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PREFACE

This book was planned and wntten as a result of 1its author’s
mability to find reading matenals switable for use by under-
graduate students of money and banking Though many avail-
able texts m this general field contam acceptable discussions of
the history, structure, mechamics, law, and statistics of mone-
tary and banking systems, they are less satisfying in their treat-
ment of what the wnter believes should be the very heart of a
money and banking course—the relations between money and
economuc activity and welfare, or what 15 usually called mone-
tary theory Most textbook treatments of monetary theory suffer
from one or more of several shortcomings They are too brief to
deal with the subject adequately, they present theones as sets
of conclusions rather than as tools of analysis, or at best they

bjugate analysis to 1 and they exaggerate the con-
flicts among the vanous types of theory, falling to show that

many of thc pp g) are merely d m
ter h, or emphasis and that more often than
not the dafferent theones recognize the same basic determinants
and arnive at much the same 1 The more ad d

wntings on monetary theory now available m scholarly books
and m the learned economic journals are equally unswited for
use by the student just entenng this field, though for different
reasons Most of these treatments assume more knowledge of
monetary and banking systems and of the basic principles of
monetary theory than 15 possessed by the begnner and are
th largely Thgible to hum, their logy 1s very

1x
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technical, they are ughly controversial i nature, passing over
quickly the broad areas of agreement and dwelling at length on
pomnts of dispute, and even 1f they were otherwise adapted to the
use of beginners they would still be so widely scattered n books
and journals as to make their coordination and ntegration diffi-
cult and their cost prohibitive Valuable as these wrtings are
m to make avallable to each other the
results of thexr researches and 1 clanfying and eventually re-
solving conflicts, they cannot be used successfully by the un-
mtiated

This book attempts to chart a middle course between the
1adequacy of the ordinary textbook discussion and the excessive
difficulty, from the beginner's pomt of view, of the more ad-
vanced and controversial treatments Assunung only a knowl-
edge of elementary economic theory and of the basic mechanics
and functioning of monetary and banking systems, 1t attempts
to present the essential pnnciples of the leading types of modern
monetary theory and to indicate briefly how and to what extent
these theomes can be reconciled and integrated It 1s not a
hustory of monetary theory, and 1t makes no attempt to review
the theores advanced by particular economists Instead, 1t classi-
fies the individual theories into general types and then presents
what the wnter believes to be the most vahd form of each
general type of theory This plan has necessitated emphasizing
areas of agreement rather than points of controversy Such a
procedure obviously suppresses many provocative arguments,
but 1t 15 to be defended on the ground that a knowledge of
accepted basic principles 15 necessary before the sigmficance of
controversies can be appreciated And this book, as its name
mdicates, does not pretend to be more than an mtroduction to
monetary theory For those who wish to pursue further their
study of this subject, the appendix presents a selected list of
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supplementary and more advanced readings parallehing each
chapter

As was ndicated above, this book s designed prumanly for
the use of the student who has already been at least introduced
to clementary economic theory and who knows something of
the mechanics and operation of monetary and banking systems
It 1s expected to find 1its greatest use, therefore, toward the end
of the student’s first course i money and banking or 1n a second
course m this field Tts author hopes, however, that it will also
prove useful to students of business cycles who do not have
the necessary background of monetary theory and to graduate
students who will use 1t to review the basic prnciples of mone-
tary theory and to secure a foundation and perspective for the
study of more advanced and controversial materials

The author wishes to thank a number of s fnends for their
generous assistance 1n the preparation of this book Charles R
Whittlescy, Karl R Bopp, Arthur D Gayer, Charles W Cole,
Nelson H Eddy, Isaiah Finkelstemn, John Good, and Ralph
Bowen read the manuscnipt at various stages of its development
and made suggestions that led to the ehmnation of many of
its imperfections The author must assume full responsibility,
however, for the shortcomings that remain
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CHAPTER I

MONEY AND THE ECONOMIC PROCESS

INTRODUCTION

No extended argument 15 required to convince members of
modern economic systems that money 15 a widely used eco-
nomic mstrument Virtually everyone employs 1t daily i his
business and personal transactions and uses 1t as a umt for
evaluation and accounting It can hardly be said, however, that
this constant association with money has bred a deep under-
standing of 1t &“ \Qmams one of the least widely understood
of the comm! used economic implements What 15 the
fundamental purpose of money? Why 1s 1t used in every eco-
nomic system that has passed the stage of famuly self-sufficiency?
How satisfactonly has it performed 1ts functions? To what types
of disorders 15 1t subject? What economic 1lls are attnibutable
to monetary disorders? To what extent can economic problems
be solved by a deliberate control of money? What are the
q of mflat y and defl y y pohicies?
These are some of the important questions that are asked about
money and that this and the followmg chapters will discuss

Tue FunoaMENTAL PURPOSE OF MONEY, To FACILITATE
EXCHANGE

Money 15 useful because economic umts are not self-sufficient,
but are dependent The prevailing of produc-
tion 15 based upon the principle of specialization—speciahzation
of persons, of business firms, and of regions It 1s largely to

1




2 An Introduction to Monetary Theory

this system of complex sp on and to the enh d
knowledge of production methods with which 1t 15 so m-
tncately mterrelated that the vastly supenor productivity of
modern economic systems must be attnibuted But such a system
must of necessity be an exchange economy No person will de-
vote hus time and effort to the production of a commodity or
service that does not satisfy lus own desires unless he can trade
1t for desirable articles produced by others The supenonty of
speciahization as a production technique 1s a prerequisite for an
exchange economy, but the degree of spccialization that 1s
feasible depends to a considerable extent upon the ease of mak-
g exchanges
Some exchange could be effected, of course, by the process
of barter—the direct exchange of economic goods, one for
another A certan amount of trade 15 still carned on i this
way But the shortcomings of barter are so great that exchange,
and therefore specialization, could never have approached its
present state of development 1if only this method had been
available
The Specific Functions of Money —It 15 precisely because
of the disad: ges of barter that exch become
money economues very early i thewr development Money 1s
sterile 1 that by itself 1t can produce nothing useful, but 1t
has a very hlgh indirect productivity owing to its ability to
and specialization Money perf its one
fundamental function as “the great wheel of circulation, the
great instrument of commerce” by performing two specific pri-
mary functions In the first place, 1t serves as a umt of account
or common measure of value Just as the use of a umt of linear
measurement—such as a yard, a foot, or an mch—enables us
to measure length mn quantitative terms, the use of a monetary
umt enables us to measure m quantitative terms the values
of economic goods In a money economy 1t 1s a simple matter
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to ascertain the relative exchange values of goods by comparng
their market prices n terms of monetary umts It 15 equally
easy to add and subtract the values of goods for accounting
purposes In the second place, money facilitates trade by serving
as a medum of exchange, that 15, as an article that 1s generally
accepted n payment In a money economy the owner of a
good or service that he wishes to trade need not expend time
and effort m searching for someone who has the desired good
and who also 15 willing to take the good offered, he sells his
article for money, which will be accepted m payment for
goods by almost anyone And the fact that he wishes to ex-
change one valuable article for numerous mexpensive ones need
cause no difficulty 1f money 15 divided mto the proper denomi-
nations

In addition to discharging 1ts two pnimary functions of serv-
g as a unit of account and as a medium of exchange, money
performs the two derivative or subsidiary functions of serving
as a standard of deferred payments and as a store of value

It serves as a standard of deferred payments when obligations
to make future payments are stated 1n terms of 1t These obli-
gations have their ongins m two general types of transactions
The first 15 that in which one contracting party agrees to de-
lwver fixed amounts of goods, services, or secunties at some
future time 1n exchange for an agreed-upon sum of moncy to
be paid mn the future Here are included long-term contracts for
labor, commodities, and the use of physicial property The
second type of transaction gving nse to the use of money as
a standard of deferred payments mncludes credit (or debt)
transactions, in which the creditor parts with things of value at
one time 1n return for which the debtor promuses to repay money
at some future date The volume of debt outstanding and

denced by personal p y notes and bills of exchange,
mortgages, and corporation and government bonds runs into




4 An Introduction to Monetary Theory

hundreds of billions of dollars It 15 partly because of the ex-
istence of this t dous volume of oblig: stated n
monetary terms that changes i the value of money are of such
great consequence

Money may also be used as a store of value, though this 1s a
power which it shares with virtually all other economic goods,
and especially with durable goods A recerver of money may
spend 1t immeduately, or he may hold 1t for days, months, or
even years before passing it along This 1s unquestionably
convenient for the individual, for he 15 n effect holding general-
1zed purchasmg power which he may use at any time and for
any purpose that scems to lum the most advantageous The
use of money as a store of value 1s not without 1ts disadvantages,
however In the first place, the amount of value stored in money
often proves to be hughly variable, so that the holder enjoys an
unearned mcrement or suffers an undeserved loss And n the
second place—this 1s a pomnt that will be elaborated later—the
use of money as a store of value, or more accurately, fluctua-
tions 1 this use of money, are lable to be disturbing to
the functioning of the economic system

In monetary systems, therefore, money 15 the medum of
exchange—the muddle term m the exchange of goods and
services for each other Whether such exchanges are completed
m a very short peniod or whether they extend over a number
of years, goods and services are exchanged for money and the
money 1s then used to purchase other goods and services
Thus a money economy 15 necessarily m some sense a price
system When things are exchanged there must be a ratio be-
tween them, and the term “price” refers to the number of units
of money required to buy an economic good or service In this
sense every money , whether
socialist, or fascist, must mvolve a system of prices But the
term “the price system” has come to sigmfy a particular type of
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money ecc the fa pital system 1 which
economic activity 1s contro]]ed not by some central authonty,
but by the d of and

each dong those things Wthh under the existing circum-
stances appear to him to be the most advantageous This type
of economy has been called the price system because economic
choices under 1t are ruled to such an extent by prces Enter-
pusers fix upon the types and amounts of their output only
after comparing the prices that they will recewve and the prices
(costs) that they must pay for the goods and services necessary
to bring forth the output Workers' choices of the types—and
to some extent of the amounts—of labor that they will perform
are made 1n the hight of the prices they can get for their services
n vanous fields Other productive facilities are allocated 1n
the same way Likewise, decisions as to the types and quantities
of things consumed are greatly influenced by the relative
heghts of prices Thus price enters mto every economic dect-
sion

THE INFLUENCE OF MONEY ON THE FUNCTIONING OF THE
Econony

It must not be too hastily concluded, however, that because
money 15 employed in such a large proportion of economic
transactions and because price enters mto so many decisions
moncy exerts an .ndependent nfluence on the functioning of
the economuc system It 15 at least logically possible that money
could function as a useful but purely passive servant which
would merely transnut the decisions of producers and con-
sumers without adding any mfluence of its own, so that 1t could
be 1ignored as a causative factor In fact, many economists—and
particularly those of the so- callcd classical school, who were n-
terested pnmanly m “long-run” cconomlcs——have repeatedly
warned agaimst o hasis on the mndep fl of
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money They realized, and even stressed, the importance of
money as a laborsaving device and described, as has already
been done m this chapter, the senious difficulties of effecting
exchanges by means of barter But they msisted that, except
so far as it faciitated exchange, the use of money did not
normally affect the operation of the economy, they held that
m a money economy the total amount of employment, the
volume of production, the types and proportions of the various
goods and services produced and consumed, the exchange
values of the vanous goods and services in the market, and the
distribution of real wealth and income among the members
of the commumty are normally the same as they would be mn a
tughly developed and efficient barter cconomy, 1f such an econ-
omy could be devised So sure of the validity of this contention
were the classical economusts that they couched much of their
analysis 1 terms of barter, despite the fact that they were
attempting to explain the operation of a money economy This
view of the significance—or more accurately, the msigmficance

It must be evaident, however, that the mere introduction of a
particular mode of exchanging things for one another by first
exchanging a thing for money, and then exchanging the money
for something else, makes no difference 1n the essential character
of transactions

There cannot, n short, be intrmsically a more nsigmficant
thing, m the economy of society, than money, except n the
character of a contrivance of spaning time and labor It 1s a
machine for doing quickly and commodiously, what would be
done, though less quickly and commodiously, without 1t and
like many other types of machmnery, 1t only exerts a distinct
and independent mfluence of 1ts own when 1t gets out of order

The introduction of money does not interfere with the opera-
tion of any of the Laws of Value laid down 1n the preceding
chapters The reasons which make the temporary or market
value of things depend on the demand and supply, and their
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average and permanent values upon their cost of production,
are as applicable to a money system as to a system of barter
Things which by barter would exchange for one another, will,
1f sold for money, sell for an equal amount of 1t, and so will
exchange for one another still, though the process of exchang-
g them will consist of two operations mnstead of only one
The relations of commodities to one another remamn unaltered
by money the only new relation mntroduced 1s their relation
to money itself, how much or how httle money they will ex-
change for, 1n other words how the Exchange Value of money
atself 15 determimed !

If money always performed 1its functions perfectly, the classi-
cal economusts would have been nght, it would be neutral
1ts effects and therefore could be ignored m explanations of
the functioning of the economy, or at most accorded only the
amount of attention that 1s given to each of the hundreds of
other labor-saving devices employed for economic purposes
Unfortunately, however, no monetary system as yet evolved has
functioned perfectly or even approached perfection, each has
displayed an unfortunate proneness to “get out of order” and
to exert “a distinct and independent nfluence of its own” The
classical economusts recognized this fact, of course, but they
thought that monetary disorders were nfrequent enough and
the resulting disturbances small enough to be ignored without
invahidating an analysis couched 1n terms of barter, particularly
since this analysis was concerned with longrun, rather than
short-run, phenomena Modern monetary theorsts, on the other
hand, have come to believe that money 1s wirtually always

out of order”—though n different ways and to a fluctuating

g d that this malfunctioning of money prod sig-
mificant effects upon the aggregate volume of employment and
production, the relative amounts and exchange values of n-

* Prnciples of Political Economy, Book 11, Chapter VII, ([ 3
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dividual commodities produced and sold, and the distribution
of real wealth and ncome among the members of the com-
munity These effects are particularly important n the short-run
and are capable of alterning sigmificantly the long-run behavior
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Craxr I —Wholesale Prices and the Value of Money n Terms of Whole-
sale Goods m the United States, 1860 1939 (1926 = 100 )

of the economy, for the long run 1, after all, made up of a
series of short runs, each of which 1s affected by monetary de-
velopments It 15 because of its mfluence on the amounts and
types of employment and production and on the distnibution
of real wealth and income that money 1s such an important

subject of study
The unsatisfactory functioning of money 1s closely bound up
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with fluctuations 1n 1ts valuc ? If money 15 to serve satisfactonly
as a umt for measuning the values of economic goods and as
a standard of deferred payments, 1t must itself have a constant,
or nearly constant, value It 1s easy to imagine the confusion and
mjustices that would result if the unit for measunng weight—
such as the ounce—were to shiink by two-thirds i one peniod
and then to double n the next Yet money, which 1s probably
the most 1mp umt of m the entire

system, has never been a constant, or even an approximately
constant, unit“To cite only two cases out of many, the ex-
change value of the dollar dechined by two-thirds between 1897
and 1920 and then doubled between 1920 and 1932 3 Changes
of 10 per cent or more 1 the value of money from one year to
the next are not at all rare w

TrE VALUE OF MONEY

It 15 necessary to digress for a few moments to ask, “What 1s
meant by the valuc of money”” Since moncy 15 ordinanly em-
ployed as the umt of account, the exchange values of other
economic goods are usually measured 1n terms of money A
good that can be sold mn the market for two dollars has a
“value” of two dollars, 1t can purchase two dollars in the mar-
ket But to measure the value of money m terms of itself

21t 1s farrly common for cconomusts to state that the mfluence of moncy
upon the functionmg of the economy 1s traceable to the fluctuations i the
value of moncy This 15 not stnctly true If the analysis 15 carned one step
further back, the nfluence of money 15 found to emanate from vanations
1n the flow of money expenditure (or money demand) relatwve to the supply
of goods and services available for purchase with money And, as will
later be emphasized, fluctuations m the flow of money may effect changes
n the quantities of goods and services produced and sold even 1f the prices
of those things remamn unaltered This can occur when articles arc pro
duced and sold by monopolists or quasi monopolists who mamtamn mflexible
prices, it 15 highly unlikely to occur m the casc of articles produced and
sold under perfect
® This refers to the value of money relative to goods at wholesale




10 An Introduction to Monetary Theory

would be meamngless, a dollar 1s obviously equal to a dollar
By the term “the value of money” is meant the purchasing
power of money—the ability of each umt to command goods
and services 1 exchange The value of money 1s thus clearly
related to the height of prices, 1t 15, in fact, the reciprocal of the
general level of prices When the price level 1s hugh, the value of
money—the ability of each umit to purchase goods and services
—is low And when the price level 15 low, the value of money
1s ligh This mverse relationship between the level of prices
and the value of money must be kept 1n mind m reading the
following chapters

Index Numbers—To measure movements of the level or
average of prces, ndex numbers are used An index number
of prices 15 a figure showing the height of average pnices at one
time relative to their height at some other time that 15 taken
as the base penod To serve as an example, indexes of average
wholesale prices in the Umited States for three different years
are given below In this case 1926 15 taken as the base year,

Year Wholesale Price Index
1920 154
1926 (base year) 100
1932 65

that 1s, the average prices of wholesale commodities 1 other
years are compared with the level prevailing in 1926 The index
number for the base year 15 100, for the average of prices
that year 15 necessanly 100 per cent of itself The mdex number
of 154 for 1920 indicates that the average prices of wholesale
commodities covered by the mdex were m that year 154 per
cent of the level obtaming 1n 1926 An aggregate of wholesale
commodities that cost $100 1 1926 would have cost $1 54 10
1920 The index number of 65 for 1932 ndicates that the average
of wholesale prices was 1 1932 only 65 per cent of 1its 1926
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level In 1932 only $65 would purchase the same aggregate of
wholesale commodities that would have cost $100 1 1926

‘The average of prices whose movements are shown by a price
ndex 15 not, however, a simple one that attaches equal weight
to each price regardless of the economic importance of the com-
modity to which 1t relates To weight equally the prices of pins
and of wheat would be as absurd as to attach equal importance
to a ten-minute quiz and a final exanunation. Price indexes at-
tempt, therefore, to measure the movements of a weighted aver-
age of prices, each individual price being ghted by the
amount of production, or consumption, or trading of the good
to which 1t relates

Index numbers have been constructed to show the behavior
of many types of price averages Among those most widely used
are the ndexcs of (1) the general level of the prices of all
goods, scrvices, and secunities sold for money, (2) retail prices,
(3) wholesale prices, and (4) the cost of living The reciprocal
of cach of these indexes shows the changes m the purchasing
power of money over the things whose prices are included n
the index *

Changes of price levels would be of httle or no economic sig-
mificance 1f all mdividual prices were affected simultaneously
and 1n the same proportion Under these conditions each per-
son would find that changes i the money costs of the things
he purchased were offset by proportional changes 1n the prices
of the things he sold, so that his economic position remamed

1The construction of mdex numbers presents serious difficulties, both
theoretical and practical m nature These cannot be discussed at length
here It can only be noted that accurate price quotations must be obtamned,
that the quotations obtained for different dates must be comparable and
must refer to the same article, that proper welfhts for individual prices must
be assigned at the outset and must be proverly adjusted throu%l; time, and
that care must be used 1 selectmg the mathematical formula employed
n computing the index For further discussion of some of these problems of
index making, see W 1 King, Index Numbers Elucidated, New York, 1930
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unaltered Unfortunately, however, prices are not affected uni-
formly Some respond quickly and move rapidly, others respond
only after a delay and may even then move slowly It 1s pre-
asely because of this nonumformity 1n the behavior of indi-
vidual prices that changes n the value of money are capable of
exerting such far-reaching effects on (1) the distribution of real
wealth and income, and (2) the volume of employment and
production

Errect oF CHANGES IN THE VALUE OF MONEY ON THE
DistriBuTioN oF REAL WEALTH AND INCOME

Changes 1 the value of money can shift the distnbution of
wealth partly because (a) debts are expressed in terms of money,
and partly because (b) the prices of some types of wealth are
changed more than others

‘We have already seen that money 1s commonly used as the
standard of deferred payments—the umt in terms of which debts
are stated The volume of these money debts outstanding m
modern society 1s very large, competent statisticians have esti-
mated that in the Umted States in 1929 1t amounted to more
than $250,000,000,000 *ft 15 evident that every change m the
value of money alters the real burden of these debts If prices

®For a discussion of the reasons for this nonumformity of prce re-
Sponses, see pp 53 54

© The Twenticth Century Fund, Debts and Recovery, New York, 1938,
P 1 A few of the major atems of debt were roughly

Government tax cxempt secunbies $32,000,000,000
Corporate bonded debt 47,000,000,000
Farm and urban mortgages 40,000,000,000
Commercial bank debts n form of deposits 47,000,000,000
Short-term debts receivable at banks and non

financial - corporations ,000,000,000
Life msurance company debts to policy holders ~12,000,000,000
Mutual savings bank deposits 9,000,000,000

Building and loan association debts to share-
holders ... 5,000,000,000
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nse between the time a debt 1s incurred and the time 1t 15 re-
pad, the debtor gams and the creditor loses, for the debt 1s
repaid with dollars contaiming less purchasing power than those
lent But if prices fall between the time a debt 1s created and
the time 1t 1s repaid, the debtor 15 forced to return more pur-
chasing power than he borrowed -

The above statements can be clanfied by an example Sup-
pose that m a year when the price index 15 100 Mr B estab-
Tishes a business requirmg $100,000 worth of property He sup-
plies $50,000 himself and borrows the remainming $50,000 from
Mr L on a tenyear note Dunng the ensuing ten years, how-
ever, the mdex of prices nses to 200 and the money value of
the property to $200,000 At the end of the period Mr L 1s
repad $50,000 m retirement of the debt, but this sum wall
buy only as much as $25,000 would have bought at the time
that the loan was made Mr B, however, retains an equity m
the property of $150,000, which will purchase as much as $75,000
would have purchased m the year the loan was made In effect,
the nse of prices transferred from the creditor to the debtor
an amount of purchasing power equal to $25,000 at the tume
the debt was incurred But 1f mstead of nising prices had fallen
by 5o per cent during the hfe of the loan, the shift of wealth
would have been m the opposite direction In this case Mr L
would have been repaid $50,000, which would represent twice
as much purchasing power as he lent Mr B would have suf-
fered, of course, for the money value of the property would
have fallen perhaps to onlv $50,000, thereby wiping out his
entire onginal mvestment Wath these principles in mind 1t 15
easy to und d why creditors—holders of mortgages, cor-
poration and government bonds, life msurance policies, and
other obligations fixed n terms of money—should be so op-
posed to nflation It 15 also not difficult to see why debtors—
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be they homeowners, farmers, other business men, or borrowers
for consumption purposes—should find deflation so repugnant

