industry and employment, 1t will be necessary to preventeboth
a rapid fall in prices, and also 2 rapid rise.

Other economic advantages accruing from stability in the level
of prices.

For many years economists have advocated greater stability
of the price level for reasons not immediately connected with
its relation to employment. The evidence on this question
accumulates rapidly. Some extracts from recent publications
might be of interest here.

The Report of the Financial Commission of the Genoa
Economic Conference opens in the following manner.

“The essential requisite for the economic reconstruction
of Europe is the achievement by each country of stability in the
value of 1ts currency’’.

Resolution 11, paragraph 7, of the same Report, speaks in the
following terms of the need for stabilising the purchasing power
of gold, which would be equivalent in gold-using countries to
the stabilisation of prices.

“Credit will be regulated, not only with a view to maintain-
ing the currencies at par with one another, but also with a view
to preventing undue fluctuations in the purchasing power of
gold.” (1)

In reply to a question by Mr. Hilton Young in the British
House of Commons on 4 July 1923, the Prime Minister made the
following statement. “I think the nght policy for this country
at the present moment is to do all i our power to keep prices
steady and on a level. One of the chief causes of unsettlement
in industry, whether 1t be on the part of those who are trying
to get orders for business or whether 1t be on the part of those
who work for a weekly wage, has arisen fundamentally from

(1) Extract from a proposed international draft convention for the
establishment of a gold standard or a gold exchange standard and for.
preventing wide fluctuations in the value of gold.
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the fact that we have been living in a world of constantly
shifting values One of the things that has contributed most
to the steadier feeling which is more prevalent now than it
has been in this country, is that people feel that they are getting
down more or less to a stabilised basis of prices. I should set
myself strongly against any policy that would tend to disturb
that feeling > (*).

The serious impediment to trade which arises from flue-
tuations in the price level is given special prominence also by
Professor Charles Gide. “This regime of rise and fall — this
‘wave’ movement — 1s bad. It has turned the whole world
sea-sick. When prices rise incessantly and then fall, no true
forecast can be made ; the morrow is uncertain When a manu-
facturer purchases raw material during the upward trend of
prices, on what basis can he work if, within three months —
within a year in the case of operations requiring a longer period
— prices are again on the wane ? Of all scourges it is uncer-
tainty which industry fears the most ” ().

The particular disadvantage accruing to co-operative
societies as a result of fluctuating prices is also noted. For,
whereas these societies endeavour to maintain low prices and
profits during periods of boom, they suffer equally with other
firms during the stump.

Dr. Henry A. E. Chandler, Economist of the National Bank
of Commerce, New York, shows the deleterious effects of a rise
in prices (1. e. a fall in the value of money), particularly with
regard to its influence on saving and the injustice done to
investors. Emphasis is also laid on the impossibility of avoiding
continuous wage disputes so long as the price level is permitted
to fluctuate. As regards the possible benefits to industry, he
says : “To business in general much of the apparent prosperity
accompanying a rapidly falling value of money 1s often little
more than a paper prosperity. The large profits and surpluses
which are apparently being accumulated often shrink into
nothing during the exaggerated reaction that inevitable follows
a period of feverish activity” (3). A fall in prices is undesirable
in the same way as a rise in prices. It adds to the difficulty of

maintaining solvency and constitutes mjustice to those who have

(Y) Parliamentary Debates, 4 July 1923, column 578.

, (%) Les Mouvements des Priz et leurs Causes, p. 24. Association pour
YEnseignement de la Coopération, 1922,

(®) The Economic World, p. 475, 7 Apnl 1923.
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borrowed and are required to repay when the nominal amount
-of the debt represents a greater real value.

Perhaps one of the gravest disadvantages arising out of
variations between the movements of prices in different coun-
tries is the disturbing influence which this exerts on the rates
of exchange between these countries. Professor Cassel, of the
University of Stockholm, states : “The rates of exchange” that
are to be stabilised and kept stable must naturally correspond
to the purchasing power par. A stable price level at home is
thus an essential condition for stable rates of exchange.” (1)

Mr. C. J. Gignoux also points to the disturbing effect of price
fluctuations on the rate of exchange. “The present stage in
the economic crisis is marked by a constant lowering of inter-
national exchanges, attributable, on the one hand, to excess-
ively nationalist economic pobicy, which is, however, a secondary
consideration ; and, on the other hand, — the more important —
to the constant variation in the purchasing power of most
currenctes, which is reflected in their exchange value, that is
to say, the expression of the amount we are willing to offer
in exchange for this purchasing power. These variations,
known more commonly under the term f‘instability of the
exchanges’, militate against a serious economic or business
forecast, discourage exports from producing countries owing to
the insecurity of transacting business on credit, lead to the
adoption of questionable protectionist measures and, in general,
imperil the economic life of an ever-increasing section of the
world.” (?)

Attention is also called in the same article to the manner
in which falling prices add to the burden of national debt.
“Moreover, a point which is of particular importance in the
case of France is that deflation, as was pomnted out by Professor
Cassel and many others, considerably affects the burden of
State debt. These debts, contracted during a period when
money 1s depreciated, become heavier by virtue alone of
the recovery of the value of money; in such cases excessive
deflation can only result in financial collapse and public

bankruptey.” (3)

(1) Quarterly Report wssued by the Swedish Stalistical Depariment, April

1923, p. 18
(%) «Le Probléme monétare mondial et la Théorie du Professeur

Cassel », Revue & Economae politique, September-October 1922, p. 600,
(®) Ibd., p. 607.
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Deputy Louis Loucheur also gives considerable weight to
the danger incurred of increasing the burden of public debt.
“What then are the advantages one may hope to secure through
restoring the franc to its gold parity ? Certainly, the moral
situation on the day of such recovery will be excellent ; but
if we are unable at the same time to reduce the interest on
internal loans to 214 or 8 per cent., how, I wonder, will it be
possible to balance the budget in France ?

“The thing which arrests my attention also is the social
problem. You have been induced to raise wages in certain
parts of France to 15, 18 and 20 francs per day. Do you think
that, as the franc recovers its gold value, you will be able to
bring back wages to 4.50, 5 and 6 [rancs per day, which was
the level at which they stood before the war ? Even allowing
an increase corresponding to that in England and assuming
that a labourer is to receive 8 or 9 francs, may I put the question
to the manufacturers here and point out that this presents a
social problem of greatest difficulty. He would indeed be
clever who could volunteer a final judgment in the matter.
The effort of this country should, I think, be directed towards
restoring healthy currency. The whole problem is, however,
to define what this may mean.” (1)

The situation in Germany 1s described by Mr. J. F. Coar,
writing in the Independent of 28 Decerber 1922. “There are
two chief reasons for the continuance of the fictitious pros-
perity. The first 1s, of course, the continual depreciation of
the mark and the consequent ability of industrialists to take
their paper profits and to keep the wheels of industry a-turning.
The second is the hectic demand for goods that necessarily
follows in the wake of the kind of currency depreciation going

" on in Germany. All incentive to thnift, and unhappily also to
conscientious and thorough work, disappears when, as was the
case last summer, the purchasing power of the mark is reduced
ten times within four months. No German in his senses keeps
mere money any longer than il takes to transform it into
something concrete. If a German cannot buy goods, he buys
pleasure unless, indeed, he ecan buy dollars, a procedure ruinous
to the country. The result is a feverish demand on industry,
and the further result — a fearful waste of the country’s re-
sources and the people’s productive energy. To make matters

(*) L’ Economae nouvelle, May 1923, p. 287,
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worse, the normal necessities of life (such as foodstuffs, coal,
clothing) are difficult to obtain, and this fact leads to an increas-
ing expenditure for more or less useless luxuries. Innumerable
cnterprises- have come into being in response to this demand
and these .contribute to the apparent prospenty of industry,
but in reality waste a vast amount of raw material which
should enter into the manufacture of useful and needful ‘arti-
cles.”” Tt would seem that the “fictitious prospenty” described
by Mr. Coar would be more clearly revealed when ultimately
inflation is checked.

The evidence which can be secured from Germany as to
the catastrophic effects of rising prices when extreme limits
are reached may have little bearing on the general problem
which arises under the more stable conditions of other countries.
However, it does tend to show that the surface prosperity
which marks a period of booming prices may conceal a menacing
undercurrent of economic disintegration.

Discussing the post-war monetary policy adopted by the
Government of India, Mr. J. M. Keynes shows that the internal
stability of prices, secured as the outcome of this policy, was
highly desirable in spite of the fact that it gave rise to wide
fluctuations in the rate of exchange with all other countries
where the price level was not so stable. “By allowing exchange
to rise somewhat precipitately during the time when sterling
prices were rising furtously, India was spared the extremity of
rise which took place elsewhere ; and by allowing exchange to
fall during the acute period of the depression from April 1920
to April 1921 India was also spared the full fury of the collapse
of prices. If the rupee exchange against sterling had been
stabilised through the whole of the last three years at any
level you choose to mention, India would presumably have felt
the full fury of the price fluctuation in Great Britain. Stability
in the mternal price level is so superlatively desirable in such
a country as India, that the fact of her having got through
the recent cycle with so small a fluctuation of internal prices
is a great deal to be set against the inconvenience to merchants
engaged in foreign trade from the fluctuations in exchange.” (*)

A number of economic studies have been devoted entirely
to exposing the serious economic drawbacks of fluctuating
price levels and to the discovery of a means of securing greater

(1) The Economic Journal, March 1923, p. 63.



— 40 —

stability. Most prominent amongst these are perhaps the
writings of Professor Irving Fisher ().

In his recent book on “Stabilising the Dollar”, he gives a
categorical review of “The Evils”. Whilst explaining how a
fall in the value of the dollar causes injustice to lenders, and
how a rise unfairly increases the burden on borrowers, Pro-
fessor Fisher shows that these fluctuations cause not only
injustice but, in many cases, serious hardship. When the
burden of repayment becomes heavier, bankrupteies are more
general. In private life, those with fixed incomes lose their
means of sustenance in proportion as these mcomes are reduced
in purchasing power. The liabihty of prices to vary is the cause
of constant anxiety. Wages are slow to be adjusted and in
the adjustment give rise to friction and discontent. The re-
assessment of wages and costs frequently upsets contracts. All
business and private livelihood thus assumes an aspect of grave
uncertainty.

In the summer of 1911, Professor Irving Fisher addressed
a carcular to a large number of the most prominent economists
in different countries, inviting their opinions as to the desir-
ability of securing the appointment of an international com-
mission to consider the means for stabilising the cost of living,
(i. e. the average price level of commodities in general use).
Twenty-four replies were received, all supporting the proposal
for an international enquiry. Amongst those who expressed
the opinion in their letters that changes in the cost of living
“were a source of serious distress or of industmal friction were :
Mr. A. M. Ackworth ; Mr. Ernest Aves ; Professor S. J. Chapman,
Manchester University ; Professor J. B. Clark, Columbia Uni-
versity ; Professor E. C. K. Gonner, Liverpool University ;
Mr. J. R. Hobson; Deputy A. Landry, Directeur d’études &
Téeole des Hautes Etudes (Sorbonne); Professor A. C. Pigou,
Cambridge University ; Professor L. L. Price, Oxford Uni-
versity.

The movement for stabilising prices and the cost of living
has grown, espcaally since the violent fluctuations arising
out of war and post war conditions. The following bibho-

graphy given by Professor Fisher in Stabilising the Dollar,
published in 1920, shows the extent to which the movement

(*) See also, for a comprehensive review of the evils ansing from price

fluctuations, Monetary Reconstruction, published by the author, Carl Strover,
Chicago, 1922,
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had become nationally and internationally propagated up
to that time. (%)

RECENT WRITINGS ON STABILISING THE DOLLAR.

(Omitting most newspaper and minor publications, numbering
about a thousand).

Invine Fisuer. The Purchasing Power of Money. New-York, Macmillan
1911, Ch. 13.

0. M. W. SeracUE. Fusher's Purchasing Power of Money. Quarterly Journal
of Economics, Nov. 1911, pp. 148-151.

IrvinG Fisuer. International Conference regarding the Cost of Lwing. Report
before Congress of Chambers of Commerce. Boston, Sept. 1912, reprinted
in Independent, Sept. 26, 1912, pp. 700-706.

CoMMERCIAL AND FINancial CHRONICLE, Editonial, Oct. 5, 1912. Replies
by Irving Fisher and further discusston. Oct. 26, and Nov. 16, 1912.

IrvinG Fisaer. Standardizing the Dollar (rephes to objections). New York
Times, Dec. 22, 1912.

Invine Fisner. 4 More Stable Gold Standard. Econonue Journal (London),
Dee. 1912, pp. 570-576.

WiLLiam F Bracgman. The Increasing Cost of Lawving ; Its Cause and Cure.
Rollins College Bulletin, Dec. 1912.

LucieN Marcu. Un Projet de Stabilisation des Priz. Communication a la
Société de Statistique de Paris, le 15 janver 1913, reprinted from its
journal, pp. 10-24 Discussion by Edmond Théry, G. Roulleau, Aug.
Deschamps, Adolphe Landry, Lucien March, Irving Fisher.

Irvine Fisuer. 4 Compensaled Dollar. Quarterly Journal of Economics,
Feb. 1913, pp. 213-235. Appendices, pp. 885-397.

Irvine Fisuer. Standardizang the Dollar. American Economic Review
Supplement, March 1913, pp. 20-28 Discussion by Nat. C. Murray,
Albert C. Whitaker, Willard C. Fisher, O. M. W. Sprague, B. M. Ander-
son, Jr., R. R. Bowker, E. W. Kemmerer, and Irving Fisher, 1bid.,
Pp. 29-51.

Davip KiNLey. Objections to a Monetary Standard Based on Index Numbers.,
American Economic Review, March 1913, pp. 1-19.

Avcusto GraziaNi. Du una nuova Proposta per rendere pit stabile il valore
della moneta. Reale Instituto d’Incoraggiamento di Napoh. Nota letta
nella tornata del 6 marzo 1918. (Napoli, Cooperative Tipografica, 1913).

PevroN R. Anness. The Compensated Dollar. Yale Scientific Monthly,
March 1913.

CorraDO GiNI. L’equazione dello scambro e il potere di acquistto della moneta.
Revista Ytahana di Sociologia, Rome, Anno XVII, Fase. IT (March-
April 1913).

E. B. WiLso~. Review of the Purchasing Power of Money. Science, May 186,
1918, pp. 761-768.

F. W. Taussic. The Plan for a Compensated Dollar. Quarterly Journal of
Economics, May 1913, pp. 401-416.

F. ZeuraeN. Irving Fisher's Forslag tl prisniveauets Stabihisering. Natio-
nalokonomisk Tidskrift (Copenhagen), Hefte 4 (July-Aug., 1913) pp.
350-364.

Invine Fisuer. What an International Conference on the High Cost of Living
Could Do. Institut International de Statistique, Vienna, XIVe Session,
Rapports, No. 25, Sepl. 1913.

(1) Stablirsing the Dollar, pp. 294-296. The Macmillan Co., 1920.



— 42 —

J. M. Crark. Possible Complicat of the Comy ted Dollar. American
Economc Review, Sept. 1913, pp. 576-588.

E. M. PaTTERSON. Objections to a Compensaied Dollar. American Economic
Review, Sept. 1918, pp. 863-875.

IrvinG IyxsHER. La hausse actuelle de la monnaie, du crg'dit et des prix ; Com-
menl y remédier. Revue d’Economie Politique. Paris, 1913, pp. 419-434.

IrvinG Fisirer. De la nécessité dune Conférence internationale sur le cott de
la vie. La Vie Internationale, Brussels, Tome III, Fasc. 12 (1913),
pp. 205-311.

G. M. BoissevaIN. Eegwldeale Waarde-Standaard ? De Economist, The
Hague, 1913, pp. 441-473.

Davip Davipson. Irving Fishers forslag ait reglera penningens kopkraft.
Econonusk Tidskrift (Stockholm), Haft 3, 1913, pp. 88-107.

W. EcGEnscuwyLER. Review of article :n American Economic Review
Supplement, March 1918. Archiv fur Sozialwissenschaft und Sozial-
politik, Tubingen, Germany, Band 37, Heft I, July 1913, PpP- 258-264.

Invine FisuER. Objections lo a Compensated Dolley Answered. American
Economic Review, Dec. 1914, pp. 818-839.

D. J. Tin~Ngs. Tuwnnes' Market Gage Dollar an Ideal Measure of Value.
Leaflets 1-4, Privately publshed, 1917.

Irvine Fisuer. Standardizing the Dollar. University of Cahfornia Chronicles
October 1917, pp. 847-363.

D. J. TINNES. The Market Gage Dollar (An Ideal Measure of Value). The
Quarterly Journal of the Umversity of North Dakota, Jan. 1918,
pp. 187-192,

Irving Fisncr. Stabilizang the Dollar wn Purchasing Power. (In American
Problems of Reconstruction, Elisha Friedman, Editor, New York,
Dutton, 1918, pp 361-890).

D. J. Tinwes. The Market Gage Dollar. American Economic Review,
September 1918, pp. 579-584.

Inving Fisner. Stabrhsing the Dollar, American Economic Review Sup-
plement, March 1919, pp. 156-160.

G. H. KNisBs. Consideration of the Proposal to Stabilize the Unit of Money.
American Economic Review, June 1919, Pp. 244-255. Rejoinder by
Irving Fisher, pp. 256-262.

D. J. TINNES. An American Standard of Value. American Economic Rewview,
June 1919, pp. 263-266.

Epwarp T. PereErs. On Stablising the Dollar, Quarterly Journal of Eco-
nomics, Aug 1919, pp 652-671.

738

The above extracts which represent’ merely a sample from
a large mass of literature on the question show clearly that
there 15 a very considerable weight of qualified opinion support-
ing the argument for greater stability in the price level. Not
only would such a condition, in the opinion of the majonty,
tend to reduce unemployment by stabilising the demand for
labour, but at the same time it would eliminate many other
hardships, injustices and causes of industrial friction.

The question may perhaps be asked whether it would not
be advisable, 1n view of the stimulus which rising prices give
to trade, to secure if possible a very gradual but continuous
rise in the level of prices. Tt may be that such a process is
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considered practically or politically impossible ; for no specific
argument in its favour, except as a temporary expedient, has
been noted during the preparatory study for this report. On
the other hand, a very gradual decline in the level of prices has
frequently been advocated.

