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PREFACE

THE transition from static to dynamic economic
theory, or from the long to the short period, is
notoriously difficult. The difficulties concentrate in
the explanation of the trade cycle. In licu of a
better, this book is an endeavour to smooth the
passage, especially for young students. Those who
have not been discouraged by one year in the sub-
ject may find it a useful introduction to a sccond.
I therefore assume a knowledge of the static theory,
including therein a general comprehension of the
working monctary system. To simplify the argu-
ment, I have not worked out in detail the qualifica-
tions introduced by the fact that*trade also moves
over national frontiers. It is important that the
general principles should first be grasped. So to
these I have confined my cfforts.

In trade-cycle theory we are still in the age of
exploration. Modern pioneers, especially those I try
to interpret, have done heroic work in blazing the
trails. But pioneers should not also be expected to
lay smooth pathways for their followers. I have
attempted to lay such a pathway.

To make it manageable the field has been limited
to works published in Britain. The texts I deal with
are undoubtedly difficult; and the prevalence of

mathematical exposition must render them especi-
v



vi THEORIES OF THE TRADE CYCLE

ally arduous to many young economists. I have
therefore avoided such formulae. It has been argued
that complaints about the mathematical exposition
of economics are as unreasonable as criticisms of a
foreign literature by one ignorant of the language.
And certainly those on the frontiers should not be
limited in any way. But if the analogy is pressed too
far, it should be maintained that translations of
foreign languages also have their uses.

I am of course entirely responsible for the inter-
pretations I offer. Each may be an inacceptable
gloss on its author. But the remedy is to read the
texts. If this book encourages such references its
purpose will be accomplished.

In view of the book’s arrangement and character,
the provision of an analytical table of contents
renders the addition of an index unnecessary.

There remains the pleasant opportunity of
thanking those who have given me generous help.
Professor W. R. Scott’s constant encouragement
has been a happy inspiration to endeavour. To
Mr. D. T. Jack, M.A., Lecturer in Economics, St.
Andrews University, my debt is immense. His
detailed and always constructive criticism afforded
me a continuing incentive to persevere. He also
shared the correction of the proofs with Mr. James
Cunnison, M.A., and Mr. J. W. Nisbet, M.A., LL.B.,
both Lecturers in the Department of Political
Economy, Glasgow University. That is indeed a
token of friendly altruism. A.L. M.

THE UNIVERSITY
GrAasgow
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CHAPTER 1

THE FACTS AND THE PROBLEM

1. SiNcE modern capitalistic methods were intro-
duced into industry, economic activity has de-
veloped, certainly at an irregular rate, but also at
a rate the irregularity of which seems yet to have
obeyed some law. In a word production appears to
have grown rhythmically in alternate curves above
and below an upward trend.! By “capitalistic’ is
meant that system under which independent enter-
prisers have directed the flow of labour and savings
made dominantly by others into varying types
of investment. This appearance of rhythm can
be illustrated by a host of different statistical
sequences, some of which will be briefly considered.

In this country the unemployment records are
more satisfactory than other figures, chiefly because
we have a fair sample of such figures up to 1922 in
the trade-union returns, and a very full sample
after 1922 in the official statistics. They also illus-
trate directly what is steadily becoming the most
important social problem arising from industrial
fluctuations. Of course when we consider unem-
ployment figures within a fairly short period we

1 Where rhythm is used in future some regularity in the fluctua-

tions is implied.
1



2 THEORIES OF THE TRADE CYCLE CHAP.

have to remember that in such a period the ulti-
mate harmonies of long-period tendencies have no
room to assert themselves. For instance, the effects
on unemployment of a rapid increase in the intro-
duction of labour-saving machinery may be much
more serious in one fairly short period than in
another, say, thirty years earlier or later. This
accounts to some extent for the heavier average
percentage of unemployed in post-war years as
compared with the period 1860 to 1914. Such
uniquely industrialised countries as the United
States, Germany and Britain are bound to feel the
effects of this longer-period invention trend especi-
ally severely. But this trend is outside the short-
period cycle problem.

The figures, which will be found in Appendix 1,
have not been taken before 1860; first, because our
aim is to introduce theories, not to exhaust the
facts, so that the most suitable facts best suit our
purpose; and secondly because, as Sir William
Beveridge has pointed out, the trends before 1860
arc not so typical of the movement we wish to
understand as they are after that date. Starting
then at 1860 we can summarise the figures in the
Table opposite.

Between any of the successive ycars in alternate
tables the movement of unemployment was regular
in the sense that there was an unbroken rise from
the low year 1860, for instance, to the high year
1862, followed by an unbroken fall from the high
year 1862 to the low year 1865; and so on. The fact
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that the figures are yearly averages should prevent
us from putting too exact an interpretation on
them. But yearly averages at least eliminate
seasonal fluctuations.

Years of period rev Years of Perlod betwee
r UnelIl‘\(x))‘l‘;:;fnent ’ rl(;cl‘:s:)“ o llncxlrlll]‘)xll(l:;;?u-llt e (”!(‘:‘::)‘ "

1860 B 1862 6

1865 2 1868

1872 N 1879 11

1882 0 1886 7

1889 lg 1893 Z

1899 7 1904 ]r

1906 1909

1913 7

There have been so many disturbing influences
since the war that tabulation of post-war figures
on thesc lines would be misleading. The figures
show steady improvement after the rapid (and un-
typical) post-war boom and slump. But this im-
provement up to 1929 was interrupted by the dis-
turbance of the £’s value due to the return to gold
in 1925, and by the strike of 1926. The cvents
since 1929 we need not record. Unfortunately they
show that the pre-war instability has reasserted
itself.

Further, as to unemployment, its varying inten-
sities in different industries should be mentioned.
For instance, in pre-war times the percentage un-
employed of the group, engineering, shipbuilding
and metals, showed an interesting tendency to
approximate closely to the general percentage un-
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employed so far as years of low unemployment
were concerned; but in the high years of unemploy-
ment this capitalistic group’s figures ruled heavily
and steadily above the general index. The conditions
are different in the consumption or finishing indus-
tries.! But this fact will be directly illustrated later
by post-war figures of employment. In all industries,
however, the swing over from rising to falling un-
employment takes place at approximately the same
time, if long-period trends are allowed for.

As to variations in the level of prices, the Board
of Trade Index from 1870 to 1913 gives the follow-
ing results if treated as before:

Years of Highest Prices Years of Lowest Prices

1873 1879
1880 1887
1891 1896
1900 1902
1907 1908
1913

From these figures the secular trend of prices is not
climinated and therefore care should be taken be-
fore conclusions are drawn from comparisons with
similar unemployment figures. The long-period,
trend in prices, for instance, has been mainly deter-
mined from the monetary side by the supply of
gold. And this trend has no exact connection with
the long-period trend in the introduction of inven-
tions. Again, temporary disturbances in price-levels

! The figures will be found in Pigou, Industrial Fluctuations
Appendix, Table 1. p. 353.
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do not coincide with similar disturbances in employ-
ment.!

As to international price-levels, Sir Walter Lay-
ton has compared the British wholesale index with
similar indices for Germany and the United States.?
The resultant graph shows that this rhythmical
movement in activity overflows national bound-
aries (so far as wholesale prices truly interpret it),
and affects similarly at least those countries which
are linked by trade and have reached a similar
stage in industrial development. Of course one
would expect a high correlation of wholesale prices
as between countries all maintaining the gold
standard. For the goods which enter these indices
constitute in the main a world market. They have
approximately the same gold price in any country,
so that their price-levels in terms of currencies
which are bound to gold must fluctuate together.
But these correlations do indicate that fluctuations
affect similarly countries with developed trade
relations. They are an index of the world trade
cycle. Professor Mitchell’s investigations led him
to conclude on this topic that ‘‘the international
influences are gaining in relative importance”.?
Events since 1929 may seem to qualify his con-
clusion. But this should not be assumed too rapidly.

1 The index of prices will bo found in Appendix 2. Students who
wish to consult a more refined examination of the trend of prices
aro referred to Pigou, Industrial I'luctuations, p. 118 and the
relevant chart.

2 Appendix 2.

3 Business Cycles (1927), p. 450.
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It is at least apparent that the depth of the slump
coincides to a definite extent with the destruction
of that level of international trade which is now
necessary for cconomic health.

2. We have not so far illustrated the post-war
fluctuations. This can now be done in a more varied
way than was possible in pre-war days; for various
indices of production have been made available by
the League of Nations Economic Intelligence Serv-
ice. The more important figures—in summarised
form—will serve our purpose.

TABLE I?

INDEX oF INDUSTRIAL PropUCTION FOR WORLD, EXCLUDING
U.S.S.R.

(Base: 1925-1929 =100)

1925 1926 ‘ 1927 1928 1929 ’ 1930 ( 1931 ‘ 1932 $

96 | 84 ’ 69 *

93 94 ' 100 103 110

TABLE I1

INDEX-NUMBERS OF INDUSTRIAL RAW MATERIAL PRODUCTION,
WEIGHTED BY 1930 VALUES

(Base: 1925-1929 =100)

1930 1931 1032 i

1925 1929

Europe, excluding U.S.S.R. | 90 | 117 | 102 | 90 | 80 ]

North America . . .| 94 | 108 94 | 82 61

Africa . . . L1095 | 1121109 95 | 90

1 Particulars as to these indices will be found in World Produc-
tion and Prices, 1925-32.
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TABLE III
WORLD PrRODUCTION OF Raw MATERIALS, EXcLUDING U.S.S.R.
(Base: 1925-1929 =100)

"""""" 1925 -EQT'["IQSSTT&;( | mi{z'l
Raw materials for producers’
goods . . . 191 112 98| 81| 66
Raw materials for con-
sumers’ goods . .| 98 | 102 | 102 | 103 | 100

Several interesting comments arise. First, there
is the natural assumption that the indices represent
a cyclical movement of the same nature as those
which took place before the war. Certainly the onus
of proof is on those who contest this conclusion.
Secondly, the fact that the amplitude for North
America is the greatest, that for Africa the least,
supports the view that the extent of the swings
depends on the stage of development reached. (It
does not therefore follow that the African economy
is the best!) Thirdly, Table III. illustrates the fact
that the swings are much more severe in the capital
industries than in the consumption industries. Both
expansion and contraction are much more extreme
in the former. It must not, however, be concluded
that the consumption industries were prosperous in
the slump. This is the reverse of the truth. The
consumption industries are mainly agricultural in
origin. Agricultural gold prices have slumped more
heavily in world markets than those of most other
types of goods. In the first quarter of 1933 cereals

and other foodstuffs were 50 to 70 per cent. below
B
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the 1929 level; animal foodstuffs were 40 to 60 per
cent. lower; whereas coal had fallen by only 35 per
cent.! Of course the particular reason for this dis-
crepancy is the inelasticity of agricultural supply, in
face of a slump in demand, in the fairly short period.
But this only intensifies agricultural depression.
The figures support the assumption that a turning
point in agricultural activity has coincided with the
general turning point. Finally, it should be noted
that the long-period trend is not climinated from
these figures. The productive capacity of the system
cxpands in the long period, though actual produc-
tion fluctuates (perhaps rhythmically) above and
below the trend of production. The fact that the
output of consumable goods remains fairly steady
in depressions and grows in prosperity must not
blind us to the fact that the cycle imposes irrepar-
ablesocial losses. For whileimprovement in methods
realises greater production per unit of effort applied,
the reverse side of the shield is shown by the un-
cmployment figures. The different indices should
thereforc be visualised as complementary to the
complete picture.

Finally, as to illustrative statistics, Sir William
Beveridge’s ‘“‘synthetic chart’ 2 should be pondered.
Its great merit is that it shows graphically, in fact
dramatically, the ubiquity of this social “pulse’s”

1 The fall in internal agricultural prices was not nearly so heavy,
because of the protective measures taken. But these were adopted
mainly to meet the specially depressing conditions there. The
figures are taken from the World Kconomic Survey, 1932-33, p. 52.

' Boveridge, Unemployment, facing p. 341.
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beat, in its many forms. Bank rate, foreign trade,
wholesale prices, Budget results, employment, the
marriage rate, indoor pauperism, consumption of
beer, flotation of companies, all seem to swing to
the same tune. Is there a tunc? Is there an inherent
rhythm? Certainly the broad sympathy of move-
ment demands an enquiry as to the possibility of
a logical explanation.

The chart’s reference to social factors also under-
lines some of the social evils that the trail of the
cycle leaves. The purely material losses involved as
against a steady harmonious expansion are evident
enough. But, socially, fluctuations in income are
double-barrelled for evil. For, first, there is the loss
caused by the fact that a steadily expanding income
must by the law of diminishing utility yield more
utility than an income which fluctuates about that
steady trend.! And, secondly, there is the loss arising
from the fact of variation in income itself. The art
of consumption is a plant of slow growth. It depends
on wise spending, which in turn springs from
qualities of mind, emotion and body. If income
expands suddenly wisdom cannot follow it, and
there is waste. So both the up-swings and the down-
swings generate their own type of waste in wel-
fare. If we could control these fluctuations we should
avoid much vicious vulgarity, as well as much
poverty.

1 For it follows from the law of diminishing utility that the loss
in utility through a regularly fluctuating income falling below the
trend exceeds the gain in utility through the fluctuating income
rising above the trend.
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3. The facts can next be examined more analytic-
ally by considering certain characteristics of indus-
trial fluctuations. From this point of view Professor
Wesley C. Mitchell’s Business Cycles offers a rich
store, which will be largely drawn on.

First comes the question of the period between
successive crests (or troughs) of the cycles, or their
duration. The most useful summary for our purposes
given by Professor Mitchell is reproduced below.

FreEQuENCcY DISTRIBUTION OoF BusINESS CYCLES ACCORDING
10 DURATION IN YEARS!

England, Germany, Umted States,

Duration in Years 1793-1920 18181925 1796-1923
1 year. . . .. .. 1
2 years 2 1 4
3 1 4 10
4 5 4 5
5 2 1 6
6 4 1 4
7 . 2 1
8 3 1 ..
9 1 2 1
10 ,, 2 1
Total number . 22 15 32
Average duration in
years . . 58 51 4-0

As to the variations in the lengths of cycles round
the average duration, it will be sufficient, for pur-
poses of illustration, to quote Professor Mitchell’s
conclusions on the United States figures for the
period 1878-1923. “They are far from uniform in
duration, but their durations are distributed about

1 Op. cit. p. 398.
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a well-marked central tendency in a tolerably
regular fashion.”! ‘

It should further be noted that within any one
cycle the rise to the crest and the fall to the trough
do not proceed at an even pace. After the turning
point the recession is generally rapid, just as is the
revival once the upward move definitely begins.
“Put together,” says Professor Mitchell,> “the
phases of recession and revival account for only one-
quarter of the duration of business cycles on the
average. Of the remaining three-quarters, the
prosperous phase occupics a somewhat longer time
than the phase of depression.””?

Secondly, there is the extent to which industrial
activity rises above or falls below its long-period
trend. As to these amplitudes Professor Mitchell
has examined indices for the United States cycles
between 1879 and 1923. The ‘“‘grand average* of
all the percentage rises above and declines below
the trend values is 25-5 per cent. This includes
departures as great as 45 to 50 per cent. from the
trend. Professor Mitchell also notes that “on the
whole our frequency distributions of the amplitudes
of cyclical fluctuations are somewhat more regular
than our distributions of their durations, and afford
even less basis for supposing that there are two or
more distinct species of business cycles”.” Of course,
averages should be treated with the utmost caution.
For instance, this average flattens out much larger

1 Op. cit. p. 343. 2 Op. cit. p. 420. 3 But compare p. 14.
4 Op. cit. p. 353. 5 Op. cit. p. 352.
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swings in some trades than in others. Professor
Mitchell illustrates this from the depression of
1921-22. “Manufacturing, railroading, mining and
construction work were most disastrously affected
by the depression. A second group, in which the
shrinkage of employment was far less serious, but
substantial, included finance, wholesale trade and
transportation other than by railroad. These two
groups of industries constitute the sphere of busi-
ness par excellence. The remaining industries,
among them agriculture and retailing, are character-
ised by small-scale organisation, or by the promi-
nence of non-commercial aims, or by both features.
These industries reduced the amount of employ-
ment offered but slightly.””* Professor Pigou has also
illustrated these variations between the activity of
different industries from the British pre-war un-
employment figures.? A more recent example is
reproduced, on page 13, from the Economist.

The Heavy Trade index includes coal-mining, the
metal trades, and shipbuilding. Therapid dropin1926
is, of course, principally due to the General Strike;
and therise in 1927 should therefore be considerably
discounted. The Distributive Trades index com-
prises clothing, transport and public utilities, food,
drink and tobacco, and of course the distributive
trades themselves. The index for all trades acts as
a useful complement to the more depressing unem-
ployment index. For it shows that as far as total
employment goes the failure since 1924 has con-

1 Op. cit. p. 87. * Industrial Fluctuations, p. 16.
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sisted in lack of progress, or inability to absorb a
growing population. But this once more ignores the
(Employment: 1924 =100) !

Distributive

Year All Trades Heavy Trades Trades, etc.

1920 105

1921 90

1922 94

1923 97} . "
1924 100 100 100
1925 1003 891 103
1926 993 57 104
1927 105 87 108%
1928 105 82 1094
1929 107 844 112}
1930 1023 7% 112}
1931 99 653 114}
1932 984 593 116
1933 102 61 119

most intractable element in the problem, which,
however, the Heavy Trade index underlines: the
very heavy fall in employment in some trades, com-
bined with the inadequacy of industrial mobility.
Thirdly, we must note an important contrast
which has been clarified by Dr. Thorp, of the
National Bureau of Economic Research. He has
established that, when the secular trend of prices
has been upward, the number of years of prosperity
has exceeded that of the years of depression. When
the secular price trend has been downwards, the
opposite has obtained. The facts are as follows:

1 Economist, October 21, 1933, and July 28, 1934.

[TABLE
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RELATIVE DURATION OF THE PROSPEROUS AND THE DEPRESSED PHASES OF,
Business CycLes IN PErioDs of RisiNG AND DEcCLINING TRENDS OF
WHOLESALE PRICES !

Years of Years of

Prosperity Prosperity
ENGLAND per ¥ear UNITED STATES per yivcar
of o
Depression Depression

1790-1815: prices rising 1-0 1790-1815: prices rising 2:6
1815-1849: prices falling 0-9 1815-1849: prices falling 0-8
1849-1873: prices rising 33 1849-1865: prices rising 2:9
1873-1896: prices falling 0-4 1865-1896: prices falling 0-9
1896-1920: prices rising 2:7 1896-1920: prices rising 31

This table forms an interesting commentary on
the Marxian socialist view? that the ravages of
economic crises will tend to increase as the capital-
istic system develops. The table in itself does not of
course confute the prophecy. But it suggests that
the tendency is not inevitable. For if a falling
secular price trend can be avoided, the years of
depression can be sensibly reduced. The less hide-
bound attitude to currency control which has
grown out of the gold shortage controversy, and
recent manipulations of currencies, indicate that a
falling long-period trend need not be regarded as a-
law of nature. There seems no reason why we
should not learn to avoid it.

This summary of facts is of course in no sense
comprehensive. For such an analysis the student
should repair to Professor Mitchell’s volume. Qur
interest is primarily in theories. But a broad out-

1 Mitchell, op. cit. p. 411.

? Cf. Hyndman, Economics of Socialism, Lecture V., or Lenin,
Imperialism, ch. i.
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line in perspective, a representative sample of the
facts, seems a necessary introduction to the ex-
amination of their explanations.

4. What are we to make of these facts?

There may, of course, be no problem.! But that is
rather a conclusion to which to return if we can find
no reason for believing that there are some common
causes at work. For, as the facts stand, the obvious
initial assumption is that some such causes exist.
The lengths of the cycles, the distribution of their
amplitudes, and also the fact that the turning
periods of so many different industrial activities
approximately coincide, impose on any impartial
observer the obligation to examine the hypothesis
of common causation.

We should, however, be clear on the definition
of the hypothesis we are to examine. Professor
Mitchell, for instance, insists that such regularity
as appears does not justify defining it as “period-
icity”’. For, as he says, “the time intervals between
crises are far from regular”.? Again, he tells us that
“students of the business cycles . . . speak of
cyclical fluctuations instead of periodic fluctuations,
just because the first term does not imply strict
regularity of recurrence”.? Certainly if periodicity
means strict regularity the term should be avoided.
But this just puts the problem in another form.

1 Cf. Irving Fisher in Journal of the American Statistical
Association, June 1925.
* Op. cit. p. 378. 3 Op. cit. p. 467.
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What do we mean by cyclical? “A measure of re-
gularity”’! is certainly implied. So we must start,
as Professor Mitchell says, with ‘‘the fundamental
fact of rhythmical fluctuations in activity”.? For
the curves, while not absolutely regular, still
strongly suggest rhythm.

Yet it is not clear that Professor Mitchell con-
siders rhythm to be the essence of the actual fluc-
tuations. The regularity that appears is not “strict
regularity of timing” but rather “the recurrence
of prosperity, recession, depression and revival, in
that sequence”.? His final statement is this. “There
are enough series which show tolerably regular
cyclical fluctuations, agreeing with one another,
and with our business annals in tenor, to give us
confidence in the basic element of our conception—
the recurrence of the prosperity—recession—de-
pression—revival sequence.”* Of course the pre-
sence of some rhythm is here maintained. But in
the reaction against the idea of absolute regularity
it seems possible that a false antithesis may have
been suggested. For “tolerable’” regularity must be
present, and may be more of the essence of cycles
than the regular sequence of stages. In fact it is
difficult to see why the latter regular sequence
should be regarded as of their essence at all. For
if you draw any curve of industrial activity, at
random and totally irregular, it would be perfectly
possible to divide it into these four stages following

1 Op. cit. p. 468. 2 Op. cit. p. 458.
3 Op. cit. p. 4564. 4 Op. cit. p. 464, italics mine.
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each other in invariable sequence. Yet no one
could argue that such a curve illustrated the essence
of the facts we wish to understand. It must there-
fore be this ‘“‘tolerable” regularity which our
theories endeavour to explain.

It is perhaps worth noting here the results of an
investigation by Dr. Mills which Professor Mitchell
quotes.! They show that cycles vary in duration
according to the stage of industrial development
reached by the community in question.

England . 1793-1831 9 cycles. Average duration 4-22 years
” . 1831-1920 13 ,, » » 685

France . 1854-1876 6 ,, . s 367,
’ . 1876-1920 7 » » 632,

United States 1796-1822 5 ,, ’ ,, 020
. ,» 1822-1860 11 » » o 360
”» ,» 1860-1888 5 » R 2 (1

., 1888-1923 11 ,, ” , 320

These figures go far to establish the fact that,
while a country is developing rapidly, cycles are
more numerous than over a period when it has
reached comparative stability.? But does not this
support the view that the actual regularity of the
cyclical movement is greater than an average for all
cycles would indicate? For the various long-period
stages of development are extraneous to the regu-
larity of the cycles within them.

The point of view of four stages in invariable
sequence is, however, valuable. For a problem would

1 Op. cit. p. 415.

2 Of course the average durations depend on the decisions as to
the periods, which would almost certainly differ with different
authorities. But this does not affect the broad truth of the analysis.



18 THEORIES OF THE TRADE CYCLE CHAP.

certainly arise for examination if we assumed that
one stage tnvariably leads to the next in that order:
that prosperity invariably leads to recession which
is invariably followed by depression, which in turn
breeds revival. The problem would be: what is the
cause or logic of this sequence? But this statement
is also inadequate to the facts. We have to ask
what is the cause of this invariable and fairly
regular sequence? There is both sequence and
rhythm; or at least if cither is absent there is no
cyclical problem to theorise about. The facts sug-
gest that there is some self-generative force running
through these fluctuations. Cyclical movements re-
semble the swings of a pendulum. Once it has been
set in movement, the swing to the right itself
generates the force which will cause the recession,
then the swing to the other extreme, and so on.
This is what is meant by rhythm; and rhythm in-
cludes the idea of an invariable scquence of stages.

So we justify our examination of trade-cycle
theories broadly as follows. As the facts stand, the
hypothesis they most clearly suggest is that there
is some rhythmic force operating in modern busi-
ness communities to generate fairly regular cycles
of activity and depression. What that force may be
can be discovered only by theories which logically
explain the sequences. Just as the properties of
electricity have been worked out by starting from a
comprehensive hypothesis and developing it logic-
ally in constant relation to the facts, so here we can
advance only by examining different definitions of
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this rhythmic force and comparing the extent to

which they explain the facts, and the logic with

which they do so. In sum, our theories simply try

to define the logical dynamics of the actual move-

ments. On their success depends the conclusion as

to whether the hypothesis of rhythm is justified.
So to the theories we shall turn.



CHAPTER II

“REAL” CAUSES OF RHYTHM

1. REAL causes are those which arise out of object-
ive or actual factors in industry, as against subject-
ive or psychologically directed influences. Monetary
causes are usually given separate consideration,
although of course they are also real. How far, then,
can actual conditions cause a pervasive rhythmic
rise and fall in the volume of total output?

There is a considerable list of such causes; but
variations in the weather and in the rate of inven-
tions are of such outstanding importance that we
can confine ourselves to them.!

Agricultural output varies from year to year. It
has further been argued, first, that this variation
in volume is itself rhythmic, and secondly that this
rhythm is the main, or a dominant cause of the
rhythm in total output. W. S. Jevons set this ball
rolling in 1875 when he adopted the astronomical
deduction that therc is a ten-year period in solar
heat caused by regular variations in sun-spots. The
recurring inadequacies in heat he connected with
ten-yearly famines in India, and also in tropical
regions generally, though the latter correlation he

! For a fuller discussion consult Pigou, Industrial Fluctuations,

ch. iv.
20
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suggested rather than proved. The repercussion of
this agricultural cycle on the volume of Eastern
trade with the West set the flame or gave the cold
douche to speculation at home.

Now it is highly probable that rhythm in agri-
cultural output exists; but there are definite reasons
for doubting whether this rhythm is caused by
weather conditions. Firstly, there is the lack of
unanimity as to the length of “weather cycles”.
Shortly after Jevons adopted the ten-yearly cycle,
the meteorologists rather unkindly lengthened their
period to eleven years. In 1909, Jevons’s son, Pro-
fessor H. S. Jevons, tried to fit a cycle of three and
a half years in agricultural output to a similar cycle
in barometric pressure. In 1914, Professor H. L.
Moore sought to establish a connection between an
eight-year rainfall cycle and output for grain areas
in the United States. Dr. Shaw suggests an eleven-
year periodicity in the yield of wheat in eastern
England. Sir William Beveridge’s examination of
evidence between 1545 and 1844 indicates that
there are many cycles in the weather.?

It is possible, of course, that all these deductions
as to the lengths of weather cycles may yet be
reconciled. But when we compare them as they
stand with the rhythmic facts of total output, and
there is no doubt about the lengths of these periods,
we must conclude that it cannot be proved that the

1 Cf. Pigou, op. cit. p. 211; also J. H. Kirk, Agriculture and the
Trade Cycle, p. 168.
 Journal of the Royal Statistical Society, May 1922.
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weather cycle causes the total output cycle. The
case is as yet not proven. The figures we have
considered as to the effect of the stage of industria
development on the lengths of trade cycles afford
an additional hurdle to “weather” cxplanations.
For the weather has not been shown to undergc
similar stages of development. The conclusion
therefore ecmerges that while weather cycles would
affect cycles in agricultural output, the further
argument that they control cycles in total output
cannot be admitted. It would, of course, be true that
where movements of total and agricultural output
tended in the same direction the momentum of
harvest volumes would intensify that of total out-
put: and where total output was, for instance, show-
ing signs of recovery from a slump a bumper harvest
would affect the teme at which recovery would take
place. There is considerable backing, however, for
the belicf that harvest variations are not sufficient
to check contrary variations in the volume of total
output.?