/Changes n the value of money also effect redistnbutions of
wealth because of the fact that the prices of some types of
property move further and more quickly than those of other
types. In periods of general price nise, owners of property whose
prce nses rapidly gam relative to those whose property appre-
ciates more slowly And n perods of general price dechne,
owners of property whose prce falls rapidly lose relatve to
those whose property decreases but slowly in price

Changes 1n the value of money are also accompanied by great
shufts 1 the distnbution of the real income of the commumty
This 1s owing to the fact that some types of money income
move so much further and more rapidly than others Outstand-
g among the types that move slowly are interest, rents, pen-
sions, annuities, salaries of public servants, and to a lesser ex-
tent salaries and wage rates of workers in private industry These
types of income are sometines fixed for considerable perods
by unmatured contracts, and so cannot change unless the con-
tracts are broken or modified And even when not tied by con-
tract, their movement 15 often hampered by market ngidities
The most volatile type of money mncome, on the other hand, 1s
composed of the profits of enterpnses, in which are included
the earnings of the common stock of corporations In periods
of nsing prices, those with volatile money incomes fare better
than those whose incomes are more nearly fixed m terms of
money In periods of falling prices, however, the results are re-
versed and those with relatively fixed mcomes fare better than
those whose incomes are more volahle

The ability of an nflation to alter the distribution of wealth
and ncome was amply ds d by the tr dous Ger-
man nflation of 19141923 As to this, Bresciam-Turron: has
stated
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Inflation was always a ternble mstrument for the redistribu-
tion of wealth It 1s not possible to study the influence of the
mflation separately from thosc of other causes which acted at
the same time, e g, the war But 1t may be said that on the
whole the nflation lly favored the entref and the
owners of the matenial means of production, especially strength-
emng the positions of industnal capitalists, that it caused a
lowening of the real wages of workmen, that it decimated or
destroyed altogether the old muddle class of mnvestors, possessors
of those securtties which now could only, 1ronically, be said to
show a fixed income, and that 1t created a new mddle class of
termedianes, traders, small speculators on the Bourse, and
small profiteers of the monetary depreciation 7

The shifts of wealth and income that occur during deep defla-
tions are just as great, though n the opposite direction Any
person who incurred debts or other money obligations before
the senous fall of prices following 1929 will attest to this fact
During this period, mihons of “owners” (farmers, homeowners,
and holders of the stock of corporations) found therr equities,
which m some cases represented all of their life savings, com-
pletely wiped out That many were convinced of the mjus-
tice of this was indicated by the occurrence of debtors’ stnkes,
the amendment of the bankruptcy laws mn such a way as to
strengthen the position of debtors, and the widespread demand
for mflationary monetary policies

Errect oF CHANGES IN THE VALUE OF MONEY ON THE VOLUME
OoF EMPLOYMENT AND PRODUCTION

We have just seen that changes mn the value of money are
accompanied by sizable, haphazard, and often undesirable shifts
in the distnbution of the available wealth and income These
are serious enough But even more serous are the accompanying
fluctuations i the amount of employment and therefore in the

7 Constantino Bresciam Turromi, The Economics of Inflation, London
1937, p 286
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size of the real mcome produced and made available for distn-
bution In many penods the size of the social mncome 1s de-
creased so much that even those receving mcreasing shares of
1t suffer a decline m the absolute amounts of their ncomes

Under the capitalistic system, decisions as to the amount of
production that will be undertaken are made by enterprisers,
whose object 1s to maximize ther profits When the outlook
for profits 15 bright, enterpnsers are willng to assume nsks and
to give employment to most of the available factors of produc-
tion At such times the real income of the commumty ap-
proaches the maximum of which the economic system 1s capable
But when prospects for profits are unfavorable, and especially
when they give way to a probability of losses, enterpmsers do
not find 1t worth their while to employ m production all the
existing capital, land, and labor This decline mn employment
15 necessarily accompanied by a shrinkage of the community’s
real mcome

Changes n price levels affect the volume of busmess activity
through their effects on the relationships between enterprisers’
selling prices and costs, and therefore on the size of enterprsers’
profits It 15 a matter of common knowledge that enterprisers’
costs—which are composed largely of wages and salares, mterest,
rents, taxes, and allowances for depreciation and obsolescence
—move more slowly than selling prices dunng both the upswing
and the downswing In a period of nsmg prices, therefore, costs
lag behind selling prices, enterprisers reap larger rewards m the
form of widening profit margmns, the amount of employment
15 ncreased, and real income grows Events i a penod of falling
prices are just the reverse, costs fall more slowly than selling
prices, profit margins narrow and m some cases disappear com-
pletely, employment and business actity dwindle, and the
communmity’s real income shrinks This 15 the condition that
has come to be known widelv, if rot popularly, as “poverty
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the mudst of plenty” Much of the poverty m such penods
exists because there 15 an msufficient “demand” for the goods
and services that are wanted and even needed badly by the idle
laborers who would like nothing better than a chance to work
Such conditions were not envisaged by the classical economusts
when they insisted upon the msigmficance of money as a causa-
tive factor in the economic process

Dunng peniods of falling prices and production, the class suf-
fenng the greatest shninkage of mcome 15 made up of the nisk-
takers—the owners of business But the so-called “fixed-income”
groups are far from immunc from loss The owners of mort-
gages, bonds, and other obligations on which nterest and pnn-
cipal payments can no longer be made, owing to the dechne of
mcome, derve but httle consolation from the knowledge that
the money that they should be, but are not, receving has an
enhanced purchasing power And the fact that prevailing hourly
wage rates represent enhanced buying power 1s not very cheer-
ng to the man who 1s totally unemployed or who works at most
only a few hours a week

MoneTary TaeoRY Its PURPOSE AND SCOPE

The preceding sections, bref as they are, should have indicated
that the behavior of money 15 so mportant that it must be
studied by anyone who would understand the actual function-
g of the economuc system This branch of economucs, the be-
havior of money and 1ts interrclations with the functioming of
the economy, 15 usually referred to as monetary theory It 1s to
this subject that the remainder of this book 15 devoted

A few prelimnary remarks concerming the scope and purposes
of monetary theory may help to place the following chapters
m their proper perspective The scope and purpose of this
branch of theory have already been descnibed 1 very general
terms they are to definc and explamn the behavior of money
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and 1ts interrelations with the functioning of the economy It
15 clear, therefore, that one’s description of the specific content
of monetary theory must depend on his belief as to the nature
and extent of these iterrelations A few of the opmions on
this matter will be noted and discussed briefly
The position accorded to monetary theory by the classical
economists—by which 1s meant those who were concerned with
long-run economic adjustments, or with conditions of static
equlibnum—has already been suggested They believed that the
one and almost exclusive function of monetary theory was to
explain the determination of the value of money, or i other
terms, the height of puces i general, other economic phe-
nomena, they held, were very largely determmed, particularly
durng the longer period with which they were concerned, by
factors A d the monetary theory of these
economists was cast n such a form as to focus attention on the
value of money
But as general cconomic theory came to concern itself with
the economucs of shorter periods and as the influence of money
came to be better understood, opmion regarding the scope and
purpose of monetary theory shifted The immediate primary
concern of monetary theory continued for a considerable period
to be the value of money, but there was this difference the ef-
‘fect exerted by increases and decreases i the value of moncy on
business activity was emphasized With the classical economusts
the explanation of the value of money was an end m itself,
with this change m attitude the value of money became of
significance because of its mfluence on other economic phe-
nomena The causal sequence was now assumed to be through
money to the height of prices and thence to the amount of
)l and prod that individual P would
undertake As those who are familiar with general economic
theory will recogmze, this analysis assumed that there existed
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perfect or near-perfect competition n each industry, that each
producer, believing that prices ruling in the market for his
product were beyond his control or even his influence, would
merely adjust his activities to the prices he found prevaihng If
perfectly competitive conditions did exist m every market, 1t
would undoubtedly be true that money could affect the decr-
sions and actions of mdividual enterpnsers only through its
effect on prevailing or expected prices

Recently, however, monetary economists have come to believe
that monetary theory erred n arguing from changes i prices to
changes 1n the amount of employment and production Though
they admit that this causal sequence does exist i industries
operating under conditions approaching perfect competition,
they deny 1its vahdity for industnies charactenzed by strong ele-
ments of monopoly so that each enterpnser has, and knows he
has, some control over the price of the product he sells Under
such conditions, money can nfluence business actty without
previously influencing prices It 15 impossible to predict, with-
out foreknowledge of the type of price and production pohcles
that will be followed by the polists or quasi- P
what the sequence of events will be when the money demand
for their products 15 altered In some cases, the increase or de-
crease in money demand may be accompanied by virtually simul-
taneous increases or decreases n both prices and output In
others, prices may be allowed to exhibit most of the effects of
a growth or contraction of money demand, output being but
httle altered In still others—and this 1s likely to occur m m-
dustnies 1 which prices are fived by either exphat or tacit
agreements among the various member firms and mn which
agreement on new prices can be achieved only with great dif-
ficulty—the effects of increases or decreases mn money demand
may be mamfested almost solely in enhanced or dimimshed
output, prces bemg mamntaned at a constant level for a more
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or less protracted period It 15 significant that in this last case
the influence of money on output 1s not transmitted through
preceding effects on prices, but 15 actually magmfied because
prices are not adjusted to the new situation Largely because of
economists” growing recogmtion of the prevalence of monopoly
power and price mflexibility i the economuc system, price levels
1 modern monetary theory must share the central position with,
and 1 some cases yield 1t tq, the effects of money on the be-
havior of output

The reader should perhaps be warned that the analysn; n
this and the following chapters assumes an economic system
m which the volume of production and the height of individual
prices are relatively free from centralized control and are deter-
mined by the choices and actions of buyers and sellers It 15
apphcable to centrally controlled economic systems, such as
those 1n Germany and Russia, only with numerous and very
important qualifications



CHAPTER II

THE TRANSACTIONS TYPE OF QUANTITY
THEORY GENERAL PRINCIPLES

InTRODUCTION

Of all the theories purportng to explam the determination of
the value of money at any one time and the vanations of this
value over periods of time, the so-called quantity theory mn its
vanous forms 1s the oldest and has been the most nfluential
Crude statements of 1t are found at least as far back as Roman
writings, 1t became somewhat better developed during the price
revolution of the sixteenth century, and by the end of the eight-
eenth century 1t had received clear formulations, notably from
Bodin, Cantillon, and Hume, that resemble closely those of
modern quantity theonsts Since the time of Hume the quantity
theory 1n one or another of its forms has been accepted by a
majority of economists, despite the cnticism to which 1t has
been subjected As the quantity theory developed, 1t assumed
two general forms, though both lead to the same conclusions
The first, which will be discussed m this and the following
chapter, 15 usually referred to as “the transactions approach ”
The second, which will be described in Chapter 1V, 1s called
“the cash-balance approach ”

It 15 necessary at the outset to note that the name “quantity
theory” does not at the present time descnibe accurately the
tvpe of analysis to which 1t refers It was a faithful descniption
of the theory to which 1t was first apphed, but though the name
has remamed unchanged the theory has undergone such an

21
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evolution as to be hardly recognizable There 15 httle more re-
semblance between the modern “quantity theory” and the
“quantity theory” of the late Middle Ages than there 15 between
the houses of the two periods This fact can be shown by a
brief sketch of the evolution of the theory

Y1t 15 based upon the fundamental charactenistic of money
that money as money 1s not useful mn 1tself and 15 not demanded
for 1tself )However large or small its total quantity, 1t 15 desired
by people only to be passed along sooner or later 1n the purchase
of other things For this reason, stated the quantity theory in
its carhest and crudest form, the purchasing power of money'
depends upon the relative quantities of money and of the
things to be purchased with 1t If its quantity 1s large relative
to the quantity of things to be purchased with it, the purct
power of each umt of money must be low—prices in general
must be high If, however, 1ts quantity 1s small relative to the
quantity of things to be purchased with it, prices mn general
must be low It 15 to be noted that according to this theory 1t
is the quantity of money of all Tinds—not its “quality,” “back-
ng,” or commodity content—that 15 of primary importance mn
determining the value of money, the quality of money affects!
prices only 1n so far as 1t affects the quantity available *

But important as 15 the ratio between the quantities of moncy
and of goods to be sold for money, no competent economist
since the hime of Hume has believed that there 1s any fixed and
automatic relationship between the quantity and the value of
money All have recogmzed that changes i the money supply
affect general prices only by affecting total money expenditures,
and that these expenditures are by no means always propor-
tional to the quantity of money Another factor must therefore

£ 1t will be seen later that the more advanced forms of the quantity theory
also recogmize that the “backing” of money may at times affect 1ts rapidity
of arculation and thereby its purchasing power
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be considered—the velocity, or rapidity of circulation, of money
One umt of money spent ten times 1n a penod exerts the same
effect on prices as ten umts spent only once, an ncrease m the
rapidity of circulation of money tends to increase the money
demand for things and to enhance prces, just as would an
mcrease 0 the money supply And conversely, a decrease n the
velocity of money tends to reduce aggregate expenditures and
prices, just as would a decrease m the money supply

Thus, the more refined versions of the quantity theory recog-
nize three immediate factors determing the general level of
prices (1) the quantity of money, (2) the velocity of circula-
tion of money, and (3) the physical volume of trade to be
effected with money It 1s often stated that “the general level
of prices vanes directly with the quantity of money and 1ts veloc-
1ty of circulation and nversely with the volume of goods and
services to be purchased with money” And variations of the
price level may be traceable to changes i any one or more of
these factors It 15 to be emphasized that the modern versions
of the quantity theory do not state that the general level of
prices depends solely upon the quantity of money, or that
changes 1 prices must ongmate with changes n the quantity
of money, or that a change n the quantity of money always
and necessanly produces a proportional change m prnices Those
who criticize the quantity theory on the ground that 1t does
state these things are merely fencing with ghosts.

Tue EQuaTiON OF EXCHANGE

To carry their analyss beyond the prelimnary stage indicated
above, quantity theonsts frequently employ an equation of ex-
change, which 15 stated as MV = PT, or sometimes as = P
In this equation M 1s the average quantity of money of all kinds
n circulation 1n a given area dunng a specified penod of time
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V, or velocity, 1s the average number of times each umt of M
15 spent for goods, services, and secunities during some speci-
fied period The product MV s, therefore, the total of money
expenditures for all goods, services, and securities duning the
penod, 1t 15 the aggregatc money demand for these things T
15 the physical volume of things for which money 1s spent
during the period—the physical volume of trade n goods, serv-
1ces, and secunities effected with money durng the penod P
1s the average price per umt of T It 1s 1mmediately obvious
that the equation of exchange 15 a tl’ulSm,(ﬂ]C aggregate value
of the money given m exchange for goods, services, and secur-
ties (MV) 1s equal to the money value of the goods, services,
and secunities given 1n exchange for the money (PT)} If, for ex-
ample, 100 units of money (dollars) are spent on an average
of 30 times during a year to purchase 1500 umts of goods, serv-
1ces, and secunties at an average price of $2 per umt, the $3000
of money expenditure 15 obviously equal to the money value of
the things purchased with the expenditure

Even though 1t 1s a truism, the equation of exchange 1s never-
theless a powerful tool of analysis and investigation In 1t are
mcluded the three direct or mmmediate determmants of the
price level M, V, and T, the price level varying directly with
M and V and 1nversely with T It must be remembered, how-
ever, that though M, V, and T are generously granted the status
of direct or immediate determimants, they are 1 no sense the
ultimate determunants of the price level Instead, they are them-
selves determined by a host of underlying objective facts and
human decisions 2 The ultimate determinants of the value of
money are to be found behind the equation of exchange and
not m 1t However, anyone who attempted to deal with this
multitude of underlyng mfluences without classifying them

2 For Professor Irving Fisher's msistence on this pomt, see The Purchas
ing Power of Money, New York, 1926, pp vin, 74, 149, 150, and 182
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mto a few main categones would end up by becoming hope-
lessly mvolved in his analysis and unintelligible 1n his expos-
tion The equation of exchange enables the monetary economist
to avoid these difficulties by supplying him with a logical frame-
work on which to arrange his analysis and exposition Our task
now 1s to explam why M, V, and T behave as they do

M, THE QUANTITY OF MONEY

M 15 the average quantity of money of all kinds n circula-
tion 1n a given area during a specified penod of time It 1s made
up of two parts (1) cash m arculation, that 1s, all com and
paper money outside the banks and the Treasury, and (2) bank
deposits subject to check * Though checks, by means of which
the ownership of demand deposits 1s transferred from payor to
payee, suffer from the disadvantage that they may not be ac-
ceptable from strangers or persons of questionable mntegnty and
are sometimes mconvenent for making small payments, they
Ppossess some important advantages over cows and paper money
‘T'hey are not so hable to loss or theft, they can be transported
more cheaply and quickly, they can be wntten for the exact
amount required 1n each transaction so that there 15 no problem

2 It does not include com or paper money locked up in banks as tll money
and reserves or hoards held m the Treasury
uch discussion has centered around the question, “Are time and sav-
ings deposits money?” In this book, time and savings deposits that are
subject to check, 1 ¢, that may themselves be spent for goods, services, and
secunities without first bemg converted nto checking deposits or cash,
are ncluded as money Those that may not be spent without conversion
mto checking deposits or cash are cxcluded from the money category,
despite the fact that they act as a store of value, thercby tending to free
checking deposits and cash from that burden and to permit the average
velocity of money proper to be higher than it would be if nvestment m
time and savings deposits were not possible This procedure appears to be
justified 1n view of the fact that other types of nvestment, including physi-
cal goods as well as all hinds of sccurties and credit mstruments, are
also employed as stores of valuc and releasc moncy to be used as a medium
of exchange It must be admutted, however, that the border hne between
money and non money 1s far from clear
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of making change, and when canceled they serve as satisfactory
receipts for payment So telling are the advantages of demand

0 &
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Crarr 11 —Composition of the Money Su pply Sel ted Cmmtnes
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deposits as money that this means of payment 1s used n vir-
tually all transactions involving large sums and in many smaller
ransactions as well It 1s estmated that in the United States
these deposits make up roughly three-quarters of the circulating
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medwm and are used to effect over o per cent of all money
payments

At the present time m western nations, virtually all cash, 1n-
cluding both coms and paper money, 15 1ssued by governmental
agencies—practically always by central rather than local govern-
ments—or by central banks that are more or less closely con-
trolled by governments The function of 1ssung cash 15 consid-
ered mappropriate to private enterpnise But the larger part of
the arculating medim, bank deposits transferable by check, 1s
1ssued not by the government or the central bank but by the
commercial banks, which are pvately owned and operated
These checking deposits—which, 1t must be emphasized, are
nothing but the banks’ debts payable on demand and trans-
ferable by wntten order—ongmate m two principal ways (1)
through the deposit of cash with the banks, and (2) through
the making of loans and investments by the banks An increase
m checking deposits onginating mn a deposit of cash does not
alter directly the magmitude of the money supply, for such an
crease 15 offset by the decrease of cash m circulation It may,
however, enable the banks to augment the total of money 1n
the second way just mentioned, that 1s, by extending their
aggregate loans and mvestments and by giving deposit credits
to the borrowers and sellers of wvestments Deposits created
by the lending and nvesting operations of the banks—and they
comprise by far the larger part of deposits 1 existence—are
completely mdistingwshable from deposits created by the stor-
mg of cash, and can be spent just as readily The only hmtation
upon the power of the banks to create money 15 the requure-
ment, erther legal or customary, that they mamtain reserves at
least equal to a stipulated percentage of their deposits This
. Tnunum reserve ranges from about 10 to about 20 per cent,
so that the banks may create and mamtan deposits equal to
from five to ten times the volume of their reserves
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The way 1 which the banking system alters the money sup-
ply through its lending and mvesting operations can be clanfied
by a few hypothetical examples Suppose that the commercial
banking system ncreases 1ts loans to customers by $1,000,000
The banks accept the borrowers’ promussory notes for this
amount and give n return their own promises to pay on de-
mand—which debts we call demand deposits Debts are thus
exchanged between borrowers and the banks, the banks accept
the borrowers” debts which bear mterest but are not generally
acceptable as money, and the borrowers receve the banks’ debts
which do not bear mterest but which serve as money In this
exchange the volume of money has been enhanced, demand
deposits have been expanded without any offsetting decline
other types of money The same result may be attaned by a
net ncrease i the banks’ holdings of mvestments Suppose that
the banking system raises 1ts holdings of secunties by $1,000,000
In this transaction the banks take over long-term debts from
the sellers of secunties and give their own debts—deposits—in
return

Just as the banks as a group can expand the money supply
by mcreasing the aggregate of their loans and investments, they
can shrink the money supply by contracting the total of their
loans and mvestments Suppose, for example, that the commer-
cial banking system decreases 1ts loans by $1,000,000 and that
the erstwhile borrowers repay their obligations by wrting checks
on their deposits The banks will deduct this amount both from
their deposit habilities and from their assets m the form of
loans, so that both the loans and the deposits of the banking
system are thereby reduced $1,000,000 This represents a net
decrease 1n the money supply, for deposits are lowered without
an offsetting increase 1n other types of money The same effect
on the size of the money supply 1s achieved if the loans are
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repaid with cash rather than by canceling deposit claims agamst
the banks, i this case cash in circulation 15 reduced without an
offsetting addition to deposits The money supply can also be
lowered through a net reduction of mvestments by banks They
surrender their claims on these long-term debts, and buyers 1n
turn rebnquish their holdings of deposit claims or cash

Thus 1 modern monetary systems a large part of the money
supply was ongmally created by the banking system through
its lending and 1nvestment operations, and most of the fluctu-
ations 1 the quantity of money are traceable to fluctuations 1n
the volume of bank loans and mvestments In the course of
our analyss we shall have to ask whether 1t 15 desirable to permit
the money supply to be so largely determined by pnvate enter-
prisers whose pnmary concern 1s not monetary policy aimed at
cconomic stabihization, but rather the profits to be reahized from
their lending and nvesting activities *