Professor J.H. Jones, of the University of Leeds, considers
that 1t would be desirable to secure a stable level of wages and
that this would bring in its train a graduaWreduction in the cost
of living, that is, of the price level of commodities in general use.
“There is one sure method of securing for the representative
worker a rise in the standard of living, and that is by increasing
production, and the production of the right things. That end
can best be secured by stabilising wages for a long period — even
5 years — on a uniform level above the 1914 basis, allowing
adjustments where necessary. Provided wages rates remain
constant, workers of all categories, including myself, would
secure the benefit of increased production through the steady
fall in the cost of living and relative fall in the share going to
capital.” (1)

Some corroboration for this opinion is to be found in Mr.
D.H. Robertson’s “Study of Industrial Fluctuation.” He consi-
ders that “the falling price level immediately consequent on
the crisis gives a bonus to the working — at the expense of the
employmg — class, which is prima facie desirable in the inte-
rests of society.” (%)

Mr. F. Frangois-Marsal, ex-Mimster of Finance of France,
whilst considering that the gradual recovery of the French
franc to its pre-war gold parity is desirable, states his opinion
that “there can be no question of bringing the franc abruptly
back to par, thus causing a collapse of prices and innumerable
financial catastrophes. Deflation can hardly be effected other
than gradually and progressively.” (3)

The Brussels Financial Conference of 1920, whilst emphasis-
ing the necessity for carrymng out any policy of deflation gra-
dually, did implicitly envisage such deflation and the consequent
fall of prices. “The reversion to, or establishment of, an
effective gold standard by any means other than devaluation
would in many cases demand enormous deflation, and it is

(1) Christian Order of Indusiry Series, No. 1, p. 54.

(%) A Study of Industrial Fluctuation, p. 248, P. S. King & Son, Ltd.,
1915.

(%) Revue é internationale, 25 July 1922, p. 22.

9
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certain that such deflation, if and when undertaken, must be
cairied out gradually and with great caution. Otherwise the
disturbance to trade and credit might prove disastrous.” (1)
Whilst it would seem premature to say that there is general
agreement on the desirability of every country attempting to.
secure an absolutely unvarying level of prices, there seems no
question that the great consensus of opinion is in favour of the
slowest possible rate of movement. .
Some consideration will be given later in this report to the
point at which it would be most suitable to put into operation.
any policy for securing greater stability. Apart from this
question, a pomnt of very general agreement from which it will
be possible to proceed to the next stage of the discussion is
that, by whatever means may be considered practicable, it
would be desirable to prevent the rate of rise or fall of the
average price level from attaining any degree of rapidity. (%)

(%) Report of the Conjerence, p. 9.

(%) This conclusion is inevitably a httle vague in that it represents an
attempt to estimate the general trend of mnformed opinion, and to extract
one point of agreement out of a literature which contains many confhcting.
conceptions.



CHAPTER II1

The Stabilisation of the Price Level through the Control
of Credit and Currency.

If greater stability of the average price level is to be secured,
what may be considered the most suitable means for achieving-
this end ?

Tt 1s the relation between money and prices which gives the
clue to this problem. Doubtless, such a suggestion is very
obvious from the history of currencies for the last six years,
since it has been patent to all that the increase of credit and of"
paper money in European countries, rather than adding to the
wealth of those countries, has merely served to inflate prices.
However, it might be well to examne in rather more detail
the manner in which the volume of money or purchasing power-
affects the course of prices; then to determine also what cons-»
titutes purchasing power and the manner in which it may be
regulated.

The British Interim Report on Money and Prices, published
in August, 1920, opens as follows :

“The general level of prices depends upon the relation
between money (i.e., purchasing power) and the goods and ser-
vices available for sale. If the supply of currency is increased,
then with a given volume of goods and services for sale, the value
of ‘money’ relatively to goods and services declines, or, in
other words, the value of goods and services — i.e., prices —
increase. On the other hand, if commodities and services increase
relatively to purchasing power their value diminishes and prices.
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fall..... An expansion of purchasing power, if commodities are
not increased, results in increased competition amongst buyers.
An expansion of the supply of goods, if purchasing power is
not increased, results in increased competition amongst sellers.
In the former case prices rise, and in the latter prices fall.”

Mr. F. Lavington sums the matter up in the following way :
“On what does the level of prices depend ? Suppose that, without
any other change, there is created and added to every market
in the Kingdom a man with £100 in his pocket. No one is likely
to deny that as a result of the presence of one more buyer in
each market the average level of prices throughout the markets
will be a little higher than it would have been in his absence ;
for the same quantity of goods is being offered against an
increased quantity of money. Further, no one is likely to reject
the inference that the same result would follow if the various
sums of £100, instead of being deposited in the hands of addi-
tional individuals, are distributed among the parties originally
forming the market, always supposing that there is no change
in the willingness of those parties to employ the cash resources
at their disposal. If the notion of the ‘market’ is extended to
include all retail shops, the only difference is that the resulting
change in price is more widespread. And if the notion is extended
further to cover every purchase or sale, the same result follows :
the increase in the amount of money available to purchase the
same quantity of goods results 1n a lift to prices which is prac-
tically universal. Given then that, in the absence of any other
change, an increase in the volume of money held by people
throughout the country raises the general level of prices, it
follows that a decrease in the quantity so held will lower prices.
" And if, instead of supposing the sole change to be an increase or
decrease in the volume of money, we suppose the sole change to
be an increase or decrease in the volume of goods offered against
money, the two opposite propositions are equally valid. These
considerations give us the fragment of monetary theory needed
in the following argument : namely, that in the absence of other
change, any increase in the volume of money offered against

goods, or any decrease in the volume of goods offered against
money, raises the general level of prices; and any decrease in
the volume of money offered agamnst goods, or any inecrease in
the volume of goods offered against money, lowers that level.”” (1)

(*) The Trade Cycle, pp. 389-40. P. S. King and Son, Ltd., 1922.
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The fundamental relation between money and prices is
thus a very simple one. “Double the quantity of money
and, other things being equal, prices will be twice as
high as before and the value of money one half. Halve
the quantity of money and, other things being equal, prices
will be one half what they were before and the value of
money double.” (1)

The following table, extracted from the British Board of
Trade, Statements of Currency Expansion, Price Movements
and Production in Certain Couniries, 1920, is illustrative of the
very close relation between currency expansion and price
movements :

COMPARISON OF EXPANSION IN CURRENCY WITH RISE IN PRICES.
ESTIMATED PERCENTAGE OF 1913.

Currency of Wholesale Retail Prices?
Country all kinds Prices of Food
1913 = 100 1913 =100 1914=100
United States (March 1920) . . 177 258.0 196
United Kingdom (March 1920) . 250 (%) 821.8 285
Switzerland (December 1919) . 258 — 237
Denmark (January 1920) . . . 255 — 251
Japan (October 1919) . . . . 274 266.3 —
Sweden (March 1920) . e 275 354.0 291
Netherlands (February 1920) . 290 — 199
Norway (February 1920) . . . 305 — 294
France (February 1920) . . . . 400 522 4 297
(Paris)
Italy (December 1919) . . . . 565 452.6 252

+ The fact that retall prices of food have risen less than gemeral wholesale prices is in
part attrihutable to the control of prices by Governments extending, mn certain cases, to the
maintenance of retail prices below cost of prodncetion by means of subsidies.

2 In the case of the Umied Kingdom, the circulation at the end of March, 1920, is
compared with the circulation at the outbreak of the war

The relation may be expressed perhaps even more closely
thus : “The level of prices is the value of money. A
rise in prices does not cause — it és — a fall in the value
of money, since 1t means that a given quantity of money

(1) Principles of Economics, p. 236, by Professor F. W. Taussig. The
Macmillan Company, 1921. The present author has taken the liberty to
italicise the reservation other things being equal, since Professor Taussig has
devoted much space to its development.

By way of illustrating statistically the relation between currency and
prices, Professor Charles Gide gives the following table showing the volume
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will exchange for a smaller quantity than before of other
things.” (1)

Thus, if it is possible to control the quantity of money, it is.
possible to control one of the principal factors affecting the price-
level. Another main factor, which necessitated the insertion
in the quotation above of the precautionary phrase “other
things being equal”, 1s the volume of goods available against
the money. If money is expanded more rapidly than the goods
available to meet 1t, there will be a tendency for prices to rise,
and vice versa when money is withdrawn. In any attempt to
secure a stable price level, therefore, the principal aim should
be 1o cause the quaniity of money wn circulation to grow exactly
in the same proportion as the volume of goods coming on the market.

When the term “money” 1s used in this sense it is intended
to cover every instrument whereby a person is enabled to pur-
chase goods. Hence, instruments of credit of all kinds are
included. The power of the commumnity to purchase may be
expanded in a number of different ways (2), and every expansion,

of bank notes issued in France as compared with the price index number
{ Les mouvements des priz et leurs causes, p. 17, L’ Association pour I’ Enseigne~
ment de la Coopération, 1922) :

Volume Indexr number  Index number
Dates of note wssue of note issue of prices
July 1914 6,000 mithons of francs 100 100
» 1916 12,000 > » » 200 143
1916 16,000 » » » 266 188
s 1917 20,000 > » » 333 213
2 1918 29,000 » » > 483 33
s 1919 3,000 » B > 583 356
1920 39.000 » » » 650 506
2 1921 33,000 > H » 617 337

Professor Gide considers that the rise in prices which marked the post-
war pertod must have been due 1n large part to the over-issue of notes and
their consequent depreciation 1n value.

(*) Economucs for the General Reader, p. 215, by Professor Henry Clay.
Macmillan and Company, Ltd., 1920.

A further careful account of the relation between money and prices 1s
given 1n the Revue économique internationale of 25 August 1922, from the
pen of Professor Laurent Dechesnes of the Ecole des Hautes Etudes & Lidge.
“Prices express this exchange relation belween money and goods. It follows
that alow price signifies a high value of money 1n terms of goods and services,
whilst a 11se 1n prices merely indicates a reduction in the value of money.”

(%) Mr. F. Lavington points out that purchasing power may be expanded
through greater efficiency and increased use of the existing instruments of”
exchange, or through the transference of balances from deposit to current
accounts, or through an increase in book transfers, a kind of iInvisible medium
of exchange common to highly organised goods markets (see The Trade
Cycle, pp. 39-48). It seems that purchasing power might also be increased
::)Iya(tihe general lengtheming of the period recognised for private credit between

ers.

X None of these influences are, however, considered as important as the
merease of bank loans.
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no matter how produced, will tend to raise prices unless it is
accompanied by a corresponding increase in the volume of
goods available to meet it.

By common agreement it is considered that the expansion
of the community’s fund of purchasing power is effected mainly
through the banks (1); and this is done through the issue of
additional loans, either in the form of coin and notes, or, by
means of accounts against which cheques may be drawn (?).
In almost every country the business community thus receives
its influx of purchasing power through the medium of the
banks ; and it is this method of increasing the circulation which
is implied below when mention 15 made of the issue of credit
(accounts against which cheques may be drawn) and currency
{notes and coin), In either case the issue represents loans by
banks. These loans are only made at a price, the price being
generally termed the “discount rate.”

At this stage it might be well to pick up again the
threads of the general argument running through this report.
In the earlier chapters it was seen that greater stability
of the price level would be in the interest of the community
from many points of view, notably that of stabilising and
increasing employment. In the present chapter evidence has
been given to show that this price level is determined largely
by the volume of money or purchassing power in use. This,
in turn, is subject to influence by the banks, in that the
most important forms of purchasing power find their way to
and from the community viz the banks. The point in the
argument is thus reached at which it is possible to signal out
the banks as the agency through which reform may be

(*) The 1ssue of legal tender notes and comn, 1 many countries, 1s still
controlled by the State. This 1ssue 15, however, almost mvarably made
through the mtermediary of banks, which i turn are largely responsible
for the superstructure of credit built on the basis of legal tender. To the
extent that the State controls the issue of legal tender or obliges banks to
extend loans for public purposes, it shares the responsibility for any mone-
tary pohcy which may be adopted. This report is written largely with a
view to anticipating the situation which will arise when political difficulties
play a less important part and when banks will once more secure their
independence 1 the control of the monetary poliey of therr country. The
question of State responsibility, although set aside for the moment, will be
taken up agam in Part I1: The Practical Issues. B

(%) For further jllustration of the manner i which the extension of
pank credit leads to a mse 1n prices, reference might suitably be made to
Cycles of Prosperity and Depression wn the Unuted States, Great Britain and
Germany, University of Wisconsin Studies, 1921, pp. 104-107, by A. H.
Hansen ; or Money, by Foster and Catchings, Houghton Miflhn Co., 1923.
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expected in the regulation of the community’s monetary
supply. Some evidence will be given in the pages which
follow to show that in the opinion of many writers there has
been a failure on the part of banking institutions in the past
to exercise control over the credit issued, and that this has
led to price fluctuations producing the severest unemployment
and« distress.

The Resolutions of the Brussels Conference contain an
account of the relation between currencies and prices, which
seems particularly pertinent to the present discussion. (1)

“The currency of a country, in the sense of the immediate
purchasing power of the community, includes (a) the actual
legal tender money in existence, and (b) any promises to pay
legal tender, e.g. as Bank balances — which are available for
ordinary daily transactions.

“The currencies of all belligerent, and of many other, coun-
tries, though m greatly varying degrees, have since the beginning
of the war been expanded artificially, regardless of the usual
restraints upon such expansion {to which we refer later) and
without any corresponding increase in the real wealth upon
which their purchasing power was based ; indeed in most
cases in spite of a serious reduction in such wealth.

¥ “It should be clearly understood that this artificial and
unrestrained expansion, or ‘inflation’ as 1t is called, of the
currency or of the titles to immediate purchasing power, does
not and cannot add to the total real purchasing power in exist-
ence, so that its effect must be to reduce the purchasing power
of each unit of the currency. It is, in fact, a form of debasing
the currency.

“The effect of it has been to intensify, in terms of the in flated
currencies, the general rise in prices, so that a greater amount
of such currency is needed to procure the accustomed supply
of goods and services. Where this additional currency was
procured by further ‘inflation’ (1. e. by printing more paper
money or creating fresh credit) there arose what has been called
a ‘vicious spiral’ of constantly rising prices and wages and
constantly increasing inflation, with the resulting disorga-
nisation of all business, dislocation of the exchanges, a pro-

gressive increase in the cost of living, and consequent labour
unrest.”

(*) See p. 17 of the official text of the resolutions.
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As early as 1919 the danger of the over-extension of credit
was observed by the Federal Reserve Board of the United
States: “The expansion of eredit set i motion by the war
must be checked. Credit must be brought under effective
control and its flow be once more regulated and governed with
careful regard to the economic welfare of the country and the
needs of its producing industries.” (1) ‘

Mr. A. C. Miller of the Federal Reserve Board, in an article
on “Federal Reserve Policy” in the American Economic Review
of June 1921, states that “the credit and business situation
in the Umted States in 1919 was one that needed restraint... It
would have been of the greatest advantage to the country if
such restraint had been exercised by the Federal Reserve
system in the year 1919, and the development of the runaway
and speculative markets, which developed in the second half
of the year, been measurably prevented.”

« Professor O. M. W. Sprague, speaking of the period before
the crisis of 1920, says: “Liberal credit was no longer, as at
the begmning of a period of activity, serving to stimulate
production and direct industry into promising channels. It was
rather tending to disorgamse industry, subjecting it to an
increasing extent to speculative influences, to wage disputes
and to numberless other strains... A check on further credit
expansion followed by some contraction was the one sure
remedy...” (%)

A valuable account of the difficulties which impeded the
earlier application by the Federal Reserve Board of a more
restrictive policy is to be found 1 Monelary Reconstruction,
pp. 93-130, by R. G. Hawtrey, Longmans, Green & Co. (%)

In proceeding to a general discussion of the effect of the
growth of credit in excess of production, Mr. Hawtrey shows
that “an expansion of credit and therefore of purchasing power
stimulates sales, depletes stocks of commodities, increases
orders to producers, raises prices, and altogether makes business
at every stage more active and more profitable. Thereby the
demand for bank credit 1s again intensified and a vicious circle
of inflation is set up.” (4)

(3) Annual Report for 1919, p. 71.

(%) The American Economic Review, March 1921, pp. 16-29.

(%) A very full account 1s also given in the United States’ Agricultural
Enquiry, the proceedings of 8 August 1921 being of particular interest.

(Y) Monetary Reconstruction, p. 107. Longmans, Green and Co., 1928.
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Mr. F Francois-Marsal, speaking of the post-war period of
inflation, says: “Merchants and manufacturers are now aware
that the issue of paper money unsecured has been one of the
principal, if not actually the principal cause of the present
crisis. In 1920 arose the phenomenon which inevitably appears
when there 15 an excessive mcrease in monetary circulation ;
cessation of production as a result of the restriction of con-
sumption, a rising rate of interest, contraction of credit, and,
finally, general crisis. .

“In other directions, inflation has produced further disas-
trous effects which have attracted much comment : social
disturbances and, to some extent, the lowering of commercial
morality.” (1)

In an article contributed to the New Leader of 30 July
1923, Mr. Robert Nichol, M. P., shows the close relation bet-
ween industry and banking: “It would be difficult to say
exactly what percentage of industry depends on a ready supply
of credit from the banks, but it would probably be true to say
that almost every large or even moderate-sized business makes
use of credit facilities, and a very large proportion depend
normally upon such facilities. Accordingly, the policy of the
banks can largely regulate the quantity of credits and there-
fore control the industrial policy of the nation. The fact that
within recent years a virtual monopoly of banking has passed
into the hands of five great banking corporations, which to-
gether control a sufficiently large proportion of the total financial
business of Great Britain to dominate the remainder, facilitates
S}ch financial control.”

