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PREFACE

Tue following pages make no claim to present an ex-
haustive account of the events with which they deal.
Nor do they set out in full rigour the various analytical
theorems upon which they are based. They arc merely
an attempt, with the aid of what is sometimes called
“orthodox” economics, to furnish a succinct commen-
tary on the more conspicuous features of the slump
and its antecedents. In doing this I have been most
acutely aware of the difficulties of the task I have
undertaken. The subject is highly controversial, and
many of the conclusions to which I have been led run
counter to opinions which have been widely held, at
any rate in this country. I put them forward, not
with any confidence whatever in the superiority of my
own judgement, but in the belief that the point of
view from which they spring, which is not specifically
my own but is the heritage of generations of subtle
and disinterested thought, is a point of view whose
applicability to the interpretation of the bewildering
problems with which we are now confronted has not
as yet been sufficiently recognised.

I have to acknowledge indebtedness to the various
friends who have been kind enough to favour me with

the benefit of their advice and criticism. My main
vii
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debt, however, is to Mr. Stanley Tucker, Rockefeller
Research Assistant in the Department of Economics,
without whose loyal and unremitting labours in the
preparation of the charts and the statistical appendix
publication at this stage would have been impossible.

LIONEL ROBBINS

Tue LonpoN ScHoOL oF EcoNoMIcs
June 1934
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CHAPTER I
1914-1933

1. THE object of this Essay is to examine the nature
and the causes of the present depression of trade. Its
first task, therefore, is to trace the background of the
depression and the broad conditions amid which it was
generated.

To do this it is necessary to draw the picture on a
canvas wider than that which would at first sight seem
appropriate to an enterprise of this nature. The onset
of the present crisis may perhaps be dated from the
autumn of 1929. But its causes and the conditions
under which they have operated take their rise long
before this date. The body-economic, equally with the
body-politic, has been in a state of violent tension ever
since the war. We live, not in the fourth, but in the
nineteenth, year of the world crisis. If our discussion
of the events since 1929 is not to be wholly unrelated
to their most significant causes, it must take some
account, however brief, of events before that date.
1914 is the beginning of our epoch.

2. For the hundred years which preceded the out-
break of the Great War, the economic system had not
at any time shown itself to be in serious danger of grave
breakdown. It was a period of unprecedented change.
The external conditions of economic activity were

in process of continual alteration. In the old world
1 B



2 THE GREAT DEPRESSION OH.

the advent of steam and machinery was changing
the nature and the structure of manufacturing indus-
try. In the new, the coming of new modes of trans-
port was opening up vast areas, hitherto undeveloped,
both as sources of food supply and raw materials, and
as markets for the products of the manufacturing pro-
cesses. The population of the world, whose normal
state there is reason to suppose to have been more or
less stationary, was growing rapidly. The aggregation
of people into large cities, dependent for the most
elementary necessities of life upon supplies produced
at the other ends of the earth, proceeded at a rate un-
known in any earlier epoch. Yet the economic mechan-
ism was adjusted to this complex of change without
anything like the present dislocations, and, year in,
year out, turned out what, for a substantial proportion
of the increasing population, has been regarded as the
basis of an increasing standard of real income. Accord-
ing to the calculations of Sir Josiah Stamp, the level
of real incomes in Great Britain in the years before
the war was four times as great as in the Napoleonic
period.

To say all this is not in the least to contend that the
pre-war period was immune from economic difficulties,
or that what has come since is to be regarded as
spontaneous catastrophe, having no intimate connec-
tion with anything that went before. No student of
those times is likely to be unaware of the ups and
downs of trade, the recurrent waves of business de-
pression and unemployment, which ruffle the lines of
secular development. Nor will he be blind to the
increase towards the end of the period in political
tendencies which, viewed in the light of more recent
developments, can be seen to have been fraught with
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danger to the stability of the whole system. The Great
War itself was the product, not of accident, but of some
of these tendencies. Nevertheless, compared with what
has come since, the difficulties of those times must be
admitted as being of a minor order. During the years
for which we have records, the number of unemployed
trade-unionists in Great Britain only once rose above
10 per cent. The crises were not such as to disrupt the
unity of monetary conditions in the important financial
centres. The interventionist and restrictive tendencies
of economic policy, although no doubt calculated to
retard the increase of productivity, were never such
as seriously to threaten to reverse it. There is no need
to present the world before the war as a Utopia to
point the contrast with what has come after.

3. Into this world there came the catastrophe of
war. There is no need at this point to dwell on the in-
tellectual and cultural changes which this catastrophe
involved, although for those who are not dominated
by a purely materialist conception of history it is argu-
able that, even in this context, these were the most
important changes of all. More germane, however,
to the purpose of this survey, are certain more tangible
influences.

As an influence on economic activity, the war, and
the political changes which followed the war, must be
regarded as a vast series of shifts in the fundamental
conditions of demand and supply, to which economic
activity must be adapted. The needs of war called a
huge apparatus of mechanical equipment into being.
The resumption of peace rendered it in large part
superfluous. The fact of war involved a disruption of
the world market. The settlement, which came after,
created conditions which aggravated this disruption.
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The struggle which was to end nationalist friction
in fact gave nationalism new scope.

As an influence on subsequent developments, these
changes have a double significance. In the first place,
they were discontinuous. They therefore involved vast
destruction of capital. Secondly, they were restrictive
of free economic activity. They therefore involved a
reduction in the productivity of the factors of pro-
duction. For four years, the capital resources of the
belligerent countries of the world were devoted to
providing offerings to Mars, which either perished in
the moment of their production or remained as useless
as the pyramids of the Pharaohs, once the occasion
for the sacrifice had ceased. The disruption of the
world market, consequent on the war and on the peace
settlement, meant a restriction of the area within
which the division of labour had scope. It meant there-
fore a limitation of the increase of wealth to which
division of labour gives rise.

Concurrently with these structural dislocations, there
came a further series of changes no less important in
the causation of post-war difficulties. At the same time
as the using up of capital and the lowering of product-
ivity were producing conditions demanding readjust-
ment on a scale hitherto unknown in economie history,
the economic system was losing its capacity for adapta-
tion. The successful prosecution of war involved, as we
have seen, a large and discontinuous alteration of the
“set” of the apparatus of production. This alteration
was carried through. But the measures which were
necessary to bring it about—the centralisation of con-
trol of industrial operations—were such as permanently
to impair its capacity for further change. The grouping
of industrial concerns into great combinations, the
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authoritarian fixing of wages and prices, the imposition
of the habits of collective bargaining, were no doubt
measures which would be justified by appeal to the
necessities of war. But they carried with them a
weakening of the permanent flexibility of the system,
whose effects it is difficult to over-estimate. This was a
dish of eggs not easy to unscramble.

Here, as with other contrasts between pre-war
and post-war conditions, it is important not to exag-
gerate differences. It is not contended that the pre-war
system was entirely flexible, or that the post-war
system has shown itself to be incapable of some adapta-
tion. This would be untrue. All that is argued is that
the changes introduced by way of groupings which
made for cartellisation on the one hand and a greatly
increased rigidity of the labour market on the other,
were such as to produce an important and far-reaching
impairment of what degree of flexibility there was. In
the light of well-known facts regarding the rigidity of
wages and the prices of cartellised products in the post-
war period, this does not seem to be a contention which
is open to serious question.

Beyond all this came the break-up of international
monetary unity. For forty years before the war, the
financial systems of the leading countries of the world
had been linked together by the international Gold
Standard. For a century, the Gold Standard had been
virtually effective. Trade between different national
areas took place on the basis of rates of exchange which
fluctuated only between very narrow limits. Capital
moved from one part of the world to another, if not
with the same ease with which it moved within national
areas, at least with much the same effects as regards
the volume of credit available. The prices of inter-
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nationally traded commodities moved together in all
the important centres. The price and cost structures of
the different financial areas maintained a relationship
which was seldom seriously out of equilibrium.

The war put an end to all this. Within a few days of
the outbreak of hostilities, in each of the belligerent
financial centres, measures had been taken which
amounted to an actual, if not to a legally acknowledged,
abandonment of the Gold Standard. Of the chief finan-
cial centres, the United States was the only one to
remain on gold. The others not only suspended the
rights of effective convertibility; they each, in greater
or lesser degree, resorted to the device of inflation as a
means of financing the war. The results were as might
have been expected. The gold supplies of the world
tended more and more to be concentrated in the vaults
of the Federal Reserve Banks. Prices rose in the in-
flating countries in various degrees, according to the
measure of the inflation. In the markets for foreign
exchange the conditions of supply and demand re-
flected the internal depreciation. It was the first phase
of a period of international disequilibrium from which
we have not yet emerged.

4. The conclusion of peace brought no end to this
disorder. The inordinate claims of the victors, the crass
financial incapacity of the vanquished, the utter bud-
getary disorder which everywhere in the belligerent
countries was the legacy of the policies pursued during
the war, led to a further period of monetary chaos. In
the United States a brief inflationary boom was fol-
lowed by collapse, and then a fairly rapid recovery. In
Great Britain the boom and the collapse had no such
fortunate sequel: a long period of relative stagnation
followed. In continental Europe, the confusion was
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without precedent. It was the era of the great inflations.
The rouble, the crown and the mark all suffered what
was virtually an annihilation of value. The franc and
the lira underwent serious depreciation. The results
were what was to be expected—severe curtailment of
trade, further structural dislocations, capital con-
sumption and the wiping-out of middle-class resources,
a further disruption of the basis of the international
equilibrium of prices.

5. By the middle of the ’twenties, this intense dis-
order had come to an end. One by one, budgets were
balanced and disordered currencies were restored to
some kind of stability. In the spring of 1925, Great
Britain and the British dominions returned to the
Gold Standard. By the end of the year, of the import-
ant countries, only France was still on a fluctuating
standard.

There followed a period of good trade—a period,
indeed, which in the light of more complete knowledge
of the relevant statistics can be seen to have been,
for some parts of the world, one of the biggest booms
in economic history. Trade revived, incomes rose.
Production went ahead by leaps and bounds. Inter-
national investment was resumed on a scale surpassing
even pre-war dimensions. The stock exchanges of the
more prosperous centres displayed such strength that
speculation for a rise seemed a more certain path to a
secure income than all the devices of ancient prudence.
It was a period in which the finance ministers of the
world, looking forward to years of increasing revenue,
felt no hesitation in incurring fresh obligations on the
side of expenditure. Men of the type of the late
Ivar Kreuger moved rapidly from one capital city to
another, arranging without fuss or inconvenience to
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anybody, what were described as “good constructive
loans”—the acolytes of the ‘“new economics”. It was
in these days that it was said that the trade cycle had
become extinct.