We have already discovered that the money supply 1s made
up of cash mn arculation and demand deposits and that the
cash 1s usually 1ssued by the government and the central bank
whereas checking deposits are 1ssued by the privately owned and
operated commercial banks The aext question to be answered
15, “What factors determine the total amount of money out-
standing 1n these two forms?” Some of the most important of
these determmants are outhned i Table 1

One of the important determinants of the size of the money
supply 15 the magmtude of the monetary base, that 1s, the sup-
ply of funds available for use as either cash or bank rescrves
An increase or decrease mn this base exerts a pressure toward
a larger or smaller money supply This monetary base has three
components 'the monetary gold stock, Ethcr types of money

4For a further descnption of the ability of the commercial banking sys

tem to create and destroy money, see C A Phulhps, Bank Credit, New
York, 1926, Chapters I1 IV
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TABLE 1 —DETERMINANTS OF THE MONEY SUPPLY

I The size of the monetary base, 1€, the supply of funds
available for use either as cash or as reserves behind check-
1ng deposits
1 The size of the monetary gold stock

a The amount of gold accumulated 1n earlier periods
b Additions to monetary gold stock from current gold
production
1) Real cost of production of gold
2) C ption of gold for y purp
¢ Imports and exports of gold
2 The amount of other types of money issued by the gov-
ernment
a Cons, except gold
b Paper money, except gold certificates
3 The amount of central bank credit outstanding
II The community’s choice as to the relative amounts of cash
of checking deposits that 1t wishes to hold
I %&helght of the ratio between bank reserves and check-
mng eposlts
1 Legal or customary reserve requirements
2 The policy of banks as to permitting reserves to be de-
ficient or , relative to req

ssued by the central government, and “central bank credit
outstanding

‘The monetary gold stock, whether comned or used as “back-
mg” for gold cerhficates, 15 usable as either cash or bank re-
serves ® For the world as a whole, 1t 15 equal at any time to
the difference between gold production m the past and the
amount of gold lost or devoted to nonmonetary purposes, and
the change mn 1t duning any penod depends upon the relative
magnitudes of gold production and consumption The monetary
gold stock of any particular country varies with the domestic
production and consumption of gold and with gold imports

8 Unless, of course, 1t 15 locked up m “sterihzed” or “hoarded” accounts
by the Treasury, Stabilization Fund, or central bank
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and exports A complete explanation of this component of the
base would a study of everything beaning
upon the amount of gold produced and upon the amount
devoted to nonmonetary uses This wall not be attempted here,
but more light will be thrown on the matter in Chapter V/
The second component of the monetary base 15 “other types
of money 1ssued by the government” This comprses both
coms (other than gold) and paper money (other than gold
cerhficates) The coms, which are usually token money, may
be of silver, copper, mckel, or any other smtable metal, but
whatever therr composition, they can be used as hand-to-hand
cash or as bank reserves Paper money performs the same func-
tions fThe quantuty of these types of money outstanding 15 de-
termined by the government
The third component of the monetary base, and one which
15 of growing importance, 15 outstanding central bank credit
Central banks, or banks of 1ssue—such as the Federal Reserve
Banks, the Bank of England, and the Bank of France—can add
to or subtract from the supply of cash and bank reserves by
mcreasing or decreasng the volume of their outstanding loans
and mvestments When a central bank increases 1its loans and
mvestments, 1t must make payment to the borrowers or sellers
of investments This may be done in two ways (1) by paying
out cash, or (2) by giving a deposit credit with atself If cash
1s paid out, 1t may come out of stores previously held unused
1 the vaults of the central bank, or it may be in the form of
additional paper moncy created and ssued by the bank atself
In erther case, the released cash may be used as cash mn circu-
lation or as bank reserves But the central bank may, mstead,
give to the borrowers or sellers of secunties a deposit credit
with itself This, too, expands the monetary base, for n virtually
every country deposits at the central bank may be counted as
reserves by commercial banks On the other hand, a decline n
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central bank credit outstanding tends to shrink the monetary
base, for the repayer of loans or the buyer of nvestments from
the central bank must make payment by remitting cash, which
will be locked up or destroyed by the central bank, or by draw-
g down deposits at the central bank
In summary, the monetary base 15 composed of, and vares
with, the monetary gold stock, other types of government
money, and central bank credit outstanding ‘The relative 1m-
portance of these components as causes of fluctuations m the
monetary base vanes with different monetary systems YUnder
an automatic gold standard m which “other types of govern-
ment money” are changed but httle and central bank credit
outstanding 1s kept at a fanly constant ratio to central bank
gold rescrves, fluctuations 1n the monetary gold stock arc by
far the most important determinant of the size of the monetary
base But as monetary systems come to exhibit fewer and fewer
of the charactenstics of the automatic gold standard, vanations
n the monetary gold stock exert less and less control over the
size of this aggregate Under gold standards subjected to a lugh
degree of management, the central bank and the Treasury often
prevent changes 1n this stock from effecting equivalent changes
m the total monctary base And under mconvertible paper
dard: gold may be relativel p or even
completely absent, so that the monetary base depends largely,
if not solely, on other types of government monev and central
bank credit
It must be emphasized, however, that the money supply
does not always bear a constant relationship to the size of the
monetary basc, the monetary superstructure supported by each
dollar of that base may vary greatly m size How large this
supersgrucfure-will be relative to each dollar which supports
;‘S.varﬁ with the relative amounts of cash and of checking de-
postts that the commumity elects to hold, and upon the height
of the ratio between bank reserves and checking deposits The
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greater the proportion of its payments that the community ef-
fects by means of checking depostts rather than cash, the larger
will be the aggregate volume of money that can be mamntamed
by a given monetary base This 15 owing to the fact that one
dollar used as hand-to-hand cash supports only itself, 1¢, one
dollar of money, but one dollar held n bank reserves can sup-
port several dollars of money m the form of checkmg deposits.
If, for example, the banks maintain a 10 per cent reserve agaimst
checking deposits, one dollar of reserves will support ten dollars
of these deposits, 1f the ratio of reserves to deposits 1s 20 per
cent, one dollar of reserves will support five dollars of deposits
It 15 evident, therefore, that a shuft 1 the relative amounts of
cash and checking deposits held by a community can bring
about a change 1n the total quantity of 1ts money, and this
without any alteration 1 the size of the monelary basc If the
communty elects to hold a larger portion of 1ts money n the
form of deposits rather than cash, a larger portion of the mone-
tary base finds 1ts way mto bank reserves, and the banks are
enabled to create more deposits by expanding loans and mvest-
ments But 1f the commumty chooses to hold a larger propor-
tion of its money m the form of cash rather than deposits,
owing perhaps to distrust of the banks or to the imposition of
taxes or service charges on the use of deposits, a larger portion
of the monetary base 15 used as hand-to-hand cash, a smaller
portion 1s available for use as bank reserves, and the banks may
have to contract their deposits by reducing their loans and
mvestments

A third determinant of the quantity of money m a country
15, as has been indicated, the height of the ratio between bank
reserves and deposits The higher the ratio of resenves.jo de-
posits, the smaller 15 the amount of checking deposits that can
be supported by a gven quantity of reserves To repeat the ex-
ample used earlier, 1f the raho 15 10 per cent, one dollar of
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reserves can support ten dollars of deposits, but 1f the ratio 15
20 per cent, one dollar of reserves can support only five dollars
of deposits

In the Umted States banks operate under legally determmed
mimmum reserve requirements In most other countnes, mnt-
mum reserve ratios are determined not by law but by custom
In both cases, however, the banks tend m normal perods, and
especially i prospenty penods, to creatc and mantan that
volume of deposits that will reduce the reserve-deposit ratio to
near 1ts legal or customary mmmum To create less than this
volume of deposits 15 to hold cxcess and stenile reserves—to
forgo earnings that could be secured by expanding loans and
mvestments But m peniods of recession and depression, when
the demand for loans 1s small, when banks distrust ivestments,
and when there 15 danger of runs on the banks, bankers are
sometimes willing to allow excess reserves to accumulate and
to create a smaller volume of deposits than could be supported
by the reserves that they possess They feel at such times that
ther loss of interest 15 at least compensated by the escape from
nisk and by the advantages of greater hquidity

V, e VELociry oF Money

We have already scen that the size of the money supply n-
fluences prices only through its mfluence on the volume of
moncy expenditures or the money demand for the things for
which money 1s spent, and that expenditures are by no means
perfectly corrclated with the money supply In other words,
money’s velocity or rapidity of circulation 1s one of the direct
determinants of the volume of expenditures and therefore of the
value of money In fact,1n many penods velocity fluctuates more
widely than does the quantity of money, and sometimes much
more wxdc]y) But what determines the behavior of veloaity?

As noted earlier, two of the functions of money are those of
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acting as a medium of exchange and as a store of value If each
recerver of money 1mmediately spent 1t all for goods, services,
or secunties—that 1s, used 1t immediately as a medwm of ex-
change—the velocity of money would be almost infimtely great
But this rarely occurs Though the receiver of money may dis-
pose of 1t immediately, he may also hold some or all of it as a
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Cuart III —Annual Rate of Turnover of Demand Deposits in 101 Leading
1ties

This chart 15 based upon the relabon of debits to indivadual accounts m
leading cities to demand deposits in weekly reporting banks It therefore
mcludes the transfer of deposits in every kind of transaction In the finan-
cual centers, particularly m New York City, the rate of turnover 1s greatly
influenced by financial transactions The rate of turnover of deposits i other
places shows smaller fluctuations (Source of data, the Federal Reserve
Bank of New York )

store of value for hours, days, months, or much longer periods
The longer this “average nterval of rest” between recerpt and
expenditure, the lower 13 1ts velocity of circulation ¢ Thus any-
thing that affccts people’s decisions regarding the length of time
that they will hold money before passing 1t along mfluences 1ts

©Cf Knut Wicksell, Interest and Pnces, London, 1026, p 52
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velocity Since each person 15 free, under a capitalistic system,
to determine his own policy as to holding and spending money,
1t 15 reasonable to assume that at cach pomnt of time he adjusts
Iis holdings of money relative to his expenditures n that way
which seems to offer the greatest net advantage 1n the circum-
stances 1n which he finds lumself And changes 1 surrounding
circumstances change people’s estimates as to what constitutes
the optimum or most advantageous adjustment of their holdings
and spendings Some of the most important of these factors
determining veloaity are outhned in Table 2

TABLE 2 —DETERMINANTS OF THE VELOCITY OF MONEY?

I The stage of development of the credit and financial sys-
tem and the extent to which the community uses 1t
1 Ease of lending and mvesting
2 Ease of borrowing
II' The habits of the communty as to saving and consumption
III The systems of payments i the commumty
1 As to frequency of receipts and disbursements
2 As to regulanty of receipts and disbursements
3 As to correspondence between times and amounts of re-
ceipts and disbursements
IV The rapidity of transportation of money
V' The state of expectations or anticipations of the commumty
1 As to amounts of future income and prices of goods and
services
2 As to movements of the prices of income-yielding assets

The rapidity of circulation of money 1s greatly influenced by
the state of development of the credit and financial system and
by the community’s readiness to use these facihties' If a society
1s without well-developed financial institutions or 1f the people
are unwilling to use them extensively, as was the case 1n western
Europe up to near the end of the Middle Ages and 1s still the

7 For many of these points, sec Irving Fisher, The Purchasing Power of
Money, New York, 1926, pp. 79-89
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case today m economically backward sections of the world, the
veloaity of money 15 likely to be low In these circumstances
the well-to-do are likely to hold a large proportion of their
savings m the form of hoards nstead of passing them along to
borrowers or seckers of mvestment funds who would spend
them Moreover, the difficulty of borrowing quickly and easily
m such a society encourages people to hoard money to meet
contingencies The veloclty 15 usually greater m a society with a
hughly developed and ding credit and finan-
cial system Under these circumstances owners of excess funds
are more disposed to lend or mvest them and to hold secunties
rather than money as a store of value, and the knowledge that
loans can be secured quickly when needed leads to less hoard-
mng to meet future obligations The mcrease m the number of
financial mstitutions, which has made them easily accessible to
a growmg proportion of the people, and the enhanced differ-
entiation of these nstitutions, which has adapted them to the
needs of morc and more types of lenders and seckers of funds,
have been important factors i raising the secular trend of the
veloaty of money

Ifa y 15 without a well-developed and widely used
credit system, the velocity of 1ts money 15 likely to be affected
by the people’s habits as to saving and consumption If people
save, they are likely to hoard moncy, thereby lowering its veloc-
ity But if they consume most of their incomes, they are hikely
to hoard less

Velocity 15 also affected by the system of payments used n
the community™ By this 1s meant the frequency, regulanty, and
correspondence between tune and amounts of money receipts
and disbursements The greater the frequency of receipts and
disbursements, the shorter 15 likely to be the average interval
of rest of money and the igher 1its average velocity This can
be shown by an example Suppose that a laborer receives each
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week $7 1n wages and that he spends $1 each day of the week
The average interval of rest of the money will be about half
a week, or 3% days One dollar will he unused for 7 days, one
for 6 days, one for 5 days, and so on Those dollars that e
unused for less than half a week will be balanced by those that
1he unused longer In this case, the average velocity of the money
will be twice for the week, or about 8 for the month But the
average velocity 1s lower 1f income receipts occur less frequently
and are spent at a umiform rate dunng the nterval Suppose
that the laborer 1s paid $30 once a month and that he spends
$1 each day One dollar will be held 1dle for 30 days, one for
29 days, one for 28 days, and so on The average interval of rest
for this money will be 15 days, those dollars that lic 1dle for
less than 15 days will be balanced by those that he 1dle longer
In this case, the velocity of money 1s only twice for the month,
as compared with the 8 per month 1n the case of weekly mcome
receipts A shortening of the nterval between mcome receipts
tends, therefore, to mcrease velocity
he velocity of money 15 also influenced by the degree of reg-
ulanty of ncome receipts If people recewve relatively stable
amounts of income at regular mtervals, they are likely to feel
free to spend most of 1t before the next income payment 1s due )
But 1f mncome 15 highly unstable in amount and nregular 1
occurrence, people feel a greater need to accumulate money
holdings when mcome 1s plentiful to tide them over the lean
peniods The consequent holding of 1dle money tends to lower
the average velocity
A third aspect of the system of payments that affects velocity
15 the extent to which the time and the amount of receipts and
disbursements correspond, one with the other If receipts and
dust | d that money 15 paid away as

are so
soon as 1t 15 recewved, 1ts veloaity 1s greater than would be the
case 1f some or all of 1t were held for a time before disburse-
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ment The extent to which receipts and disbursements are co-
ordinated n time 15 greatly mfluenced by the extent to which
people buy on credit If they are m the habit of charging a
large part of their purchases and of paying off their debts on
payday or withm a few days afterward, the velocity of money
will tend to be higher than 1t would be 1f the community pad
cash for most of 1ts purchases and therefore had to hold more
money during the nterval between mcome receipts

A fourth determmnant of veloity 15 the rapidity of transporta-
tion of money Any development that shortens the period be-
tween the time money leaves the payor and the time 1t reaches
the payee makes 1t available for reexpenditure at an carher date
Thus, more rapid transportation of cash and speedier move-
ment of checks from the maker to the recever tend to enhance
veloaity

The four classes of determmants just descnbed—which col-
lectlvely may be called the stage of economic and financial de-

and the 1 habits of the y—det

mune the “norm” of velocity at any time, and changes 1 these
factors determne the trend of veloaity over long perods But
velocities undergo wide vanations around the “norm” 1n short
penods, especially during inflation and deflation and the various
phases of the business cycle These fluctuations are closcly bound
up with what has been vanously called “busmess psychology,”
“the state of expectations,” and the “state of anticipations” of
the commumty

Tf for any reason or group of reasons—such as an expected
expansion of the money supply, a revival of business actty,
the election of highly popular public officials, or even what 4p-
pears to be a dless surge of ¢ the of
the commumity come to feel that mcomes wll be recerved more
regularly and 1n ncreasing amounts and that prices will proba-
bly nse, the velocity of money 1s likely to be increased In the
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face of such a bnght outlook 1t 15 considered both unnecessary
and unprofitable to hold large money balances It appears more
advantageous to spend money quickly before 1t loses its pur-
chasing power and to hold goods and securities nstead

The situation 1s reversed, however, when large sections of the
community come to feel that incomes and prices will not nse
and that they are likely to fall Such anticipations may be trace-
able to fears of one or more of many things, such as a decrease
mn the money supply, loss of foreign markets, a stock market
crash, unfavorable legislation, labor disputes, or even what ap-
pears to be an unjustified pessumsm  But whatever the ongin
of these gloomy anticipations, they are usually accompamed by
a dechne m velocity Consumers postpone purchases of con-
sumption goods, m so far as that 1s feasible, m order to take
advantage of the expected lower prices later and to protect
themselves aganst want during threatened rany days, enter-
pnsers tend to postpone purchases of capital equpment and
raw matenals for the same reasons and because prospectwve profits
from production are not sufficiently enticing, and many pos-
sessors of mnvestible funds consider 1t advantageous to hold their
store of value i money rather than m securities which threaten
to depreciate The importance of these nses and falls of veloaity
accompanying the alternation of optimism and pessimism 1n
the commumty will have to be emphasized later

T, THE PHysicaL VOLUME OF TRADE

It has been scen that the total volume of money expenditures
m any peniod varies with M and V' The price level vanes, how-
ever, not with the absolute volume of money expenditures but
with the relationship between these expenditures and the physi-
cal volume of things to be purchased with money Thus, ‘the
third immediate determmant of the value of money 1s the physi-
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cal volume of trade to be effected with money The greater
the quantity of things to be purchased with a given flow of
money, the lower will be prices 1n general And conversely, the
smaller the quantity of things to be purchased with a given
flow of money, the igher will be prices in general

T 15 the total physical volume of goods, services, and secun-
ties sold for money 1 a given area during a speaified period of
time Every article sold for money 15 included, and each article
15 counted every time 1t 1s sold 8

It 1s 1mpossible, at least i short compass, to explamn fully
the magmitude and behavior of the physical volume of trade
Such an ambitious undertaking would necessarily mvolve a
complete explanation of the economic system Nevertheless, 1t
1s worth while to consider a few of the most important de-
terminants of T

A large proportion of the trade during any penod grows out
of the production, transportation, and merchandising of cur-
rently produced goods, services, and secunties The volume of
trade in currently produced goods and services depends to some
catent on productive capacity, and the productive capacity of
a country depends in turn largely upon the quantity and quality
of 1ts factors of prod Jabor, natural res capital,
and techmical and managenal ability The larger the population
—especaally the working population—the better 1ts health, and
the greater 1ts energy, the greater 1s likely to be the productive
power of the country But productive capacity also depends
upon the amount and richness of the natural resources on which

®To add together the physical quantities of such diverse things as se-
cunitics, capital and consumption goods, and services of all sorts, 1t 1s
necessary to have a common umit of physical measurement This common
umt 15 “a dollar’s worth n the base year,” 1¢, the amount of the article
that would have sold for one dollar m the base year When the quantihes
of all goods, services, and secunities are stated in terms of these umts,
they can be added together and the total volume of T thereby ascertaned
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TasLe 3 —FAcTORs DETERMINING THE PHYSICAL VOLUME OF
TravE ErFecTED WITH MONEY

1 Factors deternuming the potential volume of current pro-
duction of goods and services
The size of the population, its health, energy, and phi-
losophy
The extent of terntory and the nchness of the natural
resources
The supply of capital equipment
The state of knowledge as to techmques of produc-
tion and admunistration
11 The extent of employment of the factors of production
IIT The number of times that currently produced goods and
services are exchanged for money
1 The extent of specialization
2 The busmmess structure, the degree of business mte-
gration
[V The volume of new secunty 1ssues, and the number of times
that they are sold for money
V The volume of goods and secunties carned over from
earher peniods and the frequency with which they are

-

»
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The extent of barter

labor 15 employed, the supply of capital equpment available
to assist Jabor, and the amount of available knowledge as to
techmques 'of production and management

Unfortunately, however, the actual quantity of production 1s
by no means always as great as the potential capacity The actual
volume most nearly approaches capacity m that stage of the
business cycle known as prospenty At such times business 1s
profitable, and most of the factors of production are employed
But the situation 1s far different i depression peniods when
busmess 15 unprofitable At such times much labor, capital
equipment, and natural resources are erther totally unemployed
or worked less mtensively than m prospenty pernods e
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fluctuations i the degree of employment of the production fac-
tors explam, 1n large measure, the cyclical vanations of T

The volume of trade in currently produced goods and serv-
1ces depends, however, not only on the current volume of Ppro-
duction, but also on the number of times that each umt of
these goods and services 1s sold for money before being con
sumed Two of the prncipal factors determuiing the number
of times each good or service 15 sold are the extent of speciali-
zation and the structure of business Greater specialization tends
in two ways to expand the volume of trade In the first place,
as already indicated, 1t mncreases the supply of goods by devel-
oping per capita produchvity And m the second place, 1t mn-
creases trade by raising the average number of times each good
15 sold If each family were self-sufficient economucally, 1¢, 1f
specialization occurred only within each family, there would be
no trade to be effected with money despite the fact that there
was production But if each family specialized mn the produc-
tion of an article which 1t did not consume, the total volume
of production would enter mto trade

The number of times that each article 15 traded also vanes
with the degree of specialization of functions by business firms
If each of the functions of minng, manufactunng, jobbing,
wholesaling, and retailing 1s carned on by a separate business
firm, an article passing through these stages will be sold at least
five times before 1t comes to rest mn the hands of the consumer
But 1f all these functions are performed within one great nte-
grated firm, each article may be sold only once—when 1t 15 sold
to the consumer It 1s for this reason that vertical combmations
m mdustry may tend to reduce the volume of trade, though
not of production

Also included 1 T 15 the amount of trade in newly 1ssued
securities This element of trade vanes with the volume of new
secunty 1ssues and with the number of times the secunties are
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sold within the given penod, whether for speculative or for
other purposes

In addition to trade m currently produced goods, services,
and secunties, there 1s always trade in goods and secunties pro-
duced and accumulated 1n earlier periods The volume of trade
m real estate, capital equipment, secunties, and other assets car-
ned over from earher periods composes a sizable proportion of
the total