The facts support this interpretation. There are
clear reasons why the cffects of agricultural varia-
tions should diminish relatively. The variations in
agricultural supplies that could be available to any
one country, or to the world as a whole, are them-
selves diminishing. The development of communi-
cation, of storage methods (including speculation),
of irrigation, and of disease-resisting crops all tend
this way. Further, primary products constitute a

1 Pigou, op. cit. p. 40.
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decreasing proportion of total output. Thus, Jevons
was so far justified, as he based his theory on the
period up to 1860, when primary products were
relatively more important than they are to-day. It
has in fact been argued that the more advanced
nations have now reached the tertiary historical
stage, when personal and distributive services are
steadily growing in relative weight, as compared
with the primary stage when agriculture preponder-
ates, and the secondary phase when capitalistic
manufacture takes precedence.!

One further remark should be added, to prevent
misconception. The argument proferred is, of course,
directed only against the claim that regular changes
in atmospheric conditions can explain the trade
cycle. It does not affect the contention that the
conditions of production in agriculture may have
an important influence on the course of the major
cycles. But the latter view is not here developed
because it is a specialist enquiry; and also because
it employs, no doubt with unique weighting, argu-
ments which apply in the examination of industrial
activity generally.? These arguments will be ex-
amined in their larger setting. Thus, for instance,
the fact that variations in agricultural output are
affected by its seasonal nature, and that therefore
planned increases in such output may take as long
as two years to reach the consumer, has definite

1 Cf. article by A. G. B. Fisher in Economic Journal, September
1933.
? Cf. Kirk, op. cit. ch. ix. for a thoroughly interesting analysis
on theso lines.
(o)
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relevance to major cycles; especially in view of the
large proportion that agricultural output bears to
total output. Yet this is just a variation on the
idea of the period of production, an idea the im-
portance of which will be examined later.

2. Is the rate of invention periodic? So far as the
subjective activity of scientists goes there is no
reason to believe so. There is no regularity. But the
conditions favourable to the commercial exploita-
tion of inventions are clearly rhythmic. They coin-
cide with the rhythm of the trade cycle itself. They
depend on the views held as to the profitability of
investments and on the availability of savings. So
we should expeet that newly discovered utilities
and large mass-production schemes will find their
proper soil in the upward period of the cycle. Where
this involves the introduction of a dominating
change in methods of production over a large field,
we would expect a considerable effect on the ampli-
tude of the trade cycle. Examples are the develop-
ment of railways, electricity, oil. Yet while Sir
Josiah Stamp is correct in hinting that “prosperity
is the mother of inventions”, and that inventors
have to await the flowing tide, still depressions also
have their typical inventions, where necessity re-
mains their generator. These inventions will be
cost-saving, as against thosc exploiting an elastic
demand or a new utility. But while they are
primarily cost-saving, if sufficiently comprehensive
they can exert considerable influence on the course
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of the trade cycle. Thus some inventions in shipping
propulsion have so shortened the period of obso-
lescence that they have created prosperity in the
shipyards: and they may do so again. Such an inven-
tion might be quite sufficient to start the upswing
of the cycle, if conditions were not unfavourable.

In both cases then we seem to discover rivulets
which may play their part in the main stream,
without determining its dominant flow. This inter-
pretation supports the view that the trade cycle can
be explained only by a systematic logic which
properly weights interrelated ‘“‘causes”.

A word on the pure theory involved in these two
cases may be added. A bounteous harvest is a gift
of nature, and therefore a case of a greater supply
at approximatcly the same cost: or a lowering of
working costs per unit. If demand is elastic, an
increase in receipts will tend to increase the demand
of the favoured industry for the goods of other
industrics. A bumper harvest may be expected to
cause a sudden leap in the demand for agricultural
machinery and transport facilities'—or the develop-
ment of oil, a sudden leap in the demand for oil
tankers. One cannot too often repcat the simple
fact that such a leap may double activity in the
capital industries concerned and that once adequate
new plant has been produced the relapse in the

1 Of course a second bumper harvest in succession would prob-
ably have very different effects, owing to the notorious limitations
of the human stomach. But tho example is merely illustrative. The
elasticity of the demand for oil would probably be more stable over
a longer period in modern circumstances.
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plant-producing industries will be equally severe.!
For it explains why the absolute contraction in the
depression stage is concentrated dominantly on the
plant-producing industries.

Finally, we may note some facts in the actual
structure of industry which we would expect to
cause fluctuations of a rhythmic sort in output.
Firstly there is the growing proportion of overhead
costs in large capitalistic concerns of the modern
type. Once capital is so invested it is considerably
frozen. It follows that if over-estimates of future
demand are made, these oncosts will be very heavy
per unit of the necessarily lower output. Such con-
cerns will be faced either with closing down—
when they will have to reckon with the large ex-
penses of that course—or with selling at a price
which does not cover oncosts. -Once plant is in
operation, supply costs become fairly rigid.* In
itself this factor would not explain why all in-
dustries expand and contract together. But add the
influence of competition. When a just reason for
expecting higher profits arises in the development
of some pervasive invention, then each competitor
will tend to take part in the expansion of plant.
The longer the period before the new plant comes
into operation, the more likely is over-expansion to
occur: for competitors remain in relative ignorance

1 Cf. D. H. Robertson, Banking Policy and the Price Level, p. 11.

2 Plant here of course is a comprehensive term; for instanco
it includes investment in rubber or coffee plantations and all
others of this type, where oncosts are heavy because the period of
gestation is longthy.
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of each other’s doings; yet meanwhile higher prices
due to better, but unfulfilled, expectations con-
tinue. Once all the competitors have so invested a
situation is inevitable in which the instrumental
industries are over-expanded. As each unit has
already discounted the elasticity of the demand,
and also over-estimated its share of that demand,
slump is inevitable. Cut-throat sales or slow re-
organisation alike entail prolonged depression,
especially if industry is not so constituted that it
can cut its losses quickly.

So even apart from the factor of elastic credit
there are objective reasons for expecting rhythmical
fluctuations in output. Of course without such clas-
ticity, investment would have to depend on volun-
tary savings,® so that the amplitude of the cycle
would be diminished greatly. But the great cx;
pectations caused by striking inventions would
not necessarily be entirely checked by the fall in
prices caused by increased saving—savings speci-
fically made to finance them.?

1 Cf. p. 88.

? For rates of investment arc determined by particular prospects
of future profits rather than by present price-levels. And as future
prospects are influenced not only by what is reasonable but
also by our psychological constitution, tho possibility of over-

investment is always present, even in these circumstances. The
oncosts of such over-investient would accentuato depression.
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MONETARY

1. THE consideration of monetary influences almost
inevitably takes as its text Mr. Hawtrey’s con-
clusion: “The trade cycle is a purely monetary
phenomenon”. Rhythm in economic activity is a
result of inadequate control of bank credit. Mr.
Hawtrey docs not mean that adequate control
would abolish industrial fluctuations: as he insists,
the problem of the cycle is simply the regularity of
its swings. If then he proves that the actual cur-
rency system does impose rhythmic fluctuations on
economic activity, the only line of criticism left will
be that adequate control of credit involves more
than monetary control. /In that case the cycle
could hardly be “purely monetaryﬁ. It may be
that credit control is not a clear-cut function that
can be divided off from the prime movers in eco-
nomic life. In that case, while fully agreeing with the
importance ascribed .to credit control, we should
also have to define the limits of its efficacy; such a
definition would then reveal those forces in economic
life (if any) which cannot be controlled by the
banks, and which therefore may also be causes of the
regular swings. Meanwhile we must summarise Mr.

Hawtrey’s argument under its main headings: (1)
y g o &
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that the regular swings are the result of the inherent
instability of credit under modern conditions; (2)
that the banking system could cure this instability.

Three of Mr. Hawtrey’s definitions must be
understood—consumer’s income, consumer’s out-
lay, and the unspent margin. Consumer’s income is
simply the total of incomes expressed in money.
Consumer’s outlay is the money total spent out of
incomes. It doeg not therefore include any spending
of the proceeds from the sale of a capital asset; nor
does it include the expenditure of working capital
so far as the source of this expenditure is the sale
of commodities by traders (including producers).
For this just represents the turning over of a
trader’s working capital. But consumer’s outlay
does include any addition to working capital which
a trader finances out of his income, just as it in-
cludes any new investment made from income. In
a word, these two definitions seek to define the
original and underived sources of demand. The un-
spent margin is the amount of money and bank
balances held by consumers and traders.

How, then, does the present type of banking
control cause regular successions of expansion and
depression? In Mr. Hawtrey’s view the character-
istics of the trade cycle are, first, a rising then a
falling price-level; and secondly, rising then falling
productive activity (a description he prefers to
fluctuating production'). Rising prices and rising

1 Trade and Credit, p. 83. This distinction should not be over-
stressed. Of course in theory ‘‘productive activity’’ eliminates the
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activity occur together, and wvice versa. Thus the
expansion period responds to an increase in money
demand. In fact the cycle is just a regular rise and.
fall in consumer’s outlay. The second step is con-
cretely to connect this change in consumer’s out-
lay with industrial activity. The link emphasised
by Mr. Hawtrey is the trader or middleman, Traders
hand on changes or expected changes in con-
sumer’s outlay. To meet a growing outlay they try
to replenish their stocks more rapidly than they
sell them—and vice versa for a shrinking outlay by
consumers. Now, traders’ stocks are financed by
their working capital: this capital they replenish
by sales, when they absorb cash, and diminish by
purchases, when they release cash. So when they
wish to buy stocks more rapidly than they sell—
that is, in the rising cycle—they desire more work-
ing capital: in the decline they wish less.

It is worth considering why traders prefer to use
temporary loans rather than personal incomes to
finance changes in their holdings of stocks. The
reason is that a bank overdraft can fluctuate so as
exactly to correspond to the changes in stocks
held. There is no waste. On a trader’s income there
are other claims which would conflict with the

influence of the long-period upward trend in production caused by
improved methods. But in practice it is difficult to get an exact
index of productive activity; for employment figures include the
effect of the long-period greater efficiency trond. Perhaps the
most exact description of the actual phenomenon is to say that
while the trend of productivity rises steadily the curve of actual
production fluctuates fairly regularly above and below that
trend.
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requirements of business. Also income depends on
the profits made, and these come after the holding
of stocks for which finance is required.

Whence, then, is any new finance to increase
the rate of stock-holding to be drawn? Mr.
Hawtrey says there are two possible sources.

irstly, traders may intentionally save out of their
ncomes. But if they do so, they only change the
direction of consumer’s outlay. They do not add to
it. The fall in consumer’s outlay on finished goods
will be exactly compensated for by the rise in in-
vestment in stocks. As consumer’s outlay remains
the same no increase in activity will occur.?

Secondly, the new finance may be supplied
through bank loans. As contrasted with savings,
these do create ecxtra consumer’s outlay. For
traders can increase their stocks, or release cash,
without needing to reduce their outlay on final
commodities.

The course of the trade cycle can now be summar-
ised. Activity is first stimulated by some extraneous
cause. The increase in demand causes traders to
accelerate their purchases for stock. If they borrow
from the banks to finance this increase, they release
cash. This cash reappears as added income in the
hands of those income earners who co-operate in
the increased production. But with this rise in
consumer’s income will be associated a rise in

1 May not diversion from finished to capital goods have ulterior
effects? They will certainly not be great if financed by voluntary
savings: but this point will arise later.
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consumer’s outlay. So the wheel begins to swing
round again—credit is inherently unstable. A rise
in the demand of traders leads to increased produc-
tion, therefore to increased incomes, therefore to
increased outlay, therefore to increased demand by
traders. At first, says Mr. Hawtrey, there is no
occasion for an advance in prices; for producers and
traders are making profits through a more rapid
turnover. The rise will begin when costs of produc-
tion begin to rise; and this is inevitable when plant
reaches its optimum load, and thereafter diminish-
ing returns emerge. It is worth noting that the rise
in profits through increased turnovers will stself
increase investment, and therefore make this rise in
costs inevitable if the expectation of such profits;
lasts long enough.!

It might be asked, would not the rise in prices
automatically check consumer’s outlay? This would
be so if the banks refused to finance the rise. But
under existing conditions of central-bank control
the banks are not willing to enforce restriction in
time. It pays them to lend, and if deposits are
growing they wish to lend. The traders on their
side wish to borrow to carry stocks so long as a rise
in prices is in progress: for the rise itself increases
the value of their stocks\So the increase in bank
loans will be checked only when the central bank
enforces this: that is, when the central bank ig
becoming nervous about its proportion or about

1 Compare the difficulties experienced by the Federal Reserve
Board in checking speculation in 1929.
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weakness in the foreign exchanges resulting from a
relative growth in imports. Of course this stage can
arrive only after the increase in loans has worked
out its effect. Even then forward orders would have
to be cleared off, whatever the price of loans. Thus,
since the central bank’s check comes too late, a
vicious upward spiral of productive activity is
inevitable.

TurNiNg PErIOD AND Srump.—Central-bank
action puts a stop to the growth of credit. Just as
before, only in the opposite direction, this entails a
fall in the orders of traders. They will begin to
ahsorb cash. Activity will decrcase, consumer’s
income will fall, consumer’s outlay will diminish
and traders will order still less. Producers will soon
be forced to reduce prices. But this very fall makes
traders still less willing to hold stocks, now a de-
preciating asset. So orders will fall off still more.
There is a vicious downward spiral.

Why, then, has there been approximate similarity
in the length and amplitudes of booms and depres-
sions? Mr. Hawtrey answers that the acceleration
f loans takes a fairly definite time to influence
sentral bank’s proportions sufficiently for contrac-
tion to become necessary. So long as prices do not
rise the effect on that proportion would not be
serious. Certainly more legal tendér would be
required—especially for wages. But recipients of
income would at first tend to rebuild their savings
in cash or deposit balances: for these would pre-
sumably be depleted by the previous depression.
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Thus demand would not at first increase in propor-
tion to the new purchasing power made available.
Also, so long as the price-level does not rise rela-
tively to external levels, imports will not be en-
couraged: gold will not be lost abroad. Only when
industry is working up to capacity will the rise in
prices be forced. Loans continue at an accelerating
pace. Income receivers are now more willing to
spend: the vicious circle accelerates. At this point
imports will be encouraged, gold will flow abroad,
and here the question of the central bank’s propor-
tion will arise.* This process will presumahly take a
fairly similar period to work itself out at different
times in an international gold standard system.?
The argument seems satisfactory for expansion
periods. For slumps it is more difficult. A check to
excessive lending will spread through the world.
But in slumps, depressed trade lasts Jonger than the
advent of cheap money. That is, however, rather an
aspect of the problem, why do slumps last as long
as they do? This we shall discuss later. Granted
that depression reflects falling or stagnant price-

1 The fact that if gold flows abroad it must flow somewhere,
and so increase the credit basis there, raises this awkward problem
for the monetary theory. The trade cycle occurs in all countries
more or less at once; yet the fact that the credit basis is strained
in one country implies its increase in others. Perhaps the escape
from the logical impasse is a practical one: the fact of British
control of the flow of world credit before the war, and of American
and British ‘‘duopoly’ after it. On this difficulty see Allyn Young,
Economic Problems, p. 70.

t Compare the shorter cycles of the United States. But there
internal monetary factors dominate the situation, and these will
work out their effects more quickly.
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levels, the periods taken for this fall to reach rock
bottom would be similar in length for the same type
of reason. The difficulty is rather to define rock-
bottom. Mr. Hawtrey says ‘“‘the process of contrac-
tion will eventually be brought to a dead stop when
it comes up against a hard core of unshrinkable
gold”.! But this seems almost as metaphorical as
“rock-bottom”. For after all the value of gold is
itself variable, as recent events in the United States
have shown. Perhaps here we come against other
than “monetary phenomena’.?

Meanwhile, the two pillars of Mr. Hawtrey’s
theory can be defined as follows. (1) Extra bank
credit is essential to an excessive increase in indus-
trial activity. (2) The banks could control that
excessive increase. The trade cycle is due to the fact
that the central banks do not impose the checks on
lending in time. If they did, the cycle would dis--
appear.

Mr. Hawtrey is the pioneer of modern trade-
cycle theory, His central doctrine is now generally
accepted. So far as the harmful excesses of the
swings go, if the banking system acted correctly it
could abolish them. The cure of excessive expansion
would avoid excesses of depression. In this sense
the trade cycle is a monetary phenomenon. These
further difficulties however emerge. First, can the
banking system check expansion in time—not only
as at present organised, but even as it might

1 T'rade Depression and the Way Out, 1931, p. 83; cf. New Edition,
1933, p. 102. * Cf. p. 123.
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conceivably be organised? Is enough known about
the sources of excess? And secondly, while this
remains unsolved, there also remains that practical
enigma, the slump. Has it characteristic symptoms
of its own? How can it be shortened as far as is
wisely possible? These questions suggest that some
amplifications are necessary.

2. The question ‘“Can the banks stop excessive
activity in time?”’ depends for its answer on the
reply to this further question, “Can demand rise
sufficiently to cause excess, without an increase in
the rate of credit creation by banks?”’ For the
central bank can certainly check the latter rate.
Mr. Hawtrey has always argued on the lines of this
statement: “If credit policy were based on stabilisa~
tion of the price-level (suitably interpreted) instead
of on gold reserves, cyclical fluctuations could be
eliminated altogether”. That is, regularity would
go, not necessarily fluctuations. This position cer-
tainly implies faith in the bank’s power to stabilise
the price-level (suitably interpreted!). Yet the pre-
sent cyclical depression in the United States re-
sulted on a period of stable prices there. Here,
however, we must insert the comment that ‘“‘relative
inflation” is perfectly compatible with a stable
level of commodity prices.! For if there is a rapid
advance in cost-saving methods of production,?

1 “Inflation” in view of its effects in over-expanding output;
‘“relative’’ as against the downward movement in money costs.
Cf. Haberler in Gold and Monetary Stabilisation, pp. 53-56.

* Such as actually occurred in tho United States, 1925-29.
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and if at the same time the level of such prices is
not reduced, the conclusion follows that the means
of payment must have expanded in exact harmony
with the increase in production. In such circum-
stances it is inevitable that profits, and therefore
production, will expand.

Mr. Hawtrey indeed argues that there was not
excessive credit creation by the banks.! But un-
doubtedly therc was a very rapid increase in con-
sumer’s outlay—especially on shares. What was
its financial source? There is agreement on this.
The source was simply the rapid increase in profits
due to a real increase in the efficiency of American
industry. These profits, withheld as reserves, were
reinvested via the banks in brokers’ loans: bor-
rowed by speculators for a rise (the bulls), they
forced up the price of shares. Meanwhile the banks,
far from extending their loans to brokers, were try-
ing to damp them down by higher rates. Future
earning power was thus anticipated in the prices of
shares. Mr. Hawtrey points out that there was
nothing unsound in this so far as the records of the
concerns reasonably justified the rises. But so far
as a rise in stock prices stimulates new issues un-
duly—as would normally follow, and certainly did
in Britain in 1928—a new factor arises. For new
issues do mean an expansion of consumer’s outlay
—whereas without new issues there can be no such
expansion, since every purchase of an old security
involves a sale. New issues in fact will supply that

1 Art of Central Banking, pp. 49, 50.
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jerk to the vicious upward spiral which is so danger-
ous. Even here, however, Mr. Hawtrey holds that
expansion in new issues was “‘by no means dispro-~
portionate” in the United States between 1926 and
1929.t One would like to investigate the quality as
well as the quantity of these new issues before
accepting this conclusion. But Mr. Hawtrey seems
to be leading his readers to the residual explanation
of the American crash—that it was due to the re-
strictive policy of the Federal Reserve authorities
in 1928 and 1929. Partly through alarm at Wall
Street prices, partly because of London influences,
they restricted credit too harshly and too long.
This of course reflects Mr. Hawtrey’s view that the
central banks can control the cycle, and are re-
sponsible for its aberrations.

There is, however, one possibility which recent
experience is bringing to the forefront. May not an:
excessive expansion of prices be based on increasing’
velocity of circulation? Mr. Hawtrey complains
about the vagueness of this term.2 But velocity can
here be interpreted on Mr. Hawtrey’s chosen lines
as the rate at which consumer’s outlay takes place.-
As he says, consumer’s outlay is then simply equal
to the product of velocity and the quantity of cash
(money and bank credit), or velocity multiplied by
the unspent margin. But if we remember that con-
sumer’s outlay is the force which the banks must
control if they are to eliminate the trade cycle,

1 Art of Central Banking, p. 65.
2 Op. cit. p. 106.
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then this difficulty at once arises. The central bank
can control the quantity of cash; but can it control
the velocity of its circulation?* If it cannot, it can-
not control consumer’s outlay, for instance on new
investments made from income. This argument has
been definitely accepted by an official committee of
the Federal Reserve Board, which published its re-
port in 1931. The committee recommends “that the
reserves required to be carried by each individual
bank be determined . . . secondly, on the basis of
the actual activity of the total volume of deposits
held by the bank, that is, the actual dollar volume
of charges which are made to these accounts”. In
sum adequate control must be based on velocity
also.?

As against Mr. Hawtrey’s rather guarded sugges-
tions that prices on Wall Street did not rise danger-
ously, and that crash would have been avoided
if the banks had behaved more wisely, it seems
more convincing to admit that there was over-
speculation in share prices, and that the sudden
inevitable fall in these prices, sweeping away mar-
gins as it did, was bound to spread depression.
On that line of argument we should find the basis
of the increase in share prices, which Mr. Hawtrey

1 In theory it can be argued that a central bank can cancel an
increase in velocity by reducing the quantity of credit. But the
facts are that this policy is not a recognised part of the art of
central banking, and that the technique necessary to effectuate it
does not exist.

2 The Committee refer to ‘“‘the total volume of deposits’’; but
these include consumer’s deposits.

D
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has difficulty in defining, not only in the quantity
of loans from industrialists to stock-brokers; but
also in the velocity with which these loans were
turned over by their users there. Of course the
potential velocity of such dealings is abnormally
rapid: as Mr. Hawtrey shows, speculators’ profits
depend on the rapidity of their turnover. So far
as such profits are spent on consumption (includ-
ing new issues) they will affect the consumer’s out-
lay, with the usual results. This is inflation. For
the speculative profits—added spending power—
represent nothing but exaggerated hopes. Mr.
Hawtrey himself states that “towards the end . . .
people . . . were using their resources to back
nothing more substantial than a continuance of the
good luck which had brought big gains to their
neighbours’.?

If the power of velocity is thus admitted, the
argument that consumer’s outlay can be increased
only if the banks increase credit cannot stand. Of
course a check to credit creation would also check
velocity. But the real issue is—can the central
bank correctly control economic activity so as to
avoid excess? And the answer seems to be that it
cannot, if it cannot assess the effect of one of the
terms in the equation—velocity. The central banks
must take velocity into account also, and must
control the expansion and contraction of the
quantity of cash in relation to velocity, before they-
can hope to control the trade cycle efficiently. But

1 Op. cit. p. 73.
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so far it does not appear that they have the re-
quisite knowledge.

We come then to our second problem. If our
central banks cannot be relied on to check expan-
sion at the right time, can they cure slumps more
rapidly than has appeared possible in the past?
Mr. Hawtrey is definite here. ‘“Personally, I have
no doubt that by a low bank rate reinforced by
purchases of securities on the part of the central
bank it is possible to find an escape from any de-
pression, however severe.””* He is perhaps slightly
less definite in April 1933, when he says he is
“confident that a sufficient purchase of securities
would overcome any depression, however severe”.?
Of course all he need insist on is that easy money
will reduce the length of the slump—and few
would disagree. But once a depression has become
chronic a new problem is raised, how cure it as
rapidly as possible?

There is a clear line of cleavage between the
doctors. The surgeons say cut out the excess costs.
But the danger is cither that the patient will not
submit, or that he will die of the operation. We
cannot reduce wage rates nowadays to this heroic
extent: and even if we could it is doubtful if they
could alone catch up with falling price-levels. The
physicians prescribe injections to stimulate the
drooping price-levels. Among the physicians, how-
ever, there is a minor, and not too important

1 Trade and Credit, 1925, p. 113.
2 Journal of the Royal Statistical Society, 1933, p. 456.
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cleavage, worth considering because it illustrates Mr.
Hawtrey’s point of view. He prefers to pin his faith
to flooding the banks with money. Mr. Keynes
would also have the government initiate invest-
ment through public works, in the chronic stage of
the disease. Some of Mr. Hawtrey’s objections to
such government enterprise need not be considered
here because they are practical. Of course practical
difficulties may be final at any one time; but this is
a question of immediate facts, not of long-period
policy. His theoretic objection centres in his view
that the funds spent by the government must be
either at the expense of consumer’s outlay, in which
case no extra spur to industry would be applied: or
they would be borrowed—created by the central
bank. To this creation there is of course no objec-
tion. To raise the inflation bogy, when the fact is
that the patient is almost completely deflated, is
stupid. The only way out of a pit is upward. Only
rising prices can cure an excessive slump in prices.
Achieving equilibrium on the slump level is the
blood-letter’s cure. But while both these cures are
reflationary Mr. Hawtrey definitely prefers flooding
the banks to government borrowing. Apart from
the risk of inefficient application through the State
mechanism (a risk which must be admitted), he says
that government investment has to meet the same
obstacles as credit expansion. There seems to be
this difference, however. Government does spend
the money, and once it is initially invested, it cir-
culates. This point links up with the emphasis
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previously placed on the importance of the velocity
of circulation. Of course Mr. Hawtrey argues that
if funds are sufficiently pumped into the banks they
will be almost forcibly enlisted as agents insisting
on their clients borrowing. This is true; but bankers
are fairly unanimous that with bursting bins they
cannot find borrowers. The pumped-in funds may
be used only to force up the price of gilt-edged
securities. Certainly this in turn will reduce the rate
of interest in such securities, and therefore estab-
lish a fillip to ordinary investment. But this is a
slow process. While it hangs fire there are surplus
funds awaiting investment; and it seems arguable
that the circulation of money could be forced to
influence consumer’s outlay more rapidly by a
government which applies sound schemes saved
over from the previous expansion period. Certainly,
if government expenditure on capital schemes is
slackened, the only result can be deflation.! If the
object, then, is to cure the slump as rapidly as
possible, are these two policies exclusive alter-
natives? Could they not be helpfully combined?
Government schemes need not compete with the
flooding of the banks if investment is lagging behind
the funds available. But governments must be able

1 The question of the budget is a special one. The service of
loans is of course expensive: but it would be more than met over
the course of the trade cycle by the saving through a more ex-
peditious recovery: and in theory the period of the trade cycle is a
scientific budgetary period, whercas the yearly period is purely
conventional, and unscientific. Still we must admit that the latter
is the touchstone of public confidence.
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to adjust their schemes correctly so as not to impede
private investment. The argument is perhaps suit-
ably closed with Mr. Hawtrey’s own words: ‘“The
course of my argument is by no means such as to
allow no efficacy at all to a programme of capital
outlay as a measure for relieving trade depression.
But the advantages offered by it are very limited
indeed.””*

These reflections suggest, firstly, that our banking
systems, as at present equipped, arc unable properly
to control an excessive expansion of consumer’s
outlay, especially so far as new investment is con-
cerned. And, secondly, that they cannot stimulate
recovery as rapidly as is desirable, once the in-
evitable depression has become chronic. It would
appear, then, that we require to know more about
the causes and results of excessive investment.
What are the conditions and motives which result
in excessive investment? How does it affect the
structure of industry? What rate of investment is
not excessive? These are not just monetary pheno-
mena, though they might be capable of proper
control by a monetary authority which thoroughly
understood them. In present circumstances they
must be investigated.

1 Journal of the Royal Statistical Society, 1933, p. 457.



CHHAPTER IV

RATES OF INTEREST

1. BEFORE we proceed to the wider aspects indicated
at the close of the last chapter some very interesting
developments of the monetary explanation must be
considered. British economic science owes these
direct contributions to the happy insight which has
brought Dr. Hayck to London. Our science has been
enriched by this graft on to its main stem of the
historic and acutely virile Austrian analysis. Trade-
cycle theory has especially benefited.