Nevertheless, there were certain features of this
phase which were such as to distinguish it, if not in
kind, at any rate in degree, from other periods of ex-
panding trade. It was pre-eminently an industrial
boom. The rise in profitability was essentially a feature
of manufacture and raw material producing industry.
Throughout the period, the profitability of certain
lines of food production was relatively low. In the
United States—then as now the centre of the world
fluctuation—side by side with extreme prosperity in
the manufacturing industries, there existed severe
difficulties, and in parts even distress, among the pro-
ducers of agricultural products. All over the world the
relative decline of agriculture was giving rise to severe
political strain and desperate attempts, in the shape
of pools and restriction schemes, to evade the con-
sequences of technical progress.

Moreover, even in manufacturing industry the boom
was not universal. Important areas of manufacturing
production experienced its influence only indirectly.
Throughout the boom years in the United States, in-
dustrial activity anywhere in Great Britain could
never have been described as more than moderately
good. There were large areas in the North where this
description would have been an exaggeration. In
Central Europe, particularly in Austria, partly as a
result of the peace settlement, partly as a result of
internal policy, there was definitely discernible a tend-
ency to capital consumption. In Germany, the appal-
ling shortage of capital created by the war and the
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post-war inflation was partly compensated by large
imports of capital. But the business situation was
never normal, and at a much earlier date than else-
where it became quite obviously perilous.

At the same time, in the financial centres of the
world there existed conditions wholly without parallel
in any earlier period of prosperity. The stabilisation
of European currencies and the fixing of new parities,
after the colossal fluctuations of the post-war years,
had been carried through on the basis of what very
often could only be described as hit-or-miss methods;
and although in some cases the miss was not very
great, in others it was considerable. In the case of
Great Britain, the parity chosen was almost certainly
too high. In France there is reason to suppose that the
error was in the opposite direction. The result was a
most peculiar state of inter-local monetary disequi-
librium. The centres which had returned too high were
continually in danger of losing gold; the centres which
had returned too low were almost embarrassed by the
gold they attracted. Now it so happened that the
centre which suffered chiefly from over-valuation was
also the chief centre of organised capital export. While
the over-valued exchanges made long-term capital
export from London a highly difficult operation, the
relatively high rates, which were necessary to keep gold
from flowing out, were especially tempting to short-
term balances. Hence, throughout the whole of this
period there existed in one of the chief financial centres
of the world a lack of balance between long- and short-
term investment which was itself conducive to dis-
equilibrium and latent with dangers of extensive
catastrophe, should anything occur to disturb the
insecure prosperity elsewhere.
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6. Thus, in spite of the appearance of considerable
prosperity and a very real measure of revival of trade
and industry, the period immediately preceding the
slump was not without conditions which might justifi-
ably have given rise to very grave anxiety. Clearly,
if the forces making for prosperity were to slacken,
the ensuing depression was likely to be a depression
of more than usual severity.

They did slacken. Looking back, it is possible to dis-
cern the beginning of the depression about the end of
1928, when the flow of American lending to Germany
first began to lose its pace. By the middle of 1929, the
evidences of serious weakening in that part of the
world were unmistakeable. In certain raw material
producing centres, too, there were signs of weakness
quite early in the summer.

But the main tide of American speculation continued
to flow with undiminished strength until the autumn.
As early as February the authorities of the Federal
Reserve System had become persuaded that the boom
had reached such dimensions that a crash was inevit-
able. But, in spite of private warnings, rising discount
rates, and all kinds of unofficial indications, the rise of
stock exchange values continued. Then suddenly there
came a crack. The collapse of the Hatry swindles in
London caused a sudden tightening of markets there.
The rate of interest was advanced to 6} per cent. In
New York there was a sympathetic movement. On
October 23rd the Dow-Jones index of the price of in-
dustrial shares in New York dropped about 21 points ;
during the next six days it fell about 76 points more.
Prosperity was at an end. The bottom had dropped
out of the market.

7. The depression which followed has dwarfed all
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preceding movements of a similar nature both in
magnitude and in intensity. In 1929 in the United
States the index of security prices stood in the neigh-
bourhood of 200-210. In 1932 it had fallen to 30-40.
Commodity prices in general fell in the same period
by 30 to 40 per cent; the fall in particular commodity
markets was even more catastrophic. Production in
the chief manufacturing countries of the world shrank
by anything from 30 to 50 per cent: and the volume
of world trade in 1932 was only a third of what it
was three years before. It has been calculated by the
International Labour Office that in 1933, in the world
at large, something like 30 million persons were out
of work.! There have been many depressions in modern
economic history but it is safe to say that there has
never been anything to compare with this. 1929 to
1933 are the years of the Great Depression.

1 For more extensive statistical information see Tables 1 to 12, Statistical
Appendix.



CHAPTER 1II

MISCONCEPTIONS

1. Way did these things happen?

Before proceeding to a tentative explanation, there
are certain misconceptions which demand our atten-
tion both on account of their widespread acceptation
and their possible influence on policy. Incidentally
their examination will bring to light certain matters
which have an important bearing on the explanations
eventually to be offered.

2. Perhaps the most conspicuous feature of the
statistics which we have just cited is the fall of com-
modity prices. A fall of 40 per cent in gold prices in
four years is an event without precedent. In popular
discussion, people often speak as if this were, not only
a symptom, but actually the cause of the slump and
its various attendant difficulties. The fall of prices is
the cause of the depression, they urge.

Such a view is based upon misapprehension. There
can be no doubt that when prices fall as rapidly and
as severely as they have done in this depression all
sorts of difficulties, which would not otherwise have
existed, necessarily come into being. The increasing
budgetary deficits and the growing weight of fixed
indebtedness of which so much has been heard in the
past few years, are difficulties of this kind. These diffi-

culties may rightly be described as consequences of the
12
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fall of prices. But it does not in the least follow that
the fall of prices is, in any sense, a prime cause of the
depression. Indeed, if we reflect upon the réle played
by prices in the markets in which prices arise, such a
conclusion must at once be seen to be fallacious. In the
market, prices are the resultant of the forces under-
lying, on the one hand, commodity supply, and on the
other, money demand. A fall of prices does not occur
spontaneously. It occurs only as a result of changes
in one or other of these factors. No doubt when it
occurs, it may bring with it the further complications
we have noticed. But its occurrence is not the cause—
it is the effect—of the fundamental fluctuation. In the
search for ultimate causes it constitutes the problem,
not the solution.

3. It follows, therefore, that any explanation of the
slump which is to escape the charge of complete super-
ficiality must go behind prices to the causes of which
prices are the resultant. That is to say, it must look
either to commodity supply or to demand expressed
in terms of money.

It is in this sense, if we are to do justice to them at
all, that we must interpret those theories which explain
the slump in terms of over-production. So long as there
remain anywhere wants which are unsatisfied, it is
quite clear that there cannot be over-production in
the sense of areal superfluity of commodities. No doubt,
as against those who wish to cure depression by all-
round restriction, it is important to reiterate this
homely truth. But the over-production which is in-
voked in popular explanations of the depression is not
over-production in this sense. It is merely over-pro-
duction in the sense that, in wide groups of important
markets, at the price prevailing, the supply cannot be
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sold at a profit. Against appeal to this unquestion-
able fact it is absurd to brandish the platitude that
even in the best of times many wants are left un-
satisfied.

Now there can be no doubt that in the present de-
pression, and indeed in every depression of which we
have knowledge, over-production in this sense has been
present. The fall in profitability in many lines of in-
dustry due to changed relations, or anticipations of
changed relations, between supply and demand is one
of the most conspicuous features of the beginning of
all downward fluctuations of this nature. It is a move-
ment which often shows itself in the index of security
prices long before commodity prices have been affected.
The appeal to over-production of this sort therefore
has a solid basis of fact.

But here, as with the appeal to the fall in commodity
prices, the alleged explanation proves to be nothing
but another way of putting the fundamental problem.
Over-production in this sense exists. But why does it
exist? Why is it that supply exceeds demand in so
many different markets?

It is useful to put the question thus, for in this way
the real nature of the problem—the simultaneity of
over-production in many lines of industry—isespecially
emphasised. Over-production in one line of industry
only is not likely to lead to general depression. If the
industry is one from which producers cannot shift,
consumers get the larger supply at cheaper prices and
the producers have to put up with lower incomes. If
migration into other lines of industry is possible, then
supply is restricted by a redistribution of labour and
capital. In a competitive system, the fact that, in one
line of industry, costs are above prices, definitely im-
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plies that the different factors, whose prices go to make
up cost here, would produce elsewhere a more valuable
product. In either case, the disturbances involved are
not of the sort which is necessarily conducive to
general disequilibrium.

It is sometimes thought that an increase of produc-
tién which leads to lower prices and lower incomes in
a particular branch of industry is detrimental to pro-
duction elsewhere, in that it involves a diminution in
the demand for the products of other industries. An
increase of agricultural production, it is held, leads to
a fall in agricultural prices, and this, in turn, implies
a diminution in demand for the products of manu-
facturing industry—a diminution of purchasing power.
Such a view undoubtedly underlies the agrarian
policy at present being pursued in the United States.
It is sometimes said that the growing cheapness of
agricultural products is detrimental to the prosperity
of manufacturing production in Great Britain.

This belief is misleading. Let us suppose that, owing
to technical progress, the supply of wheat increases.
Let us suppose further that, owing to the relatively
inelastic nature of the demand for wheat, the price of
wheat falls more than proportionately, and the pro-
ducers of wheat have therefore lower incomes. Does
this mean that that much purchasing power will have
disappeared from the world? Not at all. It is true that
the wheat producers will have less to spend. But the
consumers, who now get more wheat for a smaller out-
lay, will have more money left over. It may very well
be that they will not spend this increase on exactly the
same things that the wheat producers would have pur-
chased. But they will be in a position to buy more of
something; and this will render any reshuffling of the
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labour force which the changed direction of demand
makes necessary, a comparatively easy process.

But is it not possible that the money thus trans-
ferred may not be spent at all—that the consumers of
wheat, having obtained their wheat for less, hoard the
difference rather than spend it? In such a case, no
doubt, there would be a net diminution of spending
and the over-production in one industry would have
injurious effects, via the hoarding process, on others.
But is such a state of affairs likely, if the initial over-
production takes place in only one industry? Why
should consumers hoard? Why should they not spend
more on something else? The possibility of hoarding
of this sort must not be ruled out altogether. But so
long as the initial increase in production is confined to
one industry it seems, prima facie, improbable. Only
if there is a fall of prices due to a simultaneous over-
production in many lines of industry does such a
tendency seem at all probable.

But this brings us back to the real problem. Why do
such simultaneous changes take place? Why is there
over-production in many lines of industry?

4. Considerations of this sort have led many to the
belief that the ultimate cause of this, and indeed of all
other depressions, is to be looked for, not on the side of
commodity supply, but rather on the side of money.
Money is the one thing common to almost all eco-
nomic activity in the modern world. Is it not probable
that disturbances affecting many lines of industry at
once will be found to have monetary causes?