There is a large and growing school of economists, com-
prising amongst their number Professors Fisher, Hansen and
Mitchell of the United States and Mr. R. G. Hawtrey of Great
Britain, who regard the trade cycle as essentially a monetary
phenomenon and, in consequence, expect to find the most
efficient remedy in some modification of banking and currenecy
policy. Typical of this group, Professor A. H. Hansen, of the
University of Minnesota, having made a study of the monthly
data for twenty different indexes of trade covering the complete
cycle from 1902-1908 in the Umited States, Great Britain and
Germany, reaches the conclusion that “the cycle of prosperity
and depression is at bottom a question of money, credit and

(1) Revue

ique internationale, 25 July 1922, p- 8.
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prices”. He shows that this contention “is also supported by
the historical fact that during the long period of declining
prices from 1873 to 1897 depression was chronic both in the
United States and Great Britain, and to some extent in all
countries. Continued depression was broken only by two brief
periods of prosperity. Since 1897 prosperity has been chronie,
50 to speak, broken only by temporary periods of depression.
The reason lies in the fact that the period from 1873 to 1897
was a period of falling prices broken only at short intervals
by temporarily rising prices. The period from 1897 to the pre-
sent has been a period of continually rising prices, broken by
short intervals of falling prices. Falling and rising prices are
generally conceded to be mainly monetary and credit pheno-
mena.” (1)

Professor A. C. Pigou also considers the stabilisation of
prices and industry by various monetary methods to be of
value 1n reducing unemployment. “Whatever therefore, tends
1o diminish industral fluctuations tends also, i the end, to
lessen the volume of unemployment. Among the many remedies
which this consideration suggests, attention was called 1n parti-
cular to the shortening of commercial eredits, the more wide-
spread adoption among bankers of an enlightened policy in the
matter of loans, the modification of the currency system in
such a way as to render prices more stable...” (3

In the United States of America, a Bill was introduced
into Congress on 23 May 1923 by Representative Goldsborough
for stabilising “average wholesale prices by controlling the
quantity of money and credits mn relation to the volume of
trade by increasing or dimmishing that quantity as the average
price level goes down or up.” (3)

So urgently has the need been felt in the United States
for securing stability in the purchasing power of money, that
an orgamsation, known as the “Stable Money League”, has
been established with a view to carrying out research into the
means for securing the monetary reform necessary to stability.
The princlpies of this league are as follows. ’

“We hold it fundamental that a sound currency must be
2 stable currency, and that its exchange value or purchasing

(1) Cycles of Prosperity and Depression, p. 110. Umnversity of Wisconsin
Studies, No. 5, 1921.

(2) Unemployment, p. 244. Home Umversity Library, 1913.

(%) Congressional Record of the U.S.4., 238 May 1922, Vol. 62, p. 8149.
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power must not be subject to violent fluctuations which disrupt
the whole order of business and mdustry, take away the stron-
gest incentives of human labor, thrift and efficiency, and work
injustice to debtor and creditor alike.

Since the close of the war the chief commercial nations.
have been prey to precisely such gross alternations of currency
valyes, with all the disorders attendant thereon. The gold
standard has practically been abandoned by many countries
for the issue of an irredeemable paper currency, with a conse-
quent utter demoralization of prices, exchanges and trade.
We believe 1t of the utmost importance that thinking men and
women shall jomn in the consideration of this problem, so vital
to the social order and peace and happimess of mankind.” (1)

It is of interest to Members of the International Labour
Organisation to know that Mr. Samuel Gompers, President of
the American Federation of Labour and Chairman of the Com-
nmission on International Labour Legislation of the Peace
Conference, is one of the honorary Vice-Presidents of the Stable
Money League. On 1ts Research Council are included the follow-
ng prominent American economists :

Dr. Wu. T. Foster, Director of the Francis E. Pollak Foundation for
Economic Research, Newton, Mass.

Dr. Davip Frinay, President-Elect of the Michigan Agricultural College,
Lansing, Mich,; Professor of Economics, Umversity of Michigan.

E. W. KemuERER, Princeton University ; Economist and Fiancial
Adwisor to the US. and foreign governments.

Dr. Westey Crair MircrELL, Director of National Bureau of Economic
Research, New York, N. Y.

Joux E Rovrnsiy, Vice-President, National Bank of Commerce,
New York. B

. CarL SNYDER, Statistician, Federal Reserve Bank of New York City.

Dr. H. Parker WiLuis, Professor of Banking, Columbia University §
Director of Analysis and Research, Federal Reserve Board.

Dr.

Mr.

The motives which inspire the action of the Stable Money
League, and indeed any other attempt to secure greater stabi-
lity in prices, are well expressed in the following words of
Professor Wesley C. Mitchell : “One cannot conclude a survey
of the violent changes in prices during the war and of the grave
uncertainties of the near future without réflecting upon the
badness of the best existing monetary systems.

(1) Stable Money

Graphic, published under th i i
e iphie, p er the direction of the Executive

oney League, 2, Rector Street, New York.
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“The United States has maintained the gold standard
without serious limitation and has reorganized its banking
system on approved lines. Nevertheless we have had price
fluctuations almost as violent as those of the greenback period.
These fluctuations have caused unmerited suffering to millions
of families and have heaped unearned riches upon thousands.
They have caused wasteful struggles, encouraged extravagance
among some, and created the class of ‘new poor” They have
promoted speculation and reduced the efficiency of management
and labor. We are poorer in goods, more quarrelsome in spirit,
less ready to work because of these fluctuations. All this has
happened and 1s irretrievable. But within a few years fresh
changes may happen just as evil 1n their consequences.

“This wretched record and this wretched prospect are a
grave indictment of our present form of economic organization,
Have we not sufficient constructive imagination and practical
sagacity to develop a better monetary system.” )

(%) Speech before the American Economic Association, Richmond, 1919.



CHAPTER 1V

The Use of the Discount Rate for Regulating the Expansion
of Credit and Currency.

Taking as the point of departure that the desired stability
of the price level is most naturally secured through regulating
the volume of credit and currency available to the community,
the next step 1s to determine by what means this volume may
most satisfactorily be expanded or contracted.

It was explained a little earlier in the report that the issue
of credit and currency is effécted almost mvariably through the
banks and that it js always made to borrowers at a price. This
price is usually termed the discount rate, and means the percen-
tage of the future () capital value of the loan demanded by way
of payment for its use,

Obviously one way of dissuading borrowers from applying
for accomodation 1s to increase its price, that is, to raise the
discount rate. Conversely, the lowering of the rate will induce
a number of the hesitant to increase their borrowing. This,
then, the manipulation of the bank rate, is one of the recognised
means whereby the purchasing power of the business community
may be influenced towards expansion or contraction, and the
way in which prices, and thereby trade, may to some extent be
stabilised.

As will be explained later, opinions differ very widely as
%o the extent to which the discount rate may be employed in

(1) i.e. The capital value of the loan at the date of 1ts expiry.
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this way and the influence which it is likely to exert on the
movement of the price level. The price of borrowed money
enters into the costs of production as one factor alone, and under
certain circumstances it may therefore fail to make any decisive
impression on the development of industry and the trend of
prices. Yet, however variable the power it may exert, this
price is always a factor for consideration and, as such, it should
be exercised judiciously.

Some opinions and explanations with regard to the use
of the discount rate are given below.

Professor Irving Fisher considers that: “Under almost
any sensible banking system the rate of discount is one of the
regulators of the volume of credit relatively to reserve. If there
is undue expansion of credit relatively to the reserve, the rate
of discount is raised to curb it. If, on the other hand, there is
a plethora of reserve, the rate of discount is lowered to stimulate
an increase of credit. As the expansion and contraction of
credit are directly related to the price level, the rate of bank
discount is thus concerned very vitally with the price level.

“The report, after the Armistice, of the Lord Cunliffe Com-
mittee on Currency, Banking and Foreign Exchange shows
elearly how the bank rate keeps the English price level in tune
with world price levels. Speaking of thislong established system

the report says:

When apart from a foreign drain of gold, credit at home
threatened to become unduly expanded, the old currency
system tended to restrain the expansion and to prevent
the consequent rise in domestic prices which ultimately
causes such a drain. The expansion of credit, by forcing
up prices, mvolves an mereased demand for legal tender
eurrency both frorm the banks in order to maintan their
normal proportion of cash to liabilities and from the general
public for the payment of wages and for retail transactions.
In this case also the demand for such currency fell upon
the reserve of the Bank of England, and the bank was
thereupon obliged to raise its rate of discount in order to
prevent the fall in the proportion of that reserve to its
liabilities. The same chain of consequences as we have
just described followed and speculative trade activity was
similarly restrained. There was, therefore, an automatic
machinery by which the volume of purchasing power in
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this country was continuously adjusted to world prices of
commodities in general. Domestic prices were automatically
regulated so as to prevent excessive import.

“Professor Knut Wicksell of Sweden has, for many years,
adrocated a more extensive use of this regulative function of
the rate of bank discount as a means of preventing ecycles of
credit and prices. Mr. Paul Warburg, formerly of the Federal
Reserve Board, has suggested that the index number of prices
should be one of the data scrutinized by the Federal Reserve
Board to help gwmde it in fixing the rate of discount. Senator
Shafroth proposed that the Federal Reserve Board should fix
discount rates in such a manner as to regulate credit with the
object of stabilizing the level of prices.” (1)

Professor Gustav Cassel expressed the following opinion in
a speech before the International Chamber of Commerce at
Rome m March 1923. ~The technical means for carrying through
a stabilisation 1s a discount policy aiming at & suitable restriction
of the demands of the market for credit accomodation.....
It was only in this way that the different currencies and the
exchanges between them could be established in the pre-war
system of gold standards. The existence of a gold fund has no
other importance than that of securing the finest stabilisation
of the exchanges where a general stabilisation has already been
attained as a result of the stabilisation of the internal values
of the currencies by the aid of the discount policy.”

Mr. R.G. Hawtrey shows that rises in the price level due to
credit expansion tend to become cumulative and to get out of
control and that the reverse effect caused by the “vicious
crrele of deflation” is equally violent. The deterring effect of
the discount rate should be used at an early stage in either
movement m order that 1t may become most effective.

“Credit 15 inherently unstable, and it can only be success-
fully controlled by perpetual vigilance and prompt action.
Every disturbance from the normal, whether towards expansion
or towards contraction, tends to magnify itself unless quickly
checked by the appropriate rise or fall in the discount rate.

) Sla?nhszng the Dollar, pp. 171-172, The Maecmllan Co., 1920.
Professor Fisher considers that this adjustment “would not of itself, however,
be sufficient to control credit”. Whilst 1t may be considered to control the
so, under cxisting banking conditions, only
: nder reserves. This is a limitation to the use
of the discount rate which must be discussed later (see p. 95).



_ 59 —

Traders and bankers often deprecate rapid changes in the
discount rate as being unsettling to business. But what is un-
settling is the alteration between expanding and contracting
credit. If credit, and therefore the flow of purchasing power,
are kept approximately steady, the short-period changes in the
rate of discount cause no trouble except in the highly specialised
caleulations of the discount market itself.” (1)

Discussing the relative advantages of metallic and non-
metallic standards, Professor Verrijn Stuart, of the University
of Utrecht, recommends that the use of gold as a basis for
currency should be abandoned, and that the regulation of a
country’s purchasing power should be effected by means of the
bank rate. “Under a system of this kind, money is created by
agencies which are capable of making the supply adapt itself
to the demand, and thus of keeping the value of the money unit
constant. This is done by variations in the rate of nterest.
The demand for money is, of course, beyond the control of these
agencies, depending as it does on the mterplay of the forces
of commercial hfe. But the supply of money can be regulated
by these means at will, and quite independently of what may
‘be happening elsewhere.” (%)

It is to be noted that, i all the more important financial
countr es, there is a central banking mnstitution which holds a
portion of the cash reserves of the other banks and lends them
further cash when necessary. The central institution charges a
certain rate for its loans to dependent banks and this rate is
usually different from that charged by the latter in lending
to their own clients. When reference is made, for instance, to
the Bank Rate in England, the term ordinarily means the rate
at which the Bank,of England lends to the Joint Stock Banks
by discounting their bills. The corresponding term in the
United States is the Rediscount Rate, since this is the rate at
which the Federal Reserve Banks, i.e. the central institutions,
will rediscount bills originally discounted by the member banks
for their own chents. The central rate regulates in some measure
the rate demanded by dependent banks and at certain periods the
power of control is almost complete. For this reason, emphasis
is frequently laid on the need for controlling the Bank Rate
or the Rediscount Rate in view of their influence over the market

(1) Monetary Reconstruction, pp. 123-124. Longmans, Green and Co.,

f”) Economic Journal, June 1923, p. 150.
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rate of discount and their consequent effect on the movement
of prices.

Speaking of the rate of the Bank of England, Mr. H.N.
Brailsford says: “It is, of course, the rate at which the Bank
will advance money to customers (usually the Joint Stock
Banks) who have bills to discount. It also governs automatically
the rete at which the less august and venerable banks lend money
io their customers. It is, in short, the rate or the basis for reckoning
the various rates af which credit is sold o industry. When it is
low, credit 1s plentiful ; industry goes ahead: trade booms.
The effect of lowering it is, on a small scale, hike the first effects
of printing money. ‘Purchasing power’, as economists say, is
increased. Prices rise, and, though the housewife may grumble,
wages (somewhat later and with much trouble) can be forced
up for a time, and there is work at last for the reserve army
of the unemployed. Reverse the process, raise the Bank Rate,
restrict credit, and a chill creeps over industry ; prices fall...” (1)

Professor C.A. Phillips, of Dartmouth College, considers
that: “A change in the rate of rediscount tends to be reflected
in changes in the price level and, generally, in the physical
volume of trade, a rise in the rediscount rate curtailing trade
and mdustry and a reduction having the opposite effect.

“But the controlling influence of the rate of rediscount of the
Federal Reserve banks is founded on the close relation of that.
rate to the rate of discount of the commercial or member
banks.” (%)

Messrs. Foster and Catchings, of the Pollak Foundation for
Economic Research, consider that the Rediscount Rate is but
a “tardy regulator” and in many ways an inefficient means of
controling the market rate of discount. “Nevertheless, the
rediscount rate can always be used as a mo’derating influence.
If employed promptly enough, it could have prevented the
greater part of the mse’of prices during 1919. The rediscount
rate can curb mnflation, however, only if it has the effect of

curbing the expansion of currency and credit, and to be most
effective the rate must be higher than the rates of the banks
that do the largest business with the Reserve Banks. In other
words, the rate must be such that there is no profit in borrowing

) The New Leader, 13 June 1923. The present writer has taken the
liberty to put the two sentences above mnto italics as they are particularly
germane to the discussion.

(%) Bank Credit, p. 118, The Macmillan Company, 1921.
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from the Reserve Bank. On the other hand, if the rediscount
rate is to curb deflation, the rate must be an adequate incentive
to borrowers. As soon as prices begin to fall, therefore, the
rediscount rate should fall below the bank rate. However, the
question to what extent and under what conditions the redis-
count rate can curb deflation requres further study. We can
only say that if we had the most accurate and up-to-date index
of prices that it is now possible to construct, and if, as the price
index changed, changes in the rediscount rates were made
promptly enough, most of the extreme cyclical movements of the
price-level could be prevented. If changes in rediscount rates
were thus made strictly in accordance with changes in the
price-level, business men would know what to expect and could
make future commitments with greater assurance. They would
welcome such a definite and easily understood policy.” (%)

Mr. Carl Snyder, General Statistician of the Federal Reserve
Bank of New York, has proposed a scheme for the regulation
of currency and credit one of the principal features of which
is: “Control of the note issue to be through the medium of the
Federal Reserve Banks, which should be required by law, on a
change n the price level of, let us say, 8 per cent. (or whatever
figure might be decided upon) to raise or lower the rate of redis-
count by 1 per cent., or in the same way to raise or to lower
their holdings of securities and of acceptances by, let us say, some
conventional figure hke 100 million dollars, as might be agreed
upon ; or both.” ()

In the Resolutions of the Commission on Currency and
Exchange of the Brussels Conference, it1s stated that: “In normal
times the natural and most ellective regulator of the volume and
distribution of credit is the rate of interest which the Central
Banks of Issue are compelled, in self-preservation and in duty
to the commumty, to raise when credit 1s unduly expanding.”(3)

However inmted may be the influence of the central rate of
discount on the market rate, and thus on the movement of
prices, the behef that it 15 an agent of vital importance gamns
much support from the fact that the actual policy of the Federal
Reserve Board 1n the years 1919-1921 has formed the subject
of most widespread criticism. The opimnion has been generally

(1) Money, p. 859, Houghton Mifflin Company, 1923.
(2) Amercan FEconomic Review, June 1923, p. 284.
(%) Report of the Conference, p. 18
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expressed that the action of the Federal Reserve Board during
this period was under the circumstances almost unavoidable
and that the responsibility must therefore rest elsewhere.
Nevertheless, the hardships experienced in the depression of
1920-21 were largely attributed to this inability of the Board
to raisc the Rediscount Rate early in 1919 with a view to
checking the inflationist boom, and the hope was expressed that
the experience gained during this period would induce the Board
to act otherwise in the future when it would be free to pursue
whatever policy seemed desirable. Mr. A.C. Miller, a member
of the Federal Reserve Board, states in this connection : “How
much of the business distress and econonue hardship experienced
by the country during the past year would have been avoided,
had the Federal Reserve system been in a position to pursue a
discount policy mn the second half of the year 1919 such as the
trend of developments clearly indicated to be necessary, cannot
of course be determined. Much of the hardship suffered by the
country in 1920 might, however, have been avoided by the
adoption in 1919 of an effective precautionary policy of credit
control. That such a precautionary discount policy would have
been adopted by the Federal Reserve system, had it felt free to
act, will not be doubted by anyone acquainted with the attitude
of the Federal Reserve Board and the federal reserve banks at
this time. As early as June, 1919, after the close of the Victory
Liberty Loan campaign, which, it will be remembered, was
announced to be the last of the war loans, the Federal Reserve
Board expressed its concern over the unhealthful tendencies
which were 1n process. Counsel and warnings of similar purport
were subsequently repeated. The necessity of restraint upon
the borrowmngs of member banks for speculative purposes by
other means than advances in discount rates (1) was pointed out,
and such restraint was urged. Here and there, for a while, there
were some shght evidences that the situation was beng control-
led, but no large results were achieved, and speculative tenden-
cies of a dangerous character and large dimensions, involving
speculation in land and commodities as well as in securities,
ganed increasing momentum through the autumn of 1919.

(*) “The Federal Reserve Board 1s concerned over the existing tendency
towards excessive speculation, and while ordinarily this could be corrected
by an advance in dlscqunt rates at the Federal Reserve Banks, it is not
practicable to apply this check at this time because of Government finan-

cing.” (From a letter sent by the Federal Reserve Board to the chairmen
of the Federal Reserve Banks, June 10, 1919).
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<Direct action,’ so-called, as a method of credit control was not
succeeding. (1) The expansion of credit and the rise of prices
went on apace. Speculation flourished. It could no longer be
doubted that the federal reserve system must undertake the
regulation of credit by means of discount rates. A beginning
was made by the slight advance in discount rates on war loan
paper on December 11, 1919, with every expectation’ and
intention on the part of the federal reserve system of assuming
full control of its discount policy with the advent of the year
1920.” (3)

The Report of the Joint Commussion of Agricultural Enquiry
Jdeals in some detail with the discount policy of the Federal
Reserve Board and 1s perhaps more critical than many indepen-
dent economists in the United States. “It is the opimnion of the
commussion that a policy of restriction of loans and discounts by
advances in the discount rates of the Federal reserve banks
could and should have been adopted in the early part of 1919,
notwithstanding the difficulties which the Treasury Department
anticipated in floating the Vietory loan if such a pohey were
adopted.