Dr. Hayek’s monetary contributions are con-
tained in his Monetary Theory and the Trade Cycle.
The first section is taken up with a rather sterile
examination of the other trade-cycle theories. The
main points of criticism are, firstly, that any one
of the three main theories docs not in itself offer a
self-generating explanation. This is certainly true
of the technical and psychological theories, though
not clearly true of the savings-investment theory.
Secondly, it is argued that the other three theories
are non-monetary. But this would be a valid objec-
tion only if one of these theories claimed to be the
sole explanation of the trade cycle: and this no one
of them claims to do. In fact it is little more than an

academic exercise to try to understand the present
45
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technical system or the present organisation of
saving and investment in abstraction from the
monetary system. The three have grown in organic
union throughout.!

The second line of thought in this section is more
fruitful. It is that the monetary explanation must
not be treated as merely depending on the general
level of prices—up-swing going with rising prices,
and vice versa—but that it must be grasped as
working out its inevitable actions and reactions
through the technical structure, through saving and
investment, and through business motives. In sum,
he finds the power unit, the self-generating force of
the pendulum in his “monetary system’: but the
swings take place in the actual system, and will
be accentuated by the reactions to monetary con-
ditions of investment or business motive, just as
are those of a pendulum by its physical length.
Thus any complete explanation of actual cycles
must incorporate these other forces which in-
tensify booms and depressions, once credit elas-
ticity has set the swing moving. Most theorists
would agree with this, though many would deny
that the saving-investment theory deals only with
an accentuating influence.

Yet Dr. Hayek does tend to decline into a rather
barren type of mechanical logic which only renders

1 The translation would in fact represent the situation more
truly if it used ‘‘credit system’ in place of ‘“‘monetary system”.
For it is the credit element of the money system that is regarded
as the villain of the piece. It is not always too clear just what
“monetary system’’ covers.
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more difficult the systematic combination of the
various theories. For instance he argues that ‘“‘real”
interconnections are just consequences of the
original monetary influences. But are the motives
to achieve security or to get rich quickly—the
psychological motives—just consequences of the
money system? This criticism should not, however,
be taken too seriously. For the clash of rival
theories is to a regrettable extent somewhat of a
Tweedledum and Tweedledee sham fight attribut-
able to the ineradicable pugnacity even of aca-
demic economists. It should be discounted. The
problem is rather properly to combine their positive
contributions,

2. We turn then to Dr. Hayek’s positive theory.
Note first very carefully the initial assumptions
on which he builds. These are strictly deductive.
They are hypotheses to simplify and make possible
a clarifying analysis. He starts on the norm of a
static society. This is suggested by the fundamental
trade-cycle problem—which is, “Why do the forces
which would appear to be sufficient to restore
equilibrium once it has been disturbed become
temporarily ineffective and why do they only come
into action again when it is too late?’* The forces
Dr. Hayek means here are those of the price system.
Think then of the system of price equilibria out-
lined in Marshall’s theory of value.? Where the

1 Hayek, Monetary Theory and the Trade Cycle, p. 65.
* Marshall of course did not develop his theory to the bitter end
of the trade cycle; cf. his Principles, pp. 619-20.
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supply of a commodity is face to face with the de-
mand for it in a perfectly competitive market, it
does follow that a price will continuously be fixed
at which supply is equal to demand, and at which
costs are just recovered at the margin. Over a
period of time, then, one would in these circum-
stances expect that, for instance, a fall in costs
would automatically be followed by a fall in price
per unit such as would obviate any over-rapid
increase in the means of producing the commodity.
For if prices were kept too high by some producers,
others would capture the market. Similarly, a
fortuitous increase in demand would be expected,
at the outset, to call forth an increased supply
only at a higher real cost, so that the rise in price
would equate the marginal utility of this com-
modity to the other marginal utilities. If one tries
to avoid this conclusion by saying that errors can
be made, then why should they all be made in the
same direction? There must be some influence not
present in the static system causing unanimity in
error, if error it be. In sum, it is argued that in an
economy in which money prices exactly reflect
the relative forces of supply and demand in a per-
fect market, there does not seem to be any reason
why the trade cycle should develop, or why goods
should be first under-produced, then over-pro-
duced over a period of some years.

This applies also, he continues, to the relation
between present and future goods, or consumption
and investment. For the rate of interest is just the
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price of free capital or new savings in the capital
market. If, then, for any reason future goods come
to be more valued than present goods, one would
expect the price for command over future goods,
or new savings, to rise at once in a competitive
market: that is, one would expect the rate of in-
terest to rise: and in these conditions, it would rise
just enough to render unprofitable any investment
which was not based on a true estimation of the
actual relative values of present and future goods.
In other words, the actual market rate of interest
would rise to equality with the now higher real or
equilibrium rate; and this rise in the actual rate
would be adequate to keep the values of present
and future goods in equilibrium, or to prevent the
relative over-production of either; assuming, as
we must without a sufficient reason to the con-
trary, that everybody is not in error in the same
way at the same time.

This initial assumption of the static self-equi-
librating socicty is therefore valuable in showing us
where we should look for an explanation. We as-
sume a situation in which money prices exactly
reflect the costs in efforts and sacrifices, as against
efficient desires. But what changes will occur if
we next suppose that money can be spontaneously
created, and acquired by one type of producer, for
instance capital plant producers, to extend their
operations? This of course destroys the perfect
market. The created capital is not drawn from
voluntary savings. It represents no sacrifice-cost
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as the static assumption requires. It is an expansion
blown out by the lungs of the banking system. So
far as it is unequally apportioned it would be ex-
pected to over-expand some industries, and to
destroy automatic maintenance of equilibrium.

It is on these lines that Dr. Hayek is led to
examine the elasticity of credit in modern banking
systems as the first step to showing how the trade
cycle may be caused. The second step is to see how
this credit is actually applied, and what results are
inevitable when the productive system has suffered
this credit-stimulated alteration.

Having outlined this rather beautiful example
of the deductive method in action, it seems ad-
visable to add some words of warning for the benefit
of those who are unaware of the limitations of that
method of approach. It is, of course, clear that Dr.
Hayek deduces his argument from a basic assump-
tion which, as he would agree, is quite non-
existent. Admittedly, therefore, any conclusions
cannot be regarded as really or actually explanatory
until all the qualifications necessary to transform
the assumed economy into our actual economic
society have been worked out, and fitted into the
final explanation. The danger, inherent in all de-
ductive systems, that actual conditions may be
ignored or never realised, is always present in this
approach.

For instance, in the society of static equilibrium
it is a necessary assumption that men act rationally:
they aim at as profitable business as possible. And
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they foresee the working of the price mechanism so
accurately that relative over-expansion of any type
of product cannot be persisted in. The economic
men work a mechanical price-system. The deductive
analysis, beloved of the British classical school,
runs the risks of this unduly mechanical treatment.
Now, while the psychological man of actual life
may legitimately be assumed to be shut out from
the society of static equilibrium, he is certainly in
the very centre of the actual social problem we are
studying. Yet Dr. Hayek indicates that the current
psychological theories must be regarded as external
to the economic situation itself. For they do not
show how mistaken forecasts can all be made to-
gether.! Well, this may or may not be an adequate
criticism of the actual psychological theories we
have. But, without doubt, the psychology of men’s
motives and reactions must figure in any complete
explanation of the cycle. Surely, what we want, for
our future self-expression or for security or in mere
panic, must be internal to this problem. If not, why
bother about it? Why should credit elasticity be
any more ‘“‘internal” to the economic system than
the prosaic desire to make money as quickly as
possible? In fact the former is rather a result of the
latter. Or again, we assume a static economy: we
see that in it the actual rate of interest would:
quickly adjust itself to the equilibrium rate: and
we are then apt to deduce from the obvious fact
that the rate of new savings would be kept equal to

1 Op. cit. pp. 82, 83, 84.
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the flow of new investment in such an economy that
thesaving-investment theory cannot give an internal
explanation of the cause of the cycles. In fact, how-
ever, one of the strengths of the latter theory is
just its grasp of the fact that investment is partly
motivated irrationally.

So the risk of exclusiveness in deductive theories
must be countered by a determination to fill out the
assumptions steadily until they meet the facts. Yet
one is apt to feel that for Dr. Hayek the static
system tends to be equated to the barter system—
the latter being just our system minus the nexus of
money and credit. But while you can deduce from
the assumptions of barter and economic man, these
arc certainly not the same as our system minus the
credit system. Our system would vanish into thin
air without credit. Even the static system is from
the first a fiction of the logical imagination. In it
there is no credit elasticity, and men are entirely,
if materially, rational. Which of these is the more
unreal assumption can be left to the reader.! Of
course thesc remarks are not meant to shake faith
in the usefulness of the deductive approach as a
method. As such, the intricacies of the problem
make it essential. Also the maintenance of the due
balance between inductive and deductive analysis
is beyond the wit of man. But constant caution
is necessary against accepting strictly deductive

1 These comments can be compared with the views developed
by Allyn Young in Economic Problems at p. 201 et seq., where it is
argued that ‘“‘the notion of exchange value is a derivative of the-
phenomena of price”.
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conclusions as adequate to any actual position in
the trade cycle, before all the facts of the actual
cycle have been digested.

3. Dr. Hayek, then, shows first how a price sys-
tem in which rational economic men produced and
exchanged in perfect competition would secure the
automatic correction of excess in any type of out-
put. His next step is to use this assumption as a
guide to putting his finger on the influence in the
actual system which upsets the mechanism of the
static system. The outstanding difference is the fact
that our banking systems can expand and contract
credit on their own initiative (credit rather than
money, for moncy suggests full-bodicd value in the
coins, and this would be the type of money which
could not upset equilibria even in a static system,
for it could not be created by the fiat of a bank). So
Dr. Hayek sets out to examine the ways in which
the addition of this partly arbitrary power to vary
credit will alter the working of his stationary
economy: how in fact it will cause self-generating
cyclical movements in output. Remember in passing
that while it is, of course, thoroughly legitimate thus
to add credit elasticity, yet this elasticity is not a.
basic economic fact. The urges to self-expression or
to develop the wealth of a society are the inspira-
tion of credit.

The proof that this credit autonomy of the banks
exists can be left over; it is a matter of fact. Let
us first examine the contention that if this credit
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elasticity does exist, cyclical fluctuations are bound
to.take place. Dr. Hayek’s first step takes the form
of attack; it is a negative proof on a limited front.
He shows that a stable price-level has no infallible
power to maintain equilibrium. Recent experience,
especially in the United States, has driven this
home. The wholesale price-level, there and for the
world, remained fairly steady between 1925 and
1929. But this concealed the fact that rapid over- -
investment in capital plant was taking place.* The
crux of the matter is that when technical progress
is rapid and the price-level is steady, profits will
increase very rapidly through the greater turnovers
made possible by an elastic demand responding to a
decrease in costs: and, of course, growing profits are
the incentive to excessive capital development.? In
fact, where output is increasing it is clear that, if
stable prices are to be maintained, the efficiency of
money must increase similarly. But what will be the
effect of this credit increase on the course of invest-
ment and saving?

So far as credit is created by the banks to finance
the increased output, it will not be necessary to
increase the rate of interest to the extent necessary
to elicit voluntary savings adequate to finance that
extra output. So at this lower rate of interest the

1 Cf. p. 36 supra.

2 By profits is hero meant the difference between the actual sale
proceeds and the costs borne by enterprisers including their normal
earnings (cf. Keynes’s 1'reatise on Money, vol. i. p. 124); or, in
Hayck’s sense, profits above equilibrium profits (cf. op. cit. pp.
182-3).
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rate of new investment will be greater than the rate
of voluntary saving. This simply means that the
actual rate of interest will be kept below the equi-
librium rate by the bank creation of credit; meaning
by the equilibrium rate that rate of interest neces-
sary to elicit voluntary savings sufficient to finance
the new demand for future goods. Of course in the
static society, the fall in prices which would be
caused by increased savings would prevent profits
over the normal, and over-investment. But in times
of rapid technical development, it is quite possible
to have continuing over-investment, even with
stable prices, assuming the power to create credit.
For the creation of credit renders extra voluntary
savings unnecessary, and therefore avoids a fall in
prices. And the increase in profits arising from the
more rapid turnovers rendered possible by technical
advances, affords a basis for and an incentive to
over-investment even with stable prices. This then
is quite compatible with the maintenance of stable
wholesale and retail price indices by the banking
authorities during the up-swing of the cycle. The
further actions and reactions will be followed up
later. Meanwhile it should be noted that output
fluctuations are demonstrated to be a surer measure
of the trade cycle than the usual price indices.!
The central position of the rate of interest in
this theory should be pondered over. Interest is

! Though it may be remarked that the gold standard was not
working according to the vaguely so-called rules of the game in
1925-29.

E
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regarded as the measure of the superior valuation
put on goods in the present as against goods in the
future. The savers require this payment to induce
them to save up to the marginal position in the
capital market. The investors find it just worth
their while to pay for this amount at this rate at
the same margin. Interest through time is therefore
the measure of the changes in relative value be-
tween present and future goods. Its level will con-
trol the proportions in which resources are divided
between fixed capital, intermediate goods and final
goods: and there must be an ideal or equilibrium
rate of interest, perhaps visible only to the eye of
faith, at which there will be no tendency for re-
sources to be diverted from the production of
future to that of present goods, or vice versa. Such
a rate of interest will in fact divide new savings be-
tween the production of future and present goods
in such a way that the marginal net products from
the two types of investment will be equal in value.
In other words this rate of interest maintains
equilibrium between the production of future and
present goods: and also, therefore, between the
amount saved and that spent out of incomes. But
if the actual rate of interest can be manipulated by
the banking system, over-expansion can be readily
explained by this interference in purely competitive
pricing. If, for instance, it can be shown that the
banks, by their power to create credit out of thin
air, can reduce the price of capital below what it is
worth, clearly more will be used than if this power
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did not exist. So the power of the banks to expand
credit and reduce the cost of investment naturally
links up with the accepted fact that fluctuations in
output concentrate mainly on capital goods. This
subsidy explains their over-expansion satisfactorily
enough.

4. Tt is next advisable to examine the technical
facts as to the banks’ power to expand and contract
credit, and to define the course by which expansion
proceeds to excess and crisis. Mr. Hawtrey has
stated the main trend of monetary events. But
we shall find that Dr. Hayek adds some useful
amplifications and stresses; for instance as to the
inevitability of over-expanded credit, where mem-
ber banks are autonomous; and as to the inevit-
ability of a lag of the actual behind the equilibrium
rate of interest in such a system. Thereafter, a com-
plete explanation would involve the explanation of
crisis and over-contraction, and especially of the
incvitable self-generation of succeeding over-expan-
sion and over-contraction.

The technical proof of Dr. Hayek’s monetary
theory depends on showing that elasticity of credit
is a factor immanent in any system of free enter-
prise where a central bank is only the central body
in a system of partly independent joint-stock satel-
lites. We have to show how, with our independent
joint-stock banks, it is inevitable that credit
will be increased beyond the amount necessary
to secure that the costs of investment will be
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recovered: or, in other words, that during a growth
of trade activity the actual rate of interest will in-
evitably be kept below the equilibrium rate. The
facts on which this rests are, firstly, the fact that
we have several autonomous competing banks with
the power to increase their loans to producers:
secondly, the fact that the aim of these banks is
to make profit for their shareholders: and thirdly,
the fact that loans advanced originally by one bank
create deposits in other banks, which in turn pro-
vide a solid basis for expansion by these other
banks. Y.

The thir}l fact requires demonstration: for it
shows how credit can grow like a rolling snowball,
without disaster, until the central bank steps in the
way. It is the fact made vivid by Mr. Keynes’s
description of the banks advancing without dis-
comfort so long as they keep in step.

Suppose the Bank of England acquires £1,000,000
in gold under gold standard conditions. The seller
of the gold will have his deposit with his bank
increased by £1,000,000: and he gives his bank
in return the cheque in his favour by the Bank of
England. Thus his bank will find itself with an
increase of £1,000,000 in its deposit liabilities, and
£1,000,000 in new cash reserves. This bank will
therefore be in a position to, and will normally,
increase its loans. Now if we assume a banking
system (in effect like our own) in which there are
five member banks of approximately equal strength,
the original bank will lose on the average four-
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fifths of its new cash at the clearing, as the average
proportions of the new loans it has created are
gradually paid away to accounts with the other
banks. So we can isolate a position in this expanding
loan process at which each bank has increased its
liabilities by one-fifth of the new cash and each
bank has possession of one-fifth of the new cash.
Clearly at this position the stage is set for a new
expansion of the same kind: the same with this
difference, that from this position on there is no
need for cash to pass at the clearing, if cach bank
cxpands its loans at the same rate. For then the
increased liabilities between them will cancel out.
So, in fact, the snowball continues to expand until
the total new loans granted by all the banks have
grown to ten times the amount of new cash.

But will not the member banks’ proportions act
as an adcquate check to excessive expansion of
credit, such as occurs in a cyclical boom? Dr.
Hayek is especially suggestive when he deals with
this argument. He states bluntly that “the key to
this problem can only be found in the fact that the
ratio of reserves to deposits does not represent a
constant magnitude, but, as cxperience shows, is
itself variable”.! He considers a situation in which
the demand for capital has increased—that is, one
in which the equilibrium rate of interest has risen.?
This means, of course, that a greater amount of
capital could now be lent at the old or actual rate
of interest than could previously. And he points

1 Op. cit. p. 170. * Op. cit. p. 168.
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out that the member banks will be eager to lend
more at the actual rate of interest, even if this in-
volves a loss of reserves; for, before the increased
demand arrived, they would have had to reduce
their rate of intercst to lend more. Further, he
gives sound explanations of the fact that the actual
rate of interest does not rise at once with the new
rise in the equilibrium rate. For each bank will feel
that if it raises its rate it will just lose its customer
to its competitors. In addition to being willing, it
is in fact forced by the fact of competition to lend
at the existing or actual rate. We thus arrive at the
position, just examined, at which one bank begins
an expansion of credit and all the others inevitably
join in. Finally, Dr. Hayck suggests that where
there is an increased demand for capital the risks
the banks run by lending are reduced: for losses
diminish as the cycle expands: so that the old re-
serves will provide greater security.

Perhaps one can bricfly add some commonplace
reasons explaining how credit power can expand
in such circumstances. Firstly, there is the factor of
the increased velocity of money. Solong as this is not
taken into account by a banking system in the en-
forcing of its legal proportions, the explosive power
of credit is not under complete control. Secondly,
the member banks can vary the proportionate dis-
tribution of their assets, so as to effect a reduction
in their deposits, or an increase in their cash. De-
posits can be decreased, so far as securities are sold
by the banks to the public: and in view of the large
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holdings of securities by banks in times of depres-
sion (larger proportionate holdings than the banks
desire), this course is liable to be adopted as revival
gathers speed. Advances will tend to take the place
of securities in the banks’ assets, as the revival
proceeds. Cash reserves can also be supplemented
by a reduction of loans to the money market. If
the Bank of England fills the gap, and does not
raise its rate, no check to credit expansion takes
place.

In sum, perhaps the arguments have sufficed to
establish the fact that under present conditions an
increase in the creation of credit, once it has been
started by an initial increase in demand, can go on
indefinitely, so long as the central bank does not
disapprove, and so long as the demand for cash
from the public does not force the Bank to check
the expansion. Dr. Hayek in fact supports Mr.
Hawtrey’s view that the signal from the central
bank comes too late. But he adds analyses of far-
reaching suggestiveness. Especially, he explains why
the expansion is inevitably accompanied by a lag
of the actual rate of interest below the equilibrium
rate. If this lag is immanent in the present competi-
tive structure of the banking system, it goes far
towards explaining the expansion and crisis portion
of the trade-cycle curve. And, as fortuitous in-
creases in demand can be expected to arise at some
point in every slump, it helps to explain why slump
is bound to develop through recovery into excess
once more.
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5. At this point a general picture of the process
of expansion will help to define the outline explana-
tion offered by the ‘“Additional Credit Theory of the
Trade Cycle”, as Dr. Hayek calls it.* The starting
point is that member banks can and, in fact, must
expand credit on the arrival of some fortuitous
factor causing a rise in the demand for capital. This
follows from their competitive nature. Further,
they must so expand credit at a rate of interest
which lags behind the equilibrium rate, the latter
having of course risen owing to the rise in demand.
Thus while the value of future goods has in reality
risen relatively, the price charged for the means of
producing them has not been raised by the banks.
So an artificial stimulus is applied to the expansion
of capital goods. This will continue so long as the
actual rate of interest is below the equilibrium rate,
or so far as demand for capital is met by credit
creation and not by voluntary saving. But, as Mr.
Hawtrey has shown, the time must come when
the reserve ratios of both central and member
banks arc threatened by the increased holding of
cash by the public. For this holding will grow
steadily as the credits created percolate gradually
through the ecxpansion of investment into the
pockets of earners. At this point, then, the rate of
the creation of credit must be checked.

It follows that if the rate of new investment is to
be maintained, the only method of filling the gap
caused by the banks is to increase the volume of

1 Op. cit. p. 177.
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voluntary saving: and this can be done only by:
increasing the actual rate of interest. But this in
turn involves that some of the schemes started on
the basis of the lower interest level will be rendered
uneconomic. For the increase in voluntary savings
will be reflected in a tendency to lower prices for
consumption (or present) goods: and therefore in a
relative rise in the cost of producing capital (or
future) goods. The disequilibrium between the price-
level of present goods and the costs of future goods
isrevealed. It necds only the spread of a bankruptey
epidemic to start crisis and liquidation.
Theaboveseekstobenomore thananoutlinein the
broad of the contribution which monetary theory,
according to Dr. Hayek, can offer to the problem.
The further filling of the picturc must be left to the
next section. But perhaps this sketch can be made
more vivid if it is contrasted with a system in which
there is no possibility of autonomous credit creation.
In the latter, when the demand for capital increases,
the only way in which adequate voluntary savings
can be elicited will be to raise the actual rate of
interest. The actual rate must thus continuously
and automatically coincide with the equilibrium
rate; and any tendency to the excessive production
of future goods will be immediately corrected by
the rise in the cost of producing future goods as
against the value of present goods, in response to
the rise in the rate of interest. At the new actual
(higher) rate of interest only that amount of future
goods will be produced which the lower relative
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price of present goods justifies. And this position is
a stable one. To put it in another way, any tendency
to excessive capital production developing from the
increcased openings for capital will at once be
checked by the increased cost of investment. This
society can increase investment only up to the point
at which the expected marginal return is equal to
the marginal costof the savings that must be evoked
from voluntary savers. As the return falls and the
cost rises, a new equilibrium is therefore immedi-
ately established at a new rate of interest. It is just
Marshall’s perfect market.

Contrast this system of automatic equilibrium
with actual conditions, in which a lag of the actual
behind the equilibrium rate of interest is inherent.
In the latter, over-production of capital goods
appears as inevitable: and we have established a
firm explanation of that relative over-production
of future as against present goods which is generally
admitted to be the essential ingredient in the vicious
trade-cycle expansion phase.

In sum, then, Dr. Hayek demonstrates the effects
of elasticity in credit provision by showing how it
stultifies the automatic reassertion of equilibrium
by an cquilibrium rate of interest. Whereas in static
conditions a price for capital must emerge which
will keep in equilibrium the prices of present and
future goods, the autonomous ability to expand (or
contract) credit acts like a subsidy (or tariff) on
future as against present goods; with this unique
characteristic, however, that the subsidy must
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suddenly be withheld. Then tension or crisis is
bound to emerge. When we fill in Mr. Hawtrey’s
description of the central bank’s obligation to call
a halt to expansion with Dr. Hayek’s analysis, we
have a fairly complete diagnosis of the causes of
expansion and crisis, and of the need to liquidate
the mushroom growths which the crisis exposes.
But we cannot yet account for the long-drawn-out
nature of depression. Dr. Hayek thoroughly rcalises
this. His explanation is contained in his major and
more typical argument. In Prices and Production he
proceeds to consider the repercussions of this lag
in the rise of intercst rates during expansions on
the structure of real capital. This analysis we must
next examine.



CHAPTER V

CAPITAL STRUCTURE

1. IN Prices and Production it is argued that the
excessive creation of credit stimulates an over-
development of capitalistic production. Production
becomes more roundabout than can be supported
by the rate of growth in the prospectiveness or
savings of even a steadily progressive community.
Thus the equilibrium between the prices of present
and future goods is destroyed. Means of producing
future goods are artificially cheapened by the lag in
the rate of interest, and this leads to their relative
over-production. When artificial credit creation
ccases and consumers resume their spontaneous
rate of saving, the stimulated flow of final goods
cannot be profitably sold. This means that there has
been an excessive creation of plant, and that labour
and intermediate goods have been excessively
combined with this plant. The depression cannot
end until this lop-sidedness has been corrected;
and this must be a slow process. Dr. Hayek
says the cure can arrive only through production
becoming less capitalistic—less roundabout. This
we shall have to examine thoroughly.

At this point we may note that Dr. Hayek is
here applying to the explanation of the trade cycle

66
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the characteristic doctrine of the classical Austrian
school as to the nature of capital. It is therefore
interesting to remember that Bohm-Bawerk does
not develop the doctrine of roundaboutness within
the limits of, or in connection with, the short
period. He does not suggest that production be-
comes less roundabout in short-period depressions;
he is not considering the short period. His concern
is with the long period. Of course this is not in
any sense an argument against Dr. Hayek’s asser-
tion that production must become less roundabout
if equilibrium is to be restored and depression
cured. But it does point to the need to analyse
the assertion in relation to the facts.

This doctrine of over-roundaboutness is de-
veloped by what we may call the theory of stages
in industrial production. Each final good has a
period of production from the first investment in
its raw material up to its finished state. This period
can be regarded as divided into successive stages.
At present we may accept the apparatus of these
stages as a method of analysis, like a scientist’s
experimental scaffolding, thinking of them as ab-
stract equal divisions of time. What they may mean
concretely we shall consider later. On this assump-
tion we can proceced to examine the phases of the
cycle.

2. EXPANSION.—Again we start with the assump-
tion of a society in equilibrium. But here Dr. Hayek
emphasises a development of this assumption



68 THEORIES OF THE TRADE CYCLE CHAP.

—that in this society there are no unused re-
sources. We must remark, by the way, that this is
a condition remote from reality, if we are consider-
ing an actual society in time of depression; and that
to complete the investigation the assumptions must
be removed until the facts take their place; and the
deductions from these removals must be drawn.
Dr. Hayck’s justification of his method is that we
must assume an absence of unused resources if
we are to assume a static equilibrium, for idle
capacity would entail disequilibrium: in the static
economy they would not be produced. The auto-
matic price system sees to that. And he rightly
insists that we must build on the static hypothesis.
In sum, if we grafted idle capacity on to the
original assumption—the static system—we would
be building on a contradiction. We must either
assume that there are no unused resources or we
must deny ourselves the aid of static economic
reasoning: and that really means the denial to the
economist of his most fruitful method.

We begin, then, on the position, described in
Monetary Theory and the Trade Cycle, in which,
owing to credit creation, the actual rate of interest
lags behind the equilibrium rate. In such circum-
stances it is possible to extend the roundaboutness
of production—or to lengthen the period of pro-
duction. This can be vividly, if perhaps inexactly,
explained if one thinks of what a rate of interest
means. A rate of 4 per cent. can be otherwise ex-
pressed by saying that an annuity of £4 costs £100:
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and this is just the same as saying that the price
of any annual sum is 25 years’ purchase (4 x 25).
Similarly, at 5 per cent. the price of an annual sum
is 20 years’ purchase. The change involved, then,
by a rise from 4 per cent. to 5 per cent. simply
means that the period for which lenders are pre-
pared to wait for the return of their capital has
fallen from 25 to 20 years. This in turn means that
in these circumstances borrowers should recover
borrowed capital in 20 as against 25 years. In
other words, when the rate of interest rises they
must shorten their period of repayment, or increase
their rate of depreciation, and wvice wversa. Dr.
Hayck therefore argues that when the equilibrium
interest-rate rises the equilibrium period of pro-
duction shrinks, and wvice versa. In fact, with the
lag of the actual behind the equilibrium rate of
interest, the period of production is expanded too
rapidly, and has to be painfully and too slowly
diminished in the slump. I have some difficulty in
interpreting the meaning of Dr. Hayek’s last step
as to the contraction of the period of production—
but this will be discussed later.