The suggestion is plausible and, as we shall eventu-
ally see, it is probable that it contains an important
core of truth. But the kinds of monetary explanation
are various and need separate examination.
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Perhaps the most widely held view of this sort is
that which attributes the slump to deflation. A fall of
prices so great as the fall we have recently witnessed
cannot be wholly due to increased technical pro-
ductivity. Clearly there must be a strong element of
monetary causation involved. The slump, therefore, is
due to deflation. Such is the most popular monetary
explanation of our present difficulties. It is not difficult
to see what implications are held to follow as regards
the policy appropriate to recovery.

Unfortunately, there seems to be no reason to regard
this explanation as sufficient. If we take deflation to
mean a deliberate curtailment of the supply of money,
there seems to be no evidence of its existence on a
large scale either before or since the slump commenced.
Before the slump, if we take the world as a whole, all
the evidence shows that the supply of money in the
widest sense was expanding very rapidly. Since the
slump, Central Banks and Governments have vied
with each other in promoting policies calculated to
bring about easy money conditions. Save perhaps in
Germany, where the exigencies of the transfer prob-
lem compelled a certain stringency of credit, there is
no evidence of deflation, in the sense of a deliberate
restriction of credit. The following chart,* which shows
the effects of the “open market” policy of the Federal
Reserve System and the Bank of England, should be
a sufficient refutation of the charge that the Central
Banks of the world have deliberately brought about
deflation.

If, however, we take deflation to mean, not merely a
deliberate curtailment by Central Banks of the supply

1 For the statistics upon which it is based, see Tables 13 and 14 of the

Appendix.
(o}
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of money, but a slowing up of the frequency with
which money is used by different members of the com-
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munity, then there can be no possible question of its
existence in the years since the slump. The figures of
bank debits divided by bank deposits give a rough
idea of the average rapidity with which money is
changing hands. The following chart shows the extra-
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ordinary diminution which has taken place in the
United States since the slump began.

! See Statistical Appendix, Table 15.
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There can thus be no denying the existence of de-
flation in this sense in this period. But here, as in the
case of all the theories we have so far examined, the
diagnosis reveals, not a solution, but a problem. Why
was there deflation in this sense? Why did people tend
to leave money on idle deposit, rather than invest it
in active business? Surely we cannot regard such a
phenomenon as a spontaneous evil. Under capitalism
there are permanent influences tending in the opposite
direction. Under capitalism he who hoards is punished
—punished by the loss of interest. If therefore people
incur this punishment we are entitled to assume that
something has gone wrong—that some other disturb-
ance is the prior cause of the depression. To appeal to
deflation as an ultimate explanation is only one degree
less superficial than to appeal to the mere fact of the
fall in prices. A monetary explanation which is to
command respect must show why deflation takes place
at all.

5. It is sometimes thought that the coming of de-
pression is due to a shortage of gold. In order that busi-
ness may remain stable it is said it is necessary that
prices should not fall. In order that prices should not
fall it is necessary that the gold supply should increase
so as to keep pace with advancing productivity. The
failure of prices to remain stable is therefore due to a
deficiency of gold.

It is clear that a theory of this sort cannot be dis-
missed as a mere restatement of the problem. If it were
true that it is necessary for prices to remain stable for
business to continue to be profitable; if it were true
that for prices to remain stable it is necessary for the
gold supply to increase by a certain percentage every
year; if it were true that during the period leading up to
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the depression the gold supply had failed to conform
to these requirements, then clearly here would be a
genuinely causal explanation of our troubles. Un-
fortunately none of these things seem to be true. It is
not difficult to demonstrate this.

Let us take first the proposition that for business
conditions to be profitable it is necessary for the price-
level to be stationary. It is often thought that this
view is generally accepted by economists—that it is
only questioned by a tiny handful of “sadistic de-
flationists”. In fact this is the reverse of the truth.
Whatever their differences on other aspects of mone-
tary theory, the majority of economists of repute in
recent times have held quite definitely the view that
there is nothing detrimental to business stability in a
price-level falling with increased productivity. Mar-
shall, Edgeworth, Taussig, Hawtrey, Robertson, Pigou,
to mention only the names of English-speaking econo-
mists, have all been of this opinion.

The reason is very simple. Technical progress—the
main cause of an increase in the volume of produc-
tion—is essentially a cost-reducing process. Now it
is clear that there is nothing inimical to the profit-
ability of particular undertakings if the prices of the
things they produce fall par: passu with their cost.
Why should the mere amalgamation of particular
prices into a statistical average in any way affect the
position?

It is sometimes thought that this argument ignores
the existence of fixed interest charges and similar
obligations. But this is a misapprehension. The argu-
ment is that, if costs fall, prices can fall too, without
loss of profitability: it is beside the point to say that
some costs do not fall. So far as Government debt is
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concerned, it is true that in such circumstances the
“real value” of each pound’s worth of debt rises. But
it is not true that the “real burden” rises. By hypo-
thesis the fall in prices is due to increased productivity.
There is a larger product out of which to pay the larger
interest. All that happens is that rentiers share in the
increase of productivity. This may or may not be
thought to be ethically desirable. But it imposes no
mechanical friction on the smooth working of the
economic system. The real burden of debt increases in
the way suggested only when the price fall is due, not
to increased productivity, but to absolute deflation.
Hence there is no foundation for the view that the gold
supply must “keep pace’ with increased productivity;
so long as it “‘keeps pace’ with the increase of popula-
tion there is no serious ground for fearing a gold
shortage.

But let us put these refined considerations aside and
concentrate on the facts of the situation we are ex-
amining. Even if it were true that, for business to be
stable, the gold supply must keep pace with produc-
tivity, it would still be untrue that the gold supply
actually failed to conform to these requirements in the
period under discussion. The rate of increase which is
commonly held to be desirable is from 2} to 3 per
cent per annum. There are grave reasons for suspect-
ing the whole basis of the statistical operation by
which these results are reached. But for the sake of
argument let us accept them. The following table!?
shows the state of the world’s monetary stocks of gold
for the years 1925-30:

1 See Annex to the Final Report of the Gold Delegation of the League of
Nations. The Table was originally published in the Statistical ¥earbook of
the League of Nations, 1931-32 (Geneva, 1932).
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WorLp’S MONETARY GoLD STOCKS

End of $ millions. End of $ millions.

1926 . . 10,244 1928 . . 10,953
1926 . . 10,496 1929 . . 11,201
1927 . . 10,602 1930 . . 11,715

It will be seen that the monetary gold reserves of the
world as a whole increased at a rate of between 2} and
3 per cent per annum. Even if the theory on which the
explanation of the slump in terms of absolute gold
shortage is based were correct, it would be inapplicable
because it fails to fit the facts. The assertion of a gold
shortage is unfounded.

6. Confronted with arguments of this sort, those who
are disposed to explain the present difficulties in terms
of the vagaries of gold supply usually fall back on
another kind of argument. They appeal, not to
shortage, but to maldistribution of the precious metal.
They admit that the gold supply as a whole has been
sufficient. But they urge that its distribution has been
such as to prevent its effective use. There has been too
much gold in France and America they say; too little
in the rest of the world. For this the banking authorities
in the two countries first named are to blame. They
have not worked the Gold Standard according to the
“rules of the game”. They have sterilised their enor-
mous gold reserves. For a time the rest of the world
was able to progress in spite of this policy, but eventu-
ally the pressure became too great and depression set
in. A highly sensational mythology has been em-
broidered around this argument.

It is important to examine this carefully. It is an
argument which has received extraordinarily wide
acceptance in Great Britain. It has influenced our
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views regarding the economic policy of the future. It
has caused much international misunderstanding. It
has led to much self-righteous denunciation of our
neighbours. Yet in fact it is almost completely
false.

Let us first be clear about the problem at issue. There
can be no doubt that, at the time of the break-up of
the International Gold Standard, the gold supplies of
the world were distributed in a highly abnormal man-
ner. At the end of June 1931 over 60 per cent of the
central gold reserves of the world (apart from the
U.8.S.R.) were in two countries: the United States of
America and France. There can be no doubt, moreover,
that from the time of the break in prosperity in the
autumn of 1929, the gold which flowed into these
countries did not produce a commensurate expansion of
credit. But this is no proof that the slump was the
consequence of this movement. On the contrary, there
is every reason to suppose that this movement was the
consequence of the slump. It is a well-known pheno-
menon of the trade cycle that, from the turn of trade
onwards, the creditor countries tend to receive interest
on the money they have lent in the boom in gold rather
than in goods. It is well known, too, that during times
of depression a reinforcement of the gold reserves of a
central bank does not necessarily immediately produce
a commensurate increase of borrowing. It is clear that
the authorities of the Federal Reserve Bank and the
Bank of France did nothing to prevent their increased
reserves becoming effective. It is not really sensible,
therefore, to attribute what happened after 1929 to
their policy; the causes of the gold flows after 1929 are
obvious, and though it may rightly be argued that they
were aggravated by tariff policies adopted after that
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date,! it is to lose all sense of proportion to regard them
as the causes rather than as the consequences of the
slump. The real problem relates to what happened be-
fore, not after, the depression became intense. Did the
French and American authorities transgress the rules of
the Gold Standard game in the period before that date?
What are “the rules of the Gold Standard game’?
Broadly speaking they are simply these: that centres
receiving gold should expand credit, and centres losing
gold should contract credit. In detail, they require that
the expansions and contractions should more or less
counterbalance each other so that payments between
national areas should be on the same footing as pay-
ments within national areas; 7.e. should involve no net
expansion or contraction of the money supply in the
world as a whole. When the gold supply of the world
as a whole is increasing, the situation is more com-
plicated as regards the absolute magnitude of the
requirements of expansion and contraction; but the
broad principle remains the same as regards flows
from one country to another. Inter-local transfers, as
such, should involve no net expansion or contraction.
It follows, therefore, that we can judge the validity of
the theory we are discussing by examination of the bank-
ing statistics of the countries concerned. Were gold
imports sterilised or not? That is the question at issue.
Let us first take the United States of America. The
following chart shows the movements of gold reserves
and effective bank credit in the United States during
the period under discussion:?

1 Tt is important to remember that the notorious Hawley Smoot Tariff
only became operative in 1930. There were no important alterations in U.S.
tariff policy between 1922 and that date.

2 For the figures on which the chart is based see Statistical Appendix,
Tables 16 and 17.
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Is this a picture of gold sterilisation? Surely not. It is a
picture rather (or part of a picture) of a considerable
expansion of credit. (How great this expansion was we
shall examine further in the next chapter.) Far from
indicating any infringement of the rules of the Gold
Standard game in the sense of inadequate expansion,
it indicates, if anything, an infringement in the oppo-
site direction. From the spring of 1927 until late in
1928—the period which is regarded by many as decisive
for the genesis of the collapse which followed—there
was taking place in the United States an expansion
of credit on a declining gold basis. The Americans are
surely not altogether to be blamed when they show
some impatience at our interpretation of their policy!