“It is also the opmion of the commission that had this
policy been adopted in the early part of 1919 much of the
expansion, speculation, and extravagance which characterized
the postwar period could have been avoided.

“The commussion also believes that had such a policy been
adopted in 1919 thc difficulties, hardships, and losses which
oceurred in 1920-21 as a result of the process of deflation and
Iiquidation would have been diminished.” (3)

The policy of the Federal Reserve Banks in maintaining
high rates of discount until the depression and liquidation
were well advanced was also discredited by the Commission.
“The exhaustion of credit and capital, coupled with the decline
in exports, gave the first mmpetus to the dechne in prices.
With the beginning of this decline the forces of reaction and
depression began to ope-ate. Goods were thrown on the
market, orders were cancelled, the buyers’ strike developed,

(1) “These warnings, however, were only a transitory expedient and
were given only momentary attention by many banks. The Board was
prepared, as soon as Treasury exigencies permitted, to resort to the well-
known method of advancing the rate of discount.” Annual Report for
1920, p. 12

(*) The American Economic Review, June 1921, pp. 188-189.

(®) Credat, p. 12. Washington Government Printing Office, 1922.
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unemployment ensued, and complete industrial depression
followed.

“As the purchasing power of the domestic population
diminished and unemployment began, more and more goods
began to congest the channels of commerce and more and more
credit was required to carry these goods until they could be
marketed. Tt was necessary, by a high level of discount rates.
to keep these credit requirements in such a relation to the prices
of goods that bank failures would not result and a financial
crash increase the inevitable industral depression resulting
from declining prices.

“As the pressure of liquidation developed there began to be
demands on the part of the public for amelioration of the policy
of the Federal reserve banks with respect to discount rates,
based upon the assumption that lower discount rates and
freer money would arrest the tide of liquidation and reducc the
bardships of those who are compelled to sell m a declining
market. The commission believes that a policy of lower discount
rates and greater liberality in extending credits could have
been adopted in the latter part of 1920 and the early months of
1921, and that such a policy would have retarded the process
of liquidation and thus spread the losses incident to the mevit-
able decline of prices to a lower level over a Ionger period, and
that the adoption of such a policy at that time would have been
advisable.....

“It seems probable that a change in the policy of the Federal
reserve system with reference to discount rates would hate
accomplished a reversal in part of the psychological and eco-
nomic factors which at this time were moving in the direction
of lower prices, and at the same time would have tended to
induce on the part of banks a more liberal attitude toward
furnishing additional eredit,

“It is without doubt, true that the pressure of discount rates
and of lhiquidation in the agrcultural sections of the country
resulted in great hardship, loss, and sacrifice among the agri-
cultural population of the country. The hardships, sacrifices,
and losses of the period, however, were not confined to agri-
cultural sections.” (1)

Discussing the same period, Professor Mitchell says : “The
central issue in most discussions of what we did amiss in 1919

() Credit, pp, 13-14 ‘Washington Government Printing Office, 1922.



is the time at which the discount rates of federal reserve banks
should have been raised. Most competent judges seem to agrec
with the ‘personal opinion’ expressed on this point by Governor
Benjamin Strong in his statement of August, 1921, to the Joint
Commission of Agricultural Inquiry. ‘I believe,’ said Governor
Strong, “if it had been possible, it would have been desirable
for the Federal Reserve System to have advanced its rates
at some point in the period between January and March 1919° ()
— instead of waiting until November.

“Since our concern 1s with the future we need not stop to
discuss Governor Strong’s limiting clause — ‘if it had been
possible’. Perhaps the Treasury’s plans for floating the enormous
Victory Loan in the spring really did make 1t impossible, or at
least undesirable, to raise the federal reserve rates until that
undertaking was accomplished. However that may be, we are
justified in hoping that in the future such exigencies will seldom
arise to prevent the Federal Reserve Board from adopting the
policy which seems wise in the economic interest of the public.
What most concerns us is that the Governor of the largest
Federal Reserve Bank and many other experts beheve after
mature consideration that it would have been desirable to raise
rates before the boom began. His reason for this conclusion 1s
that an advance of rates would have moderated the expansion
of business and thereby diminished the severity of the emsis
of 1920. (3)

“If Governor Strong and the men who share his opinion
are right about the policy that was desirable in 1919, as I think
they are, may we not generalize and say 1t 1s desirable to raise
discount rates i future periods of cxpansion, whenecver signs
appear that production is nearing 1ts linit and that further
expansion will consist mainly in bidding up the prices of secur-
ities, of industrial equipment, and of the goods in process of
production and distribution ?”” (%)

Professor O.M.W. Sprague appears to share the opinion
that the discount rate 1s a valuable agent for influencing indus-

trial activity and as such should be used to reduce the intensity

of cychcal fluctuations. “The discount rate of Reserve banks

(*) Hearing before the Joint Comrmssion of Agricultural Inquiry,
Sixty-Seventh Congress, First Session, Part 13, p. 763.

(%) Ibid., p. 772
(3) The Stabilisation of Business, pp. 38-39, The Macnullan Companv.
3.

192
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15 clearly an effective means of checking credit expa1151.0n, l?lxt
it is also evident that advancing rates influence the situation
rather slowly...” (1) .

“Whether at any time it is desirable to impf)se restra'm’c
upon credit depends upon the uses to which credits are belpg
put and upon the effects of these uses. The. most dflzﬁmte
ndication that we possess of excessive credit is found in the
decided upward movements of prices extending over a number
of years. There is practically universal agreement that prices
cannot be held at an absolutely fixed level. Most would agree
that advancing prices at the beginning of a period of activity
stimulate production in some measure. Few, however, would
question that at some stage in every period of business activity
rising prices facilitate ill-judged undertakings and fail to increase
industnal output. No doubt there would be wide differences
of opinion as to just when tlus stage 1s reached in any particular
business cycle. Even so, it is submitted that the expert judgment
of a responsible body lhike the Federal Reserve Board, enjoying
the benefit of general public criticism, provides a far more
satisfactory basis for a discount policy than the vanations of
a reserve ratio.

“The proposal to base the discount rate largely on the
observed effects of credit expansion is not designed to secure
the stabilisation of prices. Such a pohicy would not be concerncd
with permanent changes m prices associated with variations
m the world’s supply of gold. It would aim merely at lessening
price fluctuations within particular business cycles, checking
somewhat the upward movement, and thereby lessening the
subsequent decline.” (%)

There seems to have been some evidence of late that the
discount pohey of the Federal Reserve Board 15 now being
governed largely by a consideration of the state of industrial
activity, rather than by the reserve situation as heretofore.
Such a method would appear to be mn conformity with the
opinion, frequently stated, that the reserve situation must be
regarded as entirely misleading, and that other eriteria should
be evolved for future gnidance. In this connection the [ollow-
ing extract from an article contributed by Protessor Irving

(1) The American Economic Review, March 1921, p. 24.
(% Ibid. p. 28.
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Fisher to the Manchester Guardian Commercial of 8 Junc 1923
is of particular interest.

“It is a satisfaction to see that the rapid rise of prices has
been checked. This was apparently due to a determined effort
to check it. The nise of the discount rate by several of the
Federal Reserve Banks, the warning of Mr. Hoover against
reckless 1nflation, and the combined efforts of Mr. Franklin
Roosevelt and the banks to limit loans for speculative building—
the point where 1inflation was most active — must have tended
in this direction.

“This all indicates that inflation and deflation can be control-
led, and also that, to control it, the information given by the
index number 1s essential.”

A special appeal for a dcfinite statement by the Federal
Reserve Board with regard to its future discount policy has been
made by Charles J. Bullock, O.M.W. Sprague, and W. B. Don-
ham, writing in common in the Harvard Business Review of
January 1928. After stating that, as a matter of general pohey,
“the Board should endeavour to limit the expansion of credit by
raising and lowering discount rates m such manner and at such
times that the volume of credit 1s determined by the real needs
of the country, whether these needs are seasonal or cyclical in
their nature,” they go on to show that it s essential to the busi-
ness community that the discount pohiey of the Board should be
known m advance in order that industry might have a sure
basis on which to work. (1)

In addition to the discount rate, there are certain other
means whereby business men may be dissuaded or prohibited
from having recourse to the banks for extension of credit.
Just as, during a period of shortage of food, certain commoditics
must be rationed, so it sometimes happens that m cases of
financial stringency the banks find 1t necessary to ration their
own commodity.

One form of “rationing” 1s that known as “selective credit
control” and mnfers the restriction of the 1ssue of credit to certain

(*) It mght be suggested here that the formulation of a policy should
not be undertaken with complete disregard for the interests of other coun-
tries. If it may be accepted that the rediscount ratc of the Federal Reserve
Board will affect prices 1n America, and therefore the value of gold, the
determination of the price of gold 1n this manner will have a profound 1n-
fluence on the monetary policy of all countries which, nghtly or wrongly,
are desirous of resuming the gold standard at the pre-war parity It would
seem that an international monetary conference <hould precede the deter~
mrmnation of any definite poliey
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classes of customers alone  Professor T. S. Adams of Yale
University defines this method very lucidly in his review of
finanecial devices for mitigating the severity of business cycles.
“A general elevation of the level of discount rates..... is too
indiscriminating to serve as a complete or perfect method of
regulation. In boom periods, 1ts blanket guality, or its wet
blanket quality, serves properly to discourage or to postpone the
financing of many projects which under other conditions
would be plamnly entitled to credit assistance. But it fails to
repress the speculator feverishly bent on anticipating an ex-
pected jump 1n prices. Considerations of these serious limita-
tions upon the rediscount rate as an instrument of control has
led naturally to proposals for decentralised control or what
has been called above ‘selective credit.” ” (3)

A further method whereby individual banks may reduce
the amount of the loans made is that of mereasing the severity
ot collateral tests ; that is, of making loans only against higher
grade security. In America, where the commercial banks
make closer investigations into the financial status of their
dependent firms, this method finds its counterpart in the
wmsistence by banks on an improving ratio between hquid
assels and current liabilities in the firms’ balance sheets. (2)

The mam pomt of distinction between the various
mcthods just described and the use of the discount rate 1s
that these methods can only be applied on a wide and uniform
scale provided that the whole of the banking system volun-
tanly co-operates on a national basis for the purpose, whereas
the discount rate of the entire system may to some extent be
controlled by pressure brought to bear on it by the Central
Bank. From the immediate practical pomnt of view, therefore,
the method on which 1t would be most valuable to concentrate
attention 1s that of the use of the discount rate.

The discussion of the use of the discount rate of banks
for controlling the expansion and contraction of credit will be
taken up again n the second part of this study : “The Practical
Issues”. Tt might be well at this stage to recapitulate the
argument contained in the preceding chapters with a vicw to
bringing into relief the essential features,

() Business Cycles and Unempl, L, P =
o Tt 'y ployment, p. 268, McGraw-Hill Book

(%) See Report and Recommendations of a C i i
Conference on Unemployment, p 15, 1923.f @ Commatiee of the Presdent's
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In Chapter I evidence was adduced 1n support of the beliel
that the reduction of fluctuations in industry would diminish
the absolute total of unemployment and its distressful effects.
In Chapter II opinions were quoted showing that the stabilisa-
tion of the price level would tend to greater stability of industry
in general, and thus to a reduction of unemployment ; it was
also indicated that for many reasons mn addition to its geffect
on employment, greater stability in prices would be eminently
desirable. There appeared to be almost unanimity of agreement
that at all times the movement of the price level should be
prevented from attaining any appreciable degrec of rapidity.

In Chapter IIY is was shown that the level of prices depended
very largely upon the ‘purchasing power’ available against
goods for sale. The purchasing power of the community was
capable of expansion or contraction through regulating the
credit and currency issued in the form of loans by banks. For
this 1ssue the banks were in the habit of charging a certain
price, known as the discount rate. In Chapter IV some dis-
cussion has been given to the use of the discount rate for the
purpose of regulating the flow of purchasing power mto idustry,
thereby influencing prices. Certain expert opinions have been
quoted in support of the belief that this rate could be made
to contribute largely to the factors which determine the move-
ment of the price level.

“In this way the discount rate may be considered to have
a definite influence on the course of employment. By poss-
essing this instrument of ndustrial control, the banks are in
a position of very heavy responsibility. It would seem to be
the duty of these imstitutions, and of all qualified students
of banking, to determine not only the most desirable policy
to be adopted in the control of the bank rate but also the
manner 1 which this instrument may be made more effective
in carrying out that policy.

Neither of these questions has yet been satisfactorily solved.
As regards the former, a large number of competent economists
consider that the movement of prices should hold the first
place amongst the eriteria to be followed. There are, however,
other considerations of importance ; some examination of these

will be made in Chapter V. As regards the question of rendering
the rate of discount more effective, this forms the principle

theme of Part IL.




CHAPTER V.

Criteria for Determining the Discount Policy of Banks.

Before discussing the adoption of new criteria for the use
of the discount rate, 1t would be advisable to give some account
of the system in operation before the war. The report of the
British Committee on Currency of 1919, presided over by Lord
Cunliffe, gives a full explanation of which the following is a
brief extract. “The expansion of credit, by forcing up prices,
involves an mcreased demand for legal tender currency both
from the banks in order to mamtam their normal proportion
of cash to liabilities and from the general public for the
payment of wages and for retail transactions. In this case
also the demand for such curreney fell upon the reserve of the
Bank of England, and the bank was thereupon obliged to raise
its rate of discount in order to prevent the fall in the proportion
of that reserve to its liabilities,” (1)

The one criterion of outstanding importance was the reserve
situation. A plethora of reserve was considered full justification
for maintaining a low rate of discount with a view to cncour-
aging further borrowing. If reserves were running near their
legal or customary minimum, the rate was raised and loans
discouraged. This permitted a considerable variation in the
superstructure of credit built on the foundation of legal tender
currency, and in this way facilitated the fluctuation of prices

(*) First Intervm Report of the Committee on Currency and Foreign
Exchanges after the War, p. 4.
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within certain limits. Although it had the cffect of preventing
prices from swinging very far away from the normal or secular
trend, there was little check to the rate of movement between
the effective liouts. Many economists consider this system
unsatisfactory or inadequate even under prewar conditions.

Mr. R. G. Hawtrey says: “Before the war the world did
suffer gravely from the fluctuations in the commodity value
of money, moderate as thosc fluctuations seemed to be.” ()

“So long as credit 1s regulated with reference to reserve
proportions, the trade cycle is bound to recur. The flow of
legal tender money into circulation and back is one of the
very tardiest consequences of a credit expansion or contraction.
If the Central bank waits for this flow to affect its reserves,
and sits passively looking on at expansion or contraction
gathering impetus for years before 1t takes any decisive action,
we cannot escape from the alternations of feverish activity
with depression and unemployment.” (1)

The present situation is marked by two principal features :
the existence in America of a surplus reserve of gold representing
more than 40 per cent of the total monetary supply of the
world ; and, in certain other countries, the complete lack of
limitation on the issue of legal tender notes. In only a limited
number of countries would the reserve situation act as a satis-
factory check on the undue cxpansion of eredit.

As regards the position m America, the following summary
by Messrs. Ch. J. Bullock, O. M. W. Spraguc and W. B. Donham
is of special mnterest. “The creation of the Federal Reserve
System by centralising our national gold reserves made them
much more effective than before, and largely increased the
potential volume of credit over pre-Federal Reserve days. In
addition to this the country to-day possesscs practically twice
as much gold as it did in the year 1913. The increase 15 approx-
imately $ 2,000,000,000, the total gold i the country being
now nearly S 4,000,000,000. Of this total over $ 8,000,000,000
15 10 possession of the Federal Reserve Banks where 1t 1s directly
available as a banking reserve. Over §1,000,000,000 of this
gold has come in smce the summer of 1920, so that our credit
basis is much larger than it was at the peak of the inflation
period of 1919-1920. Adopting Professor Persons’ cstimate
that under the Federal Reserve System the possible volume

(3) Monetary Reconstruction, p. 1+4. Longmans, Green and Co., 1923,
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of eredit which can be supported on a given quantity of gold
is not less than ten times the amount of gold as compared with
about eight times under the old National Bank Act, the avail-
able credit at present 15 at least two and onc-half times as
great as 1913, (1) ~

Even those who are opposcd to the control of credit in
acdordance with price movements are yet unammous m de-
claring that the reserve situation n America provides no
satisfactory basis for determining credit policy. Dr. A. B.
Hepburn and Dr. B. J. Anderson, Chairman and Economist
of the Chase National Bank, consider, for instance, that “the
high Federal Reserve ratio, due to an artificial and abnormal
excess of gold, constitutes no justification at all for reducing
rediscount rates.” (2)

If the old system 1s unsatisfactory, what method may be
substituted for deternmmning the issue of credit ? There seems
no doubt that, in view of its influence on employment, on
industrial relations and on social justice, the movement of the
price wndex number should stand first as a guide to discount
policy.

However, the movement of prices, though emphatically of
first importance, cannot be considered as an independent and
final criterion  For a risc in prices does not always mean that
trade is active, and a decline does not always point to de-
pression

Professor W. C. Mitchell shows that, “contrary to a widely
accepted opinion, prices do not always rise in the early stages
of a revival and they do sometimes turn upwards during de-
pression”. This he llustrates in a footnote, stating, in parti-
cular, that “Enghsh index numbers show a slight rise in 1964
though the revival of business can scarely be said to have
begun before 1905, (3) If it 1s true, therefore, that an upward
movement of prices ean take place before the depression is
spent, 1t seems clear that the price index number cannot be
used as an mfallible guide to the action desirable with regard
to bank credit. For it would be folly, however rapidly prices
were recovering, to add to the burden of industry by increasing
the price of credit just at a time when business firms werce

(*) Harvard Business Review, January 1923, p. 132.
(2) The .Chase Economic Bulletin, 20 July 1921, p. 35.
(®) Business Cycles, p. 457. University of California Press, 1913.
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with difficulty extricating themselves from the trammels of a
gencral slump in trade,

It scems to be clearly the general opinion that, in the upward
swing of prices, the discount ratc should not be raised to a
high figure until all the factors of production are very fully
employed. Particularly is it important to mamntain a very
low rate of discount during the initial period of revival,, even
though this period may be marked by a swift recovery of
wholesale prices. Such an attitude would apparently be strongly
supported by the Federation of British Industries, whose report,
published in October 1923, states :

“At the moment we are at the depth of an extremely serious
depression of trade. Past experience shows that in such con-
ditions a certain upward movement mn prices 1s an invariable
and inevitable accompamment of the process of recovery. The
object of a policy of price stabilization, therefore, should not
be to stabilize prices at the abnormally low level shown by
the index number at the bottom of a severe depression, but at
such an werease on this level as normal trade activity would
entail.”