Granted, then, that a fall in the actual rate of
interest will cause an increase in the investment of
capital, which, being able to look further ahead,
can become more roundabout: it follows that if the

! It may, however, be remarked that tho fact that the period of
production is too long to permit of prosperity relative to slump con-
ditions does not necessarily involve a change in technical methods.

It only involves writing down the capital value of concerns, by
liquidation if necessary, and so reducing costs.
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actual rate at any time lags behind the equilibrium
rate production will become too roundabout for
equilibrium to be maintained. Resources will tend
to flow more towards those stages of production
nearer the beginnings of the productive process,
and away from those stages nearer the finished
product. This is the only way in which investment
for the future can be increased. In practice the
division of labour will be pushed further; new or
more specialised methods, like electric welding, will
be developed; or larger plant suitable for a greater
turnover will be laid down. These changes can be
effected only by increasing the flow of inter-
mediate goods—labour power and materials—
towards the initial stages of production; and dimin-
ishing the flow previously employed in the stages
nearer the outflow into consumption. This transfer
is inevitable if we assume there are no unused re-
sources. Now, as Dr. Hayek points out, credit
creation, resulting in a lag in the actual rate, will
bring about this transfer through an appropriate
change in the relative price-levels of future as
against present goods. When producers are pro-
vided with credits their demand will increase re-
latively, and they will draw factors of production
towards the creation of capital plant: this will in-
crease roundaboutness because at the lagging rate
of interest the increase is profitable. Similarly,
forced saving! will render the production of final

1 That is, saving imposed by a rise in prices on thoso whoso
incomes do not expand proportionately with the rise in prices.
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goods relatively less profitable. Thus as long as the
rate of credit creation continues, the production of
more roundabout plant will continue. And when
credit creation slackens or stops the economic
system will be saddled with plant which depends
for its profitable working on the continuance of an
artificially lowered rate of interest. To revert to
our former example of an actual rate of 4 per cent.
when 5 per cent. is the equilibrium rate; the plant
has been constructed on the basis of its capability
to recover its capital value in 25 years. It can not
be profitable if 20 years is all the prospectiveness
the equilibrium rate of interest will justify. When
credit creation ceases, and the actual rate rises to,
or above, the equilibrium rate, this situation will
be unmasked.

3. Tue Preak TurNiNGg PErIOD.—We have rein-
terpreted the monetary reasons for the turn in the
production curve. We have now to re-state this
argument in terms of real capital developments.
Remember that in a static economy a rate of in-
terest simply measures the discount on future as
against present goods. At that rate the values of
future and present goods are held in equilibrium.
If, by credit creation, the rate is actually lowered
below the equilibrium rate, the production of future
goods will be excessively stimulated. If this support
is suddenly withdrawn, we must expect that the
natural demand for future as against present

goods, which existed before the credit creation, will
F
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reassert itself. Assuming the static society then,
when the artificial credit inflow stops, the demand
for future goods relative to present goods will fall.
Labour and materials will be diverted from the
lower stages to the stages nearer the final com-
modity—either to this or to idleness. If we assume
that there are no unused resources (a legitimate
assumption at the peak), this will mean that the
more elaborate plant which sprang up in the ex-
pansion period will be bereft of its necessary supply
of intermediate goods. So far as this happens, it
will be forced to close down; or will have to under-
take liquidation of capital charges, if it tries to
pay the increased cost of attracting its necessary
material.

One can put this another way. We start with the
static economy. In it there is a certain prospective-
ness determined by the extent to which people are
prepared to sacrifice the present to the future. It is
measured by the equilibrium rate of interest. If
credit is created, this balance, which is based on
actual economic preference, is upset. The injection
makes it worth while to produce for a more distant
future, and imposes abstinence on consumers. If
the credit creation suddenly stops, we should expect
that, with the consequent fall in prices, the old level
of prospectiveness will reassert itself. The demand
for present goods will resume its former relative
strength; and those investments which depended on
an artificially increased demand for future goods
will be revealed as unprofitable. For people are not
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voluntarily willing to save as much as these more
roundabout methods require for profitable working
over the longer period of production.

These arguments do help us to understand why
the depression is such a long and painful proceeding.
If it be true that in depression the excessive round-
aboutness of actual productive methods must be
corrected, and that less roundabout methods must
be substituted, onc can in fact be pardoned for
wondering how recovery can ever take place. For
roundaboutness seems to depend on technical
arrangements in industry. A reorganisation of these
would require so many surgical operations that the
death of the patient seems more likely than his
convalescence. However this criticism’s justifica-
tion depends on the interpretation which is placed
on the doctrine of stages; to which we shall turn in
a moment.

Meanwhile, we may remark on the Spartan treat-
ment, which follows from Dr. Hayek’s analysis, as
the only road to cure. Clearly a recrudescence of
producer’s credits will only restart the vicious
circle.! So long as excessive roundaboutness exists
they can only serve to support and expand the
excess. The sole remedy is to bring the level of
roundaboutness once again into harmony with the
rate at which people are prepared to save volun-
tarily. It would seem that this can be achieved only

1 The argument that an increase in consumers’ credits will also
cause disequilibrium will bo found in Prices and Production, p. 81

et seq.
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by a reduction in costs and a painful process of
liquidation, until the time arrives when a sufficient
turnover can be produced from the existing plant
and sold at a remunerative though lower price. No
wonder the time is long, the way painful. But even
this latter interpretation is probably a gloss on
Dr. Hayek. It depends, once again, on how the
theory of stages is understood. So much then for
exposition. We turn to a more critical examina-
tion.

The essence of Dr. Hayek’s theory is the applica-
tion of the Austrian theory of the function of
capital to explain the trade cycle. Bohm-Bawerk
shows how an increased flow of real resources to-
wards the more remote stages of production is
necessary if the system s to provide more adequately
for the future.! This diversion implies that people
arc more willing to defer their consumption than
they were before it took place. The doctrine is
thoroughly convincing if we are trying to under-
stand how capitalist production develops over the
long period: for over that period it implies also that
the present will be steadily more fully provided for
as previous investments fructify. We can also see
that this more capitalist production can and does
develop too rapidly in the boom of the short period.
But the idea that production becomes less round-
about in the short period, that the number of stages
decreases, is more strange to us. Yet we must con-
struct a clear picture of what this can actually

1 Positive Theory of Capital, ch. ii. (Smart’s translation).
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mean, if Dr. Hayek’s theory is to become distinct,
and is not to remain vague.

4. INTERPRETATION OF STAGES IDEA.—The first
natural interpretation is that division of labour or
the technical stages of production increase in booms
and decrease in depressions. This is the “natural”
view because in economic development, as Bohm-
Bawerk shows, this development of specialisation
is just a technical fact of history, to be accepted as
such. “The fact that a greater product is obtained
by methods of production that begin far back is
essentially a purecly technical fact, and to explain
questions of technique does not fall within the
economist’s sphere.”* Greater roundaboutness
simply means greater specialisation—at least this
is its most significant meaning in the long period.
But we must face up to this question: do the tech-
nical stages of production decrease, like the curve
of a folded fan, in depressions. So put, the question
must be answered in the negative. As a general rule,
technical specialisation is not reduced. In depres-
sions we do not find that more efficient methods of
production, more efficient machines, are replaced by
less efficient methods and machines. The develop-
ment of the application of electricity to industry
grows steadily even in these bad years, though it
grows more slowly. What we do hear of is liquida-
tion. Capital is written down, or plant is sold up,
until money costs are sufficiently reduced to make

1 Op. cit. p. 20.
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the working of the same plant profitable. During
this process much plant will have to remain unused
or only partially used. And at the same time the
relative increase of savings will be tending to pull
down the actual rate of interest towards the lower
equilibrium rate. This is one road to recovery among
others. Also a stimulus is given to cost-saving in-
ventions, rather than to inventions creating new
utilities, which are more germane to the expansion
periods. The period of depression is just the period
in which thisliquidation is with difficulty proceeding.
For men admit losses unwillingly, especially if credi-
tors and debtors are of different nationalities. Until
liquidation is accomplished, however, the effects of
the over-rapid expansion of plant continue to
operate: it cannot then be profitably worked in view
of its money costs and of the money demand for its
products. So we must conclude that the technical
steps in production are not reduced in slumps. In
fact, surely the costs of this type of reduction would
be quite prohibitive; for the whole organisation of
raw materials and labour have been fitted into
the previous scheme.

It is not, of course, denied that adaptations to a
fall in demand during depressions may take the
form of a reduction in the division of labour. For
instance, some employees may be dismissed, and
those remaining may have to undertake more
varied, less specialised work. What is denied is that
there is any general reversion to less efficient tech-
nical methods as the depression proceeds, and that
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depressions can be cured only by such a reversion.
In fact, firms do not as a rule replace their existing
plant by less efficient processes. Over-capitalised
firms may, of course, go out of business altogether,
or may close down the less remunerative branches
of their trade; and many of them carry on during a
slump without recovering their total costs. But the
cure to this situation on the supply side, both in
theory and in fact, is a reduction in money costs,
partly by necessary liquidation, partly by greater
productive efficiency—not a reversion to less
efficient technical methods. It is against the latter
interpretation of the stages idea that the present
argument is directed.

There is, however, a different line of exposition,
which is not perhaps too clearly distinguishable in
Prices and Production from the possibility of elas-
ticity in technical stages. Dr. Hayek also shows that
in expansions the average period of production per
unit of goods expands, in depressions it contracts.
We can take as our norm a community which relies
for its capitalist development only on voluntary
savings. In that case the flow of intermediate goods
to the various stages of production will be deter-
mined by the actual relative preferences (or price-
levels) for present goods as against goods maturing
in the future. In other words, the length of the
average period taken by a unit of commodity to
traverse the stages between first investment and
final sale will be determined by the extent to which
people are actually prepared to defer present to future
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consumption, or are prepared to save. The length of
the future period for which they are prepared to
save to-day determines that of the period of produc-
tion: and also secures that the goods will sell at
their equilibrium prices as they emerge from the
production process. Thus, inadeveloping community
held in continuous equilibrium, the flow of resources
to each stage will be regulated by the equilibrium
rate of interest, which is also actual. But if in actual
expansions the rate of interest is kept artificially
below the equilibrium rate the flow of resources
towards the lower stages of the production period
will be increased relative to the flow towards the
more final stages. And it is easy to see that this
involves a lengthening of the average time taken
by a unit of commodity to pass from its origin to
its apotheosis. There will be more goods in a less
finished state and less goods in a more finished
state. So on the average each unit must take longer
to achicve completion. Similarly, if in depression
the actual rate of interest tends to be above the
cquilibrium rate the flow of resources to the more
remote processes of production will be reduced
relative to that to the stages nearer consumption.
And the time taken by each unit to traverse the
process will be reduced.

Now, this is just the line of thought which Dr.
Hayek is developing when he shows that, when
credit expansion is proceeding, non-specific goods
will move from the more final stages to the more
remote stages; and vice versa when the actual rate
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of interest rises above the equilibrium rate. This
process is quite reconcilable with the view we have
advocated that the actual technical stages do not
contract with depressions. All it means is that in
expansion the turnover of the stages nearer the
raw material will increase relatively, in depressions
it will fall off. And this is also in harmony with the
accepted fact that the output of the capital indus-
tries develops over the long period by a series of ups
and downs, the trend being upward; whereas the out-
put of consumption-goods proceeds by a series of
steps; first expansion, then a fairly level output
during depressions.

How then does the explanation of the trade cycle
take shape if we consider inadequate the suggestion
that the technical stages of production increcase
then decrcase: and interpret it through the view
that in expansion the average period of production
grows, whereas in depressions it contracts? We will
then hold that the very rigidity of the technical
stages is one of the main causes of our troubles.
We cannot go back to less efficient technical stages.
If we could suddenly do so we could certainly cure
unemployment. But the cost would be quite pro-
hibitive. It would be reflected in the standard of life.
The only alternative is to recrcate conditions in
which the cxisting plant can pay its way.

We shall therefore interpret the elasticity of
stages doctrine as meaning a period of production
which at first exaggerates, later inevitably under-
estimates the natural prospectiveness of a society.
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Instead of postulating varying technical stages we
shall reckon with the fact that, through credit ex-
pansion, expectations grow, and plant is created to
cope with these artificially increased turnovers.
When the credit support is withdrawn, the flow of
resources to the lower stages of production slumps
suddenly. The turnover of the output of new plant
is disastrously reduced. Any new plant produced
represents, be it noted, the turnover of a lower
stage of production. It is therefore revealed that
the scope of plant has outgrown the demand at
which its output can be profitably sold: it has out-
grown the equilibrium demand, and still more the
slump demand, weakened by losses in the capital
industries. Oncosts per unit at the expansion
capitalisation are too high. The only remedy is
reduction of cost per unit by cost-saving invention,
or by writing down capital. This must proceed at
least until the equilibrium demand for future goods
can be economically met. The primary phase of
trade depression will then be a period of neces-
sary liquidation; necessary reduction of costs until
adequate turnovers can be economically produced
from the existing plant at the price which actual
unsubsidised demand determines. This need for
financial liquidation and for the adequate supply
of cost-saving reorganisation is a sufficient positive
ground for the long and painful nature of slumps;
without also positing the need for almost im-
possible surgical operations such as the reduction
in technical stages would involve.
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It is not of course suggested that anything has
been added to Dr. Hayek’s exposition. The diffi-
culty is rather that he seems to suggest both inter-
pretations of the stages at different times.! The in-
terpretation adopted here is that Dr. Hayek means
by his elasticity of productive stages simply a
change in the relative flows of resources—the re-
lative amounts applied—between lower and higher
stages of production—or more simply, a change in
the average production period, in expansions above,
in slumps below the equilibrium production period.?
On this interpretation the doctrine of stages is
merely an abstract division of the process of pro-
duction, which is convenient for expository pur-
poses. The equal stages of the famous diagram? are
apt to give one the impression, so prone are dia-
grams to misinterpretation, that technical stages
are meant. Yet there is one reason for insisting on
its inadequacy. For is it not likely that the drastic,
almost grim, view of the cure for over-expansion
taken by Dr. Hayek is partly influenced by the
failure completely to dismiss the assumption that
technical stages must be reduced in periods of
slump?

It may here be remarked that Bohm-Bawerk

! Compare Prices and Production, pp. 82, 83, and the definition
of the “over-shortened process’ with the account in ‘“The Paradox
of Saving”, Economica, May 1931, p. 152.

2 Quotations supporting this view can be found at Prices and
Production, p. 66; ‘“Paradox of Saving”, pp. 147, 152, 155. In fact
our statcment only reproduces these.

3 Prices and Production, Lecture II.
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quite definitely conceives of his stages as tech-
nically determined. “Every lengthening of the
roundabout process is accompanied by a further
increase in the technical result.”’* He uses the idea of
stages constantly in his famous chapters on the
functions of capital.? But while “‘stages and degrees
in capital” are for him technical, they are also long-
period factors; and he does not suggest that tech-
nical stages ever decrease in fact, though he makes
this avowedly abstract assumption for purposes of
argument.? What may decrease is the relative
volume of investment at the lower stages of capital-
ist production. This quotation, though long, admir-
ably summarises his doctrine. ‘““The length or the
shortness of the process, its extension or its curtail-
ment, is not to be measured by the absolute dura-
tion of the period that lies between the expenditure
of the first atom of labour and the last—otherwise
the cracking of nuts with a hammer which might
chance to be made of iron brought from a mine
opened by the Romans would perhaps be the most
‘capitalistic’ kind of production. Nor is it to be
measured by the number of independent inter-
mediate members which the production process
embraces—otherwise when, by means of the three
intermediate products, twig, lime, and bird-lime,
a boy catches birds on the same day as he com-
mences making these three forms of capital, his

1 Op. cit. p. 84; cp. p. 75 supra.

2 Positive Theory of Capital, Books I. and II.

3 Cf. op. cit. p. 111. The article in tho Quarterly Journal of
Economics, January 1896, will also be found interesting.
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bird-catching would be more capitalistic than the
far-back labour of the miner who devotes years to
the sinking of a shaft. But it is to be measured by
the average period which lies between the successive
expenditure in labour and uses of land and the
obtaining of the final good.””?

The point may have been laboured. But em-
phasis has seemed necessary, because it helps to
explain the sharp cleavage between Dr. Hayek and
Mr. Keynes as to the proper remedy for depression.
In Dr. Hayek’s view we must just wait until bitter
experience and inventiveness have reduced costs
sufficiently to restore equilibrium: certainly a long
process if it involves a regression to less efficient
technical methods. He does not appear to envisage
a secondary phase of coma, for which much evidence
can be found. Therefore he gives no support to
policies of stimulated investment in this stage, as
Mr. Keynes does. Increased credits, either to pro-
ducers or consumers, can only increase disequi-
librium so long as the enlarged capital industries
cannot produce economically. But is there not a
secondary phase of depression when output is sub-
normal not just because liquidation has not pro-
ceeded far enough, but because demand is sub-
normal owing to the effect of the liquidation process
on the prospects for new investment? This possi-
bility will be examined when Mr. Keynes’s views are
considered. But it is worth adding that if this
secondary phase is established, we must remove one

1 Op. cit. p. 90.
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of Dr. Hayek’s assumptions if we are to explain the
facts. For at this period of the cycle there is no lack
of unused resources: though the assumption is valid
enough at the height of the cycle. And unused
resources imply inadequate demand, relative to the
full working of existing plant, and to adequate
prospects for future investment.

5. Perhaps clarity may be served by an attempt
to define the distinction between the two successive
phases of depression. Dr. Hayek shows admirably
the necessity for liquidation: and this process may
be taken as the characteristic of the first phase. But
no depression will be cured by mere liquidation. It
is also cssential that new investment should return
to equilibrium with current voluntary savings. But
does not the very process of liquidation itself pro-
duce economic conditions in which it is excessively
difficult to rc-establish this necessary equilibrium
between current savings and new investment? Con-
sider the conditions that develop in the first phase.
The losses made in the lower stages of production
will cause the demand for capital to fall below the
supply: the average period of production will
diminish below its equilibrium length: voluntary
savings will harden into bank balances: their social
uses will evaporate in a lowered velocity, or if they
take the form of company reserves, in financing
losses. The slump in the demand for capital will
have caused the actual rate of interest to rise above
the equilibrium rate suitable to the new conditions.
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Price-levels, in view of the excess of saving over
new investment, will be falling. And there will be
no lack of unemployed resources. Without mention
as yet of the dynamic of psychology, are not these
conditions definitely antagonistic to the emergence
of that new investment which alone can take up
current savings, and which alone can perform the
social service of employing social resources? At this
stage there is no question of the more final stages
of production stealing non-specific goods from the
primary stages: for free resources are there.

It therefore appears that there is a point in
depressions at which some stimulus to new invest-
ment is socially desirable. Of course there is the
obvious practical dilemma. Liquidation of excess-
ive costs must procced sufficiently, yet new invest-
ment must be stimulated. How can you stimulate
the new investment, and yet avoid checking the
liquidation before it has gone as far as it must?
Still, this practical dilemma does not obviate the
theoretical necessity to distinguish the two phases of
slumps. For if we just wait until costs of production
from -existing plant are sufficiently reduced to
recrcate profits, we are ignoring one of the most
hopeful lines of escape. Everyone wishes to reduce
the length of slumps as much as possible. This is
really the correct way to put the problem. There-
fore we wish to stimulate profitable new invest-
ment, to employ unused resources, as soon as safety
permits: for unemployed resources represent in-
adequate demand. Certainly, if we sit down to
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continuous liquidation only, the patient will die in
our hands. For, apart from new methods and invest-
ment, continuous cost reduction, which takes the
form of liquidation only, simply means continually
falling demand—a vicious circle indeed. The cure
must come by way of new investment in working
capital and plant: so long as it does not bolster
up positions requiring liquidation, the sooner it
comes the better.

So perhaps we may tentatively suggest two stages
in depressions as we know them: the first one of
necessary liquidation; the second one of excessive
liquidation, a stage which will be long or short
according as the resiliency of the system is sluggish
or rapid, and is hindered or helpced by the monetary
authorities.

There can be no doubt that Dr. Hayek digs to
the roots of the real causes of expansions and
slumps. He picks the curve out in red in the struc-
ture of industry. He establishes the necessity for
liquidation; no merc monetary policy will solve
structural evils. But he hardly removes all his
assumptions. We are therefore inclined to ask this
question. Should you treat a situation in which
there are unemployed resources, in which the actual
rate of interest is greater than the equilibrium rate,
in which enterprise is abnormally depressed, and in
which necessary liquidation, escaping control, has
become a chronic downward spiral, in the same way
as you would a position in which controlled liquida-
tion to a lower level is clearly necessary? The fact,
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however, that the “unused resources” assumption
is not removed, quite logically prevents Dr. Hayck
from considering the actual disease in depressions
and prescribing the cure, as firmly as he otherwise
would.



CHAPTER VI

THE NATURE OF SAVING AND INVESTMENT

1. Tue nature of saving is best understood by
stages. When we talk of saving we normally mean
something voluntary. This meaning we shall retain
when we talk simply of saving. We receive a certain
income in a certain period. If we refrain from spend-
ing all of it, we save voluntarily. We can assume
provisionally that the price-level of final goods
remains stable; then, the value of our savings in
any period will equal the value of our incomes less
the value of our expenditures in that period. This
is the common-sense conception of saving: we shall
see that it is too simple. Having thus retained a
sum of money, the question arises—what to do
with it? The obvious course is to invest it; and from
the holder’s point of view the normal course is to
build up a balance or bank account; and when suffi-
cient has been there secured, to turn the surplus
over what is required in this liquid form into some
security. Deposit receipts may be regarded as a
transitional cistern replenishing either liquid bal-
ances or the more permanent holding of securities.
There is then a regulated amount held as bank
balances, or ready money. This latter fund also
finds its way into investment through the action
of the banks in lending their deposits.
88
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From this account it appears that we have the
convenient habit of holding a certain amount of
our income in the form of ready money. From the
individual point of view this money is a hoarding.
Its amount depends on what sum we find it con-
venient to hold as purchasing power. But in some
conditions of trade a desire to hold money rather
than to invest savings in goods or securities may
become prevalent. In this case we would say that
the community had evinced a propensity to hoard;
in addition to the purely provisional act of saving
it has expressed a preference for hoarding, or hold-
ing money, over investing money saved. It is this
communal preference for hoarding that has im-
portant effects on the course of the trade cycle. A
glance at the trend of bank balances (including
saving deposits) as against that of new investment
in a slump will prove the existence of this prefer-
ence, and of its opposite in a boom. This is some-
thing additional to mere saving, which is just a
“negative’ act, just the refraining from spending.
Hoarding is a positive decision as to how to use the
surplus, just as is investment. It may of course be
said, Cannot the banks defeat the hoarding pro-
pensity, so far as money placed with them goes,
by increasing their loans? That may or may not be
so. But even if it is so, the fact remains that there
is a preference to defeat. There is the fact that the
community on balance wishes to hold money rather
than goods or shares. This is hoarding.

So far, the price-level has been assumed stable,
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and saving has been examined from the individual
point of view. But if everybody increases the pro-
portion of incomes saved together, clearly demand
for final goods must fall, assuming the level of pro-
duction and the efficiency of money do not alter.!
So the price-level must fall proportionately, and
everybody will be able to buy the same amount of
goods and services as before with a smaller money
outlay, the balance in money representing in-
creased savings. This almost looks as if the problem
of producing something out of nothing had been
solved. But the miracle is, as usual, a delusion—and
a snare. Everybody has set out to save more in
money: and this unanimity has achieved the money
saving, and yet avoided any saving in the con-
sumption of the community’s goods. It would be
truer, however, to say that nothing has been pro-
duced out of something. For the money savings
that have accrued to the savers without any sacri-
fice of consumption must have been drawn away
from some other function in the economic system.
They have in fact been drawn off from enter-
prisers. For if the latter were just recovering their
costs of production (including normal earnings of
management) before the saving bacillus became
active, then with the fall in prices and their costs
unchanged they will be making losses. And their
losses imply the start of Mr. Hawtrey’s vicious

1 The first effect of increased saving will be an increase in
traders’ stocks. The fall in prices will then follow. In the opposite
case (p. 91) traders’ stocks will first diminish.



Vi NATURE OF SAVING AND INVESTMENT 91

downward spiral. So if the savings are merely
hoarded, and the banks cannot engineer compensa-
tion for this hoarding, the increased consumption
which lower prices will bring must be accompanied
by decreased production. We may truly say in
these circumstances that consumption has become
less productive, or less reproductive than it was.
This general argument would hold in all cases in
which the rate of hoarding increased. For while an
increase in the consumption of final goods may at
once be cxpected, owing to the fall in prices, this
increase could not be sufficient to prevent losses
to producers, assuming initial equilibrium con-
ditions. To prevent such losses the expansion in
consumption resulting from an elastic demand
would need to be sufficient to compensate exactly
for the fall in producers’ money rececipts: that is,
consumers would need to spend as much money as
before; and this contradicts the assumption that
hoarding has increased. Assuming initial equili-
brium then, increased hoarding imposes either
losses on enterprisers, which will react on their
outlays; or lower rewards to the factors of pro-
duction, which will also diminish demand.

So much for the effects of a falling price-level:
while consumers who are prepared to spend as
much money as before will get a windfall in real
goods, if excessive saving is occurring, consumers’
moncy outlay as a whole must diminish. Where the
price-level rises, for instance through a relative
rise in the activity of money, analogous reactions
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take place. Such a rise means that if consumers
continue to spend the same amount in terms of
money, then they will draw to themselves a smaller
proportion of the community’s real income. If we
think of that care-free individual, the man who
spends all his income, then we see that a rise in
prices will force him to be content with less real
consumption. It is, however, likely that the value of
this man’s contribution to the community has itself
risen with the rise in prices, though his salary or
wages may lag behind. In this case our individual
is really being forced to save for and by the com-
munity. For he has to consume less: and he is
giving as much as before in real terms to the com-
munity. Mr. Robertson’s term, ‘‘automatic lack-
ing”’, is therefore exactly descriptive of our ex-
ample’s unfortunate plight. So far as he is con-
cerned, the circumstances are automatic: like the
young lions of the psalmist he must “lack and suffer
hunger”. From the individual point of view, then,
automatic lacking is a correct companion for
voluntary saving. But when we look at it from the
community’s point of view perhaps forced saving
is the more suitable term. When consumers are thus
forced to spend less, the real goods they are denied
of course become available for those who can pay
the higher prices. But these luckier individuals will
be those who control the new funds that have been
created: the new borrowers the banks have
favoured, or perhaps the consumers given credits
on the instalments system. In fact, therefore, one
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section of the community has been enabled to draw
off an increased flow of real goods from the com-
munal stream, and the others have been forced to
cut down the share they formerly chose. In this
way our war governments diverted resources into
the production of war materials, and forced those
gaining no equivalent advantage from war acti-
vities to do with less. In view of the fact that the
meaning of saving is more established, forced sav-
ing seems a more suitable term than automatic
lacking, for the purposes of this introductory
summary.