The last factor that will be mentioned as nfluencing the
volume of trade to be effected by means of money Is the extent
of barter Though often ignored, 1t 1s still of some importance
mn modern socicty Articles are often “swapped,” especially n
rural regions where livestock bartenng frequently occurs, land
rents are often paid 1 shares of product, second-hand articles
are given as partial payment for other second-hand or new arti-
cles, workers sometimes receive board and room as part of their
wages, parccls of real estate are bartered for each other, corpora-
tion secunties are exchanged for each other m cases of mergers
and consolidations, and—perhaps most important of all—prod-
uce and securities are bartered through the cleaning houses at-
tached to orgamzed produce and secunty exchanges® The
greater the proportion of trade that 1s effected by means of
barter, the smaller 15 the proportion of trade that must be trans-
acted by means of money For this reason, the development and
dechne of barter tend, in themselves, to raise or lower prices

P, tE GENERAL PricE LEVEL

P 15 the average price of each unit of T 1 a speaified period
In somewhat more techmcal terms, P 1s the weighted anthmetic
average of the mndvidual prices of all goods, services, and securi-
ties sold at that price It 1s “the general price level” in the broad-

°Cf B M Anderson, The Valuc of Mones New York, 1917, pp 196
202
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est sense, for 1t includes the prices of everything sold for
money

SUMMARY

The quantity theory states that there are three immediate
determmants of the general level of prices, M, V, and T Each
of these, m turn, depends upon a large number of underlying
factors, so that the price level 1s mfluenced by the multitude
of factors that work through M, V, and T It 1s just as impor-
tant to note what the quantity theory does not state It does
not state that every change m P must ongmate with a change
in M, or that P always and necessanly vanes directly with M

or even with ¥, or that each of M, V, and T has its own pe-

cular determnants and 1s fixed mdependently of the other two
Changes m P may onginate i factors behind any one or more
of the immediate determmants, and some underlying devel-
opments mfluence all three of the immediate determinants
simultaneously



CHAPTER III

THE TRANSACTIONS TYPE OF QUANTITY
THEORY APPLICATIONS

INTRODUCTION

In describing the general nature of the quantity theory, the
preceding chapter showed that the value of money 15 a resultant
of the mteractions of M, V, and T and of their underlyng de-
terminants Vanations in the value of money ongmate some-
times 1 M, sometimes in V, and sometimes 1 T, but most
frequently they result from concomitant changes 1n all three
There 15 no mnvanable sequence Moreover, a change ongmating
m one factor n the equation of exchange often affects one or
both of the others, for example, a change m M may lead to a
change m V, and vice versa The quantity theory 1s fundamen-
tally a tool of analysis—a logical framework on which to ar-
range facts secured by other means—and not a statement of
some necessary and constant order of events

The purpose of this chapter 1s to use the quantity theory to
analyze particular types of price problems Four cases will be
considered The first two relate to the effects imputable to
changes onginating in the money supply The second two re-
late to explanations of actual movements of the prce level

EFFECTs ATTRIBUTABLE TO CHANGES IN THE QUANTITY
oF MoNEY
General economic analysis 15 concerned 1 large part with
tracing out the effects attnbutable to particular “causes ” It at-
46
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tempts to 1solate and to analyze the effects that result from
varying one factor 1n a given complex situation Monetary theory
sometimes utihizes this analytical technique of general economic
theory to determine the effects, direct and ndirect, of changes
ongmating m the quantity of money Tlis approach must be
employed by monetary authonfies if they are to arnve at rational
policies of quantitative control, and 1t 15 hughly useful m ex-
plaiing the effects of changes 1n the quantity of money ansing
out of increases or decreases 1n the amount of paper money,
alterations of the gold content of the monetary umt, monetiza-
tion and demonetization of silver, alteration of the reserve re-
quirements of banks, and changes 1n the real costs of producing
gold

Long-run Effects of Changes n M —In the penod preced-
g the World War, general economic theory dealt largely with
long-run, rather than “short-run” or “transitional,” phenomena
The theory shows, m cffect, a companson of “before and after”
pictures—a contrast of static equilibria before and after the oc-
currence of a disturbing change At that time 1t assumed full
employment of the factors of production and erther ignored
transition penods or assumed that all necessary adjustments
were consummated nstantly The pattern of monetary theory
was much the same as that of general economic theory, 1t, too,
was largely concerned with longrun causal effects, though it
did not 1gnore the short run as much as did other branches of
economics

Most quantity theonsts have held that the longrun effect
of an ncrease or decrease i the money supply 1s to cause the
price level to be proportionately high or lower than 1t would
have been 1f the volume of money had not been altered They
do not contend that a given mcrease or decrease n M will
necessanily be followed by an actual proportional nse or fall
of P, such a movement may be prevented by changes m V or
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T that are n no way connected with the change m M They
contend merely that, m the long run, mcreases or decreases
M cause prices to be proportionally higher or lower than they
would be if M were held constant

This conclusion 15 based upon the contention that mn the
long run after all adjustments have been consummated (though
certanly not 1 the transthon penod) the velocity of money
and the physical volume of trade are determmed by factors
largely mdependent of the quantity of moncy The velocity
depends largely upon the more fundamental trends, such as the
stage of development of the credit and financial system, the
system of p ploved mn the y. and the
rapidity of transportation of money Likewise, the physical
volume of trade depends upon factors but httle affected by
the quantity of money—the size of the population, the supply
of land and capital, knowledge of productive and admimistrative
techmques, the orgamzation of industry, and the extent of
barter

But though V and T are m the long run largely mdependent
of M, they are not completely so As will be seen m the next
section, the effects of varymg the money supply may be so
senous and far-reaching as to influence permanently the pro-
ductive capacity, the distribution of wealth and ncome, and
the form and development of cconomic mstitutions These
changes are reflected to some extent m the long-run behavior
of V and T, and therefore in P

Short-run or Transitional Effects of Changes in M —No com-
petent quantity theonst contends, however, that vanations in
the money supply have exactly proportional or even roughly
proportional effects on the price level m the short run It has
long been recogmzed that dunng the period of transition,
changes m M exert important mfluences upon both V and T,
so that prices are changed sometimes more and sometimes less
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than proportionally The cases of increases and decreases i M
will be considered separately

If all money were 1ssued by a central monetary authonty,
such as the Treasury or the central bank, it would be a rela-
tively simple matter to effect any desired increase i the money
supply Even under our system, in which the money supply de-
pends to such a great extent upon the lending and mvesting
operations of commercial banks, it 15 not difficult to expand
the money supply m peniods of optimism At such times the
monetary authonty need only supply the commercial banks
with additional reserves, and the banks will expand their loans,
mvestments, and deposits But 1t 15 otherwise m penods of

and dep with their p

An 1ncrease m bank reserves i such periods may not lead to
an expansion of loans, mvestments, and deposits for a consid-
erable time, for banks are less willing to incur the nsks of lend-
ing and mvesting, and busimess men have less mcentive to bor-
row But a more hiberal policy on the part of the monetary
authonty at least militates agamnst further contraction and tends,
by lowenng interest rates and arousing more sanguine expecta-
tions, to hasten the expansion of money

‘When an increase 1 the money supply does occur, the mem-
bers of the community possess larger money balances than be-
fore Assuming, as secms reasonable, that they had previously
adjusted their money balances to the most advantageous level
relative to thewr expenditures, the p of the d
balances will now feel that ther money holdings are larger
than necessary relative to their needs and that it 1s desirable to
spend away the excess for consumption or for investment assets
It 15 possible that for a time expenditures will nse less rapidly
than the quantity of money, for consumption practices are to
some extent habitual and require time for their alteration, and
the purchase of mnvestment asscts may be delayed Nevertheless,
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the pressure to increase expenditures 1s present Even 1if the
average velocity of money 15 decreased for a time, and this need
not always occur, the expansion of the money supply serves
to unloose forces which sooner or later increase the veloaity
of money The nse n V may be small if M 1s expanded m an
mconspicuous way or if the commuruty beheves that the ag-
gregate nise of M will be relatively small But if the expansion
of M 15 effected 1n a conspicuous way and especially 1f 1t 15 ex-
pected to be large, V usually nses quickly and far, for the behef
15 engendered that economic actvity will be speeded up, em-
ployment 1ncreased, and prces raised Under these circum-
stances 1t 15 no longer advantageous to hold money so long
before spending 1t When money incomes are expected to be-
come larger and steadier 1t 15 not necessary to carry such large
money balances as a contingency reserve An even stronger rea-
son for spending them away and for holding other assets in-
stead, 15 an expectation of price increases When prces are

pected to mise, arc ged to anticipate their
future needs 1n so far as this 1s feasible, enterpnsers attempt to
build up their fixed capital and their inventones of raw and
finished matenals, and owners of investment funds consider
1t profitable to exchange their money for stocks and other
equities If the price nse 15 expected to be swift, velocity may
be raised to many times 1ts normal level

Thus, once the expansion 1s under way expenditures are hkely
to advance faster than the money supply It does not follow,
however, that prices will be mncreased in proportion to the nse
of expenditures, for this rise 1s likely to bring about an expan-
sion m the physical volume of trade How great the increase n
trade will be vanes with many factors, the most important of
which 1s the extent of unemployment of production factors at
the time the increase 1n money 1s begun If the economy 1s
operating far below 1ts capacity, with large quantities of labor,
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quip and land pletely 1dle and others working on
only a part-ime basis, the resulting growth of production and
trade may be great As expenditures for reproducible goods mise,
mdwvidual producers expenence a larger money demand for
their products As demand goes up prices also nise to some ex-
tent, but each pnice nse 15 almost certamn to be accompamed
by greater output, unl rarely happ t schedul
nse as rapidly as prices * Supply 15 usually highly elastic when
unemployment 1s widespread, a small price nse 1s sufficient to
ehat a relatively large expansion of output, for the margmal
costs of increased output nse but slowly But as production ap-
proaches capacity levels, further imncreases of money demand
result to a growmng extent i higher prces and to a lessening
extent i enhanced output, for marginal costs nse at an ac-
celerating pace, rates of pay to the factors of production mse,
recourse must be had to progressively mfenor agents of produc-
tion, workers must be paid at higher rates for overtime, the
efficiency of workers and management may slacken, and i an
increasing number of cases enh d production
the mstallation of new capital equipment

If, however, industry 1s already operating at near-capacity
levels at the time M 1s expanded, the resulting rise in the phys-
cal volume of trade m currently produced goods and services
15 likely to be relatwvely small Production will be encouraged

* This explanation apphes most properly to idustres characterized by
pure competition, or an approach to 1t, and 1 which each producer neglects
the effect of his own production policy upon the price ruling i the market
Under such conditions an ncrease m demand 1s almost certam to raise
both prices and output In a general way the analysis also apphes to
dustries charactenzed by monopoly or monopolistic competition, a larger
demand usually mcreases both prices and output But price and production
pohcies of those possessing a degree of monopoly power vary wadely In
some cases they pursue a policy of keeping prices relatively fixed and of
allowing the mcrease 1n demand to exert 1ts full effect on output In others
the increase m demand 15 mamifested largely mn a rise m prce and to only
a shight extent mn an expansion of output
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to some extent, of course, some of the unemployed will be
absorbed, some laborers will work overtime, efficient equipment
will be utiized more itensively, and some mferior productive
agents not worth employing m penods of stable prices will be
pressed mto use But at such tunes higher money demand 1s
likely to be mamifested largely in enhanced pnces

The foregoing discussion relates to trade m currently pro-
duced goods and services, there remains trade m secunties and
m goods carried over from earher periods This, too, 15 likely
to be expanded by nsing money expenditures Especially large
15 likely to be the growth of speculative trade in secunties, com-
modities isted on the orgamized produce exchanges, and real
estate

The general conclusion must be, then, that m the transition
peniod an mduced increase n the money supply serves to en-
hance the velocity of money, the physical volume of trade, and
prices Whether the resulting price nse will be i proportion
to the money increase or will be more or less than m proportion
depends upon the relative movements of V and T If both nse
at the same rate, P and M move proportionally If V nses faster
than T, P nses faster than M If V nses more slowly than T,
P nses more slowly than M Just what the relative rates of
change of V and T wll be cannot be predicted in advance with-
out a knowledge of conditions existing at the time, moreover,
‘hese relative rates of change are likely to vary at different stages
within the same transition peniod Early mn the transition period
T may easily nise faster than V, especially 1f the expansion 15
imtiated at a time of widespread unemployment Then later,
as production approaches capacity levels, V' may nse faster, per-
haps very much faster, than T This shift in the relative rates
of acceleration of V and T goes far toward explaming why
prices may at first move only slowly and then at an ever faster
rate dunng protracted mflations
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Even m those cases m which the nise of the general price
level 15 1mtiated by an enlargement i the quantity of moéney,
all indvidual prices are not affected umiformly Some respond
quickly and advance rapidly, while others respond only after
a delay and advance slowly, and the more rapid the nse of the
price level the greater, in general, 1s the dispersion of individual
prices Of the many reasons for this a few of the most important
will be noted *

Though most prices are legally free to move, some are fixed
for more or less extended penods by government regulation or
by contracts The principal prices regulated by government are
court fees, postage, tolls, public utihty rates, and transportation
rates on common carniers The list 1s being extended rapidly,
however Prices fixed by contract cover a wide area, but the
most important are probably interest payments on securties,
rentals of land, buildings, and durable equipment, and to a
lesser extent salanes

Even those prices which are legally free to vary show quite
different patterns of behavior, owing to vanations m both de-
mand and supply The increase in money demand 1s not felt
simultaneously and proportionally by all objects of expenditure
In the first place, the new money 1s injected at particular pomts
i the system, and the effects are felt there first In the second
place, the expansion 1s likely to bring about a redistibution of
wealth and income which will alter the spending patterns of
the commumty as a whole And m the third place, an mndi-
vidual recewving a larger money ncome 1s not likely to allocate
the increment proportionally among the things he has been
buymng, mstead, he will probably ncrease the proportion spent
on luxuries and made available for the purchase of capital goods

* For a discussion of some of thesc factors, see Irving Fisher, The Pur
chasing Power of Money, New York, 1926, Chapter IX, pp 184197
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Thus 15 especially likely to occur before the cost of hving nses
as miuch as money incomes

The response of pnces 1s also mnfluenced by conditions of
supply A larger demand for goods whose supply cannot be
mcreased 15 mamfested i higher prices, and a larger demand
for reproducible goods 1s usually mamfested n expansion of
both price and the amount produced But the relate rates
‘of change i the prices and production of reproducible goods
vary considerably from case to case Some of the most impor-
tant reasons for this of resg are diff
m the degree of competition and monopoly 1n the vanous 1n-
dustnes, m price and production pohcies followed by firms
with monopoly power, mn the rapidity of nse of costs and
especially of wage rates, i the amount of excess capacity 1n
the various mdustnes at the time the expansion 1s mitiated,
and 1 the ease or difficulty of enlarging capacity where that
15 necessary

Just as an increase m the money supply can, dunng the
transition peniod, raise velocity, expenditures, and the physical
volume of trade and can lead to “boom” conditions, a decrease
m the money supply can reduce velocity, expenditures, and
the physical volume of trade and can bring about business re-
cession and depression *

A lowenng of M means that on the whole the members of
the commumty have smaller money balances than before
If the persons or firms suffermg the decrease 1 money hold-
ngs attempt to mamtan therr expenditures at the old level,
therr balances are lower than before i relaton to thei
expenditures, and they will be likely to feel “short of money”
and to attempt to repair their cash position by curtailling ex-

1t 15 not contended, however, that increases or decreases n the money
supply are the only factors that can bnng about “boom” or depression
conditions
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penditures For a time expenditures may not decrease as rapidly
as M, for they are to some extent habitual Nevertheless, the
pressure toward a decrease 15 present But even if expenditures
fail for a time to fall as fast as M, and such a penod need not
always mtervene, they are likely later to fall faster than M, V
15 likely to be lowered If the decrease m M 15 expected to be
small, V' may be lowered but httle, but 1f it 15 expected to be
rapid and prolonged, V may drop considerably, for the actual
and expected decreases i the money supply arouse fears that
zmployment, money ncomes, and prices will decline As they
begin to fear that their money incomes will dimmish and
probably become more irregular, members of the commumty
attempt to accumulate larger money balances as a protection
agawst future need To do this they reduce ther expenditures,
or offer goods and securities for sale on more favorable terms,
or both This tendency to hold money to a greater extent as
a store of value—often referred to as “a flight to money”—is
remforced by a belief that prices of goods, services, and se-
curities will dechine
Thus, once the contraction 1s under way, expenditures usually
, decline faster than the money supply Prces do not fall m
proportion to expenditures, however, for the physical volume
of trade 15 dimmshed To enterpnsers the falling off of ex-
penditures for reproducible goods appears as a smaller money
demand for their products As demand 1s lowered, prices also
drop to some extent, and each price dechne 15 accompamed
by a contraction of output, unless—as 1s hughly unhkely—
cost schedules fall as rapidly as prices * To the reduction of trade

4 Herc, agam, the cxplanation applies most pmgﬂly to mdustries m
which cond hing pure obtam, though 1t also
applies 1 a general way to industnes m which mdiadual firms have some
degree of monopoly power Even under the latter conditions decreases 1n
money demand are hkely to lead to decreases m both prices and output
Price and production policies vary widely, however In some cases firms
with monopoly power mamntamn prices and permit the reduction of money
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m currently produced goods and services there 15 usually added
a reduction of trade m goods and secunties accumulated n
earhier penods Especially large 15 hikely to be the dechne of
speculative trade n securities, m commodities listed on the
orgamzed exchanges, and m real estate

Thus, 1n the short run a decrease mn the money supply affects
not only prices but also the velocity of money and the physical
volume of trade Whether prices are lowered 1n proportion or
more or less than 1 proportion to the decrease in the money
supply depends upon the relative magmtudes of change of
veloaty and of the physical volume of trade

In this case, as m the case of an ncrease m the money sup-
ply, individual pnices behave i markedly different ways Some
fall quickly and rapidly, and others fall only after a long delay
and then but slowly The factors responsible for this lack
of umformity have already been outlined ®

Actuar, MOVEMENTS OF THE PRICE LEVEL

Tt 15 to be emphasized that the discussion m the preceding
section related solely to the effects imputable to changes origiat-
g n the money supply It made no pretense of explaming
all actual movements of prices The purpose of the present
section 15 to indicate the type of analysis that must be used
to explain the actual behavior of the price level over the long-
term and dunng the different phascs of the business cycle

The Long-Term Trend of Prices—The longterm trend of
prices depends, of course, upon the relative movements of
M, V, and T, which i turn are the resultants of the many long-
term forces operating upon them

demand to be mamfested completely, or almost so, m decreased output
In others, the decrease in money demand 15 mamfested largely mn lower
prices and to but a small degree i reduced output

fps3
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In all except very mature and economucally stagnant nations,
T shows an upward longterm trend The growth of population,
the extension of temtory in use, mventions and wider knowl-
edge, more rapid and cheaper transportation, mtensification
of specialization—all make for d productivity And trade
m currently produced goods and services tends to mise faster
than production, owing to greater specialization among business
firms which serves to increase the number of times each good
or service 15 sold before 1t finally comes to rest The volume
of trade n accumulated wealth and secunitics also shows an up-
ward trend m an economucally progressive society In fact, m
an expanding economy there are only two developments that
have a tendency n the long run to decrease T One 1s the
trend toward vertical integration of business firms which tends
to reduce the number of times each good 15 sold on 1its way
to the final purchaser The other 1s the growth of clearing or
barter systcms, such as those used by organized secunty and
cc y exch The bined power of these develop-
ments 15 usually so weak, however, that at most 1t merely re-
tards T’s rate of mcrease This long-run nse of T must bnng
about a downward long-term trend of prices if 1t 15 not accom-
panied by an offsetting nse i money expenditures

For several reasons, V also tends to show an upward long-
term trend mn a growing economy In the first place, credit
and financual institutions become more highly developed and
more widely used, so that secunties and other mvestment assets
more often take the place of money as a store of value In
the second place, the growth of population—and especially ats

d 1on and 1on—is likely to alter
the system of payments n such a way as to raise velocity Re-
ceipts and disbursements tend to be made at shorter and proba-
bly more regular intervals, and the tunes of receipt and dis-
bursement tend to correspond more closely, owmng to the
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ncreasing proportion of sales on credit In the third place, the
greater density of population and speed of communication and
transportation serve to shorten the time required for money
to journey from payor to payee

The quantity of money may either nse or fall over long
periods, depending on the behavior of the size of the monetary
base, the community’s choice as to the relatve proportions of
1ts money that 1t wall hold n the form of cash and of checking
deposits, and the ratio between bank reserves and deposits
More often than not, however, the long-term movement of the
money supply 1s upward, though the rate of nse vanes greatly
The monetary base usually expands, because of the accumulation
of monetary gold, the issuance of other types of government
coms and paper money, and the increase m central bank
credit outstanding Over long penods the commumty usually
displays a growmg pref for holding checking deposits
rather than cash In some penods the ratio of reserves to de-
posits falls, owing either to reductions of legal reserve require-
ments or to a behef among bankers that such large reserves
relative to deposits are no longer necessary All these develop-
ments, 1f they occur, are conducive to a larger money supply
But there have been farly long penods m which the money
supply actually dechned In most cases this has been traceable
to a shrimkage of the monetary base mduced by gold exports,
a retirement of paper money and cons, or a contraction of cen-
tral bank credit A lessening of the money supply may be
induced or aggravated, however, by an increase in the ratio
between bank reserves and deposits In the past, this usually
occurred as wildeat and unsound banks were displaced by banks
operated on safer principles

In summary, the behavior of P over long periods depends
upon the relative rates of change of M, V, and T as determined
by relevant longterm factors If MV mses faster than T, P
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'shows an upward secular trend If MV nses less rapidly than T,
P shows a downward secular trend As to the actual rates of
change of these factors in different periods, few a prion gen-
eralizations are possible In an expanding economy both V' and
T are almost certamn to show a secular nse, though 1t would
be only a coincidence 1f both went up at the same rate More
often than not, M also shows an upward longterm trend, but
the rate of nse varnes greatly, and penods of decline are not
unknown

Cyclical Movements of Prices—In addihon to therr long-
term trends, price levels undergo marked fluctuations during
the phases of the business cycle These fluctuations are also a
resultant of the changes n M, V, and T, but they are dominated
by short-term cyclical factors rather than by factors determining
long-term trends T'o explain why M, V, and T behave as they
do 1n the course of the busmess cycle would necessitate a com-
plete explanation of the business cycle itself This cannot be
attempted m this chapter, though more hight will be thrown
on the matter later® We must confine ourselves here to a
description of the monetary aspects of the cumulative down-
swing and upswing and leave largely unexplored the reasons
why business at one tune ceases to nse and begins a cumulative
fall and at another time ceases to fall and begins a cumulative
nse The downswing will be discussed first