The French position is a little more complex. There
is some teason to suppose that the parity at which
the Gold Standard was restored in France was, if any-
thing, on the low side. To the extert that this is true
it is correct to argue that more gold must have flowed
in that direction than would otherwise have been the
case. But it does not seem correct to argue that, once
there, the gold was deliberately sterilised. The follow-
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ing chart shows the movement of the gold reserves
plus foreign assets of the Bank of France and the
notes in circulation against it:?

Frs.mns, T Frs.mns.
80,0007 ______._ Reserves plus Foreign Assets ,[-80,000
Notes
76,000 -76 000
72,000 72,000
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BANK OF FRANCE—RESERVES AND NOTES

There is no obvious “‘sterilisation’”” here. As gold flows
in or as foreign assets are acquired, so the note issue
is enlarged. Nor is there evidence of sterilisation in the
accounts of the commercial banks. Owing to an exten-
sion of demand for cash the volume of deposits actually
sinks during this period, but it sinks proportionately
less than the cash reserve. The reserve as a percentage
of deposits therefore actually diminishes. The table? on
following page shows its movements.

Where this cash went to is a difficult question to de-
termine. There is reason to suppose that some was im-
mobilised in the savings banks. But that much went
into active circulation seems to be sufficiently shown
by the index of cost of living during that period, which

1 See Statistical Appendix, Table 18.

3 See Balogh, ‘“The Import of Gold into France”, Economic Journal, 1930,
P. 447. (Extracted from Jean Loriot, “Les Banques”, Revue d’Economie
Politique, 1930, p. 542.) The whole article is a mine of illuminating information
on this difficult question.
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RESERVES oF THE CREDIT BANKS AS A PERCENTAGE
or DEgPosITS

1927, 1028, 1929.
January . . . 18 20 15
March . . . 21 18 14
June . . . 40 18 14
September . . 31 16 14
December . . . 23 18 14

rose from 498 in the last quarter of 1927 to 565 in the
last quarter of 1929.

There seems no reason, therefore, to accuse either the
American or French authorities of deliberate sterilisa-
tion of gold during the period under discussion. In both
countries there was expansion as gold flowed in. But
it may well be asked: Was the expansion sufficient,
having regard to what was going on elsewhere? To
answer this it is necessary to look at the British
statistics.

If we were to believe what is commonly said about
British experience during this period we should expect
to find a substantial contraction. Moreover if we have
regard to the requirements of Gold Standard theory
we should entertain similar expectations. For there
can be no doubt that during this period Great Britain
was out of international equilibrium. Even when we
did not actually lose gold we only retained it by all
sorts of devices—including, so it is said, occasional
appeals ad maisericordum to French bankers not to
withdraw their balances. The sterling exchange tended
continuously to be in the neighbourhood of the gold
export point during the greater part of the period we

1 Paris Commission on Cost of Living.
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are discussing. But the figures do not bear out these
expectations. The following chart! shows the move-
ments of the gold reserve of the Bank of England and
the deposits of the London Clearing Banks from 1925
to 1929:

Deposits
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Clearly there is no evidence here of deflation. Deposits
actually increased from a yearly average of £1623-2
millions in 1925 to £1762-5 millions in 1929. There
may have been some offset to this in an increase in
the proportion of time deposits to current accounts.
But of deflation, in any sense of that much abused
word, there can be no question.

But this puts a new complexion on the French and
American figures. So long as Great Britain, the centre
tending to lose gold, was not contracting, the other
centres were under no obligation, according to ‘“‘the
rules of the Gold Standard game”, to expand. Indeed,
in so far as they did so, they were risking a net in-
flation. As we have seen, in America this risk was taken
—with what results we shall see later. In France, as

1 See Tables 19 and 20, Statistical Appendix, and the chart in Chapter
V. p. 84.
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was only natural in a country which had just emerged
from the horrors of a big inflation, the policy was much
more cautious. But it is clear that if “the rules of the
Gold Standard game” were infringed during these
years it was not in France or America.
Moreover—and this is a point which even the
apologists of France and America have often over-
looked—while Great Britain remained out of equi-
librium, it is difficult to see how, in the absence of a
complete reversal of existing habits of foreign lending
in the case of France, and a drastic change in tariff
policy in the case of America, the monetary authorities
of these two countries could have avoided receiving
gold, save by carrying out a degree of inflation which
all the experience of post-war years suggested to be
fraught with disaster. A country which is out of in-
ternational equilibrium—as Great Britain was during
this period—acts, as it were, as a watershed of the
precious metal. The fact that it is out of equilibrium
is the cause of a gold flow to other centres. What
maldistribution there was in these years, therefore, is
to be ascribed, not to.gold sterilisation on the part of
America and France—this thesis does not stand exam-
ination—but to the state of continued disequilibrium
with the rest of the world which was the fate of Great
Britain. The theory that the maldistribution of gold
in the period 1925 to 1929 caused deflation therefore
falls to the ground. In so far as there was maladjust-
ment it caused, not deflation, but inflation. This leads
to the thesis which is the subject of the next chapter.



CHAPTER III

THE GENESIS OF THE DEPRESSION

1. So far, the various explanations of the depression
which we have examined have all proved to be de-
fective; some because they were not explanations at
all but merely restatements of the problem; some be-
cause the assumptions on which they rested were in
obvious conflict with fact. Where then are we to turn?

2. Let us go back a little to a point which was raised
in the last chapter when we were discussing over-
production. We saw there that one way of describing
the slump was to depict it as a simultaneous break-
down of the profitability of many different lines of
industry. It is well known, in fact, that this breakdown
is most serious in the industries producing what are
known as producers’ goods; that is to say, the so-called
constructional industries and the industries produc-
ing raw materials.! In these industries the depression
shows itself as a condition of over-production, a condi-
tion in which costs are higher than prices, a condition
in which the supply coming forward is not taken up at
profitable prices, a condition in which the businesses
engaged in these lines of industry find that their
earlier expectations are not justified by the state of the
market, a condition in which earlier errors of anticipa-
tion are revealed.

1 See Tables 8 and 9, Statistical Appendix, for evidence on this point.
30
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One way of putting our problem, therefore, is to ask
why the errors thus revealed were originally com-
mitted, why they occurred in this peculiar form. It is
quite clear that the leaders of business are at no time
equipped with perfect foresight. We should always
expect some mistakes to be made somewhere. But in
the absence of special information we should expect
a random distribution. We should not expect this
peculiar cluster of errors. Why should the leaders of
business in the various industries producing producers’
goods make errors of judgement at the same time and
in the same direction?

Now it seems probable, as was hinted in the last
chapter, that a dislocation which is common to many
industries, if it does not actually originate on the side
of money, will at least be transmitted and enlarged
though the monetary medium. This provides a clue
of a kind to the solution of our problem. But it does
not, in itself, explain the peculiar distribution of error.
Money is spent on everything. Why do not fluctuations
in the supply of or the demand for money affect all
lines of production equally? Are there any reasons for
supposing that monetary changes will bring about the
kind of error we are contemplating?

3. Let us first see if such a thing is theoretically
conceivable. If this proves to be the case, we can then
proceed to discover whether the assumptions on which
our theory is based have a counterpart in the reality
of the fluctuation we are examining.

Our problem relates to demand expressed in terms
of money. It is necessary, therefore, to be quite clear
wherein money demand consists.

If we take a cross-section of the industrial system
at any moment of time, the activities of supply there
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discernible fall quite naturally into two groups. On
the one hand we have the supply of goods and ser-
vices ready for immediate consumption—bread, fuel,
domestic service, etc. On the other hand we have the
supply of things which directly or indirectly contribute
chiefly to the consumption of the future. In this group
fall raw materials, semi-manufactures, machines, fac-
tories, and all those durable consumption-goods like
houses whose consumptive uses stretch out over long
periods ahead. This division corresponds more or less
to the familiar statistical division between consumers’
goods and producers’ goods save that with the pro-
ducers’ goods we must here include durable consump-
tion-goods such as houses. In conception, this distinction
between production for present and future consump-
tion is quite clear and definite. In practice we have to
be content with rough classification. A suit of clothes
is a durable consumption-good. But we usually class it
with consumption-goods. If we like, we may make a
distinction between the supply of income-goods and
the supply of capital-goods, remembering that the
use of a house for which rent is paid will be an income-
good and the house itself considered as an object of
ownership will be a capital-good.

Corresponding to these activities of supply there
will be streams of money demand. On the one hand,
there will be streams of money being spent on goods
for immediate consumption. On the other hand, busi-
ness men and others will be spending money on goods
and services whose fruits will only be available in the
future. The housewife will be spending money on
bread, fuel, etc. The baker will be spending money on
the labour he employs to make bread, on replenishing
his stocks of flour, perhaps on repairing his oven, and
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so on and so forth. The distinction here is roughly the
same as the distinction between expenditure out of
income and capital expenditure. The sums of money
spent by consumers, in normal times at any rate, will
be part or the whole of their money-incomes, moneys
which have accrued to them as a result of the labour
which they do as producers or the property which, in
one way or another, they lend out. The business men
will be using their capital—money released by the sale
of stock or new funds borrowed in one way or another
from the capital market. Corresponding to our dis-
tinction relating to supply we may distinguish between
the demand for income-goods and the demand for
capital-goods.

The minute circumstances determining expenditure
on income-goods need not concern us here. But the
direction of capital expenditure deserves a little
further attention. As we have seen, at any moment of
time business men must be conceived as spending
money on particular objects—re-investing capital
which has been freed by previous sales, or investing
new sums which they have saved themselves or bor-
rowed from the capital market. What determines the
direction of their expenditure? In the capitalist
system, within the limits prescribed by law, free capital
can be spent on anything. A business man who has
capital free may re-invest it in his business, doing the
same sort of thing he has done before. Or he may put it
elsewhere. What in fact are the considerations govern-
ing the direction of his expenditure?

Clearly in particular instances there may be all sorts
of non-pecuniary considerations. But, speaking broadly,
it is not misleading to say that the main considerations

are anticipations of profit. Money goes where, taking
D
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everything into account, the profits are expected to be
highest. The business man considers costs on the one
side and prices on the other, and tries to put his money
where the margin of profit is greatest. If therefore the
return on capital in different lines of industry is not
equal (and it never actually becomes equal) there is a
tendency for capital to shift from those branches and
methods of production where it is relatively lower to
those where it is relatively higher. The rate of return
on capital is, as it were, the governor of the system.

One further point before we utilise these elementary
notions in examining the effects of monetary changes.
It should be clear that at any moment there must exist
possibilities of production which might be utilised if
the profitability of other lines of industry were not so
high. When the rate of interest drops from 4 to 3 per
cent, a whole range of enterprises, which were not
worth while when 4 per cent was the rule, now become
attractive. Factories can be built, machines con-
structed, transport facilities extended, housing pro-
vided, which, when the higher rate prevailed, were out
of the question. The owners of free capital would not
undertake these things themselves if a higher return
could be obtained elsewhere. They could not profitably
have been undertaken on borrowed money, since the
cost of borrowing was too high. The anticipated rate of
return on capital, therefore, performs the double func-
tion of guiding the direction of existing investment and
confining it to enterprise yielding a return above a
certain margin.