Assuming, however, that the policy of maintaiming a low
rate of discount were followed during the earlicr part of a trade
revival, the question would then arise as to the means for
determining when the recovery 1s so far advanced as to nceess-
itate a change of policy.

Professor T. S. Adams states the proposttion thus: “At
some pomt m the cycle, borrowers and buyers ask for credit
which in ther own and the public interest should be
vefused. To do this it 1s necessary (@) to find some practical
test or index by which to determine when the time for credit
restriction has arnived...” (1) He goes on to deseribe the criteria
which have been proposed in solution of this guestion. “The
startmg point of the recent discussion of this subject (the use
of the discount rate) is found m O. M. W Sprague’s inmtial
proposal that the discount rates of the Federal Reserve Banks
should be sharply raised, regardless of reserve ratios when
the capital and labour of the country are fully employed and
when, therefore, there can be little or no increasc of output
in response to the stimulus of additional credit and nsing
prices. The proposal 1s based on the thought that credit is

(1) Business Cycles and Unemployment, p. 262.
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overextended, not when the reserve ratios arc threatened, but
when production has rcached 1ts peak and further credit results
principally 1 fruitless speculation.”

Here then we have two criteria suggested, the employment
index and the mndex of production. The same two indexes
are recommended for use by Messrs. Foster and Catchings,
writing for the Pollak Foundation for Economic Research.
“The pertinent question is, 1n what stage of the business eycle
should we attempt to stabilise prices ? Certamnly not at any
stage 1n which the volume of employment and production can
be increased by a rise in prices. We have noted the fact, how-
ever, that in the upward swing of the cycle, the stage is reached,
sooner or later, in which rising prices and rising wages cannot
increase the volume of employment and actually decrease the
volume of production. No matter what the level of prices
happens to be, therefore, it is the right time to attempt to
stop further changes when employment and production have
reached a maximum. How can we tell when that stage has
been reached ? From our available indexes of cmployment
and our available indexes of production, we cannot tell exactly.
There 1s nothing, however, except a recognition of the importance
of these measures, to prevent us from making them as nearly
accurate as need be; and, compared with the losses we are
seeking to prevent, the cost of perfecting these measures and
keeping them up-to-date would be trifling. Even with the
imperfect indexes at hand, 1t seemed probable, early in 1928,
that further mncreases in the volume of currency and credit in
circulation would prolong the period of rising prices, with its
attendant evils and prospective collapse, without mncreasing
the volume of employment and production.” (%)

Professor Mitchell’s examination of the question follows
much the same lines. “Professor Sprague has proposed to use
index numbers of physical production such as have been made
recently by Day, King, Snyder, and Stewart as a basis for
discount pohicy. These series show that the mcrease 1n volume
of business after a depression is for some time produced mainly
by a rapid increase 1n the output of serviceable goods. During
that phase of the cycle expansion is economically desirable.
But whenever the existing industrial equipment is booked to
capacity and the industrial army 1s fully employed, then future

(*) Money, pp 366-367 Iloughton Mifflin Company, 1923.
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growth n the supply of serviceable goods slows down to the
rate at which new equipment and new hands can be provided
and improved technical methods devised. After this point has
been reached in the cycle a further rise of prices serves not
to increase the current supply of serviceable goods, but to
create confusion 1 the markets, to stimulate disserviceable
speculation, and to produce the credit entanglements which
cause so much anxiety during the crisis and prolong the period
of liquidation. Our aim, accordingly, should be to check the
rise of prices when the index numbers of physical output indicate
that the limit of existing capacity is being approached. At
that point 1t would be desirable to raise discount rates — even
though reserve ratios might still be high.” (1)

Mr. F. W. Pethick Lawrence suggests a further index.
“What would really help to regulate trade would be to begin
to contract credit as soon as stocks of finmished articles un-
marketed showed signs of increasing... and to begin to expand
1t as soon as they showed signs of diminishing.” (?)

It is thought that an index of stocks might be of considerable
value if 1t showed the proportion with merchants and retailers
as compared with manufacturers. For with the former class
the mcentive to speculation provided by rising prices causes
an unwarranted accumulation of finished goods during the
~boom, a factor which results in the very serious aggravation
of the depression. Manufacturers, on the other hand, produce
for stock merely in order to avoid mactivity of labour and plant
when the market is too sluggish to absorb their goods. To
restrict thewr credit under such circumstances would be un-
reasonable. In the case of the merchant class, 1t might, however,
be advisable to refuse credit for speculative purchase during
the latter part of a boom. And for this purpose an index of
stocks with middlemen and retailers, sub-divided as much as
possible by trades, might prove of use. It is not considered that
an mndex of stocks would be a satisfactory criterion for judging
when the moment had arrived for the general restrant of
credit

The perfecting of indexes {or the gudance of banking policy
is a matter which requires much careful examination n the light
ol different theories of cyelical movements. Comparatively

(1) The Stabihization of Business, pp 42-43 The Macmillan Co., 1923.
(2) Unemployment, p. 53, Oxford University Press, 1922.
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httle discussion has so far been given to the question. The
general conclusion may, however, be stated that, whereas it is
desirable to prevent, as far as practicable. rapid fluctuations
in the level of prices, the movement of this level cannot be
regarded as the only criterion for determining the discount
policy of banks. It should be supplemented by indexcs devised
to show how fully the available forces of production are em-

ployed. (*)
(*) Some further indication of the manner in which employment

statistics may be used in conjunction with the prce index number is
given at the end of the next chapter.



CHAPTER VI.

The Influence of Rapidly Rising Prices on the Volume of
Employment and Produection.

In considering the desirability of applying the monetury
brake to prevent rising prosperity from developing mnto a spec-
ulative boom, it is important to form some estimate of the
possible gain in total production which may accrue from the
period of rapidly rising prices. Evidence has already heen
given to show that this period contamns elements which lead
to injustice and hardship during both hoom and depression ;
but the general observer still retams the impression that these
disadvantages may be largely compensated by an increase
of production during the period of mtense activity. It becomes
necessary, therefore, to gain some 1dea as to how real may be
the development during this penod and how far it may add to
the total physical volume of production.

Owing to the paucity of statistics of total production it
might be advisable to show, first, the extent to which employ-
ment may be increased durmmg a boom and, secondly, the
relation between employment and production. In this way it
will be possible to relate production indirectly to price move-

ments.
Employment and Rising Prices.
Two graphs are gven hclow: the’one showing wholesale

prices in Great Britam [rom to 1913 and the other showing the
pereentage of employment for the same period. From an
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examination of the periods preceding the years 1891, 1900, 1907
and 1918, it will be seem that employment rose to within 1 1
per cent. of the maximum for the period about eighteen months
or twe years before the peak of the boom, that is to say, before
prices began to showa marked rise. Thus in 1889 employment
had reached 97.9 per cent., this being the maximum yearly
average for the period, in spite of the boom contimung‘ until
1891. In 1898 employment stood at 97.2 per cent., the maximum
for the period being 98.0 and the boom continuing until 1900.
In 1905 the employment percentage was 95.0, the maximum
being 96.4 in 1906, and the rise of prices continuing until 1907.
The percentage reached in 1911 was 97.0, the maximum bemg
97.9 in the culminating year of the boom, 1913.

WHOLESALE PRICES IN THE UNITED KINGDOM (!)
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g) The figuies on which this graph is based have been extracted from
the British Board of Trade (Department of Labour Statistics), Seventeenth

Abstract of Labowr Statistics in the Unated Kangdom, 1915, p. 68. They
Tepresent the weighted index number (yearly average) for 47 articles at
wholesale. Base 1900-100.

(®) The figures on which this graph 1s based are taken from the publi-
cation (page 2) mentioned in footnote (). The onginal statistics represent
the percentage of unemployment (yearly average) in trade unions which
paid unemployment benefit to their members Persons on strike or locked
out, sick or superannuated were ex

cluded. The unemployment figures
have been inverted so as to show percentages of employment.
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It would seem to follow that the period of most rapidly
Tising prices can only add, at the most, about 1 14 per cent. to
the forces of labour employed, and in some cases has even
shown a fall in employment.

The Relation between Employment and Production.

The question then arises how far it may be possible to add
to total production by the absorption of this maximum of 1 14
per cent. of additional labour and by the working of overtime.
There seems reason for assuming that only a negligible increase
can be affected by this means, for it is generally recognised
that labour efficiency declines during a boom and thus tends
to offset the advantage gained from additional labour and extra
hours of work. Any actual development in production which
may take place would be accounted for very largely by the
improvement of methods and plant. Some considered opinions
on this question are quoted below.

Professor Mitchell beheves that “the efficiency of labour
declines because overtime brings weariness, because of the em-
ployment of ‘undesirables’, and because erews cannot be driven
at top speed when jobs are more numerous than men to fill
them” (1).

Messrs. Foster & Catchings, of the Pollak Foundation for
Economic Research, emphasise the same belief that little
additional output 1s possible through a regime of rapidly rising
prices. “Inflation, it is true, increases profits, and profits sti-
mulate industry : but the stimulus falls like the gentle rain from
heaven on the just and the unjust — the producers who hinder
as well as those who aid the winming of the war and the winning
of the peace that follows. Furthermore, the stimulus is only
temporary. Althoungh rising profits at first inerease production,
they also ncrease a discontent that soon interferes with pro-
duction, The object of Government financing in the United
States during the World War was necessarily to obtain more
goods ; and morc were obtained as long as increased bank credit
enabled employers to put idle people and 1dle machinery to
work. The country soon reached the point, however, where
it was employing virtually every man and every women who

(1) Business Cycles, p. 578. University of Califorma Press, 1913.
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was able and willing to work. After that, employers could add
to their own staffs only by taking laborers away from other
employers. At this point, competition among employers for
workers inevitably resulted in higher wages and, consequently,.
in new demands on the banks for increased working capital.
But bank credit created for the purpose of enabling somebody
to take workers or orders away from somebody else did not
increase production. There was no gain in the efficiency of the
workers : on the contrary, the workers, already incensed over
what they called ‘war profiteering’, had less incentive to
efficiency than ever, since they knew that, if they lost onc job,
they had only to go across the street to find another job. All
this was clearly predicted by a number of economists early
in the war. In 1917, Carl Snyder said : ‘Production, and there-
fore the actual volume of exchanges, is practieally at the limit
and has been for a year or more. No expansion of bank credits
can put this production any higher. It follows, therefore, as
a practical fact that any expansion of bank loans now means
inflation — to all practical intents, dollar for dollar’” (%).

The evidence from French sources also corroborates the
opinton that after a certain stage has been reached in the reco-
very of mdustry, httle further increase i production can be
effected as a result of rising prices.

Dr. Francois Simiand, who has made a special study of
wages, prices and production m French mines, shows that a
stage is reached m the upward trend of the price eycle when
the “average daily output per worker no longer increases and
may even diminish” (?). This he attributes in varymg degrees
to the absorption of “a larger proportion than previously of
mediocre, less experienced and less effictent workers”(3); to the
exploitation of “poorer mines, new mines and less productive
mines” (4) ; to a relative increase m the employment of manual
labour as compared with mechanical power ; to “dimimishing
economy in orgaunisation and m the utihisation of labour
itself” (4) ; and to a reduction in effort on the part of the worker

when conditions improve and the struggle for hivelthood becomes
easier.

(*) Money, pp. 72-73. Houghton Miffim Co , 19283.

() Le_salaire des ouvriers des manes de charbo
Edouard Cornély & Cte, 1907, "o Frceie, . B8

(%) Ibud., p. 208,
() Ibnd,, p. 212.
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Professor A. Aftalion gives the following statistics in illus-
tration of the theory that the daily output per worker dimi-
nishes during periods of hoom (1).

TABLE I. — FLUCTUATION IN THE DAILY OUTPUT PER WORKER
IN THE COAL AND IRON MINES, AND IN THE SMELTING FURNACES
OF FRANCE.

Coal mines. Iron mines. Blast furnaces.

_Daily out-put Tons per Year Tons of cast
Year. in kilogrammes Year. per Year. iron per year
per worker worker, per worker.
1857 471 1856 139
1866 536 1860 203
1867 533 1862 184
1872 588 1869 315
1875 7 528 1874 251 1873 - 96
— — 1880 3567 1879 117
1882 641 1881 352 1880 115
1889 756 1888 562 1886 152
1892 682 1891 517 1890 198
1898 750 1896 576 1895 239
1902 670 1901 521 1900 222
1905 710 1904 671 1703 263
1909 669 1908 620 1907 238
19101% 672 1910? 736 1909 232

According to the index numbers prepared by Mr. Sauerbeck,
prices reached maxima positions in the years 1847, 1857, 1864,
1873, 1880, 1891, 1900 and 1907. It will be seen therefore that
the years of maximum output per head, which are marked in
italics, hardly ever occur during the period of boom.

Further evidence of a similar nature has been collected by
Mr. D. H. Robertson (%) :

“Thus there is good evidence that mn times of boom in any
trade the high value attached to leisure by the manual workers
is a factor which operates to restrict production below the level
at which the business man desires to maintain 1t. This influence
1s parhcularly strong m the coal trade, where the marginal
utihity of ‘a straight back and the sunlight’ 1s naturally pecu-
harly high. Thus Mr. D. A. Thomas repeatedly complains that
in times of high prices and high wages there is a strong tendency

(%) Les crises périodiques de surproduction, Vol. I, p. 216. Marcel Rividre

& Cle, 1913.
(%) A Study of Industral Fluctualion, pp- 207-208. P.S. King & Son,
Ltd., 1915.
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among colliers to work less hard, so that the output per manis
diminished ; and gives the following figures in illustration :—

Great Britain South Wales
Year. Price per ton. Output per man. Output per man.
1870 9.47 s. 321 tons 320 tons
1874 10.98 s. 235 » 222 »
1888 8.27s. 333 »
18901 11.98 s. 296 »
3 Wage index.
1899 10.58 s. 320 » 100 204 »
1901 18.73 s, 287 » 140 254 » (1))

“The tendency, however, is not confined to the coal trade.
It has recently been a source of considerable embarrassment
in the Liverpool docks, where it has been intensified by the
self-denying ordinance of the employers as to the restriction
of imported labour. Again in 1889 ‘towards the end of the year
especially there were frequent complaints that 1n some branches
of trade the men were not working so steadily as they did when
wages were lower’ (2).”

The relation between employment and production has been
made the subject of special study by Dr. W. A. Berridge whose
data reveals a very close correlation between the two indexes.

“Chart 8 shows the employment and production indexes
fully corrected for seasonal and other variations. Here, as in
certan earhier charts, the inequalities in the vertical amplitude
of the two curves have been lessened by using the standard

CHART 8. ADJUSTED INDEXES OF EMPLOYMENT AND PRODUCTION, 1919-1922.
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(1) Article on coal exports, Stat. Jour., 1903. Cf. the same authority
in Fortmghtly Review, 1893, p. 301, and his comments on a paper by the
present writer, Stat. Jour., Jan. 1914, p. 174,

(?) Economist History of 1889
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deviation as the vertical unit. Chart 9 shows the employment
index thrown into annual form and extended back to 1899.
It is constructed by weighting the New York, Massachusetts,
and New Jersey data, on the 5-8-2 basis. The curve is shown
for comparison with Professor Day’s annual production index
for all manufacture. The correlation, represented by a coefficient
of - 0.86, is high.

CHART 9. EMPLOYMENT AND PRODUCTION, 1899-1918.
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“These two agreements — mn annual form before the War
and in monthly form since the War — are very close despite
the differences in the source and nature of the two groups of
data. The high order of agreement suggests the possibility of
utilizing employment as an index of the monthly production
cycles prior to the War. Since very few production series
other than that for pig iron were available in monthly form
at that time, employment provides a much more compre-
hensive basis for picturing the monthly pre-War cycles of
industrial actinity than can be obtained from evidence as to
production. The employment index covers not only a much
wider variety of lines, but more advanced stages of {abrication
than could be represented in a pre-War index based on
monthy production data.

«Chart 10 shows the monthly index of employment
compared with pig-iron production. Here agamn the agreement
is very close (4-0.89). Further substantiation of the validity
of employment as an index of business activity 1s found in
the relations of employment to other semes representing the
volume of business, such as bank clearings outside New York
City. These relationships afford conclusive evidence, in
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support of that here presented, that employment yields a

highly satisfactory index of industrial cycles both before and
since the War.” (1)

CHART 10. EMPLOYMENT AND PIG IRON PRODUCTION, 1903-1914.
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The following chart, extracted from the Swedish Economic
Review of September 1922, page 2, also shows a high degree
of correlation between emplovment and production.

SWEDEN : PRODUCTION IN THE BASIC INDUSTRIES, AND EMPLOYMENT.

+2¢ = -2
‘ l : ,“% : Y
+1 \ % : -
ol k‘ ]2 0
AT T
-1 N i } +1
¥ ¥ \\ ,
i -
-2 h\ / +2
-3 Af +3
E \\-.d ﬂ{
~4 5 +4
1914 1915 196 1917 1918 1819 1920 1921 1922

Index of the Volume of Production in the Basic Industries * wron, steel, wood-goods,
and pulp (—wmss———) and employment index [=——=)

(*) Cycles of Unemployment, pp. 64-67, Houghton Mifflin Co., 1923.
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The existence of such a close relationship between employ-
‘ment and production would seem to be full justification for
assuming that, when employment is approaching its maximum
limit, production is also nearing the point at which any further
increase is impossible.

Statistics of Production.

Further statistics of production are given by Professor
A. H. Hansen, of the University of Minnesota, in us “Study of
Monthly Data for the Cycle 1902-1908"°. The following graph

COMMODITY PRICES AND PIG IRON PRODUCTION IN THE UNITED STATES.
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reproduces his mdex number for the production of pig iron
in America (1) (this commodity being very representative of
production as a whole). Tt will be seen from this graph that
during the period January 1904-December 1905, there was a

(1) Cycles of Prosperity and Depression un the Unated States, Greal Britain
and Germany, pp. 47-49. University of Wisconsin Studies, No 5.
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very marked recovery in output, the index number moving
from 59.1 to 127.8. The rise of prices during this period was
comparatively small, i. e. from 97.5 to 100.3. During the next
18 months there was a comparatively small increase of output
yet the price index number rose 12 points, touching a maximum
of 112.8 in July 1907.