The outstanding charactenstics of the cychcal downswing
are cumulatve declines m actual and expected profits, employ-
ment, production, real income, and prices These phenomena
are mamfested m the equation of exchange as dechnes m
M, V, T, and P

The money supply, affected as 1t 1s by so many factors, be-
haves daff ly m different and 1 different coun-
tnes, but in such periods 1t 15 always subjected to powerful

OCf Chapters VI and VII




Go An Introduction to Monetary Theory

downward pressures Most of these bear upon the volume of
checking deposits As prospects for profits fall faster than
interest rates or even vanish completely, business men decrease
their demand for bank loans, and banks attempt to recall loans
extended to borrowers whose credit standing 1s becoming ques-
tionable This decline 1n loans could be offset, of course, by an
mcrease 1 bank investments, but banks often fail to follow
this policy, and for a number of reasons They may beheve
that commercial banks do not properly load their portfolios
heavily with longterm secunties, they may fear that invest-
ments will fall mn value, they may anticipate unfavorable
cleaning-house balances, or they may fear runs by depositors
In most countries, and especially m the Umted States where
the failure record 1s high and banks have good reason to fear
runs, these pressures have been sufficient to produce sizable
dechnes 1 checking deposits and the money supply Such
decreases i the quantity of money may be prevented in the
future 1f banks become accustomed to enlarging their holdings
of long-term mvestments, 1f the public ceases to distrust the
safety of banks, and 1f the monetary authontics follow a policy
of supplyng banks with sufficient excess reserves to put them
m a highly hquid condition without the liqudation of loans
and mvestments If such dechines in the money supply are pre-

vented, the ty of dep will probably be lessened
somewhat
An ble ch wstic of the d 15 a lowerng

of the velocity of money As fear of falling profits, employment,
mcome, and pnces spreads through the commumty, people
postpone expenditures and hold money longer Consumers delay
spending and conserve therr money, both to protect them-
selves aganst want n the dark days ahead and to enable them-
selves to profit by the expected fall in prices Enterpnsers hold
money and postpone purchases of durable equpment and raw
matenals because they expect to be able to buy them more
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cheaply later and because of their pessimism as to the future
demand for their output Fmancial mstitutions and owners of
mvestible funds also tend to hold money rather than secunties
and other mvestment assets on which the nsk of loss 1s con-
sidered great

The reduction of expenditures traceable to the declimes of M
and V' 1s manifested partly in a decrease 1n P and partly in a de-
crease m T Trade m goods and securities accumulated 1n earher
penods—and particularly speculative trade—drops, as does also
trade m goods and services currently produced ‘I'o the mdidual
producer the reduction of expenditures appears as a lowered
demand for his product This lowered demand leads to a de-
crease 1n price and therefore to a decrease in output, for cost
schedules do not fall so rapidly as prices 7

"The behavior of the money demand for vanous kinds of goods
and services varies widely, however The community does not dis-
tibute the decrease in 1ts demand proportionately among all
the things 1t has been buymg Instead it mamtains 1ts demand
for some things almost mtact while 1t ceases almost entirely
its purchases of others The most strking contrast 1 behavior
1s that between the demand for durable producers’ goods and
non-durable consumers’ goods, though the behavior of demand
for mdividual articles within each class vanes considerably

In general, the demand for consumers’ goods declines less
than docs that for producers’ goods Within the class of
consumers” goods, the demand for goods and services that are
of a temporary nature and that are regarded by ther pur-
chasers as necessities usually dechines least Here are mncluded
such things as staple foods, household fuel, light, shelter, and
those things necessary for the mamtenance of one’s group
status The need felt for these things 15 most urgent and their
purchase 1s least postponable The decrease m demand for con-
sumers’ goods of a durable or frankly luxury type 1s likely to

7 For a caution as to the use of this analyss, sec footnote 4 on p 55
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be greater Under this head are mcluded such things as pleasure
automobiles, furmture, clothing that 1s highly durable or whose
mam purpose 15 conspicuous waste, liquor, travel, and expensive
entertanment Luxuries, except perhaps those of very inex-
10

BEEEREE e

Cuart IV —Indexes of the Manufacture of Durable and Non durable
Goods m the Umted States, 1919 1939, Adjusted for Scasonal Vanations
(Monthly average of 1923 1925 = 100 )

Durable manufactures include won and steel, coke, non ferrous metals,
lumber, cement, polished plate glass, automobules, locomotives, and ship-
bulding Non durable manufactures include textles, leather products, food
products, tobacco products, paper and printing, petroleum refinmg, and
rubber tires and tubes (Source of data, Board of Governors of the Federal
Reserve System )

pensive types, are hikely to be sacnficed to more urgent needs,
and purchases of durable goods can be postponed to more
prosperous imes Many a family has discovered n depressed
peniods that the simple way of hife 1s after al} not only the more
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virtuous but also the happier, that the old car 15 stll quite
serviceable and really more digmified than the gaudy new models,
that a cleaning and pressing will make the old topcoat as good
as new, and that the old furniture has a look of mellowness
and comfort not possessed by that currently i vogue Demand
15 also likely to shuft from higher to lower quality goods

The demand for durable producers’ goods suffers the great-
est decline of all The sharpness of this drop anses out of the
nature of these goods they do not cnter directly into consump
tion, but instead are used directly or mndirectly to produce
consumption goods ® They are demanded, therefore, only when
the prospective need for ther product—consumers’ goods—is
such as to make ther use profitable A given decline 1n the
demand for a consumers’ good 1s likely to bring about a magm
fied dechne i the demand for the producers’ goods used 1n 1ts
production Under some conditions, even a lower rate of in-
crease 1n the demand for consumers’ goods 1s sufficient to effect
an absolute dimmution of the demand for the relevant pro-
ducers’ goods

Producers’ goods are demanded i any industry for one of
three purposes, (1) to increasc total productive capacity mn
order to satisfy an expected ncrease in the demand for 1ts out-
put, (2) to replace equipment being womn out, and (3) to
replace obsolete or obsolescent equipment with more efficient
types In periods of downswing demand for all of these pur-
poses falls As the demand for the end product—consumption
goods—not only ceases to increasc as it did during the preced-
mg period of prospenty but actually shrinks, existing pro-
ductwve capacity becomes not only sufficient but even redundant,
so that the necessity for new equipment with which to expand
total productive capacity 1s likely to disappear Orders for capi-

© Some producers’ goods are used durectly to produce consumption goods,
others are used to produce producers’ goods which are, n turn, used to

produce consumption goods, and so on In general, the more remote the
stage, the greater 15 the fluctuation of demand
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tal replacements are also likely to fall, owing both to the de-
creased wear and tear on machimery as a result of shrunken
operations and to the fact that many firms can satisfy the re-
duced demand for their products without replacing depreciating
equpment Moreover, enterprisers hesitate n penods of down-
swing to replace old types of machinery with new, for such
changes are often considered profitable only if the new equip-
ment can be utilized steadily—the very condition not ewsting
m depression periods Some enterpnisers may, of course, 1gnore
the depressed demand of the present and the immediate future
and purchase additional producers’ goods m anticipation of a
remote mncrease m demand, but such enterpnsers are m the
munonty ®

The varying behavior of the money demand for vanous
types of goods and services helps to explam the differences m
the behavior of the prices and output of those things n de-
pressed perods But industries react differently to a given
decrease 1n money demand At one extreme the smaller demand
leaves prices unaffected and mamifests 1tself solely m shrunken
output, at the other 1t leaves output virtually intact and shows
itself i tumbling prices Just what the reaction will be m any
given case depends upon a number of factors, among which
are the extent of monopoly and price competition mn the
industry and the pnice policies followed 1f monopolistic elements
are present, the rapidity of adaptation of wages and other costs,
and the distubution of costs between the categones of fixed
and vanable costs

Events during the upswing arc, mn general, the reverse of
those just described This period includes the phases of re-
covery and prospenty and extends from the pomnt at which
revival begins to the pont at which the crisis ushers mn a
new recession In general, ats outstanding charactenstics are

¢ The behavior of mestment will be discussed further 1 Chapter VI1
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Cuart V —Companson of Price Changes and Production Changes of
Selected Classes of Commodities During Depression, 1929 1932
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fore be a mustake to infer that the actual dechnes could be faithfully repre
sented by a straght-line curve (Source of data, National Resources Board,
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the_opposite of those dunng the downswing—nsing current
and expected profits, employment and real income, and an
optimustic anticipation that the betterment will continue These
phenomena appear m the equation of exchange as increases 1n
M,V, T, and P

The money supply 15 subjected to a powerful upward pull
duning the upward phase of the cycle, owing to the pressure
upon banks to expand their credit As prospective profits to be
gamed through the use of funds mn “legitimate” busmness and
speculation nse faster than rates of mterest, enterpmsers in-
crease ther demand for bank loans And the bankers, sharnng
the general optimism as to business activity, credit-worthiness,
and prices, usually satisfy these demands up to the hmit of
their ability If not prevented by a stern and restrictive mone-
tary policy from doing so, the banks are even likely to attempt
to expand their lending power by borrowing from the central
bank In the past these ifluences have been strong enough
n the upswing to elicit sizable increases m the money supply
Such increases may in the future be prevented, however, if
monetary authonties adopt a sufficiently courageous policy of
restnction If this 15 done booms will probably be prevented
from reaching such heights

The upswing ot business 1s invanably accompanied by a higher
veloaity of money As members of the commumty adopt more
and more optimistic views of the future of employment, m-
comes, profits, and prices, they cnlarge therr expenditures and
decrease the extent to which they hold money as a store of
value Ci expecting tead pl and ns-
1ng ncomes, feel safer m spending most of thewr current n-
comes and n reducing their money holdings to a mmmum
This tendency toward more rapid spending 1s greatly remn-
forced 1f prices are expected to nse Enterpnsers, anticipating
a growing demand for their products and fearing higher prices
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of raw matenals and capital equipment, are impelled to pur-
chase quickly not only to meet their expanded current needs,
but perhaps also to enlarge their inventones n anticipation
of future requirements Financial mstitutions and ndividual
owners of mvestible funds, imbued with a belief that secunities
and other mvestment assets will not fall and will probably
nse in price, draw down their money hoards and hold these
ncome-yielding assets mstead

The 1ncrease m expenditures traceable to the nse of both
M and V exerts a part of its effects on T and a part on P To
some extent the nse of T represents mcreased trade, particularly
speculative trade, i goods, services, and securities accumu-
lated 1n earher periods To a greater extent, however, 1t repre-
sents an enhancement of trade m currently produced goods
and services The expenditure nse 15 felt by ndividual pro-
ducers as a larger demand for ther products The larger de-
mand leads to higher prices and thercfore to a rise output 1
In the carly stages of recovery, when unemployment of labor
and capital 15 still widespread, the mncrease n demand 15 Iikely
to be evidenced to a large extent n greater output and to a
smaller extent 1 higher prices But as recovery proceeds and
unemployment shrinks, the obstacles to expansion of output
become greater and the nse of demand 1s evidenced more and
more n prices 1!

Though the above description indicates the general pattern
of events 1 the upward phase of the cycle, the behavior of
output and prices vanes widely among different industries,
owng to differences i conditions of both demand and supply
As money demand rises in the upswing, 1t does not distribute
itself proportionally among all types of output In general, the
demand for consumption goods increases by a smaller propor-

1Cf the caution as to this analysis m the footnote on p 51
12 The analysis of p 52 15 also apphicable to the boom penod
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tion than does that for producers’ goods, though there are wide
varations 1 the behavior of demand for mndividual goods
withm each class Within the class of consumers’ goods, neces-
sities of non-durable type—whose demand was most nearly
d duning the d g- Tikely to enjoy the small-
est mncrease 1n demand, though as people become more pros-
perous they tend to shift to higher-quality necessihies The
demand for consumers’ goods m the luxury and durable classes
1s augmented to a greater extent People who were forced,
dunng the depression, to forgo the consumption of luxunes
now feel able to gratify their long-felt hunger for these articles
They are also 1n a position to replace their worn and out-of-date
durable goods, such as automobles, furmiture, and durable cloth-
ng
The demand for durable producers’ goods enjoys the greatest
expansion of all As the call for consumption goods mscs and
1s expected to contiue to nse, existing productive capacity
1s considered too small Enterprisers therefore purchase repairs
and replacements for equipment worn out and neglected dur-
g the downswing and buy additional equipment to meet the
current and expected increases i the demand for their output
Imbued with high hopes of steady operation, they are also
likely to replace obsolete and obsolescent equipment with
newer types d but not exploited during the dep
The whole process 15 speeded up 1f enterpnsers expect the pnce
of capital goods to mse The funds with which to purchase
this ncreased volume of capital goods come from three sources
from the greater volume of voluntary savings made available
as the social income nses and as a larger proportion of 1t 1s
saved, from money hoarded during the preceding depression,
and from the new money created by the banking system through
the extension of 1ts loans and nvestments The producers’ goods
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mdustries, which were the paupers of the depression, become
the pninces of the boom

But not all the dissimilanities i the behavior of output and
prices are attnibutable to differences in the rates of increase
of demand Vanous ndustnies react differently to a given -
crease n demand At one extreme the greater demand leaves
prices unaffected and manufests itself solely n greater output,
at the other, output 1s virtually unaffected and the nse 1s mani-
fested almost completely m higher prices In each case the
relative rates of change of output depend on the many factors
mentioned earher—the extent of competition and monopoly
m the mdustry and the price policies followed 1f monopohstic
elements are present, the rate of increase of labor and other
costs, and whether costs are largely fixed or vanable i nature

In summary, the upward phase of the cycle 1s charactenized
by increases n M, V, and T MV usually goes up more than T,
so that P also nses Untl recently 1t was believed that a boom
could occur only if P rose, but now 1t 1s recognized that 1t 15
possible for a busimess boom to occur in the face of stable or
even shghtly dechming prices Tlus can happen, however, only
if a rapid advance i productive cfficiency lowers umt costs
so much as to permit the emergence of an abnormally wide
profit margin between the falling costs and the stable or more
slowly dechning selling prices Wholesale prices showed a very
slow downward dnft dunng the prospenty perod termmating
mn 1929 However, the general price level, mcluding the prices
of everything purchased with money, rose

A Crimicism OF THE QUANTITY THEORY OF
THE TRANSACTIONS T'YPE
One of the principal crticisms that has been directed against

the quantity theory of the transactions type 1s that the prce
level (P) to which 1t leads 1s so comprehenswve as to be only
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a “hotchpotch” and to lack significance There can be no ques-
tion as to the mclusiveness of P It icludes the prices of every-
thing mcluded in T, which covers everything sold for money
old and new goods of every type, services of all kinds, mncluding
labor, and secunties of every description It 15 difficult to con-
cewve of any problem for whose solution a pnce mdex which
averages together wages and the prices of all goods and financial
mstruments would be the most useful For analytical purposes
the superior usefulness of index numbers that are somewhat
less mclusive and more homogeneous m content must be con-
ceded

Nevertheless, the shortcomings of P as an index number must
not be allowed to reflect unfavorably upon the usefulness and
validity of the transactions type of quantity theory as a medum
for explamnmg the purchasing powcr of money over any broad
category of things M, V, and T must be considered 1n an ade-
quate explanation of the movements of any mdex number,
even 1f 1t 1s far less inclusive than P For example, even 1if it 15
desired to explam the movements of only the prices of currently
produced goods and services, consideration must be given to
the other components of T, for an merease of trade m secunties
or m previously produced durable goods may absorb expendi-
tures and dimimish them for current output Or a dechne of
trade mn secunties and previously produced goods may release
expenditures to current output In a very real sense every article
entening mto trade 15 a competitor for expenditures, and the
price level of any large class of articles cannot be explamed if
any of the g d ds for expend 15 1gnored 12

Fortunately, the quantity theory can be rescued from this
cniticism by breaking down the price level, P, mto 1ts component

12 For an excellent of the type
of quantity theory should be discarded because 1t leads to a “hotchpotch”
prce levl, see AW Marget, The Theory of Prices, New York, 1938, Vol
ume I, pp 484 6oo
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parts The equation of exchange, which has been wrtten as
MYV = PT, may also be cxpressed as MV = Ppit1+peta+ psts
+ Pata In this equation, t; 15 the physical volume of trade
m some sclected class of goods, services, or secunties, and 2
15 the price level of this class of things ts 15 the physical volume
of trade m a second class of things, and p. 15 the price level of
these things And so on<unhl T has been divided 1nto as many
classes as are desired, each with 1ts own price level By this
process P 1s resolved mto the less inclusive indexes of which 1t
15 an average For examp]c, subsndmy pm.e mdexes can be
constructed for ’ goods d 3
goods currently produced, wage rates, rentals, common stocks,
and so on As to the usefulness of these indexes there can be
no question

TrHE QuaNTITY THEORY APPROACH APPLIED TO
THE VOLUME AND PRICE LEVEL OF CURRENT OUTPUT

It 15 convemient at this pomnt to note briefly another aspect
of the quantity theory that 15 similar in form but less inclusive
m content than the transactions type just discussed This might
be called the income type of quantity theory, for it 1s concerned
pnmanly with the interrelationships of money and the volume
and prces of fimshed goods currently produced, 1t deals with
the trade 1n and prices of securities and goods produced n earher
periods only 1n so far as these bear upon current output Those
who utilize this approach claim supenonty for 1t on the ground
that 1t deals with the key prices m the economic system—the
prices of finished current output If these are sufficiently high
relative to costs, prospenty will obtain, but 1f they arc low rela-
tive to costs economic stagnation will occur

This form of the theory will be presented here only mn out-
hne, partly because of its similanty in form and content to the
type of quantity theory already discussed at length, and partly
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because the factors with which 1t deals will be studied 1n detail
mn Chapter VI 1n connection with the income and expenditure
approach

It 15 only a trusm that the value of the current output of
finished goods sold for money m any penod 1s equal to the
value of the money pad for those goods A closer analysis,
however, shows that the quantity of money expenditures for the
goods varies with the quantity of money and the number of times
each umt of that money 1s spent for these goods during the specr-
fied penod And the value of the goods vanes with the physical
volume of them sold and with their average price per umt This
may be stated 1n terms of an equation of exchange as MX = Op,
or asM—-O—x= p In this equation, M 1s the average amount of
money (cash and checking deposits) n circulation dunng the
penod It 15 1dentical with the M discussed earlier X 1s the aver-
age number of times each umt of M 1s spent for the current out-
put of fimished goods during the peniod X 1s often called the
curcuit velocity of money and 1s to be distmgmshed from the
transactions velocity (V) already discussed As will be seen, X
15 always smaller than V and need not vary directly with 1t O
15 the physical quantity of current output of finished goods
sold for money dunng the period It 1s composed of two general
classes of goods (1) consumers’ goods, and (2) producers’
goods The average pnice per unit of O sold for money 1n the
penod 1s mdicated by p

This form of the theory, like the one preceding, 15 enlight-
ening only if one analyzes the factors behind the equation of
exchange The behavior of M and the determunants of its mag-
nitude and fluctuations have alrcady been discussed X, the
arcuit veloaity of money, requires some explanation It 1s not
the same as V, 1t 1s necessanly smaller, for V imcludes every
spending of M included in X and 1n addition every expenditure
of M for securities, for goods produced m preceding penods,
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and for goods sold between different stages of the productive
process on the way to their ultimate buyers The vanations of
V and X usually display some similanties, m periods when
members of the community attempt to mcrease therr “hoards”
of money, both V and X are likely to fall, just as both are
likely to nse when the members of the commumty attempt to
“dishoard” But the vanations of the two are by no means
perfectly correlated Changes m the speed of spending for se-
cunt pecially 1n speculative t for goods previ
ously produced, and for goods sold between the stages of pro-
duction may not be accompanied by parallel movements of X
In fact, increased spendings for these things may even occur
at the expense of X, as people delay or forgo purchases of cur-
rently produced goods m order to finance other types of trans-
actions A “vertical dis-integration” of busmness firms 1s especially
likely to decrease X, money 1s likely to “make the circuit” less
quickly if the functions of producing the raw matenals, of
manufactunng, of wholesaling, and of retailhng are carried on by
separate business umts than it will if all or several of these
functions are performed within one business umit

The determinants of O, the physical volume of finished cur-
rent output sold for money mn the peniod, were noted m Chap-
ter I1 1* O 15 affected by anything that influences the productive
capacity of the economy, the intensity of the use of the produc-
twve capacity, and the proportion of output that 1s offered for
sale for money

In hight of the more detailed discussion Chapter VI, 1t
15 sufficient to note here that changes in p are a resultant of the
movements of M, X, and O When MX nses faster than O, p
nses But when MX falls faster or nses more slowly than O, p
falls And changes may ongmate 1 any one or more of the
factors

BCEpp 4142




CHAPTER IV

THE CASH-BALANCE TYPE OF QUANTITY THEORY

InTrRODUCTION

‘The transactions type of quantity theory described i Chapters
II and III has enjoyed 1its greatest populanty i the Umited
States, though 1t ongmnated abroad and still has many adherents
there In Europe however, and particularly n England, many
economusts prefer to use the cash-balance type of quantity
theory It must be emphasized that there 1s no fundamental
conflict between these two types Outstanding proponents of
each have msisted that both the theories themselves and the
equations by means of which they are presented are nter-
changeable Differences of opmion anse only as to the relatve
fruitfulness of the two types of analysis Advocates of the cash-
balance approach clam supenonty for their scheme on two
counts (1) It 15 stated m terms of supply and demand, thercby
facihtating the integration of monctary theory wath general
value theory (2) It more clearly relates the process of determm-
g the value of money to the subjective valuations of nds-
viduals, which are the motivating force behind all economic
activity

EssentiaLs oF tHE Casn-BALANCE ApPROACH

According to this method of analysss, the value of money
depends upon the supply of money and the demand for 1t
The value at any time 15 fixed at that level which equalizes
supply and demand, and its vanations through time anse out

74
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of changes n erther 1ts supply, or its demand, or both * If the
supply 15 increased without an offsetting increase 1 demand,
or 1f the demand 1s decreased without an offsetting decrease
m supply, the value of money must fall, prices must nse
But 1f the supply 1s decreased without an offsetting decreasean-
demand, or if the demand 1s increased without a correspond-
ing mcrease 1n supply, the value of money must nse, prices must
fall These familiar propositions of general value theory repre-
sent only the naked outlne of the cash-balance approach To
clothe the theory with meanng and to render 1t useful n ex-
plaimung real phenomena, 1t 15 necessary to analyze the nature
of the supply of and demand for money and to ascertain the
determmants of their behavior