4. So far we have supposed that money spent at any
moment, either by business men or consumers, is
money which has been released either by sales of
stock, the rendering of services, or the hiring out of



m THE GENESIS OF THE DEPRESSION 35

property. We have assumed the total supply of cur-
rency and credit to be constant. We have tacitly ex-
cluded the possibility of an augmentation of money
demand either by way of an increase of currency, or
by an increase in the rate at which currency and credit
are used. We must now examine what happens if this
occurs. We must examine the effects on production of
monetary changes.

Let us suppose, for the sake of simplicity, an in-
crease in the supply of money.

Now it is very important, from our point of view,
to be clear how this increase actually comes about.
Suppose that by a governmental decree all money
holdings were to be doubled; that is to say, suppose
that all balances at the banks were multiplied by two
and all holders of cash were entitled to treat each note
and coin in their possession as double its previous face
value. In such circumstances, in a free economy with
fairly full employment, there is no reason to suppose
that great disturbances would follow. The competition
of buyers would lead to the fairly quick marking up
of all prices to something like double their original
level. Some distributive changes there would be as a
result of the existence of long-term contracts. Rentiers
would continue at the old level of income. Profit-
makers and possibly wage-earners would benefit corre-
spondingly. These distributive changes would possibly
lead to shifts in demand for particular commodities.
But there seems no reason to expect that a general
oscillation of any importance would be generated.

But, in the real world, new money is not made avail-
able in this way. In normal times, expansion and con-
traction of the money supply comes, not via the print-
ing press and government decree, but via an expansion
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of credit through the banks. The rate of discount of
the Central Bank is the main regulator of money
supply. This involves a mode of diffusion of new money
radically different from the case we have just exam-
ined—a mode of diffusion which may have important
effects on the nature and direction of production. Let
us see how this happens.

Let us suppose that, for reasons which for the mo-
ment we will leave uninvestigated, the Central Banks
of the world make their rates of discount lower than
would be justified by the volume of voluntary saving
coming into the system. (We shall return later on to
a discussion of the possible reasons for such a policy.)
What are likely to be the effects on production?

Let us ignore, for the time being, the rather intricate
ntechanism by which the initial change will transmit
itself through the capital market. The fundamental
fact on which we must concentrate our attention is
that borrowing is cheaper. The structure of interest
rates has fallen. This means that the profitability of
all forms of production which involve making things
which only yield services at a later date, or over a long
period of time, is increased. Consider the position of
a speculative builder when the rate at which he
borrows falls by one per cent, say from 6 per cent to 5.
Suppose he has been paying £1000 for a certain collec-
tion of materials. Interest on that at 6 per cent is £60.
When the rate falls to 5 per cent and the price of exist-
ing house property rises accordingly, he will be making
an increased profit until the price rises to something
a little less than £1200. Clearly it will pay to borrow
more.

We can perhaps see this even more clearly if we use
the language of the real-estate market. Afallin the rate
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of interest implies an increase in the number of years’
income which it is worth while to pay for the possession
of land outright. When the rate of interest is 5 per cent
the corresponding number of years’ purchase is 20.
When it is 4 per cent it is 25. Now this applies not
merely to land and houses but to all kinds of capital
instruments. The longer-lived the capital instrument,
or the greater its distance from consumption, the more
its value is affected by the change in the rate of inter-
est. The shorter-lived it is, or the less its distance from
consumption, the less is it affected. The value of flour
in the baker’s shop is hardly affected at all by a cheap-
ening of the cost of borrowing. The value of mines,
forests, houses and heavy factory equipment is enor-
mously affected.

It follows, therefore, that the bulk of the new
borrowing will be undertaken by those who propose to
engage in enterprises of this nature. The new money
will flow to those parts of the economic system most
affected by the rate of interest. There will be an in-
creased demand for what we have called capital-goods.
There will be a boom in the constructional industries
and the industries producing raw materials. Pro-
ducers in these industries, on the strength of the new
demands, will be able to bid away from other in-
dustries factors of production common to both. The
new labour supply will go into these industries rather
than elsewhere. Raw materials, such as coal, pig iron
and timber, will tend to be used in greater proportions
in these parts of the economic system. The production
of “producers’ goods” and durable consumption-
goods, such as houses, will increase.

So far, the phenomena we have described are almost
exactly similar to the phenomena we should expect to
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accompany a fall in the rate of interest which was due
to an increase in voluntary saving. But there is this
very important difference. An increase in voluntary
saving which is made effective in the investment
market, means a spontaneous change in the proportion
of money spent on income-goods and capital-goods—
a change in favour of the latter. It is of the essence of
saving that it involves a proportionate slackening of
expenditure on present consumption, and a proportion-
ate increase of expenditure on making things which will
only be consumable in the future. But the change we
have been describing involves a change in the amount
spent on capital-goods without any diminution, on the
part of the recipients of income, of expenditure on
consumption-goods. The business men who have
borrowed the new money from the banks compete
with the demands which come from those whose
money has been secured by the sale of stocks, the per-
formance of work or the hiring out of their property.

But these sums of new money which come from the
banks do not remain at the stage of demand for raw
materials and the products of the constructional
industries. Gradually, as they filter through the
economic system, they become ultimate income. Now
there is nothing which justifies us in assuming that the
recipients of income will necessarily increase the pro-
portion of their incomes that they save. It follows,
therefore, that as the new money becomes income we
must expect a strengthening of the demand, not for
capital-goods, but for income-goods. The old propor-
tion between demand for income-goods and demand
for capital-goods tends to be re-established.

But what does this mean in terms of the relative
profitability of different lines of industry? Surely that
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the producers making for immediate consumption will
now be in a stronger position to bid agaigst the pro-
ducers of capital-goods for the factors of production
which they use in common and for new loans from the
banks. And what does this mean? A tendency to a rise
in costs and a hardening of market rates of interest.
Wages rise. Interest rates in the short-loan market
rise still more. But this means that the anticipations
on which the producers of capital-goods planned their
extensions of production are frustrated. What do they
do? Probably they try to obtain new credits at the
banks. For a time this may be possible. The initial
prospects of profitability will in all probability have
tempted both banks and individuals to reduce their
margin of liquidity. But eventually the rise in costs
and in the rate of interest becomes too great. The error
of the initial anticipations becomes revealed. Invest-
ment in the lines of industry most affected by the rate
of interest is seen to be unprofitable. The supply of
capital-goods coming forward encounters a slackening
demand. There ensues depression in the constructional
industries and the industries producing raw materials.

5. So much by way of bare essential outline of the
manner in which an inflationary extension of credit
may generate collective error on the part of the pro-
ducers of capital-goods. It is not difficult to fill in
sufficient detail as regards the actual movement of the
capital markets to give the picture a much more
familiar appearance.

Let us start, as before, from a state of affairs in which
the rate of discount of the Central Banks has moved
downwards. We may assume that the Central Banks
are in a position to make this rate effective either in
virtue of the actual market situation or of “manage-



40 THE GREAT DEPRESSION oH.

ment” in the shape of purchases of securities in the
open market. What happens as a result of this move-
ment?

It is probable that the effect will at first be confined
to the short-loan market. Bill rates and call-loan rates
will be low. There will be a condition of ease and
liquidity in the inner circle of financial institutions.

If such a state of affairs continues for long, however,
it will begin to spread to the long-term market. It will
be profitable to borrow from the banks to hold long-
dated securities. There will be an upward movement in
the market for bonds and debentures. There is no need
to suppose that all this is financed by new credit. As
the upward movement proceeds, people who have had
money lying idle in the banks will be drawn into the
movement. The existing supply of money will com-
mence to circulate more rapidly.

It is not possible for a movement of this sort to pro-
ceed very far before it begins to affect other branches
of the market. The fall in the yield of bonds and
debentures, which is the obverse of the rise in their
value, will lead the more adventurous spirits in the
market to begin to look elsewhere for a higher return
on their investment. The market in common stocks will
rise. It will not be long before a stock exchange boom
is in progress. If it is a country where development is
expected, there will be extensive speculation too in real
estate.

But a boom of this sort is not a thing which can be
confined in its effects to the money market. The idea
that a boom on the Stock Exchange keeps money from
industry is of course the exact reverse of the truth. The
rise in security prices makes it easier for existing under-
takings to secure overdrafts from the banks. At the
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same time it is a direct incentive to the flotation of new
issues. If the centre is financially important, part of this
will probably take the form of foreign lending.

All this will be reflected in the various commodity
markets. As the money raised in these different ways is
spent, it will tend to drive up (or to prevent from falling)
the prices of raw materials. The heavy industries will
begin to make larger profits. This in turn will react on
the market for securities. Prices will be marked up to
reflect the higher expectations of profit. More money
will be borrowed from the banks to finance speculative
operations. The rapidity with which deposits are used
will increase still further. The yield of gilt-edged
securities will begin to rise. The opportunity for
speculative gain will be such that short-loan rates will
be driven above long. By this time the banks will have
become alarmed and will be making various attempts
to put the brake on. For some time, however, the wave
of optimism may carry the boom along.

But it cannot go on. As it proceeds, the technical
strain on the credit structure becomes greater and
greater. At the same time, the rise in wage rates, re-
inforced probably by the expenditure of speculative
gains for consumptive purposes, diminishes the pros-
pects of profitability of the industries producing capital-
goods, both by raising their costs and by stimulating
the competition of the consumption-good industries,
thus raising the rate at which they can borrow. Usually
it is some accident which is actually responsible for a
reversal of the process—a conspicuous business failure,
the rumour of a bad crop, or something fortuitous of
that kind. But the end is certain. Once costs have begun
to rise it would require a continuous increase in the
rate of increase of credit to prevent the thing coming
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to disaster. But that itself, as we have seen in the great
post-war inflations, would eventually generate panic.
Sooner or later the initial errors are discovered. And
then starts a reverse rush for liquidity. The Stock
Exchange collapses. There is a stoppage of new issues.
Production in the industries producing capital-goods
slows down. The boom is at an end.

6. Finally, one more word about the origin of such
movements. So far, for the sake of expository con-
venience, we have assumed that the expansion of
credit was directly initiated by the banks. This is not
unlikely. Indeed, as we shall see, there is strong reason
to suppose that such was the origin of at least one
important phase of the fluctuation we are discussing.
But it is not at all necessary. The downward movement
of the discount rate may be the result of the flow of
new gold from the mines. It is equally possible that the
expansion may originate on the “goods side”. The con-
ditions for credit expansion of the sort we have been
discussing are present when, the structure of money
rates remaining constant, there occurs some change in
the sphere of production, some invention, some open-
ing up of new markets, some discovery of new natural
resources, which makes borrowing more profitable—to
use a technical term, some change which tends to raise
the “natural rate” of interest. If in such circumstances
money rates are not raised, then there are present the
conditions for an extension of borrowing, an introduc-
tion into circulation of new money, which brings it
about that investment is in excess of saving.