The statistics given by Professor Hansen for German indus-
try (1) show the same effect, though not to such a marked
extent. In the two years, January 1904 to January 1906, the
index number of pig-iron production showed a rise from 90.1
to 110.3. In the 18 months following, during which prices rose
rapidly to their culminating point, the pig-iron index at no stage
reached more than 116.

Professor Mitchell gives the following chart of pig-iron
production 1n America for the years 1890-1920 () showing, by
means of a dotted line the “secular trend” or normal growth
of output in this industry. By comparison with statistics of

P16 IRON PRODUCTION IN THE UNITED STATES.
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() Ibid , pp. 69-70.
(?) The Stabilisation of Business, p. 6, The Macmillan Co., 1928.
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commodity prices, it will be seen that, in the later years of the
price boom, the rate of increase of production tends to decline
and the curve runs parallel with the seeular trend (note, for
instance, the years 1899-1900, 1902-1903, 1905-1907, and
1912-1913).

Post-war statistics should of course be quoted with consi-
derable reserve. Nevertheless, the table below, which has been
extracted from the British Board of Trade Statements of Currency
Edpansion, Price Movements and Production wn certain Countries,
(p. 10), throws some interesting light on the relation of rising
prices to production. It will be remembered that prices rose
sharply in 1918, accelerated m 1919, and reached their culmi-
nating point, for most countries, in the summer of 1920. The
year 1919 and early 1920 gave the impression at the time of
being a period of unprecedented industrial activity, and yet,
in the case of each commodity quoted in the report, a decline
in production is shown for the year 1919.

Output of Coal in- United Kingdom, United States, France, Belgiwm, Nether-

lands, and Germany.
Proportionate
Year Monthly average - Metric tons Sgures
1918 ... .. 87,286,000 100
1918 . . . . . 84,368,000 96.7
1919 . . .. . 78,630,000 84.4
Output of Pig Iron in Umied Kingdom, United States and Germany.
Proportionate
Year Monthly average : Metnc tons figures
913 ... . . 4,565,000 100
18 ... .. 4,842,000 106.1
1919 . . . . . 3,742,000 82.0
Oulput of Steel in United Kingdom, Uniled States, and Germany.
Proportionate
Year Monthly average * Metric tons figures
1918 . .. . . 4,575,000 100
1918 . . . . . 5,533,000 120.9
1919 . . . . . 4,257,000 93.1
World's Production of Wool.
Proportionate:
Years Millions of Ibs figures
1918 . v o v e e e s e e e e e e e 2,980 100
1919 . . 4 e e e e s e e e e e e 2,785 91.8

Thus, from such statistics as are available for both pre-
war and post-war productlon, there would seem strong reason
to believe that the latter period of prosperity, marked by the
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most rapid rise of prices, can add relatively little to the total
output of the community. The principle reason for this
appears to be that the shortage of labour, which is a pro-
mment feature of the period, is effective in curbing the
growth of total production, not only through the actual lack
of working force, but also as a consequence of the tendency
to.declining efficiency.

From the same data it may be concluded that a gradual rise
of prices is all that is necessary to enable industry to recover
a high pitch of effictency. Historical proof is supplemented
by recent events in America. The Federal Reserve Bulletin of
May 1918 states (pp. 540-541): “The growth in the physical
volume of production since the middle of 1921 indicates a rate
of industrial recovery almost without parallel in American
business. Within a vear and a halfafter recovery began the month-
ly output of 21 basic commodities, as measured by the Federal
Reserve Board’s index of production, increased over 67 per cent.
The volume of goods produced and consumed during the first
quarter of 1923 probably exceeds that of any similar period
in the history of the country. Fuller employment of equipment
and of labor has produced the additional income from which
profits and wages were reahized. In fact, profits in many lines
of industry have been dependent upon quantity production, the
lower production cost per unit more than offsetting the increased
cost of materials. It is partly in consequence of larger output
that the prices of manufactured goods have not more fully
reflected the mecreases in prices of raw materials. Larger pay
rolls also until quite recently have resulted chiefly from increased
employment rather than from advances in wage rates. These
increases 1m production and employment have thus far econo-
mically justified the increases 1n the total volume of bank credit.
For credit extension does not result in overexpansion so long
as the additional credit yields proportionate results in the larger
production and marketing of goods.”

Later. the same Bulletin states (p. 545) that : “Production
in basic industries, according to the Federal Reserve Board’s
index, mercased 4 per cent. in March to a level 8 per cent. higher
than at the 1920 peak and 69 per cent. above the low point of
1921. The output of pig iron, steel mgots, automobiles, and
crude petroleum, and the mill consumption of cotton exceeded
all previously reported monthly totals. Building operations
showed a further large expansion, and the value of contracts



— 89 —

let for residences in March was the highest on record. Railroad
freight shipments have been larger every week this year than
in the corresponding weeks of the past four years.”

In the August number of the Federal Reserve Bulletin, the
following graphs are shown side by side :

INDEX OF PRODUCTION IN BASIC PRICES @
INDUSTRIES Index numbers of wholesale prices, United
Combimation of 22 mndividual series. Correc- States and Bureau of Labor Stahstics.
ted for seasonal varation. (1910 = 100) (1923 = 100, the base adopted by Bureau).
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The recovery of wholesale prices from the uneconomic level
of the depression was doubtless a necessary accompaniment
of trade revival. Retall prices have, however, shown no appre-
ciable fluctuation during this period. Such an unprecedented
recovery of industry without the stimulus of a rapid rise in
prices seems very strong presumptive evidence that booms in
prices are not essential to the full development of production.

Conclusions.

Statistical information is not as complete as would be desi-
rable for the study of an important question such as the relation
between production and price movements. However, there
does seem sufficient evidence to confirm certain very broad
conclusions :

Industry can recover a high pitch of activity without the

stimulus of a rapid nse in prices.
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Output, may be increased so long as it is possible to absorb
more labour into the productive process. As soon as shortage
of labour is felt, the rate of increase must slow down to approx-
imately the normal rate of expansion due to improvement of
methods. Although this period of shortage is not accompanied
by any considerable growth of production, it is frequently
marked by rapidly rising prices.

How far do these considerations assist in determiing the
moment for the restraint of credit expansion ? Emphasis
seems to be on the employment index as providing the most
valuable guide. For, from historical evidence, a fairly close
estimate could be made of the figure which employment may
reach before shortage of labour becomes effective in restraining
the growth of production and in causing further credit expansion
to be reflected in rising prices. The perfecting of unemployment
statistics, in such a way as to show the causes of loss of work,
might also materially assist in determining when this stage
had been reached. In the meantime, the employment index,
rough as 1t may be, if taken in conjunction with the movement
of the price level itself, would form an admirable criterion for
the guidance of discount policy. A tendency on the part of the
employment index to turn down towards the horizontal, *)
coupled with an upward turn of the price index number, would
be the strongest possible evidence that the time had come to
regulate credit strictly in accordance with the needs of mdustry
as expressed by the volume of goods coming on the market.
In other words, after this point had been reached, the movement
of the price level would be the principal guide, the object of
credit policy being to prevent the rate of movement from
attaining any degree of rapidity. If the upward movement
discontinued and a minor crisis ensued, credit would immediately
be eased to prevent an abrupt decline in prices. By such means
it would seem possible to rule out the extremes of boom and

depression, thus maintaining industry permanently on a more
level keel.

() After a comparatively high level of employment, varyin, accordin,
to the country, had been reached. ployment, varying &
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CHAPTER VII

Limitations on the Use of the Discouni Rate.

The discount rate has been described in an earlier chapter-
as the price demanded by banks for the credit they issue.
If the demand for eredit is inelastic, a change in the price will
have little influence on the amount issued ; there are occasions
when the market will hardly respond at all to the inducement
of a low price, and there are other times when a high price will
fail to restrain the growth of borrowing. Some influence will
always be exerted, but sometimes the influence will not be
decisive,

In illustration it might be shown that when a State is borrow-
ing for war expenditure or for any other purpose, it may over-
ride any consideration of cost. In the case of a State which fails
to meet its annual expenditure from revenue, the only way of
making up the deficit is to borrow from the banks or from the
public, When the State borrows from the bank, the obvious
result is expansion of the purchasing power of the community,
tending to a rise in prices. Under such circumstances the
restraining mfluence of a high discount rate could hardly be
expected to be decisive.

The evidence of the Commussion on Currency and Exchange
of the Brussels Conference is particularly significant in this
connection :

“The chief cause (of inflation) in most countries 1s that

the Governments, finding themselves unable to meet their
expenditures out of revenue, have been tempted to resort



— 94 —

to the artificial creation of fresh purchasing power, either
by the direct issue of additional legal tender money, or
more frequently by obtaining — especially from the Banks
of Issue, which in some cases are unable and in others
unwilling to refuse them — credits which must themselves
be satisfied in legal tender money. We say, therefore,
that -—

II.

“ Governments must limit their expenditure to their revenue.

(We are not considering here the finance of reconstructing
devastated areas.)

I

“Banks, and especially Banks of Issue, should be freed
from political pressure and should be conducied solely on
the lines of prudent finance.” (%)

There are a number of States which have not yet reached this
preliminary stage in the process of stabilisation. It would be
of no immediate value, therefore, to discuss the application
of the discount rate to such countries. Where this unfortunate
situation still obtains, the most that can be done is to reiterate
with msistence the unanimous recommendations of this Confer-
ence of experts, whose warnings are in some respects even more

-vital to-day than they were three years ago.

There are, however, many important countries where a
large measure of control still rests with the banking institutions.
On such countries it would be desirable to concentrate most
attention.

A second hmitation upon the free control of credit by means
of the discount rate is imposed by the reserve situation of the
banks. Speaking generally, for every increase in the amount
of loans 1ssued, there must be a corresponding expansion of
hand to hand cash for the payment of wages, the settlement of
small claims, and every-day personal transactions. The amount
of such cash, ‘legal tender’ or lawful money’ which is required,
bears a fairly constant ratio to the amount of loan credit issued.

(*) Report of the Conference, p. 18.
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A bank is therefore obliged at all times to keep a reserve of
legal tender cash sufficient to meet all claims which may be
likely to be made upon it as a result of its issue of loan credit.
It will be seen, therefore, that if there is a limit to the extension
of this basis of legal tender cash, there must equally be a limit
to the growth of the superstructure of credit.

To take a concrete example, the principal legal temder
currency of Great Britain is the currency note. The amount
of these notes which may be 1ssued is governed by the Treasury
Minute of November 1919, which limits the total fiduciary
issue in any year (the 1ssue in excess of gold, silver, and Bank
-of England notes held in the currency notes redemption account)
to the maximum actual fiduciary issue of the previous year.
The establishment in this way of a maximum for each year
which can never rise, but which 1n years of depression 1s likely
to fall, can only lead in the long run to a contraction of the basis
of legal tender. The superstructure of credit built on this foun-
dation of cash must, perhaps within more elastic limits, follow
the same course of contraction. As a result, a time must come
when banks, although preferrmg in the interests of industry to
increase the volume of credit by maintaining a low discount
rate, would be obliged, owing to the linutation of their cash
basis, to raise the rate in order to restrain the growth of eredit.
This example must be regarded as of purely illustrative value,
since the Treasury Minute to which reference is made, was a
temporary measure and may presumably be repealed as occa-
sion demands.. However it does provide a concrete example of
the potential limitation of the free use of the discount rate
through the reserve situation.

Speaking of the method of controlling prices by means of
the discount rate, Professor Fisher says: “This adjustment
would not of itself, however, be sufficient to keep the price
level stable; for while 1t controls the credit superstructure, it
does so only relatively to the metallic base and il this base is
uncontrolled relatively to the needs ot business, the credit
superstructure bemng proportional to the base, that credit
superstructure is equally uncontrolled relatively to the needs
of business.” (1)

Under an effective gold standard, when the monetary umt
is always exchangeab ¢ for an unvarying weight of gold, the

1 Stabulising the Dollar, p. 172. The Macmillan Company, 1920.
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credit expansion possible is ultimately dependent on the avail-
able reserve of gold. There must therefore be a limit to the
expansion of credit, a factor which, prior to the war, was effect-
ive in preventing any abnormal fluctuations such as might occur
under an uncontrolled non-metallic standard. This limitation
might however become operative at a time when it was not
desirable and might prevent the expansion of credit when such
expansion was in the interests of industry. An unrestricted
currency would, on the contrary, permit the application of
whatever policy might be considered expedient at any time.
In estimating the value of a gold standard, the choice lies
therefore between the desirability of having an automatic
check to expansion (and possible inflation) on the one hand, and
the permanently unfettered judgment of the “discount rate
controllers’ (and the possible abuse of their power) on the other.

The principal argument advanced in opposition to the

latter proposal is that the bodies at present in control cannot
be trusted or are not competent to regulate the discount rate
according to sound principles. They are said to be either “the
football of politics” or are competitive, profit-making organis-
ations conducted according to principles of self-interest.

There is, however, a further question of importance — the
extent to which a monetary unit of unvarying gold content
enables stability to be seeured in the rates of exchange between.
different countries. Professor Cassel states: “The existence
of a gold fund has no other importance than that of securing
the finest stahlisation of the exchanges where a general stabili-
sation has already been attained as a result of the stabilisation
of the internal values of the currencies by the aid of a dlscount
poliev.” (1)

This consideration gives rise however to the question whether
the existence of a gold fund is essential even for the purpose of
this “finest stabilisation.” Since the war, the Austrian exchange
rate with the United States has for seven months been held
at a far more stable level than would have been possible under
the pre-war system. Tlis stabilisation has not depended on
the flow of gold from one country to another, or on the mainten-
ance of a gold standard.

Professor Verrijn Stuart comments as follows on this ques-
tion. “I need not devote much space to the argument that a

(1) Address before the International Chamber of Commerce, March 1923,
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metallic system is essential for the maintenance of,the parity
of exchange. The level of exchange 1s determined by the relative
purchasing power in the home markets of the money units of the
countries which draw bills and have bills drawn on them.
In normal times if the home currency becomes depreciated,
each delivery of goods, stocks or claims to foreign countries,
even to a limited extent, tends to restore the panty of exchange.
Gold could certainly be used for this purpose, but its use is
not essential, and in practice it plays but a minor part. If
the depreciation did not supply its own correctlve by the
alteration in the balances of payments which it brings into force,
the issue of cheques, supplemented by the traffic in lls and
stock, would achieve the same results as the export of gold.
And in abnormal times, such as the years following 1914, the
metallic basis of the money systems proved wholly madequate
to guarantee a fixed rate of exchange —a fact borne out by the
general prohibition of the export of gold.” (%)

Whatever cholce may be made in the future — even though
it be for a return to the gold standard — the discount rate may
still be used for retarding the rise or fall of the price level when
the movement tends to accelerate. This slowing down of the
rate of fluctuation would m itself be of value. It should be noted
also that the reserve situation is only an absolutely dominating
factor when shortage of legal tender is being felt. At all other
times the discount rate may be used with perfect freedom.
For instance, although there may he an excess of legal tender
reserve, as is the case in America at present, this need not
compel the application of a low discount rate. Except during the
last months of prosperity and the early critical period of depres-
sion, the discount rate might at all times 1n the past have been
regulated with complete disregard to the reserve situation. (2)
it might be shown that even when a shortage of gold

his would not constitute a factor of essen-
ce the

Finally,
reserve is being felt t
tial importance 1f it were considered admissible to redu
gold content of the monetary umt.

A third difficulty in the use of the discount rate arises from
the fact that any approved policy can only be made effective
through the medium of a large number of separate and indepen.

(1) Economic Journal, June 1923, pp. 152-153.
(?) This assumes that the policy would have been adopted on a fairly
wide international scale and that political difficulties might have been

overridden.
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dent credit mnstitutions. The cardinal problem in this case is
that of finding some suitable means for bringing external
pressure to bear upon the whole money-lending system in order
to secure united action in the adoption of a desired policy.
This may be done, and is done in certain countries, where there
exists a central institution, a bankers’ bank, which holds a
large proportion of the cash reserves of the ordinary banks and
lends them further cash when necessarv. By varying the rate
at which it will lend to dependent banks the central institution
can influence considerably the rate at which they in turn are
able to lend to their clients. Such a method of control is by no
means perfect and, of course, does not exist at all where there
is no central agency. The problem of securing effective control
by this means will be discussed at greater length in the next
chapter, but 1t is necessary to note here a possible lack of national
cohesion in the application of the discount policy, which must
be regarded as a potential himitation to the regulation of credit
by means of the discount rate.

In the fourth place, the efficiency of this method of control
may be impaired if action is so long delayed that the movement
of prices has accelerated beyond restraint. A runaway specul-
ative boom or a precipitous slump 1n prices ma}; for some consi-
derable period defy the curb of a high or low discount rate.
The comparatively small part which this rate plays in the
general costs of business during the rapid movement of prices is
well brought out by Dr. A.B. Hepburn and Dr. B.M. Anderson,
writing jointly 1n the Chase Economic Bulletin of 20 July 1921.
Speaking of the boom period of 1919-1920 they say : “Simlarly,
the raising of the rediscount rate by the Federal Reserve Banks
helped to check the boom. It made the interest element n
cost of business go higher, and consequently helped make
profits disappear. It was not, however, the chief element in
the rising costs which swamped profits in so many busi-
nesses and compelled reaction. Labor costs rose also on an
appalling scale, partly through rising wages and partly
through growing labor inefficiency. Rentals rose startlingly
on new leases. Raw matenals rose. Cost multiplied through
declining managerial efficiency. Demoralization of railroad
traffic made for a great rise in costs. Coal rose to great heights,
ete. Moreover, long before the Federal Reserve Banks raised
their rediscount rates, interest rates in the open market were
very high. The shortage of real capital and the shortage of
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bank money reflected themselves in rapidly rising rates on all
kinds of loans, well iIn advance of an inerease in the rediscount
rates of the Federal Reserve Banks. To attribute the rise in
prices in 1919 to the low rediscount rates of the Federal Reserve
Banks and to attribute the fall in prices in 1920 to the mode-
rately higher rediscount rates of the Federal Reserve Banks,
is to exaggerate in an absurd degree a minor factor in the
general situation.”

It might be noted 1n this connection that an 18-20 % rate
of discount entirely failed to check the rise of prices in Germany
in the early months of 1923.

Professor Mitchell makes the following rejoinder with
regard to the difficulties confronting the apphecation of the
discount rate for controlling credit. “Three objections have
been made to this suggestion that the excesses of booms can be
tempered by advancing discount rates at an earlier stage than
has been customary in the past.