2. This analysis indicates a further step. Most
people divide their incomes into two portions, one
of which they save, and one which they spend. So
far as they are practical economists they will of
course strike the balance where the marginal
utilities from the portions saved and spent are
equal. Let us think, then, of an income of £500 a
year, £400 of which is spent and £100 saved. If we
next assume a rise in the price-level, the £400 to be
spent will be worth less in goods. Our spender is
faced with a dilemma. If he cannot bring himself to
any sacrifice of the real present, he will stabilise his
expenditure in goods; and his money savings will
fall off, which means that his real savings will fall
off still more. If his faith in saving is fanatic, he will
maintain the real value of his savings, and his real
spendings must fall off more than in proportion to
the rise in prices. But these are the unlikely and
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limiting extremes. Most of us compromise. The
marginal utilities will tend to be equalised higher
up the utility scales of saving or spending for each
spender. The usual compromise will probably be
that rather less real income will be consumed by
those whose money-incomes do not rise proportion-
ately to the rise in prices. Not only will higher prices
cause a direct and automatic decrease in real con-
sumption, but the desire to support the value of the
proportion saved in terms of goods will cause some
further decrease in real consumption. For with the
rise in prices some consumers at least will notice
that the real value of their saved money proportion
has fallen. Here again, then, some goods are released
for other uses. Mr. Robertson calls this further
increment to saving induced lacking—induced,
because a mixture of necessity and intelligent re-
action to necessity has been operative.

There will, however, also be present a tendency
limiting the importance of induced saving, as we
shall call it. For the comfortable incomes there
exists a considerable margin of savings, some of
which may correctly be described as automatic. In
these cases the marginal utility of savings is very
low. If, then, these incomes rise less than propor-
tionately to a rise in prices, it is likely that the level
of customary expenditure will be supported by their
holders at the expense of reducing the money pro-
portion saved. In this case there can be no release
of resources for use elsewhere. In fact, this seems
the more likely course to be taken by rentier incomes
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in periods of expansion. For this reason it is perhaps
sufficient for our purposes to carry with us the idea
of forced savings only. The importance of forced
savings is not of course diminished by what has
just been said. For the bulk of consumers have not
the comfortable margin involved. And even the
whole class of those who have such a margin will
consume somewhat less, other things remaining
equal. When prices rise faster than wage incomes,
the lag will force their earners to consume less than
the value of their product. It seems unlikely that
wage-earners will proceed to spend less than they
would have otherwise, specifically to build up
money balances. Of course they may build up
money balances nevertheless; but this because their
absolute carnings will increase. The point is that
they will not spend less ¢n order to build up money
balances—that is, they will not be ¢nduced to save.
Induced saving seems therefore to be confined to
the income range of the medium and the very
worthy: and, on purely economic grounds, perhaps
here we may ignore them.

3. A summary of these distinctions may now be
helpful. There seems to be this logical progress in
the process of saving.

(1) Voluntary saving is simply spending less than
one’s income. The absolute proportion so saved
may of course grow or diminish simply be-
cause of increased or diminished capacity to
save or because of higher or lower interest
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rates in booms or depressions respectively.
The variations are still voluntary.

(2) Forced saving is the necessity, following on a
rise in the price-level, to consume still less
than in (1), because the money proportion
previously spent has diminished in value.
This will entail saving for the community so
far as the decrease in the saver’s consumption
is not more than offset by a fall in the value
of his output. But the natural situation will
be that the saver’s output will increase pro-
portionatcly with any increase in the price-
level. Where the saving margin is comfortable
it is probable that a somewhat increased pro-
portion of the income will be spent. But the
amount of real goods consumed will also fall
off somewhat, and this will entail real saving
for the community.

(3) Induced saving arises out of Stage (2) if it is
noticed that the money proportion saved has
decreased in real value, and if consumption is
further cut down to restore the real propor-
tion previously saved.

On the same lines it follows that a fall in prices
and a lag in the fall in incomes will result in some
increase in real consumption, together with the
probability of some increase in the money propor-
tion of incomes saved. A further increase in real
consumption might be induced by the realisation
that the money proportion saved has increased in
real value through the fall in prices. But it is safe
to say that the great mass of the saving faithful is
innocent of such economic introspection. In view of
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our prevailing money psychology it is likely that in
these circumstances savers will tend to re-establish
the money proportion they regard as wise, which
will have been infringed during the boom. This will
tend to mitigate the increase in real consumption
caused by the fall in prices. But the net effect will
be to reduce the resources available as real capital.
This relative increase in unproductive consumption
has important consequences in depressions, as we
shall see in the next chapter.

4. We come next to the ‘“‘positive”’ act—invest-
ment. It is fundamental to an understanding of the
functions of capital, in health and in disease, that
two points of view should be mastered. Firstly, it
must always be interpreted dynamically, as a flow.
Secondly, the habit of seeing it as a flow of goods in
various stages, for various purposes, as well as a
flow of money, must be acquired. We shall attempt
to interpret the definitions rather in real terms as
the money aspect is, perhaps, too familiar.

If we look at the productive machine at any
moment, we see a vast organisation of plant and
labour power working up a stream of goods through
all their stages of growth. Since from the purely
formal point of view capital is defined as against
present consumption, we would at the outset class
as capital all those goods not now available
for consumption.! The word ‘“now’ is of course

1 Stocks in the hands of dealers are not available for consump-
tion in the strict sense, and are therefore capital.
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necessary to allow for those goods which can only
be so consumed in the future, such as houses,
pleasure grounds, violins, and so on. Looking next
at the productive organisation we can proceed to a
further division. One section of the utilities there
embodied is in course of production: labour and
resources are being applied to it: ore is being mined,
seed is being planted, goods are being shaped, or
transported, or stored, against normal needs. This
is the flow of working capital from its first crude
form to its final pool in readiness to be fed into
consumption. It includes of course all the resources
which are being worked up into machines to aid
production.

The other section, known as fixed capital, has
already achicved its final form. It consists of
machinery, or cost-embodying organisation, which
have been created because it has been found that
they add to the productivity of economic ecn-
deavour. The cost they embody can be recovered,
if ever, only in the span of their working life.
Normally, a machine will decrease in value,
through time, as it slowly wears out, or as ob-
solescence increases the unit cost of its products
as against newer rivals. A broad distinction be-
tween these two types of capital may therefore be
helpful. Normally, we would say that, ceterss
paribus, goods which are working capital grow in
value through time; fixed capital-goods decrease
in value through time.

The firm grasp of working capital as a flow of
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goods has been weakened in the development of
English economics by the insidious influence of the
Wages Fund theory. If we interpret working capital
as a stream of goods flowing up through their vari-
ous specialised stages of production we shall see
that on its monetary side also working capital is
a flow—a revolving and also an elastic fund. For
the sale of goods at any stage in the process will
recoup the money fund for new investment at that
stage. The view that stocks of finished goods must
be in readiness to carry work-people over the period
of production is therefore a dangerous half, or
quarter, truth. Such a description has at most the
static verisimilitude of the lantern-slide as against
the fuller truth of the moving picture. We may
think of the process as a circular and never-ending
flow through a pipe. We can take any point as the
outlet into consumption. But here, also, there is no
break in the flow, since consumers pay producers,
normally, their costs; and these costs, so far as
they recoup working capital, simply return to the
continuous flow of working capital. The Wages
Fund theory embodies, in fact, an unfortunate para-
dox. For it leads to the view that working capital in
the form of money is inelastic. The truth is rather
that the supply of money will respond with con-
siderable elasticity to a rising or falling demand for
real working capital. The money “fund” depends
on the credit system: and this, we have seen, is in
the short period relatively elastic under modern
banking conditions. It is rather the flow of in-
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choate or unfinished goods which may be relatively
inelastic in the short period. For once the real flow
is interrupted, on the farms, or through an excess of
stocks, considerable time and friction are inevitable
before the flow of goods can be restored to normal
again. Replenishment may need to start at zero, or
even below zero, if plant has been forced out of
commission.

These limitations will become clearer if we con-
sider the idea of the period of production from the
aspect of the elasticity of the flow at its various
stages. We saw that the average length of the period
of production for all goods would vary so far as
resources were being pumped more, or less, rapidly
into the first stages of the process.! This of course
applies for any stage of the period. If expenditure
is increased at any stage, if the application of
materials and labour becomes more intense at any
point of the process, then the average length of
any one period of production will be increased
or diminished according as greater intensity is
applied nearer the inflow or the outflow of the
period. With reference, therefore, to the elasticity
of finished goods to “carry labour through a
period of production,” there will clearly be a de-
finite lag. The outflow of final goods at the 1lst
of January 1934 depends quite definitely on the
amount of investment at the beginning of the
period that ended on that date, and on the in-
tensity of work during that period: both factors

1 P. 68 et seq.
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having a definite limit of inelasticity. The same
limitations also regulate the flow of goods at any
stage of the period. The past escapes control and
controls the future. For the future the outflow can
to some extent be rapidly increased by more in-
tense work on the stages just before the outflow.
But this alone, if persisted in, would leave a
void. The only final method of maintaining an in-
crease in the outflow is to begin at the beginning
and increase the inflow. Thus a stable increase in
the outflow must lag behind the greater inflow by
a period approaching a full period of production.
When we consider the large proportion of raw
materials that depend on agriculture, or extractive
industry in its broadest aspect: and that a serious
slump may force the abandonment of capital there
—derelict fields and mines, damped down furnaces,
diminished herds—we can well understand that this
lag in the recovery of working capital may be even
more extensive. It appears, then, that we hecre
reveal the real inelasticity, as against an inadequate
money flow, which may retard recovery.

It may be suggested that warehoused stocks may
fill this gap. But this reserve cannot be adequate.
Stocks are normally part of working capital. But
“the tendency of every individual holder of the
stock is to have no more than is nceded to meet the
usual demands from consumers, or from the pro-
ducers who stand next in the order of transmission
to consumers. Every dealer keeps enough in stock
to meet current demands, and tries to keep no
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more. It is to his advantage to diminish his hold-
ings to the minimum consistent with satisfying
his customers. For every business manager, whether
merchant or manufacturer, a needlessly large stock
similarly means a needlessly large committal of
his funds. . . . The drift in all must be to accom-
modate the supplies to habitual and expected de-
mands, and to keep no excess.”! Thus any addi-
tional holdings are speculative, or enforced by a
fall in demand. In other words, they are results of
the trade-cycle. Of course it is true that at some
point in a falling price-level efforts will be made
to liquidate stocks which have been caught by the
turn. But this abundance occurs just at the wrong
time, when demand is weak. The liquidation will
add momentum to the fall in prices. This may help
to maintain consumption, but this consumption
will become more and more unproductive. For the
falling prices will be steadily reducing the inflow,
and the intensity in application, of working
capital. So far as workers are being maintaincd
out of the proceeds of taxation, and enterprisers
are financing losses out of savings, consumption is
being maintained out of past and at the expense of
future work, not out of present production.

The point of view which, it is hoped, emerges
from these arguments is just this. Working capital
in the short period is the regulator of real income.
It controls the flow of real goods from any given
capital equipment. So far as applied to instruments,

1 Taussig, Wages and Capital, p. 89.
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it prepares an absolutely increased outflow of final
goods for the future. The results of over-production
in the capital industries are therefore intensified
by the stoppage in the flow of working capital in
these industries—with its repercussions on general
demand. In the variations of working capital we
see the magnitude of the variations in cyclical
production.



CHAPTER VII

EFFECTS OF CHANGES IN THE RATIO OF
SAVING TO INVESTMENT

1. Having, it is hoped, clarified our definitions we
shall begin to construct the theory by setting up a
standard of referecnce. The most useful, because
most definite, norm to take is that of an economic
system in equilibrium. That is a system in which
total money costs are equal to total incomes in such
a way that on the average there is no incentive to
increase or decrease investment; for there is no
opportunity to make windfall profits (that is, profits
resulting from prices being in excess of normal costs
of production, including normal earnings of manage-
ment). Also, there is no likelihood of windfall losses
being made on the average. In other words, the
price-level of final goods is stable, and is regarded
as likely to remain stable; and in this condition of
stability all the factors of production, including
management, are earning their normal rewards on
the average, no more and no less.

Next, we must bring into relation the two activi-
ties, Saving and Investment. If we begin with equili-
brium conditions we can see that an increase in the
total rate of saving, if all other factors remain the

same, is bound to cause a decrease in demand; and
104
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that decrcase in demand will itself destroy equi-
librium. Similar but opposite reactions will follow
from a decrease in the total rate of savings in the
same conditions. Thus, while from the personal
point of view saving is a neutral act, between hoard-
ing and investing or spending, from the com-
munity’s point of view it is a negative act: for an
uncompensated change in the rate of saving has
definiteresults. Similarly, starting from equilibrium,
we see that an increase in the rate of investment,
other things remaining the same, will increase
spending and demand, and therefore upset cqui-
librium; and similarly for a decreasc in new invest-
ment, other influences remaining unchanged. Thus
the broad conclusion emerges that if there is an
increase in the rate of saving, equilibrium can be
maintained only if that increase in saving is exactly
compensated for by an equal increase in invest-
ment—and vice versa. In sum, other things remain-
ing equal, equilibrium is maintained only if I=S.

One further conclusion strikes us from a mere
consideration of equilibrium conditions. The rate of
voluntary savings we should expect to remain
fairly stable over the short period. It would of
course grow absolutely as wealth increased, but it

1 Mcaning by I the amount invested during the period of time
considered, and by S the new saving in the samo period. Both I
and S should be thought of in terms of money. I is then equal
to the money invested, or, in Mr. Keynes’s phrase, the cost of
investment, within the given period. Then, if other conditions
remain unchanged, where I continues greater than S, profits are
bound through time to cmerge, and a cumulative expansion of
activity will follow—as is argued fully in the text.
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would grow fairly steadily. For it depends on fairly
stable practical, social and psychological conditions,
such as the automatic savings of large incomes, the
desire to secure a definite standard of living in the
future, and the power to envisage that future.
When we turn to the rate of new investment, how-
ever, we sce that it is unlikely to maintain that
correlation with the rate of new savings which is
essential if equilibrium is to be maintained. For,
whereas the rate of new saving is fairly stable, we
should expect the rate of new investment to vary
considerably in the short period. For tastes are
constantly changing, new utilities and more efficient
methods are constantly being developed: and in a
system of private enterprise the probability of
excess followed by glut is obvious. These facts
demonstrate the probability that the rate of invest-
ment will exceed or fall below that of new saving.
So far, our conclusions have been merely deduct-
ive a priori probabilities. We must proceed to work
out the results of such an excess or inadequacy in
new investment. The rate of savings we take over
from equilibrium conditions: it is the rate of savings
of normal incomes, and it is likely to continue. If
we, then, take a situation, which is likely to arise,
in which new investment exceeds the equilibrium
savings that have been invested,’ we realise that a
1 This is the most obvious cause of the development of dis-
equilibrium during expansions. It can, of course, become effective,
other conditions remaining the same, only if credit is expanded

or the velocity of circulation incroases. But other conditions may
not remain the same. For instance, the rate of savings might
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position has arisen in which windfall profits will
through time be secured by enterprisers. This wind-
fall will constitute an incentive to further invest-
ment, and the new investment will reappear as
increased incomes in the pockets of those who help
in its production: incomes, or money demand will
increase.

If, then, the banks supply the necessary increase
in currency, this process will become cumulative.
The alternative situation that is likely to arise will
mean that enterprisers arc suffering windfall losses.
The total selling value of their investment is less
than the money costs of production they incur, or
than the new savings that have been employed. A
decrease in investment will be entailed, involving a
limitation in total cost of production, and therefore
of incomes, and a falling off in demand. This again
will be cumulative, other conditions remaining the
same. In the first case I is greater than S, in the
second S is greater than I; and in both total costs
of production must diverge from the value of new
investment. Equilibrium must in both cases dis-
appear. The condition of the maintenance of equi-
librium thereforc is the maintenance of equality
between I and S. For any inequality involves dis-
proportionate changes in new investment. Of course

chango rapidly because of an alteration in the incidence of taxa-
tion; or because of real changes in the prosperity of agriculture;
or because of a riso in efficiency carnings. In thoe latter caso a new
rato of saving might ariso as spontancously as tho new rate of
earnings. In theso cases, if the monetary authority took no com-
pensating steps disequilibrium would follow.
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there is no implication that equilibrium precludes
development. I and S can both increase. But if
equilibrium is to be maintained they must increase
equally. Again, it is clear that rapid changes in the
rate of saving will upset equilibrium. But this is
unlikely to be an initiatory cause of the disturbance
of equilibrium.

These propositions are of course fragmentary and
preliminary. We must next attempt to outline the
stages followed by the more normal type of trade
cycle, as those who have developed this point of
view have seen them. No trade cycle is normal. But
understanding must begin with normality.

2. ExpansioN.—We shall start, then, from a
position of equilibrium which is disturbed by some
valid and important reason for an increase in the
rate of investment. This point may be taken as the
beginning of a new production period, so that re-
sources will be fed into the intake of the period
more rapidly, whether the ultimate outcome is to
be fixed capital or a new type of final commodity.
This new investment will also involve a more in-
tense application of factors of production or work-
ing capital throughout its growth in the period of
production. Taking these influcnces alone, then,
we can deduce the following results. During the
period of production the supply of final goods will
not increase. But the money incomes of those
supplying the factors of production will increase.
Therefore there will be an increase in the price of
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final goods: at least this is bound to happen if the
rate of saving does not increase equally with the
money demand caused by increased carnings. If
it did, of course, the rise in demand due to greater
earnings would be exactly cancelled by the fall in
demand due to increased savings. But there is no
reason to expect this compensation to take place.
For savers have their reasons for saving, and in-
vesting enterprisers have their quite different
motives for investing. In fact, we can assume that
at the outset the rate of saving will not alter. It is
worth noting also that we assume (in contrast to
Dr. Hayek) that there are unemployed resources—
an assumption that is realised, for the moment even
under equilibrium conditions, when we remember
the actual elasticity of credit and the reserves of
stocks and labour.

This stage we can then define, following Mr.
Keynes, as the primary phase. It consists in a rise
in prices due to increased money demand for a
static outflow of final goods. It will last according
to the length of the period of production. For in-
stance it will be longer, on the average, where the
new investment takes the form of fixed investment;
shorter if it is in consumption goods. In the latter
case, and ignoring other influences, final goods
prices will relapse to normal at the close of the
production period. For the increase in demand
will be met by increased consumption goods.
Further, we must regard these influences, grouped
under the primary phase, as continuously starting
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over again. For new production periods with new
rates of input are beginning every day.! Thus
the momentum of these primary phases is itself
cumulative.

The relative increase in the demand for final
goods which is characteristic of the primary phase
has, however, fairly immediate repercussions which
we can separate out analytically as initiating the
sccondary phase. For as soon as the prices of final
goods rise above their equilibrium level, or as the
turnover of final goods increases, costs not in-
creasing proportionately, those who sell them gain
a windfall profit, that is a surplus above the equi-
librium earnings assumed before the new invest-
ment took place. Here appears the prime incentive
to further investment—profits. All who sell final
goods will increase their sales, and their orders for
further stocks. And this upward jerk will extend
down to the raw material. Thus increased invest-
ment will become general, if the banks take no
steps to counteract it: and this movement will start
as soon as the initial specialised investment begins
to take effect in increased demand for an as yet
unchanged output of final goods. Further, a general
increasc in profits will be the signal for demands
for higher rewards by wage-earners. So long as
there are extra profits to be made, concessions will

! This could not, however, apply, as rigorously as is indicated in
the text, to those industries in which the possible production periods
are determined by the seasons. But oven there some elasticity is
possible; for instance, resources can be transferred between differont
crops.
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be accorded to these demands. Thus incomes will
grow still more rapidly: demand will still further
outstrip the flow of final goods, as yet bound to
increase less rapidly than incomes, if windfall
profits are being made. This argument can be
applied to any period of time, for a new period of
production begins each day. In other words, the
process is cumulative day by day.

The dynamic forces of a situation in which I is
greater than S can therefore be analytically separ-
ated on these lines. For firstly there is an increased
demand for goods relative to goods available, due
to the fact that an increase in the rate of output
takes time. And secondly there is the emergence of
windfall profits. If the banks acquiesce, both in-
fluences interact cumulatively.

3. TurNiNG PErIOD.—Why should these hal-
cyon days end? We know that the central banks
can “‘slit the thin spun life”. But assuming that the
abhorred shears are withheld, why should the
process cease? For purposes of mere preliminary
definition it is perhaps helpful to reply by a broad
general statement, which simply cries aloud for
further examination. We can then say that the up-
swing will falter when the increased outflow of
consumption goods can no longer be sold at prices
which recover their costs. But the reasons why this
happens require very careful description.

First, then, we can say that the attractiveness of
the prevailing new lines of investment will begin
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to fade as the fact that excessive production in
them has taken place is realised. Combined with
this is the effect of increased costs of production:
the new ventures which later put to sea will be
nearer the margin of safety—they will be fair-
weather boats. When the new investment has
taken the form of final goods, we should expect the
recession to take place fairly rapidly, as their
period of production is shorter. Historically this is
illustrated by the restocking boom and slump of
1919-21. The fact, however, that one has to resort
to such unusual conditions to find an example goes
to prove that the normal case has been that in
which the period of production involved has been
longer. The centre of the disequilibrium is therefore
to be found rather in the oscillations of investment
in fixed capital. Nevertheless, though capital pro-
duction be the centre of the typhoon, its ravages
radiate through working capital, and will cul-
minate in excessive production of final goods.

But this difficult analysis must be pushed even
further. The word ‘“‘excessive’ brings us up against
the crux of the problem: excessive relative to
what? Our easy answer has suggested, excessive
relative to the recovery of costs. But why cannot
costs later be recovered? Our present theory offers
an answer which has two aspects. It argues that
output becomes excessive relative to the course of
voluntary saving: or again that output becomes
excessive relative to the amount of spending that
is possiblo at the end of the investment peak. These
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two statements are of course the sides of one
shield.

Let us recall the course of saving over the up-
ward swing of the cycle. We saw that in any period
of production during that up-swing the inflow of
investment and its intensity of application will be
increasing. Since the outflow is inadequate to the
increased earnings that result, a rise in the pressure
of total demand is inevitable, so long as the in-
creased demand is not negatived by an equal in-
crease in saving. But there is no reason to expect
such an increase in saving. Total money savings at
this level could be secured if those receiving higher
earnings saved all the extra incomes they received:
but to state this practical impossibility is enough.
Thus the rise in expenditure is bound to take place.
Having taken place, might it not be negatived by a
factor we have so far ignored—saving forced by a
rise in prices? This would imply that all those
receiving fixed incomes (fixed for simplicity) would
at once react by cutting their real expenditure to
such an extent that their money savings retained
not only the old proportion to their incomes, but an
increased proportion sufficient to cancel the rise in
prices. The growth in money demand through the
increased earnings would need to be cancelled by
equal money savings by fixed incomes: and these
savings would be over and above the savings
directed to maintain the old money proportion
saved. For otherwise there remains a total increase
on balance in money demand. Once again, a dis-
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cipline so extreme is not to be expected, and does
not in fact occur.

Therefore, starting from equilibrium, we can take
it that, other factors not changing, there will be a
rise in prices, where the rate of investment in-
creases: and that this rise will be cumulative
through the steady inflation of total incomes. But
turn next to the outlet, the flow from which will be
steadily growing, at first slowly, but on the com-
pletion of the first production period, suddenly and
rapidly. While investment has been growing, we
have seen that spending also will be increasing. In
other words the extra costs of production have
been spent by their earners before the goods which
they helped to produce are ready for sale. So far as
prices have risen the higher incomes have been
dissipated in these higher prices. They will not have
been applied so as to supply the working capital
which will be necessary when the new plant has to
be operated. Or to look at the matter in real terms,
excessive expenditure will have prevented the flow
of real working capital, or unfinished goods, from
taking that form which they must take if the rate
of investment is to be maintained. The growth in
prices will further have helped to falsify expecta-
tions by raising costs. As the growing flow of final
goods comes on the market, we should therefore
anticipate a reaction in demand. For this flow will
after a certain point expand more rapidly than the
increase in incomes. Thereafter, so far as there has
been excess production of any particular type of
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plant, the reaction will be immediate and severe. We
can definitely say that such shocks are inevitable in
the circumstances described.

This account of growing hesitation can be ren-
dered more specific. We are justified in assuming
that the normal centre of oscillation is the output of
fixed capital. If, then, it is granted that there has
been excessive spending on final goods in the up-
ward swing, the growing output of capital goods
must raise a new problem. For these new machines
will require sncreased supplies of working capital, if
they are to be operated. But they will at once be
faced with the necessity to raise their money offers,
or costs, in order to attract the working capital they
require. The reason is, of course, not that the
investment of total working capital has fallen—the
opposite has, in fact, obtained; but that theincreased
spending on final goods that has taken place will
have drawn the real resources available into those
stages of production which supply finished goods
for the spenders. Thus when the new plant enters
into production it will find itself faced with two
unfavourable circumstances. For, firstly, money
costs will have risen as compared with the estimates
made when the schemes were initiated. And
secondly, resources will need to be “stolen”, by the
offer of higher rewards, from the final goods indus-
‘tries. Indeed, we may well expect an actual scarcity
of real material working capital. For the expansion
of the final stages for consumers will have taken the
form of more intensive work near the outlet from
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the productive system. ‘“Unformed” or ‘“‘inchoate”
raw materials will be relatively scarce. Here, then,
we seem to put our finger on a real disequilibrium,
in the form of inevitable shifts of real investment,
which is bound to arise if the rate of new invest-
ment exceeds that of saving. In consequence, the
expectations which launched the new investment
in plant must be doubly disappointed.

Of course such falterings as these may avoid the
fate of deterioration into a downward trend for
trade in gencral: at least, for a time. The mainspring
of new investment is still windfall profits, on
balance. But many flimsy concerns will collapse at
the first shock. Such bankruptcies involve immedi-
ate stoppages in the flow of working capital they
previously supported. And the lean kine usually
swallow some of the fat. The course of the crisis
will thereafter depend on the reaction to such
collapses. This reaction takes effect mainly through
speculative and financial opinion: opinion which
has been watching the course of expansion, and
estimating the likelihood of its continuance. In the
period of expanding profits through the sale of
goods, we should expect that savings would be
transformed into real commodities, including share
holdings, rather than held in the form of money
balances: for the former are appreciating, the latter
depreciating assets. But once opinion begins to
hesitate as to the continuance of such profits, the
swing over may be intense. For much of the holding
of shares and real stocks is quite unsound apart
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from a continuance of the appreciation of their
money values. A hesitation in the rise of prices will
nip these specious blooms like autumn frost. Those
who have borrowed to hold shares, and who relied
on repaying their borrowings out of optimistic
profits will be faced with selling out at a loss. Those
who have correctly estimated the hesitation will
enter into their heritage. For they will sell forward,
and will use the money balances they have cherished
to buy the shares and raw materials they have con-
tracted to supply, when the date for settlement
arrives. Both influences tend to a rapid reversal in
prices; a bull market may be transformed to a
rampant bear with shattering and cumulative
rapidity: witness Wall Street in September 1929.
That we may not be dazzled with financial revolu-
tions only, it is well here to note that the tendency
to hold money, as it develops, will increasingly
withdraw money from its active uses as working
capital: and this just when an increase in working
capital is required by the new plant due for opera-
tion.

Of course, the banks may succeed in checking
the ebb by loans. But one of the factors on which
bull and bear speculators keep careful watch is just
the trend of banking policy. If, owing to the press-
ure of reserve proportions, there are signs of a
definite tightening in credit supplies, then the scene
is so far set for the revolution from bull to bear. In
these conditions, if banking policy has suddenly to
force market rates of interest above the equilibrium
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rate, which will have been slackening with the
hesitation in profits, then the reaction on specu-
lative opinion will be immediate. The whole struc-
ture of analysis as to the effect of interest rates out-
lined in Chapters III. and IV. can, and should, in
fact, be suitably worked into the saving-investment
argument. For divergences between savings and
investment, and between market and equilibrium
rates of interest, are of course different aspects of
the same organic economic situations. But, since
the interest-rates aspect has already been analysed,
it is not repeated here.

This account of the crisis has emphasised the
diverse nature of the influences that operate. Each
plays its part. Any one may seem to have taken
control at different stages. In the United States
excessive investment fostered excessive specula-
tion; over-speculation drove home the initial hesi-
tation of September to December 1929; banking
policy later delivered the coup de grdce. But all these
ingredients were necessary to the pudding. Those
who have developed the saving-investment analysis
have maintained an admirable catholicism. They
have not claimed more than the position that the
grasp of what is happening through changes in the
savings-investment proportion is one essential step
towards a solution. For it is the excess of the rate
of new investment over the rate of saving that ulti-
mately must generate a situation in which the out-
flow from the productive system cannot be profit-
ably sold. So this type of analysis does not deny that
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monetary policy may prevent that position from
emerging. It merely defines the position that will
emerge if monetary policy does not prevent it.