Recognition of this point should do much to remove
the misgivings which are often entertained with regard
to “purely monetary” theories of the trade cycle. A
purely monetary theory of the trade cycle—a theory
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which explained the ups and downs of trade solely in
terms of movements of the general level of prices
brought about by the arbitrary changes in monetary
conditions—is quite rightly regarded with suspicion
by most people who have had some experience of the
working of the economic machine. If it were all as easy
as that the trade cycle would have been eliminated
already. If a mistake were made in one direction, it
would be enough to reverse it by the converse mone-
tary measures. The world we live in is not of this
degree of simplicity.

But the theory we have been developing does not
make this assumption. It allows for the impulse to
expansion to come either from the condition of real
Investment or from changes in monetary policy. It
exhibits at every point the changes in the world of
productive activity which follow these initial impulses,
and it shows them proceeding via changes in antici-
pation of the future of business men and investors.
It explains the real over-production in certain lines of
industry which arises as a result of these changes. It
shows how, when the boom has collapsed, there exist
dislocations and disproportionalities in the world of
industry, the wreckage of false expectations, which
monetary manipulation is not likely to remove. Only
in its emphasis on the importance of demand in terms
of money and the influence of money rates of interest
as transmitted through investment markets can it be
described as a monetary theory of the trade cycle. But
in this form surely emphasis on monetary factors is
only in accordance with common knowledge of the
facts of business.

7. So far we have simply discovered how a general
fluctuation of trade is logically possible. We have seen
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how an inflation which operates through the mechan-
ism of the money market may breed errors of anticipa-
tion among the capital-producing industries which
lead first to the phenomena of a boom and then, when
these errors are revealed, to a consequential collapse.
How does this theory fit the facts of the present
depression?

At this point it is necessary to proceed with great
caution. Whatever be the ultimate truth with regard to
the origin of this depression, one thing is certain, that
no one explanation is capable of explaining all its
different aspects. As we shall see in more detail in the
next chapter, the fundamental causes, whatever they
may be, have operated in a milieuw more than usually
disturbed by external changes and secondary oscilla-
tions, and their manifestations are thus inevitably com-
plicated. It will take years of careful scrutiny of the
available material before we can hope to be in a posi-
tion to pronounce with complete confidence on these
matters, and it is not certain that we shall ever
reach this stage. Nevertheless, even now, there is
a considerable body of evidence which seems to
afford a presumption that causes, not dissimilar from
the causes outlined above, have actually been in
operation.

The big collapse came in America, and it is to
America, and the centres most intimately associated
with America, that we must turn if we are to discover
the antecedents of the depression.

If we look in this direction we do certainly find
movements remarkably similar to the movements we
should expect from our theory. We saw in the last
chapter what a very considerable expansion of credit
took place in the Federal Reserve System from 1925
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onwards. The following chart, which exhibits bank
debits divided by bank deposits, gives a rough indi-
cation of the changes in the velocity of circulation
during the same period:?

3.0 3.0

2.6 2.6

2.2 '-2'2

J-B-\/\,\/\/\/\/\j\/ 1.8

1.4 dq.q
1926 1927 1928 1929

UNITED STATES—VELOCITY OF CIRCULATION OF BANK DEPOSITS

No doubt some of this was restricted to a very narrow
field of speculative operations—though it should be
observed that the index for the banks outside New
York moves in the same direction as the New York
index itself. But even when this has been fully dis-
counted, it is evident, if we take both the increase in
credit and the increase in velocity into account, that
the increase in the effective volume of money was very
great indeed —that there was undoubtedly a most
considerable inflationary movement.

The effects of this are quite evident in the market
for common stocks. The following chart shows the
movement of the prices of such securities during the
period under consideration.?

It is not necessary to labour the point that this was
one of the most remarkable Stock Exchange booms in
modern economic history.

Expectations are not disappointed when we turn

1 For the figures on which it is based see Statistical Appendix, Table 15.
2 For the figures see Statistical Appendix, Table 2.
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to the sphere of production. The following chart?
shows the movement of the production of producers’
goods and consumers’ goods at this time. The indices
from which it is constructed are not by any means
all that could be desired from the point of view of
statistical purity, but the general direction of move-
ment is unmistakeable.
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The construction of durable consumers’ goods too
shows a similar movement. The index of the value of
residential building contracts awarded rises from 117
in 1927 to 126 in 1928. It then falls off as money rates
become higher. In general we find all the characteristic
evidences of a boom in the constructional and raw
material producing industries.

1 For the figures see Statistical Appendix, Table 9.
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Similarly, when we turn to interest rates and costs
we find movements which conform to the expectations
of theory. The following chart shows movements of
short-loan rates of interest in New York City:?
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Statistics of costs are hard to obtain. The wage index,
however, which stood at 212 in January 1925 and 221
in January 1927, had risen to 227 in September 1929.
Here we have just those directions of movement which
have been explained.

It is sometimes said that the movement of wage
rates is too small to have played the part here ascribed
to them. This objection is reinforced by appeal to the
comparatively small increase in the figures of national
income recorded during this period ($79 billions to
$85 billions). This seems to have little weight. This for
two reasons. In so far as the wage index is an index of
costs, it probably considerably under-estimates the
movement. All the evidence on trade fluctuation seems
to show that, during the later phases of a cycle, costs
rise faster than the movement of wage rates would
suggest. On the other hand, in so far as it is an index

1 For the figures see Statistical Appendix, Table 21.
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of increased pressure at the consumption end, it must
be remembered that it again clearly errs on the side
of under-estimation. During the later stages of the
boom there seems reason to suppose that among many
classes of consumers speculative gains were treated
as income and spent accordingly. Moreover, statistics
of national income are misleading here, since they in-
clude agricultural incomes which were actually falling
during the period under consideration. So far as manu-
facturing industry is concerned there seems no reason
to doubt that, towards the end of the boom, there
occurred an increase in costs and a considerable increase
of spending for consumptive purposes.

The one element which at first sight appears to be
incompatible with the explanation we have offered is
the movement of prices. In June 1924 the level of
wholesale prices in the United States stood at 95.
In June 1927 it stood at 94. In June 1929 it stood
at 95. The price-level was almost stationary—if any-
thing, tending to fall slightly. At first sight this appears
to be incompatible with the suggestion of an infla-
tionary boom, and there can be no doubt that it was
the more or less stable condition of the price-level
which blinded contemporary observers to the real
nature of what was going on at the time. So long as the
price-level remains stationary, they urged, there can
be no fear of inflation. A little reflection, however,
should show that this belief is fallacious. A stationary
price-level shows an absence of inflation only when
production is stationary. When productivity is in-
creasing, then, in the absence of inflation, we should
expect prices to fall. Now the period we are examining
was a period of rapidly increasing productivity. The

1 For the figures see Statistical Appendix, Table 6.
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comparative stability of prices, therefore, so far from
being a proof of the absence of inflation, is a proof of
its presence.

On this point the verdict of Mr. J. M. Keynes is
particularly interesting. Mr. Keynes, it will be remem-
bered, was not one of those who expressed alarm at
the abundance of cheap money during the days of the
expansion. On the contrary, he was one of the chief
influences in the world calling for more and more cheap
money. In the T'reatise on Money, however, with cus-
tomary candour, he admits having misapprehended
the situation:

Anyone who looked only at the index of prices would see no
reason to suspect any material degree of inflation, whilst any-
one who looked only at the total volume of bank credit and the
prices of common stocks would have been convinced of the
presence of an inflation actual or impending. For my part I
took the view at the time that there was no inflation in the
sense in which I use this term. Looking back in the light of
fuller statistical information than was then available, I believe
that whilst there was probably no material inflation up to the
end of 1927, a genuine profit inflation developed some time
between that date and the summer of 1929.1

On the existence of inflation in America during these
years, therefore, there would appear to be substantial
agreement. Would that this had been so then.

8. The inflation was not confined to America,
although it was in that part of the world that some of
its most characteristic manifestations were witnessed.
An enormous volume of foreign loans spread out
to other centres and generated expansion there. The
following chart shows the movement of capital into
Geermany and the resulting credit expansion:?

1 A Treatise on Money, vol. ii. p. 190.
* For the figures see Statistical Appendix, Tables 23, 24 and 25.
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Security prices had reached a peak in the early part
of 1927 from which they were shaken by efforts on the
part of the Reichsbank to control the situation. But
the inflowing tide of credit from the United States
overbore this tendency to recession. In the later part
of the year they revived and remained active until
the end of 1928, when the inflow of foreign lending
began to slacken. The discount rate which was 5 per
cent in the early part of 1927 reached 7} per cent in the
spring of 1929. Wages rose. The index of skilled wages,
for instance, which was 96 in the first quarter of 1927,
by October 1929 had reached a level of 104. Other series
show a similar movement. Here surely are characteristic
symptoms of the effects of credit expansion.t

But the expansion did not stop here. It was almost
world-wide in extent. It is difficult to compile an index

1 For further figures see Statistical Appendix, Tables 26, 27 and 28,
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of world expansion. The following table, based on
statistics furnished by the Leaguc of Nations, gives
some idea of the extent to which even not predomin-
antly industrial countries were affected:

Loans, DiscounTs AND ADVANCES OF COMMERCIAL BANKS

Country 1924 1929

Canada . . . . 100 162
Argentine . . . . 100 134
Brazil . . . . . 100 151 (1928)
Australia . . . . 100 146
New Zealand . . . 100 122
Union of South Africa . . 100 181

These figures probably a little exaggerate the ex-
pansion for they are “corrected” for changes in the
price-level, which fell slightly during the period. But
it is difficult to understand the frame of mind of those
who deny the existence of a very considerable degree
of inflation.

9. But why did inflation take place?

It is clear that the effects of the war and the post-
war inflation, which caused so large a proportion of
the world’s gold supply to be concentrated in New
York, laid the foundations for the expansion. It has
sometimes been said that these gold imports were
sterilised. But, as we have seen, this is a complete mis-
apprehension. They were made the basis of a very
considerable expansion.

But clearly this is not the end of the story. If we
look back at the chart of credit movements in the
States which we were examining in the last chapter
we shall see, as indeed we noticed then, that the system
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continued to expand in 1927-28, even when gold was
flowing out. It is clear, too, from the velocity chart that
it was during this period that the situation got really
out of hand. Why did this take place?

The answer seems to be that it was the direct out-
come of misdirected management on the part of the
Federal Reserve authorities—an error of management,
however, which Englishmen at any rate have no right
to speak of with reproach, for it seems almost certain
that it was carried out very largely with the intent to
ease our position.