Tue SuppLy oF MoNEY

Since 1t was discussed at some length m the two preceding
chapters, the supply of money may be passed over quickly
here Tt 1s sufficient to note that 1t 1s composed of all the cash
and checking deposits n the hands of the public

Tur Demanp For MoNEY

The demand for money within a specified area at a given time
1s merely the sum of mdividual demands for money to hold
The task of explaming the behavior of the aggregate demand

theref the task of expl why mdividuals’
demands behave as they do Each person or firm attempts to
adjust the size of hus money holdings to that level which promises
to offer hum the greatest net advantage, considerng his re-
sources, his present and future needs, and other relevant con-
ditions, Each knows well that there are real mconveniences

I The terms “supply” and “demand” are used here m the sense of
schedules of the vanous amounts that would be offered and taken at a senes
of values

=Cf especilly pp 29 34
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m permutting his holdings of purchasing power 1 the form
of money to fall too low he may be unable to meet lis debts
promptly, he may have to pass up an excellent bargain 1n goods
or sccunitics, he may be compelled to confine his purchases
to sellers who will extend credit and thereby he may be forced
to pay higher prices or to accept lower-quality goods, or an
unforeseen expenditure or a faillure to receive money at ex-
pected times and i expected amounts may leave him unable
to secure even necessities The possession of a large reserve of
purchasing power 1n the form of money offers unquestioned
advantages But 1t also involves sacrifices, for by parting with
some of his moncy holdings a person can purchase a con-
sumption good t}‘at will immediately yield an mcome m the
form of emjoyment, or an mnvestment asset that will yield a
money income By weighing—in a rough manner, to be sure—
the advantages and disadvantages of holding more and of
holding less money, each person or firm decides upon the size
of the money balance that he will demand )

It 15 essential to note that what each person or firm demands
to hold 1s not pnmanly a number of monctary umts, but rather
a quantity of purchasing power m the form of money He
elects to hold sufficient purchasing power to pay for those
things that he will buy dunng some period of tme—a week,
a month, or two months, as the case may be It 1s evident that
once a person has fixed upon the amount of purchasing power
he wishes to hold in the form of money, the amount of money
he must hold vanes with the height of prices If the pnces
of the things over which he wishes to hold purchasing power
are high, he must hold more umts of money than he would
if prices were lower) For example, if the commumity determines
to hold at any time enough purchasing power m the form of
money to buy 100 umts of goods, services, and securthies, 1t
must hold $100 m money if the average price per umit 15 $1, or
$200 1n money if the average price 1s $2
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The demand for money at any given time may be expressed
as the amount of goods, services, and secunities that will be
purchased with money during some specified length of tme It
vanes, thercfore, with (1) the magmitude of trade n goods,
services, and secunties per umt of time, and (2) the length
of the penod over whose transactions purchasing power mn the
form of money 1s held It 1s evident that the larger the physical
volume of trade to be effected with money, the greater 15 Iikely
to be the demand for money A commumty whose trade 1s large
1s likely to msist on holdng a larger volume of purchasing
power m the form of money than a commumty whose trade 1s
smaller * But the demand for money does not depend solely
upon the physical volume of trade, 1t depends also upon the
length of the period over whose trade the community elects
to hold purchasing power in the form of money With a given
physical volume of trade, the demand 1s greater 1f the com-
munity elects to hold enough moncy to cover its purchases dur-
mg two months than 1t would be 1f the community elected to
hold only enough money to cover 1ts purchases for one month
The length of this penod may be expressed as a fraction of a
year If the penod 15 one month, the fraction 15 1/12, 1f 1t 15
two months, the fraction 1s 1/6 This fraction will be denoted
hereafter by the symbol K

K 15 obviously very closely related to the veloaity of circula-
tion of money It1s, in fact, the reciprocal of V, so that K = 1/V,
and V = 1/K If, for ple, the d ds to hold
an amount of money equal to its expenditures for two months,
K =1/6, and total expenditures are at the rate of six times the
money supply each year, V 1s at the rate of six per year

Since K and V are reciprocals and are really the same thing
regarded from different points of view, they are determmed by

°For a discussion of the determunants of T, see pp 40-44 .
*Cf D H Robertson, Moner, New York, 1929, p 195 A W Marget,
The Theory of Prces, New York, 1938, Volume T, pp 415-420
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the same factors These were discussed 1n some detail in Chap-
ter II® and need only be outhned here -

The members of the commumty attempt to adjust thewr
money holdings to that level relative to their expenditures
which promuses to offer the maximum net advantage, but how
high this most advantageous level will be depends upon many
surrounding circumstances K will be smallest 1f (1) the credit
and financial system 1s highly developed and widely used, so
that loans can be made and secured quickly and mvestment
assets can be hiqudated quickly and at small expense, under
these conditions people will tend to hold investment assets
rather than money as a store of value, (2) the system of pay-
ments 1 use 1s such that mcome receipts are frequent and
regular and the times of receipt and disbursement are closely
coordinated, and (3) the members of the commumty anticipate
that therr mncomes will accrue regularly and m mcreasing
amounts and that pnices of goods, services, and secunties are
likely to nse K will be larger, however, 1f (1) the credit and
financial system 15 poorly developed so that loans can be made
and secured only with considerable difficulty and expense and
mvestment assets can be hquidated only slowly and at a loss,
(2) the system of payments 1n use 1s such that income receipts
are infrequent and 1regular in amount, and receipts and dis-

are poorly d d, and (3) the members of
the community fear that their mcomes will become irregular
and decline 1n amount, and that prices of goods, services, and
securities will fall

‘When, after considenng all the relevant conditions, existing
and pated, the bers of the fix upon the
amount of purchasing power that they will demand to hold
m the form of money, they thereby determime the aggregate
purchasing power of the money supply If, for example, the

Cf particularly pp 34 40
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community decdes to hold money enough to pay for those
things that 1t expects to purchase during a sixth of the coming
year, the aggregate purchasing power of the money supply will
be just sufficient to command those things This equality 1s
effected by an appropnate adjustment of prices

For any given set of conditions as to the supply of and
demand for money, there 15 only one approprate price level
If prices are above this level, the aggregate purchasing power
of the money supply 1s less than the amount demanded by the
community, so that on balance the people feel that ther
holdings of money are defiient They therefore attempt to
build up therr money reserves, and do so by one or both of
two means (1) by decreasing their spendings, or (2) by offer-
g additional goods and services for sale This continues until
prices have fallen sufficiently to raise the purchasing power of
the money supply to the desired level But if, on the other hand,
prices are below the appropnate level, the purchasing power
of the money supply 15 1n excess of the amount demanded by
the communmty, so that on balance the people feel that their
money holdings are redundant They thercfore attempt to
draw down therr balances, either by increasing their spendings
or by withholding from the market some goods and services
that would otherwise be offered for sale This continues until
prices have nsen suffi ly to lower the purch power
of the money supply to the desired level

Since the demand for money determines the aggregate pur-
chasing power of the money supply, however great or small
this supply may be, 1t follows that with a given demand, the
purchasing power of each umt of money varies mversely, and
the price level directly, with the quantity of money Suppose,
for example, that the d ds to hold in the form
of money purchasing power over 100,000 umits of goods, services,
and secunties If the money supply 15 $100,000, the average
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pnce per unit of things purchased will be $1, 1f the money supply
15 $500,000, the average price of things purchased will be $5
But 1t must be emphasized that this proportionality of the
money supply and the pnice level 15 mantamed only if the
demand for money remamns constant, and except mn the most
extreme mflations the demand for money 1s fully as vanable as
the supply of money

Tue Casu-Barance EQuation

The advocates of the cash-balance approach, like the ad-
vocates of the transactions type of quantity theory, employ an
algebraic cquation to facilitate the cxposition of their analysis
This equation has several vanants, of which the following
seems the most useful ¢

M =KTP

M = the supply of money

T = the physical volume of trade to be effected with money
dunng the year

K =the length of the period (expressed as a fraction of
a year) over whose transactions purchasing power 1s
held m the form of money

P = the price level of things ncluded n T

This equation states the trwsm that the value of the money
supply (M) 15 equal to the value of those things over which
purchasing power 1s held in the form of money (KTP) KT 1s
the physical volume of things over which purchasing power 1s
held 1n the form of money, and P 15 the average pnice of each
umt of those things P may vary as a result of changes n any
one or more of the factors M, K, and T In other words, P may
be altered by a shuft m the supply of money (M), or by a

“Cf D H Robertson, Money, New York, 1929, p 195
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shift n the demand for purchasing power 1n the form of money,
which varies with T and K

It 15 mteresting to note that the cash-balance equation can
be casily converted nto the form of equation used mChapters
1T and III 1n presenting the transactions type of quantity theory
Since K=1/V, the equation M = KTP may be wntten M =
1/VTP, or MV = TP, which 1s the form employed by the trans-
actions type of quantity theory

CHANGES IN THE MONEY SuPPLY AND TwER EFrECTS ON
Prices

When the money supply 1s increased, the commumity 15 1n
possession of larger money balances and also, until prices have
nsen correspondingly, of larger balances of purchasing power
m the form of money? If the mcrease m the supply 1s not

d by a corresponding increase mn the demand for
money—qnd there 15 no reason to expect that it will be—the
holders of the new money feel that therr balances are larger
than they need be, relative to expenditures, and the possessors
of “superfluous” money are disposed to exchange 1t for eco-
nomic goods To this end they increase therr demand and
expenditures for the goods of their choice—producers’ goods,
consumers’ goods, or securities, as the case may be And the
resulting nise of prices 15 not limted to the things demanded
by the first possessors of the new money As the additional
money flows mto the possession of the sellers of goods, they,
1n turn, feel that their balances are redundant and ncrease their
expenditures This 15 repeated until many, 1f not all, prices
have been affected, and the supply of and demand for money
have agan been equated If the demand remans unaltered, the
nse of prices will be proportional to the change in the supply

" Thus paragraph leans heavily upon L Von Mises, The Theory of Money
and Credit, New York, 1935, p 139
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But dunng the peniod of readjustment the demand for money
15 almost certam to be shifted How much and i what direc-
tion 1t will shuft varies from case to case, for 1t is subject to two
sets of influences, one tending to increase and the other to
decrease 1t The pressure toward a larger demand for money
emanates from the increase of T induced by the mse of ex-
penditures # The pressure toward a smaller demand 1s traceable
to the decline of K As the commumty feels more and more
secure and expects prices to nse, 1t tends to shorten the period
over whose purchases 1t will hold purchasing power 1n the form
of money If the price increase 15 expected to be precipitous
the demand may fall to very low levels At the height of the
mflation 1n Germany there was hardly a retailer or workman who
held enough money to cover his needs for more than two or
three days® Vurtually any commodity, no matter how illiquid,
was a better store of value than money

Just how an increase 1 the money supply will affect the de-
mand for money dunng the readjustment penod depends,
therefore, upon the relative responses of T and K, if T nses
more than K dechnes, the demand will nse, but 1f T rises
less than K declnes, the demand will fall Either 1s possible,
and both may occur at different stages of the same expansion,
especially 1f the expansion starts from a condition of serous
unemployment At first T may increase fairly rapudly while
K declnes only shghtly, owing to the lack of fear of nsing prices
But later m the perod, as production approaches capacity
levels, T can be ncreased but Dittle further, whereas K may
fall to very low levels ** This helps to explan why prices some-

5Cf p 51

?Cf Constantno Bresciam Turromi, The Economics of Inflation, Lon
don, 1937, p 16

In the last stages of extreme nflations, such as that m Germany,

business may become so chaotic that T actually dechnes while K continues
to fall
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times nse slowly at first when the money supply 1s increased
and later chmb at an accelerating pace

The analysis above apphes to the transition period In the
long run, after all ad have been pleted, the effect
of an ncrease in the money supply 1s to cause prices to be
proportionally higher—approximately—than they would have
been 1 the absence of the expansion of money This 1s be-
cause m the long run the demand for money 1s determined
largely, though not entwely, by factors mdependent of the
money supply

The effects of a decrease in the money supply are roughly
the reverse of those just descibed When the supply 1s dimin-
1shed the commumity has smaller moncy balances and also, until
prices have fallen sufficiently, smaller balances of purchasing
power 1 the form of money If the decrease m the supply 1s
not offset by a corresponding decrease m the demand for
money, those with diminished balances fecl that therr money
holdings are uncomfortably low and arc anxious to replensh
them They attempt to do this exther by lowenng their demand
and expenditure for goods, services, and secunities, or by offering
these things for sale on more attractive terms This tends to
depress the prices of those things for which expenditures are
decreased or whose supply 15 increased The price dechne 1s
not hmited to such things, however, for as the onigmal losers
of money replemish their balances at the expense of other

bers of the , the tend: to pnize money more

and goods less spreads This continues until the value of money
has nsen sufficiently to reestablish equilibrium between the
demand for and the supply of money If the demand remained
unaltered, the decline of prices would be proportional to the
decrease mn the supply

But during the penod of readjustment the demand 1s almost
certan to be shifted, though because of the opposing forces
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at work the extent and direction of the shift vary from case
to case The decline of T accompanying the decrease m ex-
penditures tends to reduce the demand for money But the
nse of K, owing to the growth of pessimism as to employment,
mncomes, and prices, tends m the opposite direction

It 1s possible, of course, that T will fall more than K 1n-
creases, so that the lessening of the money supply will bring
about some reduction m the demand for money, and that
prices will therefore fall less than n proportion to the dechne
of the money supply More often, however, K ncreases more
than T dechnes, so that the demand 1s greater and prices fall
more than mn proportion to the decrease in the supply

These statements apply to the transition period In the long
run, after all readjustments are completed, the effect of a
reduction 1n the money supply 15 to cause prices to be propor-
tionally lower—approximately—than they would have been had
the supply of money not been allowed to dechne

CHances 1N THE DEMAND FOR MoMey

Vanations of the price level may also ongmnate 1n shifts in
the demand for money—mn the sense of shifts in the whole
demand schedule—resulting from changes i ether T or K,
or both |

If the commumty decreases its demand for money, either
because of a dechne m trade or because shifts m existing or
anticipated conditions make 1t appear wise to hold less money
as a store of value, and if the supply of money 1s not decreased
correspondingly, those whose demand has fallen will enter the
market with their “surplus” money and will swell expenditures
Or 1n some cases they may lower thewr money balances by
reducing the quantity of goods, services, and secunties that
they offer for sale for money This mse of expenditures and
decrease n the supply of things offered for sale serves to raise
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prices, and the price increase continues until the aggregate pur-
chasing power of the money supply 1s lowered to the level
demanded by the commumty It 1s important to note that a
price nse mtiated by a decrease mn the demand for money
may become cumulative, both because an ongmnal increase
puices can give birth to anticipations of still further ncreases
and thereby lower even more the demand for money, and be-
cause the nse of prices exerts pressure toward an mncrease 1n
bank credit

The effects of a greater demand for money, owing to m-
creases m etther T or K, or both, are roughly the reverse of
those just described In the absence of an offsetting expansion
of the money supply, the members of the commumity who
have mcreased their demand can build up their balances only
by decreasing their expenditures or by offening more things
for sale This lowers prices and continues to do so until the
total value of the money supply has been raised to the level
demanded There 1s danger that the dechine of prices so ong-
mated may become cumulative, for 1t may mtiate expectations
of still further dechnes, thereby raising even more the demand
for money and exerting a pressure toward a reduction of bank
credit



CHAPTER V

COMMODITY THEORIES OF MONEY

InTrRODUCTION

The commodity theories of money are at least as old as the
quantity theonies and have assumed even more vaned forms
Therr common element 15 a tendency to regard money as
merely a speafied quantity of the commodity of which 1t 15
composed and to attempt to explam its value by analyzing the
factors deterniming the supply of and demand for this com-
modity The similanty between this type of theory and the
cash-balance type of quantity theory discussed m the preceding
chapter 15 evident, both are stated m the familar terms of
supply and demand There 15, however, a very sigmficant dif-
ference between them Whereas the cash-balance approach
deals with the supply of and demand for all types of money,
the commodity theory centers 1ts analysis on the supply of
and demand for the commodity out of which the standard
money 1s made, other types of money being taken mto con-
sideration only as a factor mfluencing the size of the demand
for and the supply of the standard money Some varants of
this theory are valid and are ighly useful for analyzing mone-
tary problems, particularly those pertaiming to gold production
and 1ts relationships to price levels Others are less useful, and
some are actually misleading This chapter will be devoted to
what the writer considers to be the most valid and useful vanant
and will refer to the others only mcidentally
86
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THE VALUE OF StANDARD GoLD MoONEY

The commodity theory of the value of money applies most
sumply to the case i which a country’s standard money 15
metallic, whether 1t 15 gold, silver, or some other metal The
discussion that follows refers to gold-standard conditions, but
the general principles set forth apply as well when some other
metal 15 used * The case of nconvertible paper currencies will
be considered later

To estabhsh and a full gold dard, a country
must do the following things (1) It must define its standard
or basic monetary umt 1 terms of gold This it may do erther
by stating the number of gramns of pure gold m the monetary
umt or by fixing a mmt price for gold Though they seem at
first to differ, both processes are actually the same For ex-
ample, when the pure-gold content of the dollar was fixed at
1371 grains, the price of gold was automatically fixed at $35 an
ounce, for one ounce (480 gramns) 1s divisible mto 35 parts
contaming 1371 grams each And to fix the mmt pnce of gold
at $35 an ounce automatically gives each dollar a gold content
of 1/35 of an ounce, or 1371 grams (2) The monetary au-
thonty must purchase at the same fixed price all gold offered
to 1t (3) The monetary authonty must scll gold at the same
fixed prce in unhimited amounts (4) All other types of money
n the country must be kept at a panty with the standard money
This 15 usually plished by providing for free mt
vertibility of all types of money And (s5) free import and free
export of gold must be permitted

So long as the monetary authonty of the country mamntains
the gold standard by buying and selling gold freely at a fixed
price, gold must have the same value m both its monetary

* The analysis also applies, though with some modifications, to a bimetal-
he standard
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and its commodity uses No scller will offer gold n the market
for less than the price offered by the monetary authonty, and
no demander will pay more than the price at which the monetary
authonty stands ready to sell > A standard gold money 1s thus
“full-bodied” money, 1ts value as money and 1its value as a com-
modity are necessanly equal Even under a gold standard,
however, full-bodied gold coms make up at most only a small
part of the money 1n actual circulaton Most, 1f not all, of
the 1! media 15 posed of checking deposits, paper
money, and coms of various other metals These are usually
far from full-bodied, their value as a commodity 15 much less
than their value as money The commodity value of the silver
m a silver dollar has not approached a dollar for twenty years,
and the commodity value of the paper, 10k, and labor embodied
m a $1000 bill 1s at most a few cents Despite the low value
of ther commodity content, however, these types of money
airculate at a panty with gold, owing both to the hmtation of
their quantity and to the fact that the monetary authority main-
tamns free mterconvertibihty between them and gold Thus
under the gold standard each umit of these types of money
possesses a value equal, not to the value of its own commodity
content, but to that of the gold into which 1t can be converted

The commodity theonsts contend that since the value of the
monetary umt under gold-standard conditions 1s equal to that
of a fixed amount of a commodity—gold—it 15 governed by
the same factors that govern the value of any other commodity,
and 15 therefore best explamned by the general theory of eco-
nomic value Before proceeding to use this analysis to explain
the value of gold, it 15 necessary to review for a moment the
meaning of “value” As was shown earlier, the worth of any
cconomic good 1s its ability to command other goods m ex-

2 This desenption 1s not stnctly accurate for the Umted States, for the
Treasury 1mposes a small “handhng charge” so that the buying price 15
shghtly below and the selling price shghtly above $35 an ounce
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change Under a barter economy the value of a good n terms
of others can be observed directly in the market In a money
cconomy 1t 15 ascertamed by comparing the prnice of the good
with the pnces of other things for which it 1s exchangeable
And 1t 15 altered with each change 1n 1ts price relative to other
puces, whether the shift of relative position results from a
change 1 1ts own price, or n other prices, or from nonpropor-
tional changes 1 both The term “the value of gold” 1s used
m the sense just described—the ability of gold to command
other goods mn exchange—and it vanes with each shuft in the
relative positions of the prices of gold and of other things We
have seen, however, that so long as a country mamtains 1its
gold standard unchanged, the price of gold must remain stable at
the level fixed by the monetary authonty, so the value of gold
can be lowered only by a nse mn the pnices of other com-
modities and can be raised only by a fall in these prices The
results of changes 1n the price of gold by the monetary authonty
will be discussed later

“The value of gold
(both as a commodity and
as money)
The supply of gold The demand for gold
The rate of cur- Accumu-  Nonmonetary de- Mongtary
rent gold pro- lated gold mand for gold demand for
duction stocks Industrial demand  gold

Oriental demand

Real costs  Pastpro- Pastlosses and Demand for  Proportion of
of produc- duction consumption money ofall demand for
uon,etc  ofgold  of gold kinds all kinds of

money that
‘must be satis-
fied by gold



90 An Introduction to Monetary Theory

Tue SuepLy oF GoLp

It 15 a commonplace that the value of any commodity de-
pends to some extent upon 1ts supply, the term “supply” being
used to mean a schedule of the vanous amounts that would
be made available at a senes of values The supply of gold 1s
composed of two parts (1) current production, and (2) ac-
cumulated stocks These will be discussed 1 turmn