4. SLump AND REcOVERY.—Next we must face
the enigma of the slump. Why does it last so long,
in spite of long-continued cheap-money conditions?
We shall break in on the cycle where a hesitation
in demand has deteriorated into a position in
which windfall profits have turned into windfall
losses, over the whole system. The weak have
threatened the strong. As soon as insecurity is
sufficiently widespread to cause new investment to
fall below new savings, a different dynamic takes
control. Apart from psychological exaggeration (to
be examined later) this dynamic will emerge when
the expectation of falling prices and windfall losses
has become established. Thereafter, the slump of
new investment below the rate of saving will
realise and intensify this expectation.

This can be understood by two analytic stages
similar to those used for the up-swing. Consider
firstly a period of production at the outset of which
a valid reason, such as a shock to investment ex-
pectations, has appeared for reducing the inflow
rate of working capital. This implies falling total
earnings to the factors of production, and there-
fore falling demand. At the same time the outflow of
finished goods is increasing as the former increases
in investment arrive at fruition. Here, then, we have

circumstances compelling a fall in the price-level.
I
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Secondly, this fall is intensified and consolidated
if over the whole system the inflow of new invest-
ment (or the money demand it represents through
earnings) falls below total money savings in the
same period. For the only source from which a
diminished demand through earnings could be
compensated is an equal incrcase in spending
through an inroad on the rate of voluntary saving.
But the savers act from motives of their own. In
a period of anxiety they will not become more ex-
travagant. The reverse, in fact, is inevitable. And
then a further fall in money demand is inevitable.
So a more rapid fall in the price-level will be
stimulated as the outflow of goods accumulates.
Clearly this process can gather speed. Once the fall
in prices has gathered way conditions are ripe
for further inhibitions. Those new ventures which
came rather late on the summer scene will at once
suffer windfall losses. Their winter of discontent
must be liquidation, or forced reorganisation. But
as soon as total new investment falls below total
savings net windfall losses will be a direct incentive
to enterprisers to cut investment still further; and
also to begin a direct attack on the levels of re-
muneration. The fall in total incomes will be ac-
centuated by reductions in the rates of wages. And
this secondary pruning will continue so long’ as
windfall losses are being suffered. Unfortunately
the pruning accentuates the tendency to windfall
losses, and therefore to falling price-levels. The
cycle is cumulative—a vicious circle indeed.
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On this account of depressions, then, it is possible
to distinguish two stages of the disease. If it is
granted that the boom has developed conditions
in which the outflow of finished goods cannot be
profitably sold, then it follows that the remedy is
the establishment of a scale of costs and a price-
level for final goods at which the rate of new in-
vestment can be restored once more to equality
with the rate of savings. Thus the minimum neces-
sary liquidation of capital costs, of unprofitable
concerns, and of efficiency earnings should be
carried through as quickly as possible. If this is not
done, the cart of the price-level will run away with
the horse, the power unit, normal earnings. In ideal
conditions this liquidation would be achieved as
soon as the initial shrinkage in demand took effect
through a decreased flow of investment meeting an
increased outflow of goods. But we know too well
that liquidation and falling earnings are dragged
behind the decay of demand, for practical social
reasons. In such circumstances the spring is bound
to be pressed below its power of resilience. Losses
become epidemic. Savings, instead of flowing into
the reinvigorating channels of new investment,
will be applied by enterprisers to maintain un-
profitable output, or by the State to maintain idle
labour. The slump has changed from an illness to a
‘wasting disease. Revival must take the long road
towards the development of new outlets for invest-
ment; and a slow and painful liquidation of costs,
which might earlier have been cut short, becomes
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inevitable. The fire was lit by the initial shrinkage
of demand. If that shrinkage is allowed to become
cumulative through self-perpetuating losses, it will
die only through burning itself out.

The enigma of the delay which in fact attends
recovery from slumps can then be understood
somewhat as follows. In booms, we saw, working
capital is fed into the processes of production re-
latively too rapidly. In the later stages of the
slump, the opposite disease will check recovery.
For consider what has been happening during the
depression. The channels of fixed capital have dried
up rapidly. The flow of real working capital has
dwindled in them; and this involves a diminution
of the earnings of the agents of production, with its
inevitable repercussions. The stream of unfinished
materials evolving for consumers will have been
barely maintained. But its real reproductive power
will not develop adequately through the con-
sumers so far as the latter are maintained in idle-
ness. Looking at it from the money point of view,
it appears that if over this diminished flow of in-
vestment losses are being made, then the flow will
diminish still further. At the worst, the flow of
working capital becomes orientated to the support
of the flow of consumption goods, and largely
disappears from the channels of fixed investment.
Recovery must therefore suffer the delays and
frictions of practical difficulties.

In this relative stability of consumption we
surely discover the forlorn resistance to further



v RATIO OF SAVING TO INVESTMENT 123

slump. This seems to be the real sticking point,
underlying the “solid core of gold” which Mr.
Hawtrey suggests as the limit of recession. For
everyone there is some lowest supportable standard
of living (barring collapse) in any actual social
conditions; at this point savings, where there is a
margin, will be invaded. But before the sticking
point is reached savings will be wasted, from
society’s point of view, in providing goods at un-
economic prices to the community: corporations
will maintain some sort of dividends out of reserves,
and idle consumers will check the circulation of
working capital at the expense of losses by the
producers.

The remedy must be to make consumption once
more reproductive and more than reproductive. In
systems of private enterprise this can occur only
when all the agents of production are not earning
less than the total costs incurred. The hope of
improvement must at least be strong enough to be
acted on. At the worst, these will be the conditions
forcing the turn. The hard core of the standard of
living is threatened with invasion; savings will
begin to diminish. Obsolescence will have become
obvious; mere replacement will be clamant. More
hopefully, new possibilities for fruitful investment,
at least securing economic cost reductions, will have
established themselves.

Even so, recovery must be hesitant. For the real
working capital necessary to give it a flying start
will not be there ready-made. Stocks will be largely
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liquidated, and recovery must begin with the raw
material. The increase in investment must flow first
into the narrow genesis of a new period of produc-
tion. But if the dead wood has been cut away, and
if monetary conditions are favourable, the stage
is set for the up-swing. Here, then, we find the
theoretical justification for the initiation of public
investment by government. For as soon as windfall
losses begin simply to reproduce themselves over
the entire economic system, prices will continue to
fall by the force of gravity—simply because they
are falling. The disaster to avoid is that they should
be checked simply by hitting the ground—the
“hard corc”. The sooncr this landslide is checked
the less will be the sheer waste of depressions. At
this stage it seems necessary to create reproductive
consumption. This should secure that resources
consumed will be earned by services which through
their remuneration increase demand. The unpro-
ductive consumption which, for no extra effort, had
battened on lower prices must be replaced by con-
sumption based on additional production. If
government can act discriminately, so as not to
check necessary liquidation,® then public invest-
ment is one theoretical remedy for the chronic
stage. In practice there seems little risk that the
remedy will be applied too early or too widely. The

1 “Necessary liquidation”’ is, in practice, a matter for an account-
ant, and even he will need to be omniscient to avoid some bad
mistakes. In theoory, all those concerns which cannot recover

their costs under equilibrium conditions should be liquidated—and
no others.
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practical difficulties are all in the opposite direc-
tion.

5. In conclusion, we may estimate our progress
by considering the advantages which the saving-
investment approach realises.

Firstly, it is firmly based on what is in fact
the actual dynamic of all human endeavour—the
presence or absence of an effective incentive. This
is in the true line of the British tradition. Since
Adam Smith, the vital central position, in practice,
of risk-bearing and the enterpriser has always been
recognised. So, in this theory, the existence of
residuary surpluses or deficits, after the equilibrium
rate of earnings has been paid, is underlined as the
incentive to or the negation of further investment;
and this correct psychological interpretation of
booms and depressions is worked out in definite
terms of the real flow of productive activity. For it
is shown that these windfall profits or losses are
simply the balance between the total money value
of new investment in any period and the earnings
which remain unspent in that period: balances
which clearly contain within themselves cumulative
momentum.

Secondly, the influences of social psychology
(which we shall examine later) can be readily fitted
into this scheme. For the importance it places on
incentive indicates the necessity for an examination
of the motives to all economic activity, security and
self-expression. It is not easy, in contrast, to com-
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bine psychological influences with purely mechanical
explanations of cyclical fluctuations. But if we start
by thinking in terms of future profits or losses, no
such difficulty will arise. It is not of course there-
fore to be concluded that the saving-investment
approach is suitable only to a system of private
enterprise. The point here stressed is that this
approach does start, as any theory should, with the
motive to economic activity. If the motive changes,
if for instance the State decides the proportion of
new investment to saving, as it does to some extent,
then the results of the system will alter. Motive and
the bearing of risk will centre in the State. But the
balance of State-controlled saving and investment
will continue to determine the course of progress,
though perhaps along different lines.

Thirdly, this point of view does help to illuminate
the darkest corner of the problem—the long con-
tinuance of slump, and the slowness of recovery.
Purely monetary theories are apt to secm uncon-
vincing here. But this approach does think in terms
of real movements in production. It shows up the
inevitable delays of any nccessary liquidation,
delays which the facts verify. It indicates the
cumulative tendency to windfall losses during this
period; and by showing the reflection of these losses
in unproductive consumption it reveals the real
difficulties facing recovery. For it shows that the
process of slump distorts the real flow of resources
in relative favour of consumption industries; a
distortion whose correction must be slow. Only
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when savings, instead of being dissipated in unpro-
fitable prices for final goods, can be profitably
applied again to employ labour in production can
real recovery begin. But this involves the emergence
of new prospects, new concrete schemes for invest-
ment. These depend on invention and opportunity,
as well as a revised list of costs. So delay is inevit-
able. Even when the new schemes are ripe for
commercial exploitation they will have to face de-
lays due to the disorganisation of the raw material
supply-pipes.

Fourthly, it should be emphasised that the
saving-investment view makes no claim to be an
““open sesame”’. It is always conscious that it is just
one point of view. In Mr. Keynes’s T'reatise on
Money, for instance, this consciousness could not
be more obvious. The summary here attempted has
dealt with one point of view only, simply because
the monetary and rate of interest aspects have
already been discussed. But Mr. Keynes and Mr.
Robertson take pains to emphasise that these three
points of view (to which the psychological factor
can be added) are all complementary. They inter-
act like the organs of the human body or the human
mind. Cause and effect is too limited a term of
cxplanation. Just as the condition of any one
organ is bound up with that of all the others, and
of the whole organism, so no complete explanation
of the trade cycle should be expected from any
one point of view. But the starting point should be
a point of view which radiates easily outwards to
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includeall the other aspects. This quality the saving-
investment approach seems admirably to possess.

Finally, let it again be said that the reader
should next repair to Mr. Keynes and Mr. Robert-
son. All here attempted is to afford familiarity with
the main ideas necessary to the understanding of
their works. Only the more normal type of cycle
has been considered. But knowledge of the skeleton
may aid appreciation of the living body. These
two chapters are at best a preliminary canter. The
jumps may now be easier.



CHAPTER VIII

UNDER-CONSUMPTION

1. Mr. J. A. HoBsoN’s explanation deserves to be
thoroughly pondered, firstly, because it is the most
convincing statement of the inevitably popular
under-consumption type of theory, in British eco-
nomic literature at least; secondly, because of its
admirable clarity; and thirdly, because it helps to
underline certain distinctions and definitions in
the theorics just considered.

For Mr. Hobson, the cause continuously at the
root of the cycle is the unequal distribution of the
national income between the economic ‘“‘classes”.
By unequal is meant at once unjust and economic-
ally wasteful. From this unequal distribution he de-
duces a persistent tendency to over-saving; for in-
come ‘“‘which exceeds the customary or desired
expenditure of those whose felt wants are fully
satisfied”’? is necessarily automatically saved, since
consuming standards are inherently conservative.
The next move is the proposition that hectic ex-
pansions followed by prolonged depressions must
result from such a “normal tendency to apply to
the production of capital goods a proportion of the

! Economics of Unemployment (2nd odition), p. 141,
129
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aggregate productive power that exceeds the pro-
portion needed, in accordance with existing arts
of industry, to supply the consumptive-goods
which are purchased and consumed”.! “A normal
tendency to try to save and apply to capital pur-
poses an excessive proportion of the general in-
come’! is a sufficient explanation of cycles: the
normal excess of saving over spending is the final
cause. For where the distribution of incomes in-
volves the excess of saving over spending “it is
certain that more production will be applied to pro-
ducing larger increases of plant, raw material, and
other capital goods than are capable of full and
regular use in furnishing consumable goods to con-
sumers’’.!

How, then, does the trade cycle actually develop
under Hobsonian interpretation? Business men,
when stocks after long depression are low, antici-
pate a recovery in demand. On this basis they
place contracts with manufacturers for future de-
liveries; these contracts generating derived de-
mand, and an increase in the credit basis. Especi-
ally, industries near the raw materials, mining, en-
gineering, shipbuilding, are stimulated, because
their increase is essential to an eventual increase in
the outflow of final goods. So the creation of capital
plant is intensified. The support of bank credit
eager to unfreeze permits of rising prices, and there-
fore profits, as the new investment proceeds to-
wards maturity; and producers make hay while the

1 Ibid.
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sun of rising prices shines. This account of expan-
sion is familiar (if perhaps incomplete, especially
as to the theory of working capital); and it needs
no further elaboration.

The reaction arrives when it becomes apparent
that the outflowing product cannot be remunera-
tively sold. Anxiety as to this may cause bankers
and business men generally to draw in their horns,
thus emphasising reaction. But the fundamental
cause of the reversal (and here Mr. Hobson intro-
duces his distinctive doctrine) is simply the fact
that the increase in incomes resulting from the
expansion is necessarily over-saved or under-con-
sumed. This follows from the unequal distribution
of the incomes, an inequality directly connected
with the wage-lag during expansion. The cause of
the turnover to slump therefore becomes obvious:
for if over-saving is inevitable, the final goods re-
sulting from the increased investment cannot secure
remunerative prices when they reach the con-
sumer’s market. Without anticipating the review
that follows, it is well to note the abrupt departure
from the line of argument followed by the saving-
investment theory at this point. For whereas Mr.
Hobson’s slump is generated in the expansion by
under-consumption or over-saving of a permanent
or absolute type, for the Cambridge economists
relative over-spending in the expansion, or the
excess of investment over saving, is the generator.
This contrast is not quite so forcible as it here
appears; for there is some difference as to the de-
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finition of terms, especially as to spending. But it
remains the essential difference between the two
views, and will be later examined.

Once a fall in prices has started, the relation of
saving to spending is reversed. For whereas in ex-
pansion saving becomes excessive, when the re-
versal has gone some distance, ‘“‘the proportion of
saving to spending is kept abnormally low’. To
those who have accepted previous arguments this
may seem very mysterious. But perhaps if saving
be here interpreted as a synonym for the invest-
ment of Chapter VI. the riddle will be so far solved;
so far, for we must later analyse more deeply.
This “proportion” is not of course kept low through
any expansion in spending power; quite the re-
verse. The slump is, in fact, intensified by the effort
to liquidate excessive stocks in a limited market; yet
it must continue until these stocks are liquidated.

Perhaps what has been said may be taken as a
fair if unduly summarised description of Mr. Hob-
son’s diagnosis. At its root lies the persistently un-
equal distribution of income. The steady result
must be over-saving or excessive capital produc-
tion, leading to gluts and limitation of production
accompanied by under-saving and stagnation in
industrial progress. Throughout the whole process
there is continuous under-consumption, compared
to what would be rendered possible by a more
equal distribution of incomes. For such ‘“‘equality”’
would secure “a natural and right adjustment
between the proportions of spending and saving
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in the aggregate income”.! And this, in turn, would
assure remunerative sales for the goods produced,
as a result of the balanced rate of saving.?

2. What does Mr. Hobson mean by his two central
terms, spending and saving? About spending he
leaves no doubt. Spending is used as a synonym for
final consumption. The theory is an under-spending
or an under-consumption theory; and consumption
is defined as the effective demand of final con-
sumers for finished commodities. This then is clear.
Spending is simply the correlative of saving in the
sense we have previously accepted. So the amount
spent and the amount saved together make up the
total income. Of course, we did previously insist
that savings were also spent so far as they were
invested. But this was a further step in the argu-
ment. Mr. Hobson has a perfect right to his defini-
tion of spending as referring just to final goods.

When we turn to his definition of saving, how-
ever, we soon find ourselves in deep waters. In fact,
in the writer’s opinion, it is just the lack of definite-
ness and the ambiguity of Mr. Hobson’s saving that
prevent him from getting to the roots of the matter.
Usually his saving appears as an equivalent for
what the Cambridge School calls investment, rather
than for their saving. Here is a typical example.
“The real economic function of saving must be

1 Kconomics of Unemployment (2nd Edition), p. 142.
2 This summary is adequate for our purposes. But in justice to
Mr. Hobson the student should go to his text.
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kept clearly in mind. It does not consist in not
spending, .e. in putting money income in a bank,
or even in making an investment. It consists in
paying producers to make more non-consumable
goods for use as capital instead of paying them to
make more consumable goods, and consuming
them.””* Mr. Keynes would, of course, object that
all capital is not destined to be used finally as fixed
plant; and the objection would obviously be correct
in the case, for instance, of many unfinished goods.
But Mr. Hobson’s saving is here on the investment
side of the Cambridge fence, not on the saving side.
The necessity to discriminate between them is either
not recognised or not acknowledged. Yet almost at
once he talks about ‘“automatic saving and invest-
ment’’.2 Now, while the negative act of saving canbe
automatic, it is difficult to see how this can be true
of the positive act, investment. But Mr. Hobson
often gives the impression that saving-and-invest-
ment might thus be joined by hyphens, as though
some predetermined harmony saw to it that the one
led to equal amounts of the other. Again, we are
told that “falling interest does on the whole cause,
or is accompanied by, a reduction in the rate of
saving”.? Certainly, on balance, it does have this
effect on the voluntary saving we previously de-
scribed. But it certainly cannot cause a decrease in
investment as we have so far understood it. Here,
then, it appears that Mr. Hobson’s saving is on the
saving side of the Cambridge fence. The fact seems

1 Op. cit. p. 35. 3 Op. cit. p. 36. 3 Op. cit. p. 53.
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to be that Mr. Hobson does not distinguish between
saving and investment. So the risk is present that
in this ambiguity he will slide into that meaning
which suits the immediate difficulty. But in his
more conclusive statements the two meanings are
simply juxtaposed; as, for instance, “if there exists
a normal tendency to try to save and apply to
capital purposes an excessive proportion of the
general income, we have a valid explanation of
the actual phenomena of fluctuations and depres-
sions’’.!

Now here we are clearly faced with issues of
rigorous analysis, and of fact. Is it the case that
saving and investment are different processes, and
that they have different economic results: as all
the theories we have examined assert? If they have
not, then Mr. Hobson’s diagnosis will be substanti-
ally justified. Yet, analytically, we must separate
different influences. It seems evident that saving is
in cssence simply refraining from expenditure, and
that as such its effect must be to depress industrial
activity; whereas investment is just another type
of expenditure which, as it issues in income, appears
again as final demand. Further, as different motives
direct saving and investment there is no inherent
regulator which assures that the two processes shall
proceed in harmony. We can of course conceive of
an equilibrium rate of interest which would achieve
this harmony. But in practice we have seen com-
pelling reasons to expect divergence, not harmony,

1 Op. cit. p. 141,
K
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under the conditions of credit elasticity that obtain.
In fact, then, the rate of interest tries to reconcile
three streams, each to some extent an independent
variable, saving, spending, and investment; and not
just saving and spending. The equation of invest-
ment to refraining from spending on final goods
precludes an examination of the really elusive
difficulties—the effect of the period of production,
of the different intensities in the applications of
working capital, and of actual rates of interest. If
we next refer to the facts our analysis is confirmed
by the shrinkage of bank advances and, even more,
of investment in depressions, whereas savings,
though much diminished through losses, are hoarded
in bank balances and in high-priced gilt-edged
securities. If these be the facts, we must recognise
them, and follow the analysis of the facts wherever
it leads us.

The difficulties arising from this absence of dis-
tinction between savings and investment are illus-
trated by the following passage. Mr. Hobson is
describing the over-trading of the expansion period,
and he argues that the abundant credit ““is primarily
applied to stimulate the production of capital goods
without any corresponding stimulation of con-
sumption”.? It is difficult to understand the absence
of “corresponding” stimulation of consumption.
For if we follow the course of events, it appears that
investment in capital goods, following, let us say,
equilibrium, is bound to increase consumption first.

! Op. cit. p. 78.
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For incomes increase more rapidly than the outflow
of final goods over the bulk of the expansion period,
as we have seen. This appears to be merely an exact
description of the facts. In sum, during this period
there appears to be relative over-consumption—
that is, relative to the possibility of maintaining
equilibrium.

Mr. Hobson, of course, recognises this argument.
He agrees that “for a time free credit does put more
money into the workers’ pockets. But it does not
proportionately raise consumption. For the rising
margin of profits on an expanding trade, taken in
conjunction with the wage-lag, means a larger share
of the expanding income for capital and a smaller
for labour. And this means, as we have recognised,
a larger proportion of saving to spending, of produc-
tion to consumption, in a word, a quickening of the
process of over-production and depression.”’! But
in the statement ‘“‘the new credit does not propor-
tionately raise consumption” ‘“‘proportionately” is
an insidious word. It may be that in expansions “a
larger share of the expanding income” goes to
“capital”, ‘“‘a smaller to labour”. But the plain facts
which will affect the level of final prices and the
rate of profits are not this relative proportion, but
the changes in the demand for final goods relative
to the supply of these goods. If, through increasing
vnvestment in the expansion sequence of production
periods, the demand for final goods increases faster
than the supply of these goods, then the sceds for

! Op. cit. p. 79.
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further expansion are steadily sown. No matter
what is happening to the relative shares in growing
income, whether events favour capital or labour, if
total demand for final goods outruns supply, then
the effect of credit expansion has been to cause over-
not under-consumption, relative to the possibility of
maintaining equilibrium. (We remember, of course,
that progress is consistent with equilibrium.) The
only safeguard to equilibrium can be, pace Mr.
Hobson, an increase in saving such as will cancel
out the increased consumption by some of the
earners during the expansion period.

A further issuc may arise which should be faced
squarely. Nowadays, when the bulk of consump-
tion is done by wage-earners, references to over-
consumption seem almost indecent. But, quite
bluntly, the over-consumption referred to is en-
tirely relative to the maintenance of equilibrium,
or to the problem of the trade cycle. As here used,
it has no social, no ethical connotations; for none
such are discussed, although that argument could
and should be developed. Few economists would
fail to support the proposition that consumption is
permanently inadequate as measured against any
compelling ideal standard. All academic economists
of any reputation share to the full the aspirations
and bitter enthusiasms of Mr. Hobson. British
economists from Adam Smith onward need yield
to no organised body of men or thought in disin-
terestedness and toil for the general weal. But the
first essential is to understand the trade cycle.
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Thus most will share Mr. Hobson’s eagerness for
a more equitable division of the fruits of produc-
tion. But most will admit also that this is essentially
a long-period matter, as is also the development of
the ability to consume.! For ‘“now, as ever, the
main body of movement depends on the deep silent
strong stream of the tendencies of normal distribu-
tion and exchange’.? It is doubtful whether men
will ever regard any system of distribution as
equitable; so that the equities promise us no release
from the cycle. But when we turn to facts, can we
deduce the short-period cycle from the mathe-
matical fact of unequal distribution? It may well be
that inequality does involve a permanent lowering
of the supply of total economic welfare, a per-
manently limited market, as against what we all
desiderate. But human nature also leaves some-
thing to be desired. And, as things are, the argu-
ment that inequality of distribution results in
periodic over-saving, followed inevitably by glut,
does not seem to the writer a correct description of
events. For over-saving is a composite, self-contra-
dictory term, as it is here used. It affords no
standard even of theory, by which we can recognise
a tendency to excessive activity. For when Mr.
Hobson tells us of that “natural and right adjust-
ment between the proportions of spending and
saving in the aggregate income’? he offers us no

1 Cf. op. cit. p. 34.
2 Marshall, Principles (8th edition), p. 628.
3 Economics of Unemployment (2nd edition), p. 142.
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gauge by which to estimate the rate of progress
that is possible. Only by splitting his saving into
its two natural elements, saving and investment,
can a firm basis for such a regulator be constructed.

Consequential points of divergence could be ela-
borated. But it seems wiser to concentrate on the
main issue, the ambiguity lurking in the meaning of
saving. Mr. Hobson’s writings are so admirably
clear that readers young in economic expcrience
will profit most by repairing to his text, with the
issue here discussed in their minds.



CHAPTER IX

PSYCHOLOGICAL

1. Our survey would be incomplete without some
consideration of the view that\cyclical changes are
caused by ‘“‘thc mutual generation of errors of
optimism and pessimism\’. Here again Cambridge
was a pioncer. Marshall, had he written on the
Trade Cycle, would certainly have developed argu-
ments very similar to those adduced by his disciple
Lavington.! And the most modern statement of
this view is to be found in Professor Pigow’s In-
dustrial Fluctuations. In this book it is not entirely
clear whether psychology is regarded as a separate
cause of rhythmic fluctuations: though Lavington
gives pride of place to psychological influences.
Certainly in an carlier essay Professor Pigou ad-
duced psychological propagation as a cause of the
trade cycle; that is, of rhythmic fluctuations. He
also described it as an independent cause; for he
argued that similar movements, though much re-
duced in amplitude, would follow from changes of
mental tone even in a system of barter. Industrial
Fluctuations, however, deals with fluctuations not

1 See Money COredit and Commerce, where at p. 245 Marshall
planned a final volume to deal with fluctuations—a plan never
fulfilled. The extent to which he thought in terms of psychology
is, however, evident in Book IV.
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necessarily rhythmic: so there it can be logically
argued that psychology may cause fluctuations,
without causing rhythmic fluctuations. As will be
later indicated, this position is much more con-
vincing than any derivation of regular thythm from
psychological changes. But these rather fastidious
points can be pressed too far.

Coming, then, to Professor Pigou’s demonstration
of the working of psychological causes: he tells us
first that “these causes consist in variations in the
tone of mind of persons whose action controls in-
dustry, emerging in errors of undue optimism or
unduc pessimism in their business forecasts”.!
“The various factors by which the scope of these
errors is controlled”? are then explained. These
factors are familiar, and I do not propose to
amplify them. They are, firstly, inconstancy in the
actual facts of industrial productivity and eco-
nomic desire; secondly, the mental qualities of
those who, through national or social custom,
actually direct output; thirdly, the system by
which funds are invested vie joint-stock companies,
including the partly anarchic system of company
promotion; fourthly, the effect of business secrecy
on the correctness of forecasts; fifthly, the control
of output by a number of separate units, acting
independently, either as competitors or as multiple
monopolists, producing in anticipation of demand
by roundabout methods, for markets which tend

1 Pigou, Industrial Fluctuations (1st edition), p. 66,
2 Op. cit. p. 67,
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always to become larger and more speculative.
Most of these influences come under rubrics which
we have already considered.

This important doubt, however, arises. Would a
psychologist recognise these influences as in any
direct sense psychological? They are all surely
external characteristics of actual economic struc-
ture. Certainly they define the objective channels
through which the internal psychological forces
must flow. They set the limits within which in-
stinctive forces and conscious motives have scope
to operate. They influence the subjective forces,
but they are not themselves subjective forces. And
it is with subjective forces that psychology deals.
It is therefore suggested that some examination of
the subjective forces which do operate, the reasons
for their operation, and the methods and results
of their operation, is called for.