“First, it is said that the measure would be ineffective.
Bank discount is a minor item in most business undertakings,
an 1tem small in comparison both with other costs and with the
profit margins anticipated m pertods of prosperity. In this
respect, we are told, American business differs notably from
English business in pre-war days, when an enormous volume of
international trading was done 1n London on margins so narrow
that a change of a quarter of one per cent in the market rate
of interest made a marked difference mn the prospects of profits.

«“There is force in this contention, but not, I think, enough
force to contervail Governor Strong’s opinion that an advance
of discount rates would moderate the expansion of business.
And moderation is what 1s wanted to prevent booms from
producing those credit entanglements which make inevitable
a long period of hquidation. Granted that most busmess plans
would not be affected by an advance of even one or two per cent
of the discount rate, there probably remains a considerable
volume that would be affected directly, and a larger volume that
would be affected indirectly by a signal from the banks to
observe caution. To control these margmal transactions would
help to relax the stresses that are accumulating within the

business system.” (1)

(1) The Stabilisaton of Business, pp- 39-40. The Macmllan Company,
19238. .
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Mr. R.G. Hawtrey should also be quoted in this connection
as having made a special study of the use of the discount rate.
“When credit expansion with the concomitant upward tendency
of prices has once set in, a rate of discount, which under normal
conditions would be adequate or even high, becomes low rela-
tively to the profits to be derived from the use of borrowed
money. What is needed to secure control is such a rise in the
rate as will deter traders from borrowing. But if prices are
rising, the mere holding of commodities in stock yields an
additional profit over and above the usual dealers’ percentage
on the turn-over. If traders are to be deterred from borrowing
money to buy commodities, the rate of discount must be high
enough to offset the additional profit.

“But, it may be asked, how is this possible when prices are
rising at the rate of 30 per cent per annum ? No one would
contemplate a rate of discount of anything approaching such a
figure, Yet how can a lower rate be deterrent ?

“The explanation is that it is not the past rise in prices but
the future rise that has to be counteracted. The problem is a
psychological one. As soon as the rate is high enough to offset
the traders’ hopes of future profits it becomes deterrent. And
a very relevant factor in the psychological problem is the traders’
expectations as to the intentions of the authority which fixes
rates. If that authority means business, and can be relied on to
push up rates relentlessly till they become deterrent, the mere
ezpectation that this will happen may make quite a moderate
rate adequate. For the prospect of rising prices is dispelled and
normal standards of profit and interest are re-established in
the traders’ minds.” (1) In a further passage Mr. Hawtrey
states: “It is perfectly true that the producer is not much
troubled by the rate of interest he has to pay his banker. But
that is not so in the case of the merchant or dealer, who is
constantly carrying stocks of goods large in proportion to his
own capital, and makes very nice calculations as to his ma¥gin
of profit and the cost of borrowing. A moderate rise in the cost
of borrowing will make the carrying of stocks appreciably less

attractive to him. He will buy less and sell more, and so a fall
of prices can be started.....” (%)

(1) Monrtary Reconstruction, pp. 107

-108. Longmans, Green & Co.
(%) Ibid., p. 140. grmans,



— 101 —

“The other branch of the problem, the counteracting of a
loss of confidence, is not quite so certainly soluble. “Loss of
confidence’ means an expectation that prices will fall, or that
demand will contract. It is theoretically conceivable in such a
case that no rate of interest, however low, would tempt dealers
to buy goods. Even lending money without interest would not
help, if the borrower anticipated a loss on every conceiyable
use that he could make of the money. Business got into some-
thing very like this state in England after the American crisis
of 1893. Bank rate was kept at two per cent for upwards of
two years before a revival began, and the open market rate for
three months’ bills fell below one per cent.

“But such a condition of stagnation is not possible except
in the course of reaction from a riot of inflation. If the inflation
is prevented, the stagnation will never arse.” (%)

Mr. Hawtrey also notes the need for avoiding delay in the
application of the monetary brake: “Credit is inherently
unstable, and it can only be successfully controlled by perpetual
vigilance and prompt action. Every disturbance from the nor-
mal, whether towards expansion or towards contraction, tends
to magnify itself unless quickly checked by the appropriate
rise or fall in the discount rate. Traders and bankers often
deprecate rapid changes in the discount rate as being unsettling
to business. But what is unsettling is the alternation between
expanding and contracting credit. If credit, and therefore
the flow of purchasing power, are kept approximately steady,
the short-period changes n the rate of discount cause no
trouble except in the .lughly specialised calculations of the
discount market itself.” (2)

One essential pomnt would appear to stand out from this
brief summary : that the discount rate tends to lose effec-
tiveness as the movement of prices accelerates ; and that, in
consequence, any hesitation in using 1t in the earlier stages
of a boom or depression would entail more drastic action later.

ft would be an extremely difficult task to determine what
may be considered a generally acceptable formula with regard
to the control of the discount rate. One may safely say that
no economist considers it possible to secure absolute stability
by this agency. Many, however, believe that it may render

() Ibid., p. 142.
(%) Ibid., pp. 123-124.
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possible- the restriction of price fluctuations within very narrow
limits, provided that banks are united and unfettered in their
action. There are hardly any who will deny that the judicious
use of the discount rate may at all times have a bencficial
restraining influence on the rapidity of price movements. Those
who object to its ‘use for this purpose do so principally on
political grounds.

Starting from this basis, it would be well to revert to the
main point at issue. Unemployment is a scourge. If the mani-
pulation of one factor in industrial organisation may lead in
any way to a dimimution of this evil, the immediate duty of
all concerned would seem to be to strengthen this factor where
possible and determine the soundest criteria for its use. The
discount rate 1s a weapon ready to hand. Its exercise requires
no enabling legislation and its application is even now in part
controlled. How then may it be gripped and used with greater
force and certainty ?



CHAPTER VIIIL.

Measures for Rendering the Discount Rate More Effective.

The problem of increasing the efficiency of the discount rate
presents a two-fold aspect. First, it is necessary to determine
how national unity may be secured in the adoption of any policy.
This amounts in current practice to finding a means for render-
ing the central rate of discount effective in controlling the market
rate. When this is secured, the further question arises of mcreas-
ing the influence of the marketrate over the expansion of credit.

The first suggestion which naturally occurs to the mind in
discussing the problem of national unity is that no special finan-
cial machinery would be required at all if the banks were in a
position to come together and agree upon some scheme of mechan-
ically adjusting their rates of discount to conform to the move-
ments of the central rate. Something of this nature seems to be
contained ih the proposal of Mr. Seebohm Rowntree, who
writes as follows : “The suggestion 1s that bankers should co-
operate to keep a very close watch on the condition of industry.
When they see that 1t is expandmg with dangerous rapidity
they should apply the brake by raising the bank rate, and similar-
ly, when there are signs of approaching depression, they should
seek to stimulate industry by lowering the bank rate. Thus the
peaks of over-production would be less high, the valleys of under-
production less deep. Itis, of course, easy to see many difficulties
in the adoption of such a course. It assumes, on the part of the
bankers, a greater freedom from the destre for immediate pro-

fits than 1s common among other business men, as well as a
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prescience of industrial tendencies to which probably few bankers
lay claim, while it requires a degree of co-operation among banks
which would doubtless be exceedingly dufficult to secure.” (1)

How far such combined action would be possible or accept-
able in any country would depend largely on its political and
industrial traditions, and also on the extent to which banking
was Already centralised. As for the desirability of such a pro-
cedure, prima facie the problem might be stated thus: under
existing competitive conditions the market rate of discount may
stand at a figure which 1s socially disadvantageous ; if, by the
partial elimination of the factor of competition, banks can cause
their rates to move in accordance with the broader interests of
the commumty, as determined by the central rate, such com-
bined action would seem highly desirable.

Scveral difficulties would, however, attend the formulation
of any scheme whereby the market rate of discount was to
follow automatically the movement of the central index. The
classification of different kinds of Joans, bills, securities, deposits,
ete., in order to determine the various rates of interest or dis-
count to be applied, might prove troublesome. A still more
important consideration is that a bank must remain solvent,
that 1t must regulate its reserves of cash, its deposits and its
loans according to faurly constant proportions, and that the
only method of so doing is to make adjustments as occasion
demands in its rates of interest and discount. Any co-opera-
tive arrangement for the regulation of the market rate of
discount would therefore need to be of a very elastic nature.

Probably the nearest possible approach to this method of
securing joint action has already been achieved in London.
Here the rate of interest on deposits of all the principal banks
moves automatically with the discount rate of the Bank of
England (the Bank Rate). When the Bank Rate was raised on
5 July last from 8 per cent. to 4 per cent.,the deposit rate was
hikewise raised from 1 per cent. to 2 per cent. A further rise of
of 1 per cent. mn the Bank Rate would be reflected by a corres-
ponding rise of 1 per cent. in the deposit rate, and so on. Now,
since the deposit rate constitutes one of the principal costs of
banking, any movement in this figure must be offset by a com-
pensatory change m the banks’ prices, i. e. their rates of dis-
count. Hence, wherever by custom or necessity the deposit rate

(*) Times, 26 May 1923.
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moves automatically with the central rate of discount, a con-
siderable measure of control is thereby exercised over the market
rate of discount. It would seem, therefore, that the London sys-
tem might with advantage be extended to other financial capi-
tals.

That such a method of control is not always effective is
clearly brought out by Mr. Hartley Withers, who suggeststhat
banks should go a stage further in their joint action and mutually
decide not to “lend money to hill brokers or anybody else at a
lower rate than one-half per cent. above that which they are
giving to their depositors...” (1)

“Whether such an agreement is possible is another question.
But the fact that a considerable number of the barks already
work by mutual agreement in deciding on the rate at which they
will lend money to therr Stock Exchange clients is in favour of
the possibility. And since the bankers already to some extent
regulate the rate that they allow to depositors by Bank rate,
such an arrangemant as is here suggested would introduce no
new principle and effect no revolution, but merely carry the
application of an established principle a step further. It would
bring the Bank rate and the market rate mnto touch, yet qute
distantly and elastically, and without establishing any cast-iron
link between them. And 1t would enable Bank rate to work, not
as now, with the assistance of artificial and expensive measures
that have suddenly o be decided on and executed by the Bank
of England, and upset calculations, and cause inconvenience
and 1rritation, but by a continuous and normal relation between
it and the lowest price at which eredit is available in the market.

“Under such circumstances the other banks mught fairly
claim to have a more definite influence on the movements of the
Bank rate ; and any process which would lead to closer co-opera-
tion between them and the Bank of England would be a gain.” (%)

Setting aside the problem of voluntary co-operation of banks.
it would be well to discuss the manner in which central banks

have made their rates effective mn the past and how their power
of control may be strengthened in the future. Mr. F. Lavington
gives the following summary account of the system.

“Apart from collective action, a rise in the rates charged by
the central banks works out ifs effects through several routes.

(') The Meaning of Money, p. 240. John Murray, 1921.
(?) Ibid., pp. 240-241. A
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By discouraging borrowing from the Bank itself, it tends to
reduce the totals of Other Securities and Other Deposits, thereby
mitiating a rise in Market rates, directly through the contraction
of loans, and indirectly through the contraction of the deposits
which form the principal reserves of Joint-Stock banks. It leads
also to a partial rise in the rates at which capital is supplied
throught the whole country ; for a large and perhaps a growmg
part of loans of Joint-Stock banks are made at rates of interest
which vary automatically with changes n the Official rate.
Finally, each change in the Official rate is customarily followed
by a meeting of the Clearing House bankers, and leads usually,
though not always, to a rise in the rates allowed by them to the
public for moncy lodged on deposit account. It seems to be true
that a rise in Bank rate will always become effective if time is
given for these various influences to work out their full results.
But the Bank controls only a relatively small part of the total
supplies in the short loan market ; and the fact that it has at
times to reinforce the influence of a rise 1n its rate by borrowing
from the market shows that the Bank rate 1s inadequate as an
effective means of dealing immediately with temporary distur-
bances. The lack of any close connection between Bank and
Market rates marks, then, a definite weakness 1 the power of
the Bank of England to carry out the duties with which it is
entrusted.” (%)

Thus, apart from any automatic changes in the deposit and
loan rates of banks, already discussed, Mr. Lavington shows that
the raising of the central discount rate 1s partly effective
because it discourages further borrowing of cash by banks. If
banks are unwilling to pay the lugher price for the extension
of their cash reserves, they are obliged to raise their own rates
of discount in order to restrict the borrowing of their own cus-
tomers.

The manner in which this system operates in America is
discussed at considerable length by Professor C. A. Phillips, the
following extracts being particularly relevant.

“Whenever shortage of reserve exists or threatens, the banker
may tap the lending power of the bankers’ bank and there,
through rediscounting or direct borrowing on the secured obli-
gation of his own bank, obtain an addition to his reserves in
the form of erther a deposit credit on the books of the bankers”

(*) The English Capital Market, p. 163. Methuen & Co. Ltd., 1921,
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bank or of ‘money’ that may be paid out to meet demands for
cash at the paying teller’s window....” ()

“How much a borrowing bank can lend on the basis of a
Teserve acquisition obtained through borrowing is ascertain-
able by the application of the formula.... already developed,
page 54. The application of this formula indicates that a typical
bank can increase its loans by approximately $1.22 for every
dollar borrowed. A rate of rediscount, therefore, that equals or
or exceeds the rate of discount tends strongly to check borrowing
by the commercial banks.” (%)

The problem of rendering this method of control more effective
resolves itself into that of making member banks more dependent
on the central banks for the maintenance and repletion of their
reserves. (3) The larger the volume of loans borrowed from the
central institutions, the more does the cost of these loans enter
into the calculations of member banks when they are determin-
ing the rate to be demanded of their own customers.

The present position m the United States is extremely diffi-
cult owing to the excessive supply of reserve gold. As a result
of their possessing large metallic reserves the member banks
are not often obliged to have recourse to the privilege of redis-
counting bills for the repletion of their cash resources. Conse-
quently, they are very largely independent of the Rediscount
Rate. For this and other reasons, many proposals have been
put forward for producing an artifical shortage of gold.
Messrs. Foster and Catchings suggest “an emergency measure
which mght help.”

“Even without enabling legislation and without delay, the
Federal Reserve Board could set aside a billion dollars or more
of gold as a ‘reserve against contingencies’”. This special reserve
pught be earmarked “for export’. In this way the Board could
emphasise the fact that the time may come when this gold will
best serve the economic world by being shipped abroad, and
should not now be used as a basis for further inflation. Under

(1) Bank Credit, p. 114. The Maemillan Company, 1921.

(2) Ibd., pp. 115-116.

%) Professor H. Parker Willis, of Columbia University, casts some
.doubt on the behef that actual growth of membership would increase the
power of the federal reserve system. “The reserve system would be a far
‘more effective part of our financial organisation if 1t had a much smaller
volume of assets and far fewer members but materially increased its
activities”.

(Political Science Quarierly, December 1922, p. 566.)
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this plan, the reserve ratio—reduced to 50 or even lower-— would
be a less urgent invitation to expand bank deposits.” (1)

A sinular proposal is made by Messrs. C. J. Bullock, 0.M.W,
Sprague and W. B. Donham in the Harvard Business Review
of January 1923. ~The Federal Reserve Board and the regional
banks might recognise and state the fact that there is in the
country some such amount as $1,000,000,000 of gold in excess
of the normal amount and they could further state definitely
their intention to recognise this as an essential fact in their treat-
ment of reserve ratios. During the last year or more prices have
been comparatively stable and the reserve ratio of the Reserve
Banks has been in the neighbourhood of 75 %, If §1,000,000,000
could be deducted from the reserves of the Federal Reserve
System, this ratio would be reduced at the presenttime to some-
thing like 50 9,, which would still allow for a considerable further
expansion of business before the danger point was reached. If
then the various regional banks and the Federal Reserve Board
were to state that the present 75 %, reserve will be treated by
them as the equivalent of 50 9, reserve, this would give a basis
for executive decisions and would enable business men to est-
imate the probable future course of money rates. The exact re-
adjustment 1n ratios which seems best should be determined
by the Federal Reserve System and published at an early date.”™

Amongst such proposals should also be included any plan
entailing the modification of the gold content of the monetary
unit. To increase the weight of gold exchanged for the dollar
would be equivalent to cheapening gold at the American mint.
As a result of its reduced value this metal would tend to flow
into the arts and to other countries where its commodity value
was higher.

It seems questionable how far any of these proposals are
politically practicable ; hence a further suggestion which takes
account not only of the national situation but of international
conditions might be relevant :

The level of prices is a factor of the greatest important in
determining the volume of credit required, and thus the indebted-
ness of the business commumty to the banks and of the banks
to the central institutions. If, by a very gradual process, the
level of prices in America were pernutted to rise a further 15 or
20 ponts, a corresponding increase in business credit would be

(*) Money, p. 862, Houghton, Mifflin Company, 1923.
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required, and in order to meet this demand member banks
would need to replete their reserves of cash by rediscounting
more frequently at Federal Reserve Banks. Moreover, assuming
that the price level of European and other countries were to
remain constant during this period, a large number would be
1n a position to resume the gold standard as a result of the res-
toration of their pre-war exchange rates with Ameriga. (1)
This would probably lead to their importing gold from America.
A double pull would thus be brought to bear on the reserves of
member banks, leading to their increased dependence on the
Federal Reserve Banks.

The danger of such a procedure would lie in the possibility
of the risc of prices getting out of control. If some temporary
device could be adopted for investing the Federal Reserve Board
with the necessary measure of control until, through the above
process, more permanent control was secured by normal methods,
the cause for anxiety would be largely removed.

As already indicated, there is no shortage of proposals to
this end, but politically the difficulty of securing action would
appear to be very great. It seems that the situation might,
however, be very rapidly remedied 1f direct action were taken
internationally with a view to relieving America of its embar-
rassing surplus of gold.

The third method which a central bank may adopt, when
it wishes to cause the market rate of discount to rise to the level
of the central rate, 1s to draw money from the market by the
sale of securtties. The payment for the securities 15, in general,
made by means of cheques drawn on other banks, so that the
anount of cash thus absorbed by the Central bank “cancels
so much of its liability under deposits, in other words, reduces
the balances of other banks and so narrows the basis of credit,
makes money dear, brings the market rate of discount into some
connection with the official rate....”” (%)

As a temporary and emergency expedient, the sale of secur-
ities in this way has been {or many years the recognised policy
of the Bank of England. The extension of this method would
seem to be limited only by the amount of securities it may be

(1) Professor Cassel has proposed an arrangement of this nature as
being specially advantageous from the European standpoint. His view
would probably not recerve support from those who would prefer to see

gold entirely demonetised.
(2) The Meaning of Money, p- 229. John Murray, 1821.
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feasible to hold. The system might, it seems, be adopted with
advantage in other countries.