The Supply of Currently Produced Gold Its Elasticity —
Under a given set of conditions as to the techmcal difficulies
of mming and refining gold, the rate of current gold production
vanies with 1ts value Gold miming 15 an increasing cost -
dustry, though some ores are so nch and favorably situated
that gold can be extracted from them at a relatively low real
cost, the rate of production can be accelerated only by ex-
ploiting ores that are progressively poorer and less well situated
This mvolves progressively higher real cost per additional unit
of output, and since producers tend to expand their output
to the pomt at which added costs of production have nsen to
the level of added receipts, 1t 15 evident that under a given
set of technical conditions as to the difficulty of producing
gold, output will be greater if the value of gold 1s hagh (1¢, 1f
the price level 1s low) than 1t would be if the value were
lower (1e, 1if the pnce level were higher) Many economusts
have pomted out that this sensiivity of gold production to
changes 1 1ts value tends to dimimish the effects exerted upon
the value by shufts in the demand for 1t Gold production tends
to be decreased when the price level 15 raised by a reduced de-
mand for gold and to nse when the price level 1s lowered by
an mcreased demand However weak this tendency may be, the
reason for 1its existence 1s not hard to understand We have
seen that so long as the gold content of the monetary umt 1s
unchanged, the price of gold must remamn constant But the
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money cost of mining and refining go]d—composed as 1t 1s
of the costs of labor, J) Y, expl , refining, ch
fuel, and other supphes—fluctuates with general prices In a
period of nsing prices, therefore, the money cost of gold pro-
duction nises agamst the fixed price of gold, thereby tending to
crowd out of production the higher-cost mines and sometimes
the highercost portion of production withn a mme This
decrease of output dunng a penod of price nse induced by a
decrease mn the demand for gold tends to retard the price rise by
curtathng additions to the gold stock Events duning a penod
of price dechine induced by an ncreased demand for gold are
roughly the reverse As prices fall, the money costs of gold
production fall, which tends to make profitable the working
of ores that were p ly unr we The resulting nse
of the rate of production tends to enlarge the monetary base
more rapidly and to retard the price dechne Unfortunately,
however, the stabihzing effect exerted by the elasticity of pro-
duction 15 too weak mn short periods to be of much avail
offsetting shifts i the demand for gold The reasons for this
will be seen later

Shifts 1n the Supply of Currently Produced Gold —Though
under a gwven set of conditions as to the real cost of mming
and refimng gold the elasticity of production tends mn some
degree to retard and lmit price level fluctuations induced by
slufts m the demand, 1t 15 evident that shifts m the supply
schedule of newly produced gold may occur and may tend to
bring about changes m the value of gold Any development
that decreases the quantity of labor and capital required to
produce a umt of gold increases the supply schedule of new
gold and thereby tends to lower the value of gold Some of
the most important phenomena capable of exerting this type
of influence are (1) discovenes of new and rich deposits, such
as those m Cahformia and Australia around 1850 and 1 South
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Afnca, Alaska, and the Klondike m 1889, and the years m-

diately followng, (2) and
the real costs of mmmg gold and of transportmg 1t to market,
(Included here are the development of hydraulic mining, the
1nvention of more efficient machinery for digging, hoisting, and
other mechamical processes about the mine, and the cheapening
of transportation of both gold and mmmg supphes An m-
teresting recent mmnovation in transportation 15 the use of air-
planes to carry men and equipment to and gold from regions
that were previously maccessible ) and (3) perfection of more
economcal processes of refiming, such as those usmg chlorme
or cyamde of potassum These developments that lower the
real cost of producing gold tend to mcrease the output and to
lower the value of gold

Conversely, any event that increases the real cost of bring-
ing forth new gold tends to decrease the output and to raise
the value The most common event of this sort 1s the exhaus-
tion of the more lucrative ores faster than new ones of com-
parable nichness and location can be discovered and brought
mto production

The Cost of Production and the Value of Gold —It 15 evi-
dent, then, that the rate of gold output 1s affected by the cost
of producing this metal But how vald 1s the belief held by
some that the value of gold 15 determimed by 1ts cost of pro-
duction? This query 15 best answered by considening two less
comprehensive questions The first 15, “How closely related 1s
the rate of current gold output to 1ts cost of production?” We
have seen that shifts i costs tend to bring shifts in the rate
of output, but the full effects are felt only after a delay, which
1s sometimes very long A decline n the cost of producing
gold may not elicit a sizable mcrease m the rate of output
for several years Most gold miming 1s now large-scale business
mvolving lengthy preparations and heavy mvestment m fixed
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capital, which, after bemng imstalled, remamns usable for a
long period As a result, 1t may be unprofitable to open new
shafts in response to lowered costs unless costs are expected to
continue at the low level for a considerable time And even
when 1t 15 decided to open new mines, there 1s 1n many cases
an nterval of from five to eight years between the first prepara-
tions and the sale of the first gold produced ¢ Sumilarly, a nse
m the costs of gold production exerts 1its full curtaihng effects
on output only after a long interval, for mines often continue
m operation until opened veins are exhausted or until most
of their fixed capital 15 worn out, despite the fact that they
are earming less than a normal rate of return on the ongmal
mvestment m them For these reasons, the rate of output may
remamn out of hne with the costs of producing gold for long
penods, during which miming concerns enjoy large windfall
profits or suffer windfall losses

The second question to be considered 15, “How closely re-
lated to the current cost of gold production 1s the total supply
of gold?” The relationship 15 very remote, and for two principal
reasons The first reason has just been given—the slowness with
which the current rate of gold output adjusts itself to changes
m production costs More important, however, m separating
the supply of gold and its current cost of production 1s the
degree to which the supply 15 composed of stocks produced m
the past Owing to the physical impenshability of gold and
to 1ts technical treatment as money—as money 1t can be used
repeatedly with but little physical detenoration—a large part
of the gold production of past centunes 1s available to meet
the needs of today In 1939 the monetary gold stock of the
world contained about $24,500,000,000 of gold, and there was
an additional large though undetermimed amount in Orental
hoards and mn gold merchandise But though production in

*L D Edie, Monev, Bank Credit, and Prices, New York, 1928, p 241
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1939 was the largest ever recorded for a single year, 1t was only
about $1,400,000,000, or less than 6 per cent of the existing
stocks of monetary gold For several decades before the great
depression of the 1930’s, annual gold production ranged be-
tween 2 and 4 per cent of the accumulated stocks of monetary
gold Because of this low ratio of current production to ac-
cumulated stocks, the supply of gold behaves quite differently
from the supply of most other types of goods, and particularly
of non-durable goods Whereas a doubling or halving of the
current production of coal or cotton would usually lead to
a roughly proportional change m the total amount of these
commodities available for usc, an even greater percentage change
m the rate of gold production would affect the total available
stocks of gold but httle i short periods Like the supply of
other highly durable goods—such as factory buldings and rail-
ways—but to a greater degree, the supply of gold 1s relatively
melastic for protracted peniods

The remoteness of the relationship between the supply of
gold and the current cost of production 1s sufficient reason
for rejecting as mad and ding the cost-of-production
theory of the value of gold, particularly as applied to short
penods The theory would still have to be rejected as made-
quate and mcomplete, however, even 1if the gold supply did
depend on current cost of production, for 1t would not indicate
a determunate value for gold As we saw earher, there 1s not at
any time one cost of producing gold, but a cost schedule re-
flecting the increasing cost nature of the gold-miming industry
If at any given time the cost of minmg and refiming gold
ranges all the way from a dollar to hundreds of dollars an
ounce, how can 1t be said that the value of gold 15 determned
by ats cost of production? As in the case of any economic good,
it 1s only at the margin—if anywhere—that value and cost of
production tend to be equal, and the location of the margin
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vanes with the magmtude of demand* The demand for gold
must, th be considered m any ad explanation of
1ts value

Before proceeding to an examnation of the demand for gold,
however, 1t may be useful to summanze our findings relating to
the supply and the value of gold (1) The supply—n the sched-
ule sense—1s made up of current gold production and of stocks
produced mn the past, and the second component s far the
larger (2) The supply 1s highly melastic over short periods,
partly because of the slow adjustability of the rate of gold
output to changes 1n 1ts costs of production and partly because
of the quantitative importance of accumulated gold stocks (3)
Though mcreases and decreases mn the value of gold induced by
shufts m 1ts demand tend to be retarded and hmted to some
extent by mncreases and decreases mn the rate of gold output, the
stabiizing effects exerted 1 this way are weak over any except
long penods, owing to the melasticity of the supply noted m
(2) And (4) the cost-of-production theory of the value of
money must be branded as madequate and incomplete, though
1t does call attention to one sct of influential factors

Tue Demano ¥or GoLp

One vamant of the commodity theory must be flatly re-
Jected Thas 1s the contention that the value of gold as money
15 determined by 1ts value as a commodity for nonmonetary
uses, that first this value for uses other than money 1s de-
termined by the supply of gold and the demand for 1t mn those
nonmonetary uses, and that then the resultant value as a com-
modity 15 1imposed upon 1t as money This proposition 15 no

4 Knut Wacksell, Interest and Prices, New York, 136, p 36 A further
objection to the cost of production theory of the value of gold anses out
of the fact that much gold 15 produced as a jomt product with other

metals—such as lead, zinc, copper, and siler—so that an accurate alloca
tion of total costs 15 impossible
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more true than the opposite statement that the value of gold
as money determunes 1ts value as a commodity for nonmonetary
uses, indeed, the latter contention 1s nearer the truth, for the
monetary demand 15 much greater than the nonmonetary de-
mand, and gold would surely have a lower value 1f 1t were not
d ded for P Nerther extreme position 1s
tenable, however The va]ue of gold n all 1ts uses 15 determmed
simultaneously by its total supply and its total demand, and
the latter 1s posed of the d ds for both y and
nonmonetary uses Any analysis that ignores either type of de-
mand 15 incomplete

The Nonmonetary Demand for Gold —From primitive trmes
the nonmonetary demand for gold has been sufficient to endow
this metal with a relatively high value, even if 1t had not been
claimed for use as money Its first important uses were probably
for rehigious purposes and for personal ornamentation The
desire for self-ornamentation and the joy of conspicuous waste
have app ly not been erad d from mankind m the
process of cwilization, for considerable amounts of gold are
still utilized i watches, bracelets, nings, chains, pins, and other
forms of personal adornment Gold 15 also demanded for mak-
g plate, for gilding books and other articles, for producing
nch architectural effects on domes and intenors of buildings—
particularly of public bulldings and houses of worship—for cer-
tain manufacturnng processes, and for dental and surgical pur-
poses The aggregate of these demands 15 usually referred to as
the ndustrial demand for gold

The value of gold 15 obviously influenced by the magmtude
of its industnal demand An ncrease n the mdustnal demand—
m the sense of an increase m the demand schedule—leaves less
gold for monetary uses and tends to raise the value of gold both
as a commodity and as money And a decrease mn the industnal
demand—brought about by such events as a dechne n the
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communnty’s desire for gold ornaments or the development of
more satisfactory substitutes—allows more gold to flow nto
monetary uses and tends to lower the value of gold both as a
commodity and as money

Though shifts 1 the industnal demand—n the sense of
shufts i the demand schedule—may alter the total demand for
gold and thereby 1ts value, there 15 some tendency for the
elasticity of the industrial demand at any time to retard and
Timut price level fluctuations induced by shifts in the gold supply
or 1n 1its other types of demand Owing to the constancy of
the price of gold under the gold standard, prces of articles
made of this matenal tend to nse less i pernods of general
price mcrease and to fall less 1 peniods of general dechne than
do prices of most other commodities When the price level nises,
therefore, the consumption of gold m 1ts industrial uses usually
nises, thereby reducing the volume available for monetary and
other purposes and tending to retard the price nse But when
the price level falls, the consumption of gold m industry
usually falls, thereby releasing a larger part of current produc-
tion for monetary and other uses and militating agamst further
price declines

That shufts mn the industnal demand for gold serve to alter
1ts value and that the elasticity of this demand acts to some
extent as a shock absorber to retard vanations i the value of
gold emanating from changes m the supply or 1n other types of
demand 15 undoubtedly true Over a long period the behavior
of the industnal demand 1s a major determmant of the value
of gold But 1its efficacy m explaimng changes m value over
short periods must not be exaggerated The industnal demand
15 only a very small part of total demand Though such figures
are subject to a hugh degree of error, 1t 15 estimated that dunng
the decade of the 1920’s the industnial demand in western
nations fluctuated around $100,000,000 per year, and roughly
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the same average amount was taken annually by the Onent
But about $10,000,000,000 of gold was held i the monetary
systems of the world * Because the industrial demand 1s such
a small part of the total, even large percentage vamations
it exert but small effects on aggregate demand n the short
run, and 1ts elasticity would have to be great indeed to absorb
any considerable part of the effects of vamations m the gold
supply or of fluctuations m the other types of demand for
gold

The other component part of the nonmonetary need 1s the
Onental demand (largely by India) for this metal to hoard or
to use for ornaments ¢ As already noted, an annual average of
roughly $100,000,000 m gold was taken by the Onent dunng
the decade of the 1920's, though the amount vaned widely
from year to year In years that were highly prosperous for those
sections, especially for India, large amounts were imported In
bad years, on the other hand, gold imports were much smaller,
and sometimes were less than exports It 15 cvident that the
value of gold 1s nfluenced by this Orental demand As was
found to be the case with the industnal demand, however, the
Onental demand 1s such a small part of the total that its
fluctuations exert but shght effect on the value of gold dunng
short periods But the effect of the Onental demand can be
quite mmportant over longer peniods To take an extreme ex-
ample, 1f the Onent should import no more gold for twenty
years—and especially 1f 1t should disgorge large amounts of gold
—the amount available for industnial and monetary uses would
be much greater and the value would probably be lower than

5 At $20 67 a fine ounce

¢C O Hardy contends that the Onental demand for gold 1s more’
properly classfied as a_monetary demand, sice the gold 15 desired for use
as a store of value He concludes, however, that since 1t behaves quite
differently from the monetary demand for gold m the remander of the
world, 1t 1s more convemently discussed as a part of the nonmonetary de
mand’ Cf Is There Enough Gold? Washmgton, 1936, pp 78 79
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they would be if the Orental demand continued at the level
of the 1920’s A large and sustamed mncrease m the Onental
demand would produce effects of an opposite nature

The Monetary Demand for Gold —By far the largest part
of the aggregate demand for gold at any time 1s the demand
for use i the monetary systems of the world Not only do
the monetary systems hold $24,500,000,0c0 of gold accumu-
lated n the past, but they absorb each year half or more of
the current output It 1s evident, therefore, that fluctuations
m monetary demand are capable of exerting a powerful mnflu
ence upon both the total demand and the value of gold They
are the most important single source of changes in the value
of gold duning the various phases of the busmess cycle, and
they rank m importance with fluctuations i the gold supply
as determmants of the value over long penods

The magmtude of the world’s demand for gold for monetary
uses vanes with two general factors (1) the world’s demand
for money of all kinds, and (2) the proportion of that demand
that 15 satisfied by gold The demand for gold for monetary
purposes can be increased by a growth 1n the demand for money
of all kinds, by a nse mn the proportion of that demand that
must be satisfied by gold, or by a combination of the two And.
conversely, the monctary demand for gold may decline because
of a decrease m the demand for money of all kinds, because of
a decrease 1n the proportion of that demand that 15 satisfied
by gold, or because of a combmation of the two

The demand for money of all kinds and the factors determin-
ing 1ts behavior have already been discussed ? It 1s sufficient,
therefore, to recall here that 1t vanes with the physical volume
of trade to be effected with money and with the proportion of
that trade over which people nsist on holding purchasing power

7Cf Chapter IV, especaally pp 7579
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m the form of money, and that 1t 15 hughly vanable, showing
both long-term changes and wide cyclical fluctuations

Only a small part of the total demand for money 15 satisfied
by gold, however By far the larger part 15 satisfied by other
types of money, such as non-gold comns, paper money issued by
commercial banks and governmental authonties, and—what 15
most important of all—checking deposits at banks Since at
most only a small gold reserve 15 held behind these types of
money, they serve as “economizers” of gold, or as “substitutes”
for 1t On account of the great volume of these “substitute”
types of money, both the monetary demand and the value of
gold are very much less than they would be 1f the entire demand
for money had to be satisfied by gold alone

Moreover, the behavior of the monetary demand for gold 1s
altered by fluctuations m the proportion of the demand for
money that 15 satisfied by types other than gold Any develop-
ment that increases the proportion of the demand for money
that 15 satisfied by “substitute” types of money serves to de-
crease the demand for gold and thereby to lower 1ts value Some
of the most important developments leading to greater “econo-
mues of gold” are as follows (1) The spread of commercial
banking and the increased use of checking deposits as money
Because of the fractional reserve prnciple, cach dollar of re-
serves can support several dollars of checking deposits (2) An
mcrease 1 the number of dollars of checking deposits erected
on each dollar of bank reserves, owing to either a reduction
of the legally or customarly required reserve ratio or to a dumi-
nution of excess reserves (3) An enlargement of central bank
credit relative to gold reserves, for central bank credit can be
used as cash for hand-to-hand circulation or for bank reserves
(4) A prohibition of the d 1 and hoarding of
gold com and bullion This concentrates a larger proportion of
the monetary gold in the hands of the monetary authonties
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and can permit the erection of a larger superstructure of other
types of money (5) The spread of the gold-exchange standard,
which 1n effect permuts gold to serve as reserves for two or more
countnes simultaneously (6) The 1ssue of additional paper
money and subsidiary coins of metals other than gold ® And (7)
the abandonment of the gold standard and the export of gold
by a country or countnies which thereafter operate on non-gold
standards

Just as the above developments can increase the total supply
of money relatve to the supply of monetary gold and can de-
crease, or at least retard the nse of, the monetary demand for
gold, developments of an opposite nature can decrease the pro-
portion of the demand for money that 1s satsfied by gold “sub-
stitutes” and can serve to increase the demand for gold Some
of the most important developments serving to shift upon gold
a larger proportion of the demand for money are the following
(1) A dimimished willingness of the public to hold checking
deposits rather than other types of money, owing to such fac-
tors as fear of bank failures, the imposition of taxes on checks,
or the introduction of service charges by the banks The result-
g loss of reserves may force the banking system to reduce
checking deposits by an amount equal to several tunes the dran
of cash (2) A decrease n the number of dollars of checking
deposits erected on each dollar of bank reserves, because of
erther a nise mn the legally or customanly required reserve ratio
or an accumulation of excess reserves Banks are especially hkely
to accumulate excess reserves m penods of busiess stagnation
(3) A decrease mn outstanding central bank credit relative to
gold reserves This may be considered as erther a hoarding of
additional gold by central banks or a reduction m the quantity
of “central bank” money outstanding (4) Greater domestic
hoarding of gold comn and bullion rather than other types of

& Other than gold certificates which require 100 per cent gold backing
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money (5) A decrease mn the use of the gold-cxchange standard
and a shift to a full gold standard (6) The withdrawal from
use of non-gold subsidiary coms or paper money, so that gold
money or money requiring larger gold reserves must be used
m therr place (7) The adoption of a gold standard by nations
previously using inconvertible paper, silver, or bimetallic stand-
ards This widens the sphere of circulation of gold and increases
the monetary demand for gold relative to the demand for
money n general

It 15 evident, then, that the monetary demand for gold, be-
cause of 1ts magmtude and 1ts high degree of vanabihity, 15 one
of the most important determiants of the value of gold

Tue Commoprry THEORY APPLIED TO INCONVERTIBLE
Parer MoNEY

It has been seen m the preceding pages that the commodity
theory can be used to explam the value of money under a gold
standard, which requires that the value of the monetary umt
be kept at a fixed level i terms of gold Some economists have
msisted, however, that this theory can also be applied to an
mconvertible paper money which, mstead of bemng fixed m
terms of gold, 1s free to fluctuate m terms of that metal They
hold that the value of such a money 15 determimed not by the
commodity value of the paper of which 1t 15 composed—hus-
tory records only a few cases m which the value of a paper
money has fallen so low—but rather by the worth of the gold
mto which the money will probably be made convertible
the future According to this view, the purchasing power of
an mconvertible paper money at any time depends upon the
communty’s expectations as to (1) the amount of gold into
which the monetary umt 15 likely to be made convertible, (2)
the degree of probability that such convertibihty will m fact
be established, (3) the purchasing power of the gold mto which



Commodity Theones of Money 103

the money will be made convertible, (4) the length of time
that will probably elapse before the estabhishment of converti-
bility, and (5) the rate of interest that must be sacnficed 1f
paper money 15 held rather than passed along In other words,
the value of an mconvertible paper money at any tume 1s equal
to the discounted value of the gold into which the paper money
will m the future become convertible It 1s sigmficant that vir-
tually all the proponents of this theory beheve that only money
with a considerable value for nonmonetary purposes will be ac-
cepted m trade and that 1ts value as moncy 15 determned by
1ts value as a commodity They are forced, therefore, to resort
to some such theory as the one under consideration to explam
why paper money will circulate at any value whatever

There are undoubtedly cases mn which the prospect of future
convertibility does influence the value of a paper money which
15 for the time bemng nconvertible® The most mmportant of
these cases 1s that m which the date and terms on which the
paper money is to be made convertible mto gold have been
made pubhc This prospect of convertibiity mto gold sets a
lower limit—though a it that vanes with expectations as to
the probability and terms of future convertibihity—to the value
of a paper money This value cannot fall below the level of
what the commumty on balance believes to be the present dis-
counted value of the gold into which the money will probably
become convertible, any tendency for 1t to do so would offer
chances for abnormally large profits to be ganed by holding
money for later conversion mto gold and would mduce enough
additional hoarding of paper moncy to raise 1ts value to the
level just described The value of an inconvertible paper money
may, however, remamn far above this lower himit There have
been many cases in which mconvertible paper currencies with
virtually no prospect for redeemability in gold have continued

9Cf R G Hawtrev, Currency and Credit, London, 1930, pp 32 33
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to be accepted and have circulated at a value far greater than
was justified by their prospects for future conversion There
have even been cases in which a paper money completely di-
vorced from gold has come to possess a purchasing power
greater than that of the amount of gold into which 1t was previ-
ously redeemable The proponents of the theory under discus-
sion cannot explamn this phenomenon without resorting to
highly unreahstic assumptions Their fundamental error lies 1n
their contention that money 1s valued only for its commodity
content Once a paper money has been established by law or
custom as a means of payment, 1t can have a value as money
quite apart from 1its value as a commodity The demand for
these pieces of paper to carry on the trade of the commumty
may casily endow them with a higher purchasing power than
they would have as tenuous claims upon some undetermined
amount of gold into which they might be converted at some
mdefimte and remote future date