The situation seems to have been roughly as follows.
By the spring of 1927 the upward movement of busi-
ness in the United States, which started in 1925,
showed signs of coming to a conclusion. A moderate
depression was in sight. There is no reason to suppose
that this depression would have been of very great
duration or of unusual severity. It was a normal
cyclical movement.

Meantime, however, events in England had produced
a position of unusual difficulty and uncertainty. In
1925 the British authorities had restored the Gold
Standard at a parity which, in the light of subsequent
events, is now generally admitted to have been too
high. The consequences were not long in appearing.
Exports fell off. Imports increased. The Gold Standard
was in peril. The effects of the over-valued exchange
made themselves felt with greatest severity in the coal
trade. Throughout 1926 there raged labour disputes,
which were the direct consequence of these troubles—
first the general strike, then a strike in the coal-fields
which dragged out for over six months, still further
endangering the trade balance. By 1927 the position
was one of great danger. International assistance was
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sought. And in the summer of that year, partly in
order to help us, partly in order to ease the domestic
position, the authorities of the Federal Reserve System
took the momentous step of forcing a régime of cheap
money. A vigorous policy of purchasing securities was
initiated.

On this point the evidence of Mr. A. C. Miller, the
most experienced member of the Federal Reserve
Board, before the Senate Committee on Banking and
Currency, seems decisive:

In the year 1927 . . . you will note the pronounced increase
in these holdings [Federal Reserve holdings of United States
securities] in the second half of the year. Coupled with the
heavy purchases of acceptances it was the greatest and boldest
operation ever undertaken by the Federal Reserve System, and,
in my judgement, resulted in one of the most costly errors
committed by it or any other banking system in the last
75 years! . . .1

What was the object of Federal Reserve Policy in 19272 It
was to bring down money rates, the call rate among them,
because of the international importance the call rate had come
to acquire. The purpose was to start an outflow of gold—to
reverse the previous inflow of gold into this country.?

The policy succeeded. The impending recession was
averted. The London position was eased. The reflation
succeeded. Production and the Stock Exchange took
on a new lease of life. But from that date, according
to all the evidence, the situation got completely out
of control. By 1928 the authorities were thoroughly
frightened. But now the forces they had released were
too strong for them. In vain they issued secret warn-
ings. In vain they pushed up their own rates of dis-

1 Senate Hearings pursuant to S.R. 71, 1931, p. 134.
* Ibid. p. 154.
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count. Velocity of circulation, the frenzied anticipation
of speculators and company promoters, had now taken
control. With resignation the best men in the system
\looked forward to the inevitable smash.

Thus, in the last analysis, it was deliberate co-opera-
tion between Central bankers, deliberate ‘“reflation”
on the part of the Federal Reserve authorities, which
produced the worst phase of this stupendous fluctua-
tion. Far from showing the indifference to prevalent
trends of opinion, of which they have so often been
accused, it seems that they had learnt the lesson only
too well. It was not old-fashioned practice but new-
fashioned theory which was responsible for the excesses
of the American disaster.



CHAPTER IV

THE CAUSES OF DEFLATION

1. A FLucTuATION of the kind described in the last
chapter is bound to be followed by a period of exten-
sive depression. The errors of anticipation which led to
the disaster have been discovered. Adjustment must
be made to the new situation. While this takes place
some factors of production will be unemployed, some
funds of liquid capital will be left idle at the banks.
Moreover, the general shock to confidence is likely to
accentuate this process. Investors will fight shy of
active investment. Bonds will be preferred to equities.
More money will tend to be left on deposit. The coming
of depression is almost certain to be accompanied by
some measure of deflation.

But, in a system undisturbed by other causes making
for depression, there seems no reason to suppose that
this process need go very far. The experience of similar
fluctuations in the pre-war period seems to suggest
that, after a certain interval of liquidation and cost
cutting, business prospects will once more brighten
and revival will gradually take place. In the present
depression things have been different. Whether or not
revival is now on the way, there can be no doubt that
the deflationary process which preceded it has been
one of quite unparalleled severity. The explanation

which we have examined already provides an account
55



56 THE GREAT DEPRESSION om.

of how the slump originated. But it certainly does not
explain why it has been so severe. Our next task,
therefore, is to examine this problem. What have been
the causes of the severity of the depression?

At the outset of the inquiry, one thing is clear. No
single explanation of this phenomenon will be sufficient.
The genesis of the slump may be traced to the collapse
of a general inflationary movement which might be
regarded as a single cause. But the subsequent course
of the slump has been so obviously affected by a
multiplicity of influences that any attempt to bring
them under one heading must necessarily involve over-
simplification. Political accidents, deliberate policies,
structural weaknesses, local psychology, have all played
a part which cannot be ignored. Nor is it possible
at this stage to assign exact quantitative importance
to these influences. Who can diagnose with certainty
the relative importance of the part played by political
power and the part played by bad banking policy, not
to mention personal dishonesty, in the causation of the
German Banking Crisis? What weight are we to assign
to the peculiar psychology of the American people,
what weight to the mechanical difficulties of their debt
structure, in explaining the collapse of last spring?
Clearly the time has not yet come, if it ever will, for
exact assessment of exact causal priority in this his-
tory. All that can be done is to ascertain the existence
of certain tendencies and to explain their mode of
operation.

It will be convenient to examine, first, certain
general characteristics of the political and economic
structure in which the dislocation took place, and then
subsequently to trace certain tendencies of policy
which have aggravated the disturbance.
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2. If we look at the general circumstances of the
time in which the breakdown took place, it is not
difficult to see that the probabilities of a depression
more severe than most were very high.

It was a time of great political unrest. The Repara-
tion problem was still unsettled. The political fron-
tiers of Europe, then as always since the war, were
the subject of hot dispute. Internally the various
governments of the ex-enemy powers maintained an
equilibrium ever more perilously poised half-way be-
tween democracy and dictatorship. The German
position was especially acute. The tide of political
extremism, which has since overwhelmed that country,
was already rising strongly. The Nazi propaganda,
hitherto confined to the worst elements of the ex-
military and ex-criminal classes and to a handful of
the less responsible students, was beginning to make
itself felt in high politics. The German middle classes,
bereft of their property during the inflation, their
minds besodden with the turgid anti-rationalism which
in that part of the world has for many decades passed
as profundity, were apt soil for such teaching. Any
worsening of the economic situation was likely to lead
to political upheaval.

All this was itself conducive to a worsening of the
economic situation. In a world of such uncertain
political prospects, the prospects of enterprise were
necessarily uncertain. The distribution of resources
was distorted by the high political risk factor. As the
situation deteriorated a vicious circle set in. The busi-
ness depression reacted on politics and politics reacted
on the business depression. Fears of the future set in
motion forces which brought it about that these fears
were justified. The view which ascribes the course of
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the depression to fluctuations of political confidence
alone, no doubt involves considerable exaggeration.
But a view which takes no account of politics omits
one of the most important factors operative. The con-
tinual intensification of political risk is one of the
dominant features of this period.

3. But politics apart, there were certain features
of the general economic situation which were con-
ducive to severity of depression. The profound dis-
locations brought about by the war, to which we have
already alluded, had not yet been eliminated. The
capital shortage in Germany and Central Europe in-
volved a dislocation of the channels of investment un-
precedented in modern economic history. Never have
there existed between civilised areas such wide differ-
ences of rates of return on capital. While the boom
lasted, foreign lending from American and from other
centres to some extent submerged these differences.
The industrial machine in Germany was attuned once
more to relatively low rates of interest. But the mo-
ment foreign loans ceased to flow in this direction the
capital shortage was once more revealed. The vast
system of over-rationalised plant and equipment was
paralysed for want of capital. In a normal fluctuation
the probability is that the degree of error in long-term
interest rates is not more than one or two per cent. In
Germany and Central Europe it was probably two or
three times this magnitude.

Beyond this, the technical changes of the post-war
period, especially in agricultural production, had pro-
duced a situation in which the incidence of industrial
depression was likely to be unusually severe. We have
seen already that it is a fallacy to regard technical
progress in any line of industry as being likely in itself
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to lead to general depression. But we have recognised
also that if the result of technical progress in the shape
of a great fall in the prices of the products concerned
were to become manifest at a time at which other
lines of industry were depressed, there might well be
an enhancement of the general difficulties. This seems
to have been what has happened. The fall of prices
of agricultural products due to technical improvement
has coincided with industrial depression, and the diffi-
culties of transition have been heightened. This seems
to be the core of truth in the popular views on this
subject. It is important, however, not to press it too
far. As we shall see, there is strong reason to believe
that many of the difficulties created by the position
in the markets for agricultural products are in fact
by-products of State policy and the peculiar nature
of the boom.

4. The effects of these changes were bound in any
case to be extensive. But there can be little doubt
that the difficulties with which they have been ac-
companied are, in part at any rate, a by-product of
the weaknesses of the post-war economic structure.
The effects of an earthquake are, in part, a function of
the strength of the original shocks, in part a function
of the strength of the buildings affected. So in the
economic system the effects of fluctuations, whether
cyclical or otherwise, are in part a function of the
magnitude of the original change, in part a function of
the elasticity of the economic organisation affected.

Now there can be no doubt that, in the post-war
period, the capacity of the economic system to sustain
shocks and to adapt itself to a process of rapid change
has been seriously impaired. The essence of pre-war
capitalism was the free market, not necessarily free
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competition in the remote and rigid sense of the mathe-
matical economists; but the free market in the sense
that the buying and selling of goods and the factors of
production was not subject to arbitrary inference by
the State or strong monopolistic controls. No doubt
there was some interference and some monopoly. But
that the free market was the typical institution is not
open to serious question. Since the war it has tended
to be more and more restricted. The cartelisation of
industry, the growth of the strength of trade unions,
the multiplication of State controls, have created an
economic structure which, whatever its ethical or
aesthetic superiority, is certainly much less capable of
rapid adaptation to change than was the older more
competitive system. This puts it very mildly. There can
be little doubt, on a broad view, that the tendencies
under discussion, so far from facilitating change or
easing the process of transition, do indeed work in pre-
cisely the opposite direction. Certainly no one who
wishes to understand the persistence of the maladjust-
ments of the great slump can neglect the element of
inelasticity and uncertainty introduced by the exist-
ence of the various pools and restriction schemes,
the rigidities of the labour market and cartel prices,
which are the characteristic manifestation of these
developments.

These tendencies are the creation of policy. It is
sometimes thought that they are the inevitable out-
come of modern technical conditions. But this is not
the case. Whether modern technical developments
operating in a free system would give rise to such
phenomena is a question which we may leave un-
discussed. Historically, the fact is that the elements of
rigidity and instability, which we are discussing, are
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the direct outcome of policy. So far in the history of
the world cartels and labour organisations exercising
strongly monopolistic influence have not shown them-
selves to be capable of survival, save as a result of
direct or indirect assistance from States. We have seen
already how the war-time controls fostered the growth
of such bodies. The cartel systems of continental
Europe are the direct creation of tariffs and State
intervention. The post-war rigidity of wages is a by-
product of Unemployment Insurance. So, too, with the
great restriction schemes which have exerted such in-
fluence on the various commodity markets—Rubber
Restriction, the Brazilian Coffee Institute, the Sugar
Control, the Federal Farm Relief Agency, and so on.
All are inconceivable without direct State intervention.
Whether or not from what is called a “social”’ point of
view these things have been justifiable, it is not open to
serious question that their existence has introduced a
new instability in the economic structure, and that this
has had an important influence in the intensification
of the slump.