Professor Pigou does proceed to explain the
factors which actually promote the generation of
errors. Firstly, he points to “a certain measure of
psychological interdependence’”! among business
men. ‘“‘There comes into play a quasi-hypnotic
system of mutual suggestion.””? Here an internal
force is put forward; but little more is said of it;
and it certainly requires amplification from the
psychological point of view—as to how suggestion
operates, and as to what is suggested. The sequel
will attempt some initial steps in this direction.
Then, secondly, it is pointed out that an error in

1 Op. cit. p. 79. 2 Ibid.
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forecast by group A does influence the demands of
other groups. And, thirdly, the pervasive debtor-
creditor relationship does tend to spread any such
errors. To these last two factors the remarks previ-
ously made apply. They are, of course, immensely
important. But they are facts of external structure,
not internal or subjective forces dominating eco-
nomic activity from within. The psychological
forces behind the sequence of events have not been
described, although, in the very long period, the
external factors mentioned may result as a sedi-
ment from these forces.

It may here be noted that the psychological
explanation has an obvious attraction in that it
does help to explain why we should all be depressed,
or optimistic, together at the same time. For we are
all equipped with the same instincts; and these
instincts opcrate in the same way in each one of us;
whereas no such unanimity in result is true of
conscious thought;! so that one would not expect
that the same intellectual errors would be made
together by all those who control economic activity.
This suggests that we must delve deeper to the
actual instincts which control our “tones of mind”’
if we are to explain this unanimity at all con-
vincingly. Sir William Beveridge has criticised Pro-
fessor Pigou’s argument on this very point.? So far
as ‘“‘error’’ means intellectual error, the affirmation

1 Or of information consciously absorbed, on which judgments
are made. Cf. p. 160.
2 Unemployment, p. 333 note,
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of universal error is false psychology. But if we
examine the unconscious internal forces behind
forecasts and investment, there the justification for
this universality may be found.

Professor Pigou then completes his description of
the cycle by pointing out that “errors of either
sort . . . have the characteristic of generating, after
a while, errors of the opposite sort”’.* The reasons
for this reversal are examined. Especially, every
period of gestation has its conclusion. “For all
things, there is some period of gestation, the con-
clusion of which brings forecast to the test of fact.
When this test has been applied to a fair number of
things and found wanting for a fair number, con-
fidence is shaken.”? Sir William Beveridge has
remarked on the difficulty which arises from the
fact that different industries have different lengths
of periods of gestation;® but the discussion of this
point is not relevant here. Further, Professor Pigou
points to the way in which bankruptcies “detonate”
through the debtor-creditor relationships, especi-
ally if banking policy is unwise. To these two argu-
ments the comments previously made apply. These
are objective structural channels, not subjective
forces.

Professor Pigou does, however, adduce one truly
psychological explanation of this reversal at crises.
_“An industrial boom has necessarily been a period
of strong emotional excitement, and an excited

1 Industrial Fluctuations, p. 83.
3 Op. cit. p. 84. 3 Unemployment, p. 333.
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man passes from one form of excitement to another
more readily than he passes to quiescence.”! And
again: “business failures necessarily and always
breed fear among industrialists that their own
debtors may fail”’.? In each of these quotations an
internal force of an a-rational® kind is indicated.
During panics at crises we do see this swing-over;
and a change-over from optimism to panicky
pessimism may be a broadly true description,
though a fairly protracted period of anxiety inter-
venes. Also, during depressions, the influence of
fear, checking enterprise, is clearly present. Perhaps
it is unduly restrictive to limit the activity of fear
to the nexus of the debtor-creditor relationship. Its
influence, for instance, on the immensely ramified
“economy campaigns’ in depressions is obvious.
These psychological hints, however, need analysis
and amplification (for the quotations given above
are exhaustive). We should certainly define more
exactly what types of forces are operative. What is
optimism or pessimism? What is fear? Are they
emotional, or intellectual, or instinctive forces?
What type of force can set the snowball of sugges-
tion a-rolling, or does it need any force? The answers
will explain the type of result we should expect
from their activity: in fact, such an analysis alone
can explain these results psychologically, as to

1 Industrial Fluctuations, p. 85.

2 Op. cit. p. 87.

? Just as a-moral conduct is conduct outwith the moral world,
and therefore not influenced by moral ideals, so an a-rational force
is one not influenced by logical reasoning.
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whether they will be invariable in the same circum-
stances, or as to how alterations of the circumstances
may modify them.

Psychology has, in fact, much to tell us here. The
task of applying accepted psychological sequences
to economic facts is certainly one which should
be approached with extreme caution. But without
such an application there can be no psychological
theory. An examination along these lines will
therefore be attempted.

2. We can begin by considering the adequacy of
the word “‘error’” in the phrase ‘“‘errors of optimism
and pessimism”. It has been cogently remarked
that the bulk of individuals do not in fact err from
their own point of view, in their reactions to the
cycle.! If general prices are rising, it is no error to
secure profits while these are easily made. Lord
Morley refers to a remark of Queen Caroline about
the Triple Alliance of 1735 which illustrates, though
it somewhat exaggerates, the individual’s frame of
mind here. “It always put her in mind, she said, of
the South Sea scheme; people went into it knowing
that it was all a cheat, still hoping to get something
out of it; everybody meaning when he had made his
own fortune to be the first in scrambling away, and
each thinking himself sharp enough to be able to
leave his fellow-adventurers in the lurch.”’?

It is, of course, no answer to the logic of this

1 E.g. by Hawtrey, T'rade and Credit, p. 99
? Morley, Walpole, p. 203.
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attitude to say that these are only money profits.
For while conditions remain as at present, the indi-
vidual is better with money profits than without
them. And once they are made there are ways of
conserving them which can be utilised by individuals
during slumps. Similarly, it is no answer to say that
the individual should realise that, if equilibrium
were maintained, society would be better off. For
the individual must also recognise that, from his
point of view, social and economic organisation
has to be taken as given; he alone cannot alter
it. Thus, except for those caught by the swing-
over from rising to falling prices, there is no indi-
vidual error. It is therefore indicated that we should
substitute for errors a less definite term; say, ex-
cesses of optimism and pessimism.

On the other hand, if we say that the error is
made by society, we encounter further difficulties.
For society can hardly be said to err; unless indeed
it is assumed that there is a “‘social mind”, an idea
sufficiently metaphysical to be here ignored. Cer-
tainly only a reasoning consciousness can err. What
does happen is that there is social waste as a result
of these individual excesses of optimism and pessim-
ism. In fact these individual activities are excessive
only relative to the avoidance of social waste. That
such social waste does result from the cycle will
hardly be disputed. For instance, it is the cycle
which necessitates a large part of the reserve army
of labour.! Thus, even if at present the cycle is an

1 Js Unemployment Inevitable? p. 95.
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inevitable result of economic progress, the ideal
remains to secure the progress without the cycle,
through more adequate methods. Once again, excess
seems the more suitable term.

In sum, then, error seems too intellectual a word
to be properly linked with optimism and pessimism.
For errors are seen, and immediately cast out, by
different minds at different times. Minds abhor
errors, once they recognise them, just as nature
abhors a vacuum. It is, however, not only possible
but in every case actual that individuals can com-
bine conflicting snstincts. To go no further, it is at
the root of the human problem that the instinct of
self-assertion or aggression conflicts with that of
social feeling.! Yet both co-exist all the time in
each onc of us: not, of course, consciously in specific
cases—for then we would take steps to resolve the
recognised conflict by rational means—but certainly
unconsciously.

So we shall consider the view that excesses of
optimism and pessimism give rise to the social
waste which results from the trade cycle. We shall
do this in the confident hope that our text will be
accepted by psychologists as a justifiable psycho-
logical hypothesis at least. For a purely rational
explanation like generated error they would not
consider within their sphere. It is, of course, com-
mon knowledge that we tend to manufacture
rational explanations for conduct which springs
largely from our unconscious urges. Every poli-

1 Cf. Freud, Civilisation and its Discontents, pp. 99, 102.
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tician, every elector, exemplifies this.! But if our
explanation is to be psychological it must unravel
these unconscious sources.

3. The phrase ‘mutual generation” of these ex-
cesses next requires examination. This is the pro-
cess which causes the generalisation of optimism
and pessimism. As Professor Pigou says, suggestion
can be the only contagious agency. (His “quasi-
hypnotic” adjective may be ignored here for reasons
that will appear later.) Now suggestion is a recog-
nised psychological process; and some enquiry into
what psychologists mean by it should be helpful.

We may start with McDougall’s well-known de-
finition: “‘Suggestion is a process of communication
resulting in the acceptance with conviction of the
communicated proposition in the absence of logic-
ally adequate grounds for its acceptance”.? The
term suggestion is often broadly used to describe
the whole process; but it is also applied more
specifically to emphasise the cognitive aspect of a
process which has also its emotional and conative
sides.® From the emotional side the process operates
through sympathy, from its conative side through
imitation. Biologically, the value of the mechanism
has been that through it a suitable reaction to a
stimulus is obtained in each member of a herd
with the utmost rapidity. Thus when danger is

1 Cf. Hart, Psychopathology, p. 103.

2 Social Psychology, p. 83.

3 “Conative” can be taken roughly to mean unconsciously
purposive.
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sensed by one member, a whole herd will at once
take to flight although no direct contact with the
source of danger has been established in the great
bulk of its members. According to Rivers, the term
suggestion should be applied only to unconscious
influence: for conscious influence is really a quite
different process, especially as it permits of varia-
tions from the original pattern under the criticism
of conscious logic.! He gives as an example of un-
conscious influence the exercise of social tact: and
anyone who has suffered the disappointments of
trying to be consciously tactful will warmly agree.?
Of course, it is obvious that the weapon of sugges-
tion can be consciously used, for instance, to aid
recruitment during a war. But even so, the reasons
why it is used may spring largely from the un-
conscious; and only if its influence is accepted un-
consciously, is suggestion actually operative.
When we explore their texts further, however, we
are brought rather to a halt by the fairly unanimous
assertion of the psychologists that in itself sugges-
tion explains nothing. Ginsberg, for instance, after
referring to an opinion of Hart in the same sense,
affirms that ‘“to refer any form of behaviour to
suggestion in general is not in any sense to give an
explanation of that form of behaviour”.? The
reason for this unanimity is recognition of the fact
that suggestion in itself has no motive force, but

1 W. H. R. Rivers, Instinct and the Unconscious, p. 91 et seq.
? Op. cit. p. 97.
3 Psychology of Society, p. 30.

L
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is merely a mechanism through which any par-
ticular force is conveyed to others. It secures that
action will be identical in different members of a
group or community; but it does not define what
that action will be; and from the incentive to that
action its dynamic must be derived. Suggestion is
the microphone: we must find the speaking voice.

When we ask what these fundamental incentives
are, the psychologists give us a definite answer.
They are the instincts. Thus it is the instinct of
each herd member to flee from danger that
supplies the force behind the stampede. Without
this incentive suggestion could effect nothing. But,
based on it, suggestion is the process through which
the force is released and generalised for the safety
of the herd. It may, then, be wise to complete this
introduction by stating briefly the main character-
istics of an instinct. Instincts are “‘innate disposi-
tions”, that is, invariable tendencies, to respond
to stimuli in a definite regular manner, quite in-
dependently of previous experience or conscious
thought. This regularity of response should set us
thinking about the fact of regularity in the “mental
tones” of different phases of the trade cycle. It
appears that suggestion alone cannot explain why
there is such regularity of tone; but that if we dig
deeper to the instincts behind the mental tones,
psychology may lead us to firmer ground.

We must, in fact, refer the phrase “excesses of
optimism and pessimism” to our psychologists, and
ask them if these can supply the forces which are
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essential before suggestion can spread them. Their
answer will not perhaps be quite unanimous. But
the dominant reply will be that optimism and
pessimism are not original sources of action; they
are rather emotions derived from the successful
or unsuccessful activity of instinctive forces. Mr.
Shand, indeed, describes desire as “‘a very complex
emotional ! system which includes actually or po-
tentially the six prospective emotions of hope,
anxiety, disappointment, despondency, confidence
and despair”.? But he also states that ‘“‘it is a com-
plete mistake to represent desire as an independent
force”.® If, then, we resort to actual experience we
can, I think, see that the instinct to act is funda-
mental, and separable from the emotion, e.g. in a
panic. Any combatant who has been badly wounded
in face of the enemy will testify to the fact that he
at once experienced an overwhelming impulse to
get away from further danger. So devastating was
this almost physical pull that his consciousness
was otherwise nearly completely bare. The rabbit
was jerked to his burrow. This surely goes to prove
that the force behind unconscious action is an in-
nate disposition to react to certain situations in a
definite regular way; in fact, an instinct.

If these arguments are sound, instinctive action
takes this form. A certain set of facts, or a stimulus,
will let loose an instinctive force, which will be
coloured by a definite emotional tone, depending

! Jtalics mine. ? The Foundation of Character, p. 463.
3 Op. cit. p. 519.
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largely on the extent to which the instinct is satis-
fied. If the real cause is then removed, the uncon-
scious tendency will lapse. A suspicious noise at
night may cause you to scream or run; but if you
realise that a picture has fallen the instinctive
response disappears. It may be thought that these
examples are too crude. But the unconscious is
crude. Indeed, it is at its crudest that the instincts
are revealed most plainly.

Coming back, then, to the suggested dynamics,
optimism and pessimism, on the line of argument
we have offered the following comments arise. We
should agree that these emotions would spread
through mutual generation in certain circum-
stances. But we should consider it more important,
psychologically, to define the instinctive forces of
which they are the emotional colourings. Of course,
it is not denicd that extreme stresses of emotion can
for a time freeze the springs of action. But this is
the abnormal not the normal situation, and we shall
refer to it when we deal with panic. Secondly, we
should require to ascertain the nature of the real
situation whose persistence is the basis of excessive
optimism and pessimism accompanying the sug-
gested instinctive activities.

The next step, therefore, is to define the instincts
which supply the dynamic in response to a con-
tinuing stimulus.

4. Whence, then, comes the force which overflows
in excesses of optimism or pessimism? It is wise
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here to go back to first principles. If we do so, we
shall find that the predominant human instinctive
forces are grouped under two major forces: firstly,
social feeling, or the gregarious instinct; and,
secondly, the individual’s striving for significance,
with its intellectualised gradations of sccurity and
power. I have put this contrast in its broadest
terms, as, for instance, Adler does.! For our purpose
a broad statement is most useful. We do better to
keep to the agreed highway, however intriguing
some by-paths may appear. This fundamental
diarchy of the instincts will in fact be found ex-
pressed in different forms by all psychologists.
Freud,? for instance, groups them under Eros and
aggression, and insists no less strongly than does
Adler on the importance of their conflict as the
root of the human problem. Of course, for men and
women the problem is complicated, almost re-
created, by the fact that self-conscious rational pro-
cesses are also operative. Individual reasoning
power, in fact, maintains and emphasises the
diarchy by, so far, tending to underline the indi-
vidual’s interest; whereas in the case of bees and
ants for instance, the social instinct is practically
supreme. Yet in most herds we find examples of
co-existing instincts which at times emerge in open
conflict, as in all mating contests. Of course the
biological justification is here obvious; but the same

1 Cf. Understanding Human Nature—passim.
2 Of. Civilization and its Discontents, p. 102. Cf. also Rivers,

op. cit. pp. 52-53.



166 THEORIES OF THE TRADE CYCLE CHAP.

could be argued of conflicts in human societies.
When we consider the importance of group organ-
isation, the unity within groups and also the par-
ticularism of groups in relation to the integrated
community, then the co-existence of these two con-
flicting parent stems of instinctive force stands
revealed. The importance of the problems raised by
their incvitable clashes need not be laboured.

It is also unnecessary to dilate on the reason
for the overflowing of the self-regarding instincts
into economic channels in modern times. There is
no doubt at all that wealth is one of the main
avenues to the expression of the individual’s sig-
nificance. Perhaps the ultimate reality of this is
somewhat flimsy. But in rclation to accepted
standards, money is certainly a magic key.

It might be thought that the obvious instinct to
light on as the basis of economic particularism is the
acquisitive instinct. I have not chosen this course,
firstly, because there is some doubt as to whether
such an instinct exists.! The urge to acquire may be
implanted through what Graham Wallas calls the
social heritage—or tradition. It is at best an off-
shoot of the instinct of self-preservation. Then,
secondly, it seems more important in such a general
introduction as this to concentrate on fundamentals
and to sccure as broad a basis as possible. The
course chosen certainly does this. The evidence for
an instinct to construct is also fairly convincing,

1 Cf. Rivers, op. cit. pp. 53, 266; Psychology and Politics, p. 36;
McDougall, op. cit. p. 277.



15.4 PSYCHOLOGICAL 15%

and equally relevant to economic activities. But it
also “can be regarded as primarily a manifestation
of self-preservation”.! Thus, apart from incidental
references, we may ignore these two streams.
There is one apparent difficulty which can be
usefully considered at this point. We have fixed on
the self-regarding instincts as the dominant indi-
vidual incentives to economic action. But the
mechanism of suggestion is generally explained as
organically related to the gregarious instinct. Its
usefulness consists in securing the safety and co-
hesion of the herd. It might then be asked, can
suggestion be properly combined with individual-
istic instincts, such as self-preservation? For, allied
to these, it might positively encroach on the well-
being of the community. In answer, it must be
emphasised that original simple mechanisms in
animal life cannot be rigidly applied to human
societies, except as initial analogies. Suggestion, as
it operates in society, is in fact a graded process
adapted in the course of human development to new
circumstances. This is especially obvious in the
activities of social groups within the State. These
groups illustrate an ascending scale of organisa-
tion, from the mere crowd based on physical con-
tact to those with carefully constructed channels of
action and communication, such as the British
Medical Association. As Hart says, ‘“the distinction

1 Rivers, Instinct and the Unconscious, p. 53. An obvious example
is nest-building in birds. Children also prefer making brick houses
(or mud pies) to many claborate toys. Similarly, there is real
economic incentive in tho creation of an efficient business,
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between individual thought and crowd thought is
not a fundamental difference of kind, but merely
one of degree”.! Similarly, we could construct a
scale of groups in order of suggestibility ranging
from a Paris mob to a committee of intellectually
disinterested metaphysicians.

In fact, the mere presence of common action is
sufficient to givescope to the influence of suggestion.
But most groups also embody an element of rivalry.
Rivalry is also one essential element in group ac-
tivity. The institution of private enterprise is itself
just another example of co-existing social feeling
and rivalry in group formations. It is at present part
of our economic tradition. Though it may so far con-
flict with social well-being it also certainly subserves
the purposes of the wider group to a definite extent.

We need therefore have no scruples about com-
bining the effects of suggestion with the economic
incentive. For where we have rivalry there also we
have some element of social feeling. Of course, if
particularist activity clearly endangers the safety
of the community, the reaction via the social in-
stinct will be strong. But “endanger” is normally
too strong a word.

5. Let us, then, return to suggestion and consider
how it operates to over-emphasise the individual
instinct for security or significance in an a-rational
way. We agree that so far as the instinct steadily
achieves satisfaction it will be coloured by con-

1 Psychopathology, p. 1186.
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fidence; so far as it is baulked it will generate
anxiety or despondency. Also so far as it is ration-
ally grounded it will develop into a rational motive:
but at present we are interested in excesses.

Now the reason why excess is apt to be generated
through suggestion arises simply from the fact
that suggestion is invariably accompanied by the
inhibition of rational criticism. Here psychologists
speak with confidence in a way that should in-
terest economists. They tell us that the incentive
to the suggested action is protected from the im-
pact of conflicting critical ideas by the very nature
of the process through which it is passed on between
individuals. As well as emphasising the dynamic
to act in the suggested way, suggestion cuts out
the influence of the thought processes which would
indicate the risks of that course of action. A man
acting under the influence of suggestion is like the
commander of a submarine observing his enemy
through a periscope. He sees his easy prey and is
impelled towards it: but his periscope cloaks from
him the surrounding dangers. The extent to which
suggested springs of action can escape rational
criticism will be realised by anyone who recollects
the type of conduct towards the enemy that was
dominantly approved by the public, and was in
fact to some extent adopted officially during the
Great War.® Then of course the instinct towards
self-preservation was in flood; rational criticism
was blocked, was in fact considered unpatriotic.

1 Compare the Preface to Heartbreak House, by G. B. Shaw.
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In the economic cycle, then, we should expect that
conditions which are in fact favourable to the mak-
ing of profits would act as an incentive to the in-
stinct to positive self-realisation. We should also
expect that this instinctive force would be spread
by suggestion; whence it would follow that the
dynamic would be over-emphasised because it
would not be controlled by rational criticism. This
seems to be a sufficiently exact summary of the
psychology of the cycle’s upward swing, put in
psychological terms, that is, explained from the
point of view of subjective activity. Only from
such an aspect can explanation claim to be psycho-
logical; and its adequacy must depend on the cor-
respondence of this subjective sequence to the
actual facts.

How far, then, is this outline truc of the dy-
namics of economic motives? Considering enterprise
first, it appears that the business man reacts to
two types of influence; he thinks of prospects in
his own firm and industry, and of the general tone
in industry as a whole. As to the first he is, on the
average, in the best position to judge, and his judg-
ment is in control. As to the second he is certainly
more suggestible. Here he is in a position fairly
similar to that of the average investor. Yet surely
it is exaggeration to say that in conditions other
than those of crisis or acute depression, either the
enterpriser’s or the investor’s judgment is in-
hibited. Can we truly say that psychological excess
dominates their judgment, especially when we re-
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member that most of the time they are right from
their own point of view.! Is it not truer to say that
their judgments are in control?

I should prefer to put the matter thus. The in-
stinct to express one’s own significance can be
taken as constantly operative, whether it debouches
in the form of increased investment or an intensive
pursuit of safety. Where, then, actual conditions
favour investment, we should expect achieved
success in that direction to be confidently toned,
and vice versa. We should further expect some ac-
centuation of the positive or negative instinctive
force through suggestion, but not to such an extent
as tn iself to dethrone judgment, or alonc to cause
a reversal from positive to negative. In other words,
while psychological forces will help to emphasise
real disequilibrium, it is still the real industrial and
economic conditions which determine the course
of the trade cycle; psychological causes can at most
accentuate its amplitudes.

This point of view is driven home if we face the
following question: On psychological grounds only
is there any reason why the industrial tone should
be optimistic, or pessimistic, for regular periods of
fairly similar length in successive cycles? Can psy-
chology explain why hope or despair lasts for two or
three or four years regularly? In sum psychology
cannot explain rhythm; and rhythm is the crux of
the cyclical problem. Of course it is not denied that
psychological forces may take control during crises.

1 Cf. p. 147 ante.
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But this will be considered in the next section,
where, following our previous practice, we shall try
to summarise the psychological course of a cycle.

6. We need not labour the expansion, as the
general argument has been indicated. An actual
situation, in which, through investment conditions
and banking support, profits are to be made, will
set the self-regarding instincts positively to work
to secure them. Suggestion will help to spread the
incentive and will impose its periscope to shut out
rational doubt. In these circumstances, suggestion
will not emanate from one authoritative source,
and in this lies its distinction from that acme of
suggestion, hypnotism. Hypnotism is, in general,
an artificial, submissive relationship of patient to
leader, and most of its force it owes to that leader’s
prestige. In non-Fascist countries and where free
enterprise retains considerable scope, hypnotism
can hardly influence economic motives.

Suggestion will disseminate the urge to make
profits rather as one type of rumour grows. Dr.
Hart, in a very stimulating article, says: ‘‘A rumour
docs not always arise as the result of a succession
of reports proceeding from a single centre of origin,
but sometimes seems to show a kind of spontaneous
evolution, growing similarly from many distinct
centres.”” ! The effectiveness of this type of sug-
gestion can be realised when we consider how we
feel impelled to pass on and slightly embellish any

1 Op. cit. p. 111 et seq.
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rumour or story, at every opportunity. The amazing
rumour of the Russian troops passing through
Britain in 1914 to the western front (which was
quite unfounded in fact) illustrates both these
characteristics. It also indicates the wish-fulfilment
nature of many rumours, a source especially rele-
vant to economic psychology.

In normal circumstances, we have argued, these
unconscious influences will do little more than
exaggerate an actual tendency. But towards the
peak of the cycle psychological forces may often
take control. This is especially probable when the
threat to the garnered power of self-expression
becomes great. A general scramble of the sauve qus
peut type is to be expected on such markets as the
Stock Exchange, cspecially as there the emotional
ties cementing the group instinct are very tenuous
indeced.! The revulsion from bull to bear sentiment
is certainly exaggerated by psychological forces,
though an interval period of anwiety should be
noted. In fact, after the hectic stage a type of
collapse occurs in the speculative markets which is
quite in line with individual psychology. Where the
instinct to self-preservation is frustrated, “collapse
with tremor seents to be especially characteristic of
Man’’.2 But though the crisis panic is of this nature,
it is yet just the burst into flames of a fire that has
long been smouldering. It is a result, not a cause.

1 Cf. Freud, Group Psychology and the Analysis of the Ego, p. 46
et seq.

2 Rivers, Instinct and the Unconscious, p. 56, where examples are
given.
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During the slump, the instinct to self-expression
will of course continue to operate. But it will take
the negative emotional tone of exaggerated pessim-
ism. Fear for individual security will accompany
timidity in investors and spenders; and this will be
spread by suggestion, some of which may be of the
prestige type emanating from the example of
government. The result will be that action will be
canalised towards securing safety by a timid and
to some extent self-contradictory policy of cutting
expenditure.

Thus both in expansions and depressions the
correct balance between the social instinct and self-
expression is upset; in the one case, by excessive
acquisitiveness, in the other by excessive solicitude
for self-preservation. Of course disaster may accent-
uate social feeling. This clearly has been President
Roosevelt’s firm foundation since he assumed con-
trol. And this accentuation is to some extent present
in all depressions, when efforts to mitigate the lot
of those who suffer most are always developed.!
Still, the swings in psychological economic motive
appear to me to occur in the successive forms taken
by the self-regarding instinct.

As to the revulsion from excessive pessimism to
growing optimism, I am unable to suggest any
explanation on purely psychological grounds. Cer-
tainly our normal frame of mind is constructive;
and when the causes of paralysing fear are removed

! Compare the excellently directed prestige suggestion of the
Prince of Wales in relation to unemployment.
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the desire to create will assume its natural control.
But this does not take us far.

7. We can now summarise the more important
results which emerge from this discussion.

Firstly, it appears that psychology cannot explain
rhythm or regularity in the temporal ups and downs
of the cycle, and in their amplitudes. Professor
Pigou himself reverts to real or structural causes to
explain the lengths of the recurring swings. ‘“The
interval between the two sorts of error’’, he says,
“is partly dependent on the time that it takes
business ventures to yield their fruit and partly
upon the intervention of specially good or bad
harvests or other external accidents.”! So we shall
have to repair to saving and investment and mone-
tary influences to explain rhythm.

This psychological approach does, however, teach
us something about theinternal side of the dynamics
behind private enterprise. It does explain how
exaggeration takes place; though it insists that
suggestion and emotion are not in themselves
dynamics. It confirms the view that such exaggera-
tion must be based on the presence of real condi-
tions in contemporary economic events, which in
turn must stimulate innate instinctive dispositions.
Suggestion cannot operate without something to
suggest. It cannot alone explain a depression lasting
three years. Thus we are driven down to the deep
roots of economic motive. Of course the roots do

1 Is Unemployment Incvitable? p. 102.
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not explain the flower. But if suggestion is offered
as an explanation, then to the roots we must go.
So in a sense we seem to have learned little. The
gist of the argument seems to be that psychology
does not in itself offer any direct explanation; except
to the extent that the conflict of the fundamental
instincts to self-expression and to social cohesion is
an explanation. And this seems so very deep-seated
that it does not much enlighten us. Directly, it tells
us little. For it is rather a truism to say that the
trade cycle is just a result of the failure to maintain
a correct balance between the development of self-
expression and the welfare of the community. In
this sense the roots of the cycle penetrate right to
the fundamental problem of human socicties. The
gradual solution of this problem marks the stages of
progress; and therefore the cycle may just be one
of its necessary concomitants. Of course the cycle
as we know 1t is bound up with the system of private
enterprise. A solution at this stage would not abolish
the clash of individual and social purposes. Yetitis at
least interesting and salutary to realise, if our argu-
ment is sound, that the cycle is so deeply founded.
Reliance on superficial remedies will at least be dis-
counted. And the type of annoyance often expressed
about the discouraging tendency of economists to
suggest that these fluctuations are inevitable, will
be turned aside when it is realised that the problem
is just one aspect of the eternal social problem.
Then again, what has been attempted is the mere
alphabet of the subject. For simplicity we have
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talked of the individual. But economic results are
shaped nowadays by groups with individualist
aims partly at one, to some extent at odds with the
welfare of the community. A psychological analysis
should therefore examine the motives and influences
of such groups as organised markets, trade unions,
professional associations, the press, the banks,
government departments, and so on. But this so far
is uncharted ocean.