In various quarters of America, the system has received con-
siderable recognition. It is of interest to note, for instance, that
the principal part of Mr. Carl Snyder’s proposal for the stabi-
lisation of gold consists of : “Control of the note 1ssue to be
throygh the medium of the federal reserve banks, which should
be required by law, on a change in the price level of, let us say,
8 per cent. (or whatever figure might be decided upon) to raise
or lower the rate of rediscount by 1 per cent, or in the same way
to raise or to lower their holdings of securities and acceptances
by, let us say, some conventional figure like 100 million dollars,
as might be agreed upon ; or both.” (1)

Messrs. Foster and Catchings suggest that the Government
might collaborate in such a process. “Involved in this plan is
the practical problem of getting currency into circulation and
withdrawing it. But this surely involves no insuperable difficul-
ties. It mught be possible for the Government to accomplish
this purpose by selling securities in the open market whenever
prices began to rise and buying securities whenever prices began
to fall.” (%)

Three principal methods of securing national unity of action
have been discussed : the voluntary co-operation of banks for
the regulation of deposit and discount rates; increasing the
dependence of member banks on the central institution; and
the purchase or sale of securities by the central bank with a view
to easing or restricting credit. Under certain eircumstances, 1n
the past, these methods have proved to be efficient. The problem
is rather that of regulating the circumstances than of devising
new methods. In every country where there is ja highly central-
ised system of banking, the methods of the Bank of England
would seem applicable. In other countries and in the United
States, the problem would seem to be one more of development

based on principles already proved.

It would be out of place in this brief summary to attempt
any account of the difficulties presented in the various different
countries. Each country has a separate banking hterature of
its own; and its political, financial and industrial traditions
differ from those of others. All that is possible here, therefore,

(*) American Economic Review, June 1923, p. 284.

(?) Money, p. 361, Houghton Mfflin Company, 1928. See also
Monetary Reconstruction, p. 68, publbished by the author, Carl Strover.
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is to bring to light certain general principles and illustrate thém
from existing conditions in the chief financial countries. It is
essentially a national task to secure the development of a sound
system of central control according to the special requirements
of the country concerned.

The second stage in the problem of adding to the effectiveness
of the discount rate was shown to be that of increasing the
influence of the market rate over the expansion of credit. It
may be said at once that comparatively little discussion has
as yet been given to this point, and that any suggestions made
here are very tentative in character.

One point of outstanding importance was noted at the end
of the preceding chapter : that to be most effective, the raising
or lowering of the price of accommodation should take place
before the movement of prices has attained any degree of rapi-
dity. Such a precautionary system would be even more streng-
thened, however, if it were known to be the declared and recog-
nised policy of the banks. If business men knew that those
who control the monetary machine would make a concerted
effort to prevent rapid fluctuations m prices, they would neither
rush to buy at the first signs of a boom nor would they stampede
when a decline was in evidence. This stabilising of business
confidence would go far towards increasing the effectivencss
of the discount rate as a stabiliser of prices. Speaking of the
current situation, Mr. J. M. Keynes states that “the best way of
remedying unemployment would be for those responsible to
declare that they would do all they could by means of currency
policy to avoid a fall of prices and to promote confidence of the
business world in the existing level of prices” (*). In America,
a similar appeal for a “certain and well-defined policy” has been
made by such prominent economists as C. J. Bullock, 0. M. W.
Sprague, and W. B. Donbam.

A further advantage would accruef it were known that the
State itself would collaborate, 1if necessary, in the policy of
stabilisation. The experience of the war has shown that Govern-
ments are frequently responsible for the expansion of credit
through their borrowings at the bank. For mstance, the British

Currency Report of 1918 explains that a large part of the credit

expansion arose “from the fact that the expenditure of the

(3) The Nation and Athenaeum, 11 August 1923, p. 611.
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Government during the war has exceeded the amounts which
they have been able to raise by taxation or by loans from the
actual savings of the people. They have been obliged therefore
to obtain money, through the creation of credits by the Bank
of England and by the Joint Stock Banks, with the result that
the growth of purchasing power has exceeded that of purchasable
goods and services”. (!) Conversely, the taxation of the com-
muhity for the cancellation of loans thus contracted, or of float-
ing debt, has a deflationary effect (2). This leads naturally to
the conclusion that Government financial policy might fre-
quently be modified in such a way as to lend support to the
discount policy of banks.

The First Session of the International Labour Conference,
held at Washington in 1919, adopted a Recommendation
that each Member of the International Labour Organisation
should “co-ordinate the execution of all work done under
public authority, with a view to reserving such work as far
as practicable for periods of unemployment.....”". It would
seem reasonable to assume that the reservation of works
entails also the reservation of the funds necessary to defray
the expense; for the advantage gained in postponing public
operations for tumes of depression would be largely neutra-
lised if the funds had to be provided through heavier taxa-
tion during this period of particularly severe financial strain.

The prnciples contained in the last two paragraphs —
that of modifying national financial policy so that it might
assist the operation of the discount rate in the control of
credit; and that of reserving funds for times of depression —
are essentially linked. If carried out methodically as part of
national fiscal policy they would entail an increase of revenue
over expenditure during years of prosperity, the surplus being
carried over into a fund specally reserved for public enter-
prise. In times of depression expenditure would exceed rev-
enue, the defieit being made up by withdrawals from the
fund. The influence of such a policy would be slightly defla-
tionary during a boom and inflationary during a depression ;

in other words, it would in each ecase counteract existing
harmful tendencies.

(*) First Interim ori of the Committee on Currency and Foreign
Exchanges after the Wals,e};). 6. J K &

(*) Cf. Address of the Right. Hon. R. McKennpa, P. C., reported 1n
The Trvmes of 25 January 1923.



— 113 —

To express this idea in greater practical detail, it would
entail the adoption of a schedule of payments into, or with-
drawals from, a reserve fund. In years when employment
stood above 96 per cent., an amount, say £ 20,000,000,
would be set aside from excess revenue (the amounts might
be graded according to the employment index). When em-
ployment fell bellow 94 per cent., State expenditure would
be increased by withdrawals from the fund according as cir-
cumstances might demand.

The question of the moment for Great Britain and certain
other European countries is whether they would be justified
in starting the operation of such a schedule during periods
of depression. Would the Government be justified in borrow-
ing during a period of depression on the explicit understan-
ding that the expenditure would subsequently be refunded in
accordance with a regular “cyclical schedule” ? Such a policy
might perhaps be considered unsafe in a country whose finan-
cial ideal has always been that of maintaining an exact
balance between annual revenue and expenditure; but it
would none the less be in full accordance with the principles
enunciated above of modifying the budget to counteract
existing cyclical tendencies.

The indications given in this and preceding chapters would
seem to lead to one very certain conclusion : that there is ocea-
sion for more extensive research imto the means of bringing
currency definitely under control. In so far as the State and
the banking system have it in their power to add considerably
to their influence over this vital factor in mdustrial and social
welfare, they are under a joint obligation to shoulder the res-
ponsibility which this potential power demands. Further
research, the definition of a clear policy, and united purpose,
would seem to describe the line of action desired.



CHAPTER IX.

The Need for International Action.

“It is a platitude to state that nowadays, no country can
live to itself alone and be completely independent of its neigh-
bors” (). Following this opemng to his chapter on “Interna-
tional Problems in Stability”, Professor E.R.A. Seligman
develops a comprehensive account of international trade rela-
tions as they exist in the twentieth century. Discussing the
question of currency control, Professor Seligman shows that
the events of the war have very largely altered the face of such
problems from the international standpomnt. The principal
difference rests in the fact that there s now no effective gold
standard and, therefore, no automatic ink between the price
levels of different countries. In view of this distinetion, it would
be well to discuss the two questions entirely apart.

Currency Relations under an Effective Gold Standard.

Before the war, international collaboration had a strong
advoecate in Professor Irving Fisher. Mention has already
been made of his recommendation in 1911 that an international
commission should be appointed to enquire mnto the eauses

() The Stabnhsation of Buswmness, p. 283. The Macmillan Company, 1923.
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and effects of changes in the cost of living in differeht countries.
Amongst those who, m reply to his circular letter, expressed
the opinion that much value might be derived from such an
enquiry were : Mr. A. M. Ackworth, Mr. Ernest Aves, Professor
E. Bshm-Bawerk, Dr. R. van der Borght, Professor Edwin
Cannan, Professor S. J. Chapman, Professor J. B. Clark, Lord
Leonard Courtney, Professor F. Y. Edgeworth, Préfessor
Ch. Gide, Professor E. C. K. Gonner, Mr. Henry Higgs, Mr. F. W.
Hirst, Mr. John A. Hobson, Mr. J. M. Keynes, Deputy A. Lan-
dry, Professor Paul Leroy, Professor G. Ogawa, Mr. R. H. Inglis
Palgrave, Professor A. C. Pigou, Professor L. L. Price, Mr.
G. Sakatani, Professor William Smart, and Professor Harald
Westergaard. In their replies, many of these prominent econo-
mists stated a very clear opinion that the level of prices was
essentially an international problem and should accordingly
be dealt with on a international scale. Briefly, the reason for
this connexity of prices 1s as follows :

Under an effective gold standard of unvarying content,
the price level in any country is the inverse expression of the
commodity value of gold. A rise in prices means that a given
weight of gold will buy less goods. In other words, the com-
modity value of gold has fallen. Conversely, when prices fall,
it means that gold will buy more goods, i. e., that the commodity
value of gold has risen.

Internationally, this circumstance has the following effect.
If a country succeeds in restraining the movement of prices
below the level of that of other countries, it means that in this
particular country, gold will command more goods than else-
where. There will then be a tendency for gold to flow into the
country from others where the level of prices is higher, that
is, where gold has less value.

By bemng deposited with banks, the inflow of gold swells
the cash reserves. Smce it is unprofitable to hold a higher
proportion of cash to credit than is required for meeting pos-
sible claims, banks are induced to lend more freely and to reduce
the rate of discount with a view to expanding credit. The
growth of purchasing power thus effected tends to hft up prices
until they reach the world level.

Conversely, 1 a country where prices are comparatively
high, there 15 a tendency for gold to be exported to
other countries where its value is greater. Through the
ensumg contraction of their gold rescrves, banks are obliged
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to restrict credit and so press down pricesuntil they conform
to world standards ().

The mechanism by which this process is effected is more
complex than appears from this summary. However, Professor
J. H. Jones’ statement may well be accepted that: “It is an
axiom in economics that there is a strong tendency towards
a common level of prices in countries trading with each other,
due allowance being made for differences in their tariff policies
and in the cost of transport™ (2).

Granted the existence of this international relationship,
two main conclusions would appear to stand out :

(1) The existence of a large surplus of gold in any one country
is a potential source of expansion for the currencies of other
countries maintaining the gold standard. The latter would
seem justified, therefore in claiming a hearing with regard to the
currency policy to be adopted by the country possessing a
surplus of gold.

(2) A country which maintains a monetary standard of
unvarying gold content would experience the greatest difficulty
in securing a stable price level in the face of a world boom or
depression. During the period of falling prices, gold would
disappear; in the rise, reserves would become redundant.
The country would almost certainly have to fall into line with
the general movement.

If, therefore, there should be a very general resumption
of the gold standard on the pre-war basis, the world surplus
of gold will present, not a series of separate national problems,
but a joint problem for all countries retaining the standard.

Currency Relations without the Gold Standard.

Where there exists no gold standard, the international
link would appear to be much less direct. To take a concrete
example, 1t might be shown that during the years 1919 to 1922,

(!) It is realised that this explanation is an extremely untechnical
short cut, but it should be noted that the majority of authors devote complete
chapters to explaming the manner i which price changes upset the flow
of mternational trade, dislocate the exchanges, and induee bullion brokers
to make profit by the transmission of gold ; and how this in turn affects
bankers’ reserves and causes them to call in or extend therr loans. A full
€xtract or explanation would be impossible at this stage.

(%) Social Economics, p. 148. Methuen & Co., 1919.
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- the policy of the Government of India was to secure comparative
stability of the internal price level, rather than the stability
of its exchange rate with Great Britain. The following table,
which shows the relative movements of prices in the two coun-
tries and the rate of exchange between them, gives clear evidence
that where the monetary standard is not the same for both
countries, and the gold hnk is removed, the country is, very
much freer in the pursuit of an independent price policy (1).

Value of Rupee m l
Indian English Sterling

Prices Prices |

Purchasing Actual

Power Panty Exchange

Average, 1919 100 100 100 100

Highest, 1920 112 129 115 152

Lowest, 1921 95 65 69 72
Average, 1922 (%) 20 64 71 74 '

In contrast to this, there is the striking example of the
simultaneous and almost uniform collapse of prices in America,
Great Britain, Scandinavia and, to a less extent, n Western
Europe during the years 1920 to 1922. This close uniformity
of movement may be partly due, as Professor Seligman has
shown, to the very close interdependence of nations from the
commercial point of view. In so far as a country 1s dependent
on foreign markets, the price ruling abroad is as serious a factor
as the home price ; and an internal fall of prices may be brought
about, not so much as a result of the contraction of the home
currency as of the liquidation of stocks, attendant on the
failure of foreign demand. In this way, then, the link between
the currency policies of two countries is of a more indirect
character ; inasmuch as the monetary practice of one country
affects its industrial activity and that activity has a reper-
cussion on foreign conditions, the foreign countries concerned
may be justified in claiming a certain nterest in the currency
policy adopted. Regarded from another point of view, it will
be seen that no country whose relations are in any way inter-
national can escape the effects of industrial fluctuations arising

eproduced from Mr. J. M. Keynes’ article : Professor Jevons

(*) Table r
on the Indian Exchange, Economic Journal, March 1923, p. 64.

(2) Statist.
(%) First 10 months.
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out of unsound currency methods elsewhere. Thus, regardless
of the existence of the gold standard, there would seem good
reason for considering currency policy to be an international
question.

Half way between the two extreme situations discussed
above, is that which arises when one country maintains a gold
basis and other countries consider it expedient that they should
resume the gold standard at the pre-war parity. This is poten-
tially, if not actually, the position at the present time. The
chief significance of the situation is that the countries concerned
will be unable to resume the gold standard at the pre-war
parity until their internal price level bears roughly the same
relation as before the war to the price level in the country
with a gold basis. Thus, whilst America holds the value of
gold at a high level by maintaining low prices, other countries
can only enter the market {or gold if they are willing to secure
a corresponding value of this metal within their own borders.
This entails the depression of prices in such countries until
the pre-war rate of exchange between the respective currencies
and the dollar has been restored. Professor Cassel shows the
mternational bearing of this problem as follows : “A restoration
of the gold standard in England, as in other countries in a
comparable financial position, would, as I have previously
pomnted out, most easily be effected by a lowering of the internal
value of the dollar, which, of course, would be bound to entail
a corresponding reduction i the purchasing power of gold.
Such a reduction has m fact set in with the above mentioned
increase in the price-level of the United States during the
present year. In order that this rise of prices may bring the
pound sterling nearer to the gold parity, it 1s obviously essential
that a corresponding rise of prices should not occur in Eng-
land.” (%)

In another passage, Professor Cassel states: “Provided
that the United States could be induced definitely to abandon
any attempt at further raising the value of the dollar, and
if possible to meet Europe half way by slightly lowering it
— that is, by a credit pohey which would entail a rise in prices
of 10 to 159%, in the United States — not only England, but
also Sweden, Holland and Switzerland, and perhaps one or

(') Quarteily Report, issued by th i
Octohertoms, %, B E y the Statistical Department of Sweden,
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two other countries, might very soon be able to restore the
gold standard in accordance with the pre-war par.’»’.(l)

Mr. O. Rydbeck, Managing Director of the Skandinaviska
Kreditaktiebolaget, Stockholm, also considers the price level in
Sweden largely dependent on American policy : “Whether the
process of deflation proceeding in Sweden has yet touched
bottom, it is difficult to judge. Doubtless, it will depend in
part on developments in other countries, especially the United
States, whether we shall be obliged to lower our level of prices
and standard of living still further.” ()

As early as 1919, Professor J. H. Jones anticipated a very
close connexity in the movement of different national price
levels, regardless of the fact that the direct monetary link
provided by the gold standard was missing. “The contraction
{of currency) when it begins, will assume an international
character. No single nation is free in this matter, which is
eminently suitable for control by the League of Nations. Our
currency policy will be determined largely by that of other
countries, an economic truth the force of which America 1s now
beginning to realise, and which all industrial communities
might have realised in the years immediately preceding the
war.” (3)

The Swedish Economic Review encourages the hope that
some public action may take place with a view to securing
international co-operation for the solution of currency pro-
blems. “The possibility of a gold standard union between
the United States and England together with the minor high
currency countries such as Sweden, Switzerland and Holland,
has been publicly discussed. In this discussion the opinion has
been forcibly expressed that such an agreement between coun-
tries with sound finances might develop to become the only

solid ground in the large sea of inflated currency and would
gradually cause other nations to emerge from the troubles of
inflation.” (4) How far there is justification for the hope of
such umted action depends largely on the growth of the spirit
of internationalism. No more striking example of progress n
such inter-State fellowship could be found than that of the
combination of eight important countries to save the Austrian

1
(1) Ibid., July 1922, p 24.
(%) Ibid., p. 21.
(3) Social Economics, p. 154, Methuen & Co., 1919.
(*) September 1922, p. 3
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Republic from complete financial ruin. The fact that the
economic urge is not so obvious where price relations are con-
cerned does not mean that need for international union is
less real.

A year ago, a strong appeal was made that this important
question should be raised above its local setting and treated
in its, rightful universal sphere. The appeal is here repeated.

GENOA CONFERENCE
Report of the Financial Commission.

REsovuTiON 8,

Measures of currency reform will be facilitated if the
practice of continuous co-operation among central banks of
issue, or banks regulating credit policy in the several
countries can be developed. Such co-operation of central
banks, not necessarily confined to Europe, would provide
opportunities of co-ordinating their policy, without hamper-
mg the freedom of the several banks. It is suggested that
an early meeting of representatives of central banks should
be held with a view to considering how best to give effect
to this recommendation.

REsovruTION 12.

With a view to the development of the practice of
continuous co-operation among central banks and banks
regulating credit policy in the several countries, as recom-
mended in Resolution 8, this Conference recommends that
the Bank of England be requested to call a meeting of such
banks as soon as possible to consider the proposals adopted
by the Conference, and to make recommendations to their
respective Governments for the adoption of an International
Monetary Convention.
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