5. To understand completely the peculiar dangers
of the economic structure in which the slump began, it
18 necessary to turn once more to the circumstances of
the boom which preceded it.

We have seen already that the genesis of the slump
can be attributed to the effects of credit expansion.
But, so far, our diagnosis has been confined to the
quantitative aspects of this process—to its magnitude
relatively to the movement of productivity and to its
effects on industries with different investment periods.
As a first approximation to the truth this procedure
has justification. Any other mode of approach would
involve missing the wood for the trees—missing the
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essential direction of change by preoccupation with
details of particular movements. Nevertheless, we do
wrong to stop at this stage—to leave undiscussed the
qualitative aspects of the credit expansion—for there
can be no doubt that they are of high relevance to the
explanation of the severity of the slump. The econo-
mist, listening to the business man as he attributes the
whole disaster to this or that particularly monstrous
piece of financial ineptitude or business chicanery, may
well feel that these details alone put matters in a wrong
perspective. But he pays the penalty of superficiality
if he does not see that somewhere, somehow, they must
form part of the total picture.

Now it is clear that an inflationary boom of the kind
which was described in the last chapter, besides having
the quantitative effect of over-stimulating the capital-
goods industries, also has the qualitative effect of pro-
viding a favourable atmosphere for the fraudulent
operations of sharks and swindlers. It is not when
money is tight, when men look twice at each shilling
before they spend it, that the Kreugers and Hatrys get
away with it. It is when money is easy, when profits
seem to be there for the taking and everyone is anxious
to be in a little earlier than his neighbour. This has
been the case in all the major booms of history. The
big frauds almost all have been perpetrated on a rising

market.
Blest paper credit. Last and best supply
To lend corruption lighter wings to fly,

sang Pope two hundred years ago. There is no need
to multiply evidence of this influence of inflationary
credit in the boom from whose aftermath we are still
suffering.

But there is no doubt, too, that the latest frauds
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were perpetrated upon a public which had become quite
abnormally gullible. The scale of business, the air of
expertise with which it was invested, the vast mechan-
ism of the operations of high finance, were conducive
to an attitude of mind in which the possibility of fraud
or serious error was disregarded. No doubt before banks
had big offices and expert advisers there was an
“individualist chaos”. But we had changed all that.
As if the fact that a man had five telephones on his
desk and a menagerie of tame statisticians in the cellar
was a circumstance which justified the suspension of
all the maxims of Victorian prudence! But they were
suspended, and the mistakes which Victorian prudence
had painfully learnt to avoid were committed.

But the boom was remarkable, not only for the
proliferation of fashionable fraud; it was remarkable,
too, for a change in the methods of straightforward fin-
ancing. The history of post-war finance is marked by
a conspicuous increase in the proportion of public
investment which takes the form of fixed debt rather
than participating ownership. This tendency was
bound to accentuate the difficulties of any period of
depression.

In part, the change was due to changes of banking
policy. The increased participation by banks in the
financing of all kinds of enterprise created a market for
bonds where equities would have been unacceptable.
The big insurance companies, moreover, through whose
agency so large a proportion of the savings of the
poorer and middle classes are invested, had a preference
for this kind of investment.

But in part it was due to the increased economic
activity of States and governmental bodies. The most
intractable and disastrous masses of fixed debt which
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have obstructed recovery in the slump have been
debts of this sort. The example of Australia will be
familiar to English investors. Even more conspicuous,
and much more important as an unsettling influence
in the depression, are the debts of the German and
Central European States and municipalities. Of the
total amount invested in Germany in the years 1924
1928, it has been estimated that at least 40 per cent was
on account of governmental bodies. Much of this was
spent on the carrying out of works such as the con-
struction of swimming-baths, the financing of housing
schemes and so on, which had little prospect of being
financially remunerative. This was at a time when
German industry was still suffering from the greatest
capital shortage in modern economic history. Much of
this money is irretrievably lost. But, because it was
borrowed by government bodies, recognition of this
fact is slow to come and liquidation has thus been
delayed. Paradoxically enough, economists who have
urged that this sort of thing has not proved its worth
in practice, are often called by their opponents
“deflationists™.

Finally, in this connection, it should be noted that
the easy money conditions created by the boom had
an important influence in facilitating the rise of the
various pools and restriction schemes for agricultural
products to which allusion has been made already. It
is not to be thought that the Brazilian Coffee Institute,
for example, would have been able to raise the colossal
sums it did for so preposterous an adventure as the
“valorisation” of 1927-29 in a time in which men were
careful of the way they spent their money. Nor can it
be doubted that the general inflationary conditions
of that period served to support the prices of agricul-
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tural products which in more normal circumstances
would have been falling. To that extent, therefore,
the process of readjustment was delayed, and the dis-
location which was eventually revealed was made
greater.

6. So far, we have done little but examine those
various features of the general political and economic
environment and the internal industrial structure of
the pre-slump period which made it likely that the
breakdown of the boom would be accompanied by
more dislocations and disturbances than have usually
accompanied the termination of prosperity in the
past. We have now to examine certain tendencies of
policy since that date which have greatly enhanced
these difficulties.

We may commence with the policy of restrictions
on international trade.

The use of protective tariffs as a “cure” for trade
depression is not new. The atmosphere of trade de-
pression is favourable to the adoption of panic
measures. The interests which, in times of prosperity,
find it hard to enlist support for their conspiracies to
rob the public of the advantages of cheapness and
division of labour, in times of bad trade, find a much
more sympathetic hearing. People are alarmed. The
dangers of a price-fall due to deflation blind them to
the dangers of a price-rise due to restriction. The
existence of unused capacity makes it easy for them
to believe that no diminution of the volume of exports
is likely to follow the imposition of restrictions on im-
ports. As a consequence, whenever a depression occurs
—that is, a general contraction of trade—there is to
be witnessed the odd spectacle of the nations of the

world zealously endeavouring to bring about a further
F
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contraction by excluding each other’s products. In
this way arose the protective systems of the latter part
of the nineteenth century. In this respect the post-
war world has not been slow to continue old practices.

But it has continued them on a scale which makes all
previous trade restrictions insignificant by comparison.
We have seen already the effects of this on the total
volume of world trade—contraction to something like
a third of its former dimensions. An almost equally
vivid illustration of what has happened is provided by
the following table, which shows the domestic price
of wheat in different countries in 1929 and 1932:1

Ccntg npg'x}l}tﬁghat?)%ego 1b.
Country
January 1929 January 1932
Argentina . . . . 113 44
Canada . . . . 120 51
Great Britain . . . . 123 53
United States . . . . 121 58
India . . . . . 158 60
Hungary . . . . 158 60
Poland . . . . . 140 81
Sweden . . . . . 137 91
Austra . . . . . 131 120
Czechoslovakia . . . 147 121
Germany . . . . 135 147
Ttaly . . . . . 192 151
France . . . . . 164 179

From a state of affairs in which the price differences
were at the most of the order of magnitude of 80
cents we have passed in three years to a state of affairs

1 The figures are taken from the League of Nations World Economic Survey,
1931-32, p. 137.
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in which they are 135 cents. In some centres the price
of wheat has actually risen. In others it has fallen by
almost 100 cents per bushel. To speak of a world price
for wheat has now become an absurdity.

The effects of such obstructions are highly inimical
to rapid recovery. That their long-run effects are to
raise prices by restriction, and to limit the division of
labour, need scarcely be argued. Only the feeble-
minded and the paid agents of vested interests will be
found to deny such propositions. But that their short-
run effects are damaging to business improvement is
not so immediately obvious. Yet in fact it is equally
certain.

The short-run effect of the erection of obstructions
to trade is a tendency to deflation. This is perhaps a
hard saying for those who have come to look at tariffs
as a means of safeguarding the trade balance and so
avoiding deflation. But if we look at things from the
international point of view, it is not so difficult to
realise. It is clear that the effect of such obstructions is
to destroy business capital. The effect of the curtail-
ment of markets is to lower the value of stocks and
of fixed capital devoted to making such stocks. This
clearly tends to bring about forced sales and to in-
crease the struggle for liquidity. At the same time,
taking the world as a whole, it limits the field for the
investment of new capital; that is to say, it lowers the
equilibrium rate of interest. It follows, therefore, that
unless money rates of interest immediately respond to
this change in the conditions of real investment, the
tendency for saving to lag behind investment, always
present in the first stages of depression, will be en-
hanced.

There is a further effect also conducive to net
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deflation. The erection of obstructions to trade has the
effect of enhancing the difficulties of transferring debt
payments from one centre to another. It should be
noticed that the phrase used in this connection is the
‘“erection of obstructions”. It is not true, as is some-
times asserted, that the mere existence of tariffs makes
transfer impossible. Nothing in theory or experience
goes to suggest that this is correct. Given time, prices
and costs in the different countries concerned can be
adapted to carry through almost any degree of trans-
fer over almost any degree of tariff obstacle. But if, as
the price relationships which make this possible begin
to emerge, new tariffs are erected to protect the
creditor countries against the “devastating flood of
cheap imports” which are the interest on their debts,
then, of course, transfer is prevented and new adjust-
ments have to take place. If the new tariffs come into
operation as trade depression is developing, the
probability is that the contraction of credit which they
compel in the paying country will not be offset by any
expansion in the receiving country. There will be a
net deflation.

Now, of course, this is just what happened at the
commencement of the present depression. When the
flow of foreign lending from the United States began to
cease it became necessary that the various debts
owing to the United States and her citizens, which
hitherto had been re-lent, should be paid in the form
of goods. But just at the same time the Congress of
the United States saw fit to put into force that monu-
ment of obstruction to trade, the Hawley-Smoot
Tariff. There can be no doubt that the difficulties of the
debtor countries were enormously enhanced by this.
As has been shown in an earlier chapter, the accusa-
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tion that the difficulties of the world had been en-
hanced by gold sterilisation on the part of the United
States in the period 1923-29, has no foundation in
fact. But that the introduction of the Hawley-Smoot
Tariff at a critical stage of the depression did much
damage is clear.

7. It would be a great mistake, however, to at-
tribute the intensification of the crisis, particularly in
its earlier stages, entirely to the influence of such
obstacles. There were other policies adopted, the effect
of which was no less serious.

The breakdown of an inflationary boom is a revela-
tion of a wastage of capital. Large blocks of invest-
ment which have been made in the expectation of
profit now prove to have no such prospect. It follows,
therefore, that if profitability is to be restored costs
must be cut and the capital re