Finally, it should be noted that psychology has
its own cure for a disastrous clash of instinctive
forces. This is a practical method employed by
psycho-pathologists; but it also opens new vistas to
all kinds of social endeavour. It is of course the
process of sublimation; a process by which, to quote
Rivers, “the energy arising out of conflict is diverted
from some channel which leads in an a-social or
anti-social direction, and turned into one leading to
an end connected with the higher ideals of society”.!
The relevance to the type of instinctive disturb-
ances involved in economic activities is fairly clear.
Owing to the imperfect integration between indi-
vidual aims and social welfare, individual instinct-
ive forces are over-stimulated, then blocked. Only
if the blocked energy is guided into the wider
channel of social progress can it at once achieve its
satisfaction, and excesses either of optimism or fear
be avoided.? This seems a long period cure indeed.

1 Op. cit. p. 156.

2 Interesting comments on the prospects of the sublimation of
economic nationalism will be found in Allyn Young, Economic
Problems (Economics and War). The rationalising of instinctive

M



168 THEORIES OF THE TRADE CYCLE CHAP.

Still, those who have, for instance, experience of
regimental life will realise the transformations of
the self-regarding instincts that sublimation can
achieve. Of course sublimation can be rationally
organised—in fact, this is the ideal. For so far as
a person’s knowledge is not organised, so far he
remains suggestible. But rational sublimation will
fail so far as it does not understand the roots of the
trouble. The rational policy in economic life would
then appear to be to strengthen all those influences
which express the social instinct, always under an
adequate conception of social welfare. By this
course the mere frustration of the self-regarding
instincts will be avoided. Once again this process
seems endless. Yet, even so, I cannot refrain from
one further quotation on this point from Rivers,
most acute, most sympathetic, most lamented of
our younger psychologists. Speaking of the dis-
equilibrium produced by war, he says, “I believe
that we may look to this instability as the source of
energy from which we may expect great accomplish-
ments in art and science”.! This is relevant to the
thought that the swings of the cycle may be nega-
tive aspects of positive progress, as Mr. Robertson
argues.?

I should like in closing this chapter to disclaim

forces has, however, its own peculiar excesses. Refreshingly sane
observations on the risks it runs will be found in Plan or No Plan,
by Barbara Wootton, at p. 330, where the economic motive is
discussed.

1 Instinct and the Unconscious, p. 158.

? Cf. Banking Policy and the Price Level, pp. 19-23, for a splen-
didly balanced discussion of this issue.
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any suspicion of dogmatism. The approach ex-
plored is perhaps novel, and is certainly halting
and inadequate. It has been offered largely in the
hope that it may incite thosc who are better
equipped to correct its errors and develop any
validity it may have.



CHAPTER X

SYNTHESIS

1. SumMarIEs are dangerous. This is especially so
when the subject is as involved and many-sided
as the trade cycle. A mere synopsis cannot do
justice to the scope and intricacy of the argument.
But if this is granted and constantly borne in
mind, there may be some advantage in a final rapid
review of the line of our progress. It is important
to make explicit what has indeed lain implicit in
the order and growth of the analysis: the fact that
all these theories can be cumulatively combined,
and must be so combined, to attain a reasonable
solution of the problem. The object of this summary
is to suggest the shape of such a synthetic theory—
that and nothing more.

Turn back, then, to our initial definition of the
problem. An examination of the facts established
the existence of sufficient regularity in the expan-
sions and contractions of industrial activity to
justify the hypothesis that some recurrent and self-
generating cause or causes are at work. It then be-
comes the task of theory to construct a logical
justification of this hypothesis in relation to these
facts. How far has success been attained?

On the monetary side it was argued that the self-
170
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generation of expansion, turning-period, and reces-
sion had been satisfactorily established. For with
prevailing systems of elastic credit in which the
final control of the central bank is bound to be
applied too late, conditions in which profits are
created and the process grows cumulatively, are
bound to emerge. In such circumstances, the time
must come when central banks will enforce the
cessation of credit expansion; and then some re-
cession is easily accounted for. But it was further
argued that this type of interpretation did not
suffice to explain the length and intensity of the
depression periods. For depressions last longer
than the advent of cheap money conditions and
abundant potential credit. It was therefore neces-
sary to undertake an examination of the effects of
the expansion period on the structure and flows of
investment.-

Firstly, it appeared that the power of our banks
to expand credit carried with it a factor which at
once affects the balance of production. For if credit
is so expanded the actual rate of interest will be
kept below the equilibrium rate. This result is in-
evitable in the existing structure of the banking
system. It follows that an expansion of future
goods will be stimulated greater than would be
possible under conditions of continuing equilibrium.
Another aspect of this situation is the fact that
where credit is expanded in this way, the rate of
new investment will exceed that of saving. And
on this line of analysis, an attempt was made to
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define as exactly as possible the meaning of ex-
cessive investment.

At the outset it was affirmed that the investment
in plant was excessive in the sense that the possi-
bility of its recovering its costs when it came into
production was prejudiced from the outset. The
reasons for this failure to recover costs were, how-
ever, more difficult to elucidate. The first sugges-
tion offered was that during an expansion period
in which I is greater than S, just because invest-
ment fecds on credit expansion, the rate of volun-
tary saving is insufficient to support the new in-
vestment. This, in turn, means that during the up-
swing spending is relatively excessive; it is excessive
relative to the maintenance of equilibrium. This
means that as expansion proceeds, demand con-
centrates more and more on final goods. Thus when
the successive productive periods begin to reach
their conclusions and the new plant is rcady to
produce its quota of final goods, it is met with a
system working to near capacity, with all the slack
of real working capital already attracted into the
production of final goods. The new plant will there-
fore need to bid higher for its necessary share of
working capital, and to suffer the frictions of in-
adequate mobility. It will also be faced with higher
money costs for labour which has won a share of
the expansion in profits. The further fact that the
output of final goods must increase with the added
flow from the new plant, whereas the flow of money
demand will diminish as investment slackens when
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these conditions are revealed, will set the stage for
reaction.

Reaction may follow from the above circum-
stances alone. This will be more likely when the
period of gestation has been long, and the possi-
bility of over-investment and relative over-spend-
ing is therefore the greater. But the check to credit
expansion may itself be the immediate cause, and
will, in any case, be likely to intensify the invest-
ment-saving reaction.

Thereafter the trail of the slump is marked by
the fall in prices. Under the burden of costs that
lag behind this fall, losses and dwindling invest-
ment are inevitable. Working capital shrinks in the
channels of capital investment, spreading its re-
percussions in a further shrinkage of demand. If
liquidation could anticipate slump, and if invest-
ment could then be re-stimulated, depression would
be temporary. But in actual circumstances, liquida-
tion is dragged behind the fall in demand. The very
rigidity of the increasingly intricate technical stages
of production intensifies this lag. For it adds to
the lack of mobility in the transfer of productive
resources. The inhibitions of human anxiety supply
the human motive to that defensive attitude which
is so apt to tighten the shackles of depression.
Where all are defending their own ground, a united
. attack on the enemy is difficult to organise. At
the worst the descent can end only by hitting the
ground, when savings must be encroached on,
when depreciating capital must be renewed, and
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when more efficient methods of production have
been discovered.

In sum, there seems to be an inherent error in
the timing of the processes of competitive produc-
tion. The expansion of investment in capital plant
crowds into a fairly short period in response to
the time during which the demand for final goods
is increasing most rapidly; and this occurs con-
siderably before the peak of the cycle. This is the
natural response of private enterprise. But that
very concentration involves wrong timing at the
end of the period of gestation. The effects of this
flaw in the timing are worked out through the
actions and reactions of saving and investment.

Lastly, the importance of private enterprise and
the dynamic of profits, which had emerged in the
previous analysis, indicated the necessity of ex-
amining the psychology of the motives behind this
type of economic system. Some consideration of
pure psychology taught us that it is insufficient to
remain satisfied with mere emotions like optimism
and pessimism as the sources of oscillations in
economic activity. The incentives behind them
could be only instinctive. And the alternating forms
taken by the self-regarding instinct were broadly
indicated as the instinctive sources. These alternate
forms were defined as, firstly, the urge to the ex-
pression of personal significance, with its perhaps
acquired systems of construction and acquisition;
and, secondly, timidity in face of a threat to one’s
security. On this basis suggestion finds grounds for
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exaggeration which are psychologically valid. The
conclusions which followed from this analysis were,
however, so fundamental that they could not throw
much light on the practical mechanism and im-
mediate causation of the cycles. Suggestion, in fact,
requires a continuing real cause if it is itsclf to be
continuously operative. Such a real cause can be
found only in the conditions which create the alter-
nating periods of profitable and unprofitable enter-
prise revealed by the monetary and investment
theories.!

Considering these theories together, then, it
appears that they do make out a theoretical case
for the existence of rhythm. The psychology of the
actual economic dynamic does supply the broad
conditions in which over- and under-activity would
alternate. In monetary and investment institutions
we further discover structural reasons why expan-
sion should be followed by recession, why such
recession should decline into stagnation, and why
stagnation should be cured only by a slow painful
reorganisation which prepares the soil for the
emergence of new possibilities. The monetary elas-
ticity of credit reacts on investment possibilities,
and vice versa; and both operate within the channels
laid down by the forces which inspire private enter-
prise. That being so, only a system of explanations

1 This summary has been included to indicate the mere thread
of the argument. It is well, therefore, to repeat that to follow threads
is to do injustice to the pattern. All the fully grown theories of the
trade cycle are living, developing systems of thought. To summarise
them is to kill them.
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can do justice to the systematic disease we have to
understand.

So fluctuations about the output trend are to be
expected. The further problem remains: can reasons
be given for the comparative regularity in these
fluctuations which the statistics suggest? A word
may be added on this—perhaps the most difficult
conundrum among the many raised. How can the
actual duration of the cycles be explained? And
why do different cycles last for relatively similar
periods?

2. We can begin by remembering the expansion
which takes place during a period of production in
which new investment is fed into the system more
rapidly than new savings become available. At the
end of such a period the possibility of a check
arises, because the new output, probably excessive
under competitive conditions, will exert a moder-
ating influence on price-levels. As the production
period of consumption goods is comparatively
short, we might expect this check to arrive perhaps
one and a half to two years after the increased
investment in plant was initiated. It has been
estimated by Mr. Kirk that both the expansion and
the liquidation periods in agriculture will vary
within similar limits.! Thus in those countries in
which agriculture predominates, a short cycle of
some three and a half years is to be expected. The
United States provides the classic example here, The

1 Op. cit. p. 213.



.4 SYNTHESIS 177

short cycle is not, however, strongly marked in the
relatively more industrialised European countries.

In the latter communities it is to be expected
that the check caused by the increase of final goods
at the end of an expanding production period will
for a time be more readily overcome by the reper-
cussions from increased investment in capital goods.
This investment will steadily reappear as increased
demand in the hands of income and profit earners,
if the banking system does not apply the brake.
The influences of investment in fixed capital bring
us therefore to consider the longer, and, for Euro-
pean countries at least, the major cycle. Now, there
is an obvious limit by which such investment is
bound—the optimum producing capacity of the
system. After that point, costs will inevitably rise.
Further expansion will be damped down. This will
mean that the rate of increase in the demand for
final goods will tend to become steady, instead of
expanding. A rapid fall in the demand for plant
will then follow. Professor Pigou has noted that
there is no dynamic rhythmic force in this negative
optimum load limit.! And certainly the reasons for
subsequent recession have to be revealed.

The line of explanation which has appeared most
convincing is that the over-investment in plant
brings with it maladjustment in the different flows
of investment. Its distribution has favoured goods
for the too distant future relative to those for
the present. When, therefore, the maladjustment is

1 Industrial Fluctuations, p. 207.
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revealed, the cessation of activity in the construc-
tional industries will be drastic. This maladjustment
results inevitably from the expansion of credit, for
credit creation involves the reduction of the actual
below the equilibrium rate of interest. It is a sub-
sidy to future goods, relative to present goods. So
far, therefore, as the creation of credit is cumula-
tive, the maladjustment of the supply of future as
against present goods is also cumulative. It is in this
latter real form that the malign aspects of credit
elasticity become operative. This cannot be rapidly
adjusted. For all the frictions connected with in-
adequate mobility of the agents of production at
once come into play. Unemployment of these agents
breeds cumulative depression; and timid saving
may intensify the grip of stagnation.

As to the length of this longer cycle, the first
explanation that suggests itself is to connect it with
the average life of capital plant. It might be thought
that such an average represents so scattered a dis-
persion that its value is limited. Strong reasons
have, however, been given for accepting a pro-
nounced mode of ten years.! If this be accepted, the
sequence would be somewhat as follows. The jerk
upwards would take the form of a rapid expansion
in plant based on the arrival of new prospects. Once
this jerk is granted, the cycle would follow the lines
previously indicated. The negative check would

1 Cf. Pigou, Industrial Fluctuations, p. 208. A fuller account will
be found in 4 Study of Industrial Fluctuations, by D. H. Robertson,
P- 36 et seq.
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appear some fairly short time after the optimum
load of the system had been reached. But as the
expansion in plant had been concentrated within a
short period, so in ten years’ time the need for its
rehabilitation would be also concentrated. It would
appear as a further potential jerk, if other condi-
tions were not unfavourable.

Further, however, it seems to the writer that the
durations of the up-swings and the down-swings
must be given separate examination. For they
respond to different conditions. For instance, taking
expansions first, the level of development reached
will be one such condition. As the more obvious
physical needs become satisfied, demand will become
more changeable. The margin of error in estimates
will increase.! Again, the rate of invention varies
considerably as between different long periods.
Since this carries with it the rate of obsolescence,
one would expect the expansion periods to differ in
length as between these different long periods. So far
as we can divide the course of economic growth into
stages,? we would expect relative similarity in the
lengths of expansion periods in any one such stage.

As to the duration of slumps, silence might be the
wisest course. In the past, no positive comprehen-
sive steps have been taken to cure them. For the
provision of cheap credit can hardly be called more
than negative. It is certainly true that when cheap

! This point is admirably elaborated by Mr. A. Loveday in
Britain and World T'rade, pp. 86-94.
¢ Cf. p. 17 ante.
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credit implies also a reduction of the actual below
the equilibrium rate of interest the incentive to
investment is more than negative. But if over-
expansion of capital goods has gone far in the
previous expansion this situation must be slow to
arrive. For the equilibrium rate is bound to approach
zero until the real disequilibrium is liquidated. In
these circumstances the period of stagnation is
almost inevitable. And it brings with it nowa-
days so many troubles of an international political
type especially, about which scientific prediction
is impossible, that the expectation of any exact
similarity in duration would be quite unwarranted.
Under the past type of treatment, however, it
seems reasonable to presume that stagnation might
well continue until the need for improvement in
the capital equipment became obvious. But here
again the emergence of inventions might expedite
recovery.

These remarks are fragmentary. They may, at
best, be suggestive on a matter which has so far not
been thoroughly analysed.

3. Finally, what remedies are suggested by our
analysis? And to what extent can cach effect a cure?

At the outset, a sharp distinction must be drawn
between mere palliatives and more radical treat-
ment. In fact, the adequacy of palliatives should be
more directly questioned than has been the case in
the past, in view of modern developments. It has
often been argued that cutting off the high and
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low peaks will be sufficient. Certainly, half a loaf
should not be scorned. But the recent dead weight
of unemployment must throw doubt on its final
adequacy. Quite bluntly, if the British economic
system has to carry an average of a million unem-
ployed because of the trade cycle (and this would
seem a roughly fair estimate in relation to post-
war facts), then it would appear that radical treat-
ment will be necessary. The future will probably
more than cancel the effect of palliatives. For the
long-period tendency will almost certainly be
towards ever wider markets: and until some
measure of solution is found for the problem of
the frontiers (economic as well as political) this
will entail still heavier unemployment in depres-
sions.! It seems, in fact, that the necessity to
grapple with unemployment is taking the placc of
waste in production as the centre of the cycle
problem. Tf that is so, the radical remedy will be
ever more steadily to limit or at least to supple-
ment the scope of private enterprise. It has always
been recognised that full employment could be
given—at a price. But while the increase in wealth
was regarded as the central aim, and while private
enterprisc was accepted as the means of attaining
it, no direct cure for unemployment could be
planned. If the emphasis is changing, the reduction

1 ¢f. J. M. Clark, Strategic Factors in Business Cycles, p. 119,
where the view is expressed that, other influences remaining un-
changed, the intensity of the cycles will tend to increase in the

future, because of “our rising standard of living and especially the
increasing importance of durable consumers’ goods’’.
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of unemployment will be sought even at the risk
of a less rapid increase in wealth. The difficulty is
that men refuse to accept one of providence’s firm-
est decrees—the impossibility of eating a cake and
having it. The tariff issue need hardly be cited in
proof of this obtuseness.

With this broad introduction we can proceed.
From the purely monetary side, it does not seem
possible to expect much more than some reduction
of the swings. Certainly, a fuller realisation by
central banks of the influence of credit creation on
the movement of actual relative to equilibrium
rates of interest may be expected to result in some
diminution of the rate of expansion, and also of
the duration of slumps. The time is therefore ripe
for the freeing of the Bank of England from some
of its statutory obligations. We noted that elas-
ticity of credit at a price diverging from the
cquilibrium level is inherent in our present system
of joint-stock banks; and that the check to that
elasticity is bound to come too late. Some tighten-
ing of the Bank of England’s control is therefore
overdue. This thesis has been so thoroughly de-
veloped in the Macmillan Report! that the point
need not be elaborated. The abolition of the old
restrictions on note issue, and the freeing of the gold
reserve for purposes of international stabilisation,
arc involved. But even when the Bank has the
power rapidly to adjust credit, can we expect that
it will have the knowledge and technique necessary

1 Committee on Finance and Industry, Cmd. 3897.



X SYNTHESIS 183

to wipe out the cycle? Perhaps it could do so for a
closed British system. But the difficulties of inter-
national financial co-operation it cannot now con-
trol. Further, this is no mere question of stabilising
prices, as we have seen. Rapidity of circulation
has also to be leashed. Where the expansion of real
capital is based on credit expansion in a system of
private enterprise, the possibility of radical or
complete cure through banking control seems to
the present writer unreal.! The cycle is inherent in
private enterprise. Of course, a radical cure may
bring with it even greater ills—*“that we know not
of”’. In fact, so far as the amplitudes of the cycles
can be reduced, thus far does the argument that
the price of private enterprise may be worth paying
gather force.? For the price is the waste of the
cycles. Here the future must decide, though recent
experience has weakened this argument. In the
meanwhile, any estimate of the extent to which the
amplitudes of the cycles may be reduced by wiser
control belongs to the realms of prophecy, not of
science.

This increase in the flow of money demand
through a spurt in investment brings us to the
second group of remedies. Here again there are

1 Cf. J. M. Clark, op. cit., p. 208. It is interesting to find so
distinguished an American economist thoroughly sceptical about
the possibility of radical cure through credit control, in view of
contemporary knowledge and technique. But, when we remember
events in the United States since 1929, it is not surprising.

? Cf. D. H. Robertson, Banking Policy and the Price Level,
pp. 19-23.

N
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obvious palliatives. Investment excesses, such as
occurred in 1928 and 1929, have always inspired
their belated cures. For instance, the proposals of
the Macmillan Commission would limit the ravages
of some company promoters in the healthiest way
possible; by putting a permanent institution in
their place. The Stock Exchange has also taken
action to avoid the diseases that then ran riot.
Particulars of sub-underwriting agreements must
now be lodged and approved, before permission to
deal will be granted; and generally the conditions
have been tightened so as to prevent the unloading
on the public of shares in immature or merely
speculative companies. But there is no need to
elaborate these remedies. For while they are useful
and necessary, they come after the event. They
deal rather with the orgies of the feverish expan-
sion stage. They do not cut to the roots of the
disease. It is to be feared that while these roots
remain, the ingenuity of future gamblers will be
very equal to forcing speculative blossoms in the
hot-house air of an investment boom.!

When, however, we seek a radical cure on the
lines of the savings-investment theory, we are
brought face to face with the fundamental issue.
So long as the initiative in investment is left in
private hands, disequilibrium between the rates
of new investment and saving appears inevitable.

1 Remedial action through Government stimulation of invest-
ment has alrecady been considered at pp. 42, 85, and 124. It is not
therefore further referred to here.
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For conditions in which windfall profits can be
made are certain to arise; and these circumstances
carry with them relatively excessive investment in
plant. The cyclical logic then completes its course.
We may learn to diminish the length of slumps by
a more rapid liquidation of uneconomic costs and
enterprises. But the heavy weight of ignorance and
timidity precludes a rapid recovery under present
circumstances.

So we are finally thrown back on what is the
ultimate issue—the psychological diarchy. This in
turn, of course, takes political shape in two prac-
tical policies. Our last task must be to define this
issue. The conclusion that emerges from the argu-
ment is that so far as private enterprise remains
in control cyclical movements will also continue.
Mitigation is possible. It may prove sufficient. But
caution suggests that palliatives can do no more
than painfully restrain the vagaries of the future.
The only radical cure for the excesses of the self-
regarding instinct is the direction of its energies
into activities satisfying social requirements also.
The issue lies, in fact, between private enterprise
and social organisation; between what is usually re-
garded as the most efficient wealth producer, and a
system willing to sacrifice some of this assumed sur-
plus in the endeavour to secure fuller employment.

Like all social issues, this one runs the gravest
danger of being drawn much too sharply. Professor
J. M. Clark has admirably expressed the sane atti-
tude to the problem of the future relation between
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private enterprise and social action ‘“There is”, he
says, “a mutual interest which should be strong
enough to produce fairly adequate action, if indus-
try can be organised in such a way as to make this
interest effective. Whether this degree of organisa-
tion can be brought about without going so far as
to make the system of private enterprise impossible
is a question which can be answered only by the
process of experiment.”’! Opposites can be combined
—they certainly must be in actual life. There should
be no need to emphasise the material benefits which
private enterprise has conferred on society. It also
satisfies and supports some fundamental virtues
in human nature — self-reliance, energy, courage.
Control which squanders these values is a disaster.
Sublimation is quickly said. But the dangers of “sub-
limation” enforced from above should be evident to
anyone who considers the wastage of the attempt to
socialise agricultural productionin the U.S.S.R. Sub-
limation cannot be imposed; it must be discovered,
and enthusiastically ensued. Yet the excrescences of
private enterprise can be cut away only by direct
attack, direct organisation, from above. In this con-
nection it seems probable that the campaign against
unemployment will develop from its present nega-
tive stage into a positive long-period organisation
for the provision of useful work. From the com-
munal point of view unemployment is unused
capacity. From that angle, the cost of maintaining
labour is a social oncost. It continues whether the
1 Op. cit., p. 197.
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labour is employed or not. And idleness has irre-
parable human costs, which add to the social
deficit, though figures are impotent to measure
them. To prevent this idle capacity from being
spilled, and becoming positive social waste, a
nationally approved organisation always engaged
in creating useful work for those thrown idle in the
competitive system has been shown by harsh
modern facts to be essential. On some such lines a
way of reconciliation may be found, granted the
will to construct it.
But this is to raise a further issue.
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INDICES OF WHOLESALE PRICES

Boa{,dioi Triade. (ﬁlll%l}?‘?gﬁl?ég}gd (He"'r[;rgzlr:zltz).
195(%‘:—5 1?)() Rccali‘!l)l(l)}:,tgli (t)g basis Recalfg(l)%tidlgg basis
1871 136-0 1363 117
1872 145-8 141 130
1873 152-7 135} 135
1874 148-1 1321 124
1875 141-4 126 116
1876 138-0 116 113
1877 141-6 116 113%
1878 132-6 111 104
1879 126-6 107 941
1880 129-6 118} 105}
1881 127-3 1174 103
1882 128-4 1203 100
1883 126-8 118 98
1884 114-7 110 933
1885 107-7 103 864
1886 101-6 102 82
1887 99-6 103 841
1888 102-7 104} 90
1889 104-0 104} 94}
1890 104-0 103 101
1891 107-4 102 98}
1892 101-8 963 89
1893 100-0 96 86
1894 94-2 87 7%
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Board of Trade. (Aldlrligll:o}%c?l((ﬁ'?:nd Germany
ses ot | larsan ot taboun. | pedaiculated o bavs
1900 = 100
1895 91-0 85 77
1896 88-2 82 77}
1897 90-1 81} 79}
1898 93-2 85 843
1899 92-3 92} 92
1900 100-0 100 100
1901 96-9 99 94
1902 96-5 103 93
1903 99-9 103} 94
1904 98-3 103 94
1905 97-6 105 97
1906 100-5 111 106
1907 105-7 118 113
1908 102-8 111} 1064
1909 104-1 115 105
1910 108-8 99b
1911 109-4 95b
1912 114-9 101
1913 116-5 100
1914 117-2 1005
1915 143-9 1016
1916 186-5 124b
1917 2430 1760
1918 267-4 1960
1919 296-3 214

(b) 1913 =100
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INDEX OF PosT-wAR PRICES

Board of Trade
1913 =100
1920 307-3
1921 197-2
1922 158-8
1923 1589
1924 166-2
1925 159-1
1926 148-1
1927 141-6
1928 140-3
1929 136-5
1930 119-5
1931 104-2
1932 101-6

The indices for 1871-1919 are taken from Layton,
Introduction to the Study of Prices, p. 151.



APPENDIX 3
NoTeE oN ForCED SaviNGs

It is evident that for Dr. Hayek the villain of the piece is
an undue expansion of credit. This is clearly revealed by
his animadversions on the effects of forced savings. He
criticises those who look to forced savings as saviours of
the inadequate flow of voluntary savings in times of expan-
sion: that is, inadequate relative to the inflated demand—
not, of course, tothe “optimum demand”. Against this view
he states quite bluntly, “it is probably more proper to
regard forced saving as the cause of economic crises than
to expect it to restore a balanced structure of production’.?
He notes that ‘“forced saving takes placc whenever the
volume of money is increased, and does not need to mani-
fest itself in changes in the value of money”. This is, of
course, true.2 When prices do not change the forced saving
that takes place is certainly of a rather more negative type
than when they rise. For as the value of money is steady,
the effect on those whose incomes do not expand is that
they are prevented from sharing in the increase in output
due to more efficient productive methods. It still remains
true that the production of future goods is over-expanded
for a time. The only possibility of preventing the develop-
ment of this disequilibrium in these circumstances lies in a
reduction in prices. For this reduction would increase the
demand for present goods relatively to that for future
goods, the latter demand being damped down by the failure
of money profits to increase. The obstacles to this remedy
under existing financial conditions are very obvious.
1 Monetary Theory and the Trade Cycle, p. 226 and p. 219.

3 Cf. D. H. Robertson, Money, pp. 98, 99.
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Once again, then, Dr. Hayek insists that it is the change
in the relative values of future and present goods caused
by an artificially created flow of credit which perpetuates
disequilibrium. The price of present goods can remain un-
changed throughout; but if future goods are cheapened
relatively through technical changes, then, if artificial
credit support is added, over-production of future goods is
bound to be revealed when the support is withdrawn.
Forced savings merely add fuel to the flame.
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