EvaLuation or 18HE Commopiry THEORY

The commodity theory of the value of money cannot be val-
1dly apphed to all types of money, for, as we have seen, 1t fails
when applied to iconvertible paper money Moreover, m the
hands of some of 1its advocates 1t 15 often one-sided and nade-
quate, if not fallacious, as applied to money under gold-standard
conditions Some of the most common errors of the commodity
theonst are to overstress the role played by the cost of gold
production, to overestimate the shiftability and elasticity of the
gold supply—especially 1 short peniods—to contend that the
value of gold as money merely reflects and 15 determined by
the value of gold as a dity, and to und the
causative influence of the monetary demand for gold But if
these putfalls are avoided, as has been attempted n this chapter,
the commodity theory can contnbute to our understanding of
the behavior of the value of money under a metallic standard
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It 15 the wnter's opiion, however, that even when the com-
modity theory 15 stated in 1ts most valid form 1t throws less
light upon the process of price-level determination and the state
of economuc actvity than does a carefully formulated quantity
theory There 1s nothing m the commodity theory that has not
been ncluded 1 careful and accurate formulations of the quan-
tity theory Quantity theonsts have from the begmnning mnsisted
that the cost of gold production, the stocks of accumulated
gold, and the nonmonetary demand for gold must be consid-
ered m explaimng the supply of monetary gold, which, i turn,
15 one—though only one—of the determmants of the money
supply And m their analysis of T, K (or V), and the ratio of
the total money supply to monetary gold, quantity theorsts
have explamned more clearly than have the commodity theonsts
the phenomena that the latter clude under the head of the
monetary demand for gold An adequate and reahstic explana-
tion of price-level determination must explain 1n terms of human
decisions why the flows of money expenditures and of the
physical volume of trade behave as they do The quantity the-
ory, though far from perfect, surely ranks ahead of the com-
modity theory i this regard

ALTERATIONS IN THE PricE or GoLp anp THER EFrFecT ON
Price Levers

Monetary theonsts have long been interested n the effects
exerted upon the general level of prices by alterations m the
gold content of the monetary umt This interest has been much
heightened 1n recent years by two events One of these has
been the persistent proposal by some monetary reformers that
the price of gold be regulated by the monetary authonty n
such a way as first to raise the prices of goods at wholesale to
a desired level and then to stabilize them there The other was
the increase, mn 1933 and 1934, of the price of gold m the



106 An Introduction to Monetary Theory
United States from $20 67 to $3500 an ounce, followed some
time later by similar actions on the part of a number of Euro-
pean nations
In analyzing the effects of changes 1n the price of gold, two
cases must be distinguished The first 15 that m which all gold-
standard countries change their prices of gold simultaneously
and to the same extent Such an event has not m fact occurred,
but many of the proposals for monetary reform have suggested
1ts deswrability The second 15 that m which one country alone
changes its mint price of gold
Alterations mn the Price of Gold m All Gold-standard Coun-
tries —What would be the effects on price levels if all gold-
dard 1 ly doubled or halved the price
of gold? All schools of monetary theorsts agree that increases
or decreases 1n the mint price of gold tend to produce increases
or decreases 1n price levels, but they disagree heartily as to the
extent of the effect excrted on prices, as to the certainty that
prices will respond, and as to the length of time required for
price changes to be effected Some of the more nawve theonsts
have contended that changes m the price of gold will alter the
price level proportionally and immedately, or nearly so Though
this list includes a few mcautious quantity theonsts, 1t appears
to be composed largely of those who beleve that the value
of money depends upon the value of the money matenal m 1ts
commodity uses It 15 obvious, these commodity theorsts con-
tend, that to halve or double the amount of gold of which the
dollar 15 composed and for which 1t 1s valued will halve or
double the value of the dollar This theory must be rejected
It 15 contradicted by expenience and 1t assumes an automatic
and even mystical causation that does not exist mn an economic
system activated by human decisions No one has yet explamed
why a gven change in the mint price of gold might reasonably
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be expected to bring about such a shift i the money demand
for goods and services as to effect an inmediate and propor-
tional change 1n their prices This 15 not to deny that the long-
run effect on prices may, though 1t need not, be approximately
proportional

A change m the price of gold by all gold-standard countnes
would nfluence price levels principally through its effect upon
the money value of the monetary gold stock and thence upon
the size of the money supply Alterations m the price of gold
change the money value of the gold stock m two ways by
changing the money value of gold stocks already accumulated
and by accclerating or slowing down the rate of gold produc-
tion * In early 1939, the monetary systems of the world held
about 700 million ounces of gold At $20 an ounce this gold
would have been valued at $14,000,000,000, at $35 an ounce 1t
was valued at $24,500,000,000 An ncrease m the price of gold
also enhances the profitability of gold mimng and stimulates
gold production until such time as higher prices raise produc
tion costs suffi ly to render ble agam the added
production This stmulus may contiue for a considerable pe-
niod A reduction m the prce of gold, on the other hand, de-
creases the profitabihty of gold muming and discourages gold
production until money costs of production have declimed as
much as the price of gold

It must be emphasized, however, that 1t 15 by no means nec-
essary that a change m the money value of the monetary gold
stock should brng about a proportional change m the total
money supply, this is particularly true in the shorter run What
the reaction of the total money supply will be and when this

10 The monetary gold stock may also be altered by mduced changes m
%old consumption for nonmonetary purposes A rise n the price of gold 15
ikely to discourage the industrial use of gold, at least until other prices
have nsen proportionally, thercby making more gold available for use as
monev A decrease m the pnce of gold would have opposite effects
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reaction will occur depends on many conditions, of which we
shall consider some of the more important Three cases are
those m which (1) all monetary gold 15 held by the members
of the community, who absorb all the pecumary gams or losses
resulting from changes i the mint price of gold, (z) all mone-
tary gold s held by the commercial banks, which assume the
profits or losses resulting from the changed price of gold, and
(3) all monetary gold 15 held by the central banks and treas-
unes, which take the gold profits and losses

If all the gold were held by the people, 1f gold comn were
the only type of money n circulation, and if all the old comns
were taken to the mint, recomed mto new umts contaming
the same aggregate of gold, and paid out nto arculation, a
given change n the price of gold would effect a proportional
change in the money supply Suppose, for example, that the
only money a country has 1s 1,000,000 gold rubles weighing ten
grans each If the government then decreases the gold content
of the ruble by 5o per cent, each of the old rubles can be
comed mto two of the new type, and the money supply will
be doubled Conversely, if the weight of the ruble 1s doubled
and all the gold 1s recomned, the money supply will be halved
But this 1s obviously far from an accurate description of what
occurs when a large part of the money 1n use 1s 1n the form of
nongold cash and of checking accounts, and when most of the
monetary gold 1s held by commercial banks, central banks, and
governmental authonties

If all the monetary gold were m the hands of the commercial
banks and if they were permitted to enjoy any profits and were
forced to bear any losses ansing out of increases and decreases
i the price of gold, these changes would have the immediate
effect of alterng the volume of commercial bank reserves No
actual nise or decline of the money supply m the hands of the
public would occur, however, until the banks expanded or con-
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tracted therr loans and mvestments This might happen quickly
or only slowly If bank reserves were reduced by a decrease 1n
the price of gold, the banks mught contract therr credit by rais-
1ng mterest rates, by ratioming loans, and by selling investments
On the other hand, they might not contract credit at all or
they mught contract 1t only slowly If they possessed sufficient
excess reserves, they could resist the pressure for contraction
for some time, and even 1 the absence of excess reserves they
mught postpone contraction and repair their reserve position for
a time by borrowing from the central banks Whether or not
the latter course would be open to them would depend on
central bank policy But if bank reserves were enhanced by an
mcrease 1n the price of gold and the banks did not use these
funds to retire loans at the central bank, they would fecl a
pressure to expand their loans and mvestments i order to con-
vert stenle excess reserves nto earning assets To expand bank
credit mn penods of prospenty 1s easy enough, though 1t may
require some time, but 1t 15 likely to be much more difficult in
periods of business stagnation At such times the banks may
fear to buy nvestments or even to lend on short term, and
even lower nterest rates and more liberal standards for judging
loan, applications may not brng forth a sufficient demand for
loans to utilize all the added reserves In summary, even 1if
alterations 1n the pnce of gold do bning about corresponding
changes m the volume of commercial bafik reserves, the money
supply may be altered only slowly and after a considerable
delay, owing to the dependence of the volume of checking
deposits on the lending and mvesting policies of banks

In most cases, however, alterations 1n the price of gold do
not even bring about immediate and proportional changes in
the volume of commercial bank reserves In modern monetary
systems under which most of the monetary gold 15 concentrated
n the vaults of central banks and governments most of the
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profit or loss resulting from increases or decreases 1 the prce
of gold accrue directly to these holders, and m recent times
governments have usually appropniated any profits accruing to
prvate holders of gold Under these conditions, therefore, al-
terations i the price of gold affect the volume of commercial
bank reserves only when the central bank and government per-
mit them to do so This may occur but slowly and then only
after a delay For example, though the United States Treasury
realized a profit of $2,808,000,000 when m 1934 1t lifted the
price of gold from $20 67 to $35 00 an ounce, only a very small
part of that profit has up to the date of this wnting, six years
later, been made avalable to banks Virtually all of it was
hoarded by the Treasury Several of the European governments
that raised the price of gold followed a somewhat similar policy

For any one or more of the above reasons the money supply
may fail for some time, perhaps for a long time, to vary pro-
portionally with the price of gold And even if the money
supply did move mmmediately and proportionally, the price
level would not necessanly respond n a sumlar way, because
of changes m the velocity of money and the physical volume
of trade The conclusion must be, therefore, that gold-standard
countnes as a group are hkely to find that mampulation of the
mnt price of gold 1s not by itself an efficacious method of
raising prices 1 the short run or of stabihzing pnces through
the busimess cycle It does seem likely, however, that this
method might be used to obviate long-term nises and declines
m pnces traceable to “excesses” or “‘shortages” of the gold
supply

Changes i the Price of Gold by One Gold-standard Coun-
try —The preceding discussion related to the case in which all
gold-standard countnes altered their prices of gold simultane-
ously and to the same extent The present section will deal
with the case m which one country acting alone alters the
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gold content of 1ts monetary umit while other nations mam-
tamn their umits unchanged When compared, these cases show
some sumlanties and some differences The present case 15 ike
that already discussed m that a change mn the price of gold
alters the value of the country’s accumulated gold stock and
stimulates or discourages gold production mn that country until
such time as offsetting changes m the costs of production have
occurred For example, the mcrease n the price of gold from
$20 67 to $35 00 an ounce 1n January, 1934, raised the value of
the monetary gold that the United States then possessed from
about $4,000,000,000 to about $6,800,000 000 and greatly stimu-
lated domestic gold mining This case also resembles the one dis-
cussed carher mn that the size of the money supply need not
vary immedately and proportionally with the money value of
the monetary gold stock It differs from the earher case pr-
manly because of the resulting alteration of foreign exchange
rates and the resulting differential between the domestic and
the foreign purchasing power of gold

Let us sec how and why a unilateral change of the mint price
of gold wll alter exchange rates between gold-standard moneys
The monetary umts of countnes on the gold standard exchange
for each other in the foreign-exchange market at a ratio closely
approximating therr relative gold contents If, for example, the
dollar of country D contamns 20 grans of pure gold while the
guilder of country G contawns 5 graims, 1 dollar will command
about 4 guilders n the foreign-exchange market Actual market
rates of exchange can deviate from this level only by a small
amount measunng the costs of transporting gold from one
country to the other Any alterations m the relative gold con-
tents of the monetary umts must, therefore, bring about ap-
proximately corresponding shufts m the exchange rates between
them Suppose, for example, that D reduces by half the gold
content of the dollar—lowenng 1t to 10 g hile other
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gold-standard countries, mcluding G, their
umts unchanged i terms of gold The dollar must immedately
fall by half in the foreign-exchange market, although 1t could
formerly purchase 4 guilders, 1t can now purchase only 2 This
decline of dollars 1n the foreign-exchange market, which will
be considered by the nationals of D as a doubling of the prices
of foreign gold moneys, will immediately bring about i D
some mise mn the dollar prices of both imported and exported
goods, and will stimulate exports and discourage imports until
such time as the domestic price level has nsen as much as have
the prices of gold and of foreign moneys

It 15 easy to see why the doubling of the price of foreign
moneys will ncrease m D the prices of imported goods n terms
of dollars and will tend to discourage purchases abroad Before
the devaluation of the dollar, when 1 dollar would purchase
4 gulders, a commodity selling 1n country G for 4 gmlders could
be purchased for 1 dollar and could be sold m D for 1 dollar
plus an additional amount sufficient to cover the costs of mov-
mg the goods and to allow importers the necessary profit After
the devaluation of the dollar, however, when the dollar will
buy only 2 guilders, that same commodity will, 1f 1t still sells
m G for 4 guilders, cost not 1 but 2 dollars In the face of this
nse in the prices of imports, residents of D will tend to curtail
thewr purchases abroad until such time as their money incomes
and the price levels of domestic goods have mnisen as much as
foreign-exchange rates

The doubling of the prices of foreign exchange will also
raise the dollar prices of D’s exports Before the devaluation of
the dollar, a commodity that could be sold abroad for 4 guilders
would sell i D for 1 dollar mmus the cost of getting 1t to the
foreign market But if after the devaluation of the dollar the
commodity can still be sold abroad for 4 guilders, its price 1
D will nse to 2 dollars mimnus the cost of shipping 1t abroad,
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for the 4 gulders received in payment for 1t can now be con-
verted 1nto 2 dollars This nse in the prices of exports will en-
courage exports so long as the domestic price level does not
nise as much as the prices of gold and foreign exchange

The argument up to this poimnt seems to mndicate that the
unilateral doubling of the puce of gold by D will result in a
doubling of the dollar prices of both importable and exportable
goods This can occur, however, only if the foreign pnces of
these goods—the gulder prices of the goods in G, for example
—reman unaffected And such a condition 1s not likely to per-
sist Actually, the foreign prices of these goods will be lowered
somewhat, owing to the decrease n D’s demand for the im-
portable goods and to the crease 1 her supply of exports
The fall of prices abroad will not, however, be i proportion
to the fall of the foreign-exchange value of the dollar, for D’s
demand and supply make up only a part of the total demand
and supply that determine prices i the world markets Thus
the principle remamns that the devaluation of the dollar wall
tend to raise the prices of importable and exportable goods in
D, though the extent of the nse 1s hikely not to be as great as
at first indicated 1

We have seen that the fall of the dollar in the foreign-
exchange market tended directly to raise the prices of import-
able and exportable goods It also exerts important direct and

M How much the foreign prices of goods imported and exported by D
wll be affected by D’s devaluation depends on many factors, among which
are the ratio of D's demand to the total world’s demand for the goods
imported by D and the ratio of D's exports to the total world supply of these
goods In %cneml, the smaller the proportion of D’s imports and exports
to the world total of these goods, the smaller will be the effects exerted
on world prices by vanations 1n D's demand and supply, and the greater,
therefore, will be the effects of D’s devaluation on the dollar prices of im-
portable and exportable goods This mdicates that the effect of devaluaion
on the mternal prices of goods capable of enterng nternational trade 13
Iikely to be greater mn the case of a small country than 1n the case of a large
and ‘economically important nation
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mdirect effects upon the prices of goods that do not enter mto
nternational trade A few of these can be noted It s evident
that domestic goods made partly or wholly of importable or
exportable goods that have nsen 1 price will themselves nisc,
as will also domestic goods that are more or less close substi-
tutes for the mternational goods The prices of domestic goods
may also be raised by the inflow of gold that 1s likely to result
from the encouragement of D’s exports and the discouragement
of her mmports It must be remembered, however, that an ex-
pansion of the monetary gold stock, even 1f 1t does occur, may
not be followed by a parallel expansion of the total money
supply, money expenditures, and prices until after a considerable
delay, if at all

Up to this pomt 1t has been assumcd that despite D’s dc-
valuation of the dollar other gold dard coyntnes
their monetary units unchanged and took no other retahatory
action But 1 a world composed of nations that usually guard
jealously their gold reserves and that pnze highly their export
markets and merely tolerate imports, retaliatory action 1s ex-
tremely probable, particularly 1f D 15 a large and economucally
mmportant nation These retahatory measures may be of several
types The other nations may devalue therr own monetary umts,
perhaps even more than did D, 1n order to rase agamn the
price of dollars mn the foreign-exchange market and thereby
shut off D’s “unfair competition” 1n the mternational markets
They may also attempt to curb D’s exports by imposing em-
bargoes, quotas, 1 h restrictions,
additional or compcmatory tanﬁc, and vanous other hmitations

It 15 partly because of the unpredictability of foreign reper-
cussions and partly because of uncertainty as to the behavior
of the money supply and money expenditures at home that a
monetary authonty cannot foretell with any high degree of ac-
curacy the effect that a devaluation of its money will exert on
prices.




CHAPTER VI

THE INCOME AND EXPENDITURE APPROACH
GENERAL PRINCIPLES

INTRODUCTION

The outstanding event 1n the history of monetary theory smce
the World War has been the rapid development and nse m
populanty of the mcome and expenditure approach to the ex-
planation of the lntenelmonslnps of money, prices, and busi-
ness ‘activity Previously, this type of theory had been largely
echpsed by other approaches to the problem, and especially
by the various forms of the quantity theory But in the wntings
of such outstanding economusts as Wicksell, Aftalion, Schum-
peter, Hawtrey, Robertson, Keynes, and 1 many others it has been
claborated and discussed to such an extent dunng the postwar
penod that it now occupies a dominant position i monctary
analysis Not only has 1t crowded out of the pages of learned
economic journals virtually all discussion of competmg ap-
proaches to the problem, but its termimology—if not 1its ngor-
ous analysis—is beng widely adopted by government officials,
journahsts, and laymen

The great populanty of the income and expenditure approach
denves not from the substance of this thcory but from its
logical framework In explaining the interrelationships of money,
prices, and business activity, 1t deals with the same factors con-
sidered by the quantity theonsts—the quantity of money avail-
able, the speed with which this money 15 spent, and the physical
volume of goods produced and sold for the flow of money ex-
penditures But because 1t 1s stated mn terms of such basic eco-

s
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nomic op as ds goods, g
spending for consumphon goods, saving, investing, creating and
destroying money, and hoarding and dishoarding, 1t seems more
closely related to human decisions and actions, 1t can be inte-
grated with the general economic theones of value and distribu-
tion to an extent not possible with other forms of monetary
theory, and 1t 15 by far the most useful approach available for
analyzing the monetary aspects of busmess cycles

an 1income,

Tue OrGIN OF THE INCOME AND EXPENDITURE APPROACH

Though the mncome and expenditure approach attamed 1ts
dominant position 1 monetary theory only recently, its roots
go back at least as far as the cighteenth century Dunng the
nimeteenth century 1t scems to have been kept alive by—and
perhaps even owes a large part of its present populanty to—
the heated controversy that has raged around the most per-
sistent questions 1n “Does the capital economy
opcratng under q monetary system generate sufficient money
mcomes to take off the market at remunerative prices all the
goods that 1t 15 capable of producing? Or 1s there a deficiency
of purchasing power that leads to underemployment of labor,
capital, and natural resources, with the result that production
15 not allowed to reach and continue at capaaty levels? And
even if the system does fi money 1n-
comes to purchase at remunerative prices 1ts capacity output,
do those money incomes always become effective demand
the market?” A bnef examimation of the 1ssues and arguments
mvolved m this long-continuing controversy will help to ex-
plain the ongin and nature of the present mcome and expendi-
ture approach to monetary theory

Opmion as to the suffi or defi of h
power has been divided into two main categones that of the
classical economusts who, until recently at least, have dominated
economic thought and have demed the existence and some-
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times even the p y of a defi of purct g power,
and that of the dlssenters The dissenting gwup, ‘whose mem-
bers often disagree completely on other matters, have had one
contention m common that under the capitalistic system
money expenditures can be so deficient as to bring about un-
employtus:nt and prevent the economic system from operating
at 1ts maximum capacity They disagree, however, regarding
the frequency and seriousness of this alleged deficiency Some
of the milder dissenters point out that purchasing power can
be deficient, as mshown by the occurrence of peniods of reces-
sion and dsprcssnm\ put they admt that 1t can also be suffi-
cient, as 15 by the of p y More ex-
treme members of the group insist that the deﬁcncncy 15 chromc
—that there 15 a continued tendency toward “general overpro-
duction,” “a glut n the market,” or “underconsumption ” The
depressing effect of this tendency 15 obvious to all mn perods
of cyclical depression, what 15 not so obvious, they contend, 1s
that even mn so-called prospenty penods the msufficiency ot
purchasing power prevents production from reaching the very
hugh levels which the accumulation of capital and the advance
of techmcal knowledge have made possible

Dufferent d have ad d varyng expl of
this alleged tendency toward general overproduction or defi-
ciency of aggregate demand Some havc suggested that 1t 15
traceable to the tend: n an y for total
productive ability to advance more rapidly than moncy ex-
penditures for output, which leads to falling prces, decreased
profitability of production, and thence to unemployment A
large majonty, however, have attnbuted the alleged deficiency
of aggregate demand to the act of saving, though they differed
agam as to the way in which saving rendered total demand
deficient Some assumed sumply that savings were hoarded, so
that this part of the commumity’s income did not return to the
market as effective demand Others advanced the more elaborate
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argument that the act of saving tended to bring about general
overproduction because of 1its double-edged effect of d h
g the demand for consumption goods at the very time that 1t
was ncreasing the ability of the economy to turn out these
goods Most of the dissenters have agreed, however, that the
deficiency of total demand due to saving was at least aggra-
vated and was probably caused by the prevailing mequalities
m the distribution of wealth and income

In contrast to the dissenters’ pcssumshc view that there was
a tendency toward a defi hasing power and that
this constituted a “fundamental ﬂaw m the price system,” the
classical economusts declared optimistically that general over-
production or a “general glut of the market” was mnpossible
‘The term “general overproduction” was used n several senses,
however It was employed by some to denote excessive produc-
tion relative to the desires of people for economic goods n
general The classical economusts nghtly demed that general
overproduction m this sense has ever ewusted They often
quoted with approval Adam Smuth’s statement that “The desire
for food 15 humited 1 every man by the narrow capacity of the
human stomach, but the desire of the convemiences and orna-
ments of bulding, dress, equpage, and household furmture,
seems to have no himit or certain boundary ”*

‘That there has never yet existed an economic system capable
of turning out morc cconomic goods than pcople desire 15 un-
questionably true Yet the central question at issue here 15 not
whether total production has ever been excessive relative to
human desires for goods, 1t 15, instead, whether total production
has tended to be so large relative to the effective demand n
the market that P find 1t unprofitable to employ
fully all the available factors of production and to expand output
to capaaity levels The classical economusts also demied that gen-

1 Quoted by Davd Ricardo m his Political Economy and Taxation,
Chapter
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eral overproduction m this sense could exist They admtted
readily that overproduction of a particular commodity or even
of a group of commodities could easily occur as conditions of
supply and demand shufted, but they asserted that overproduc-
tion of some goods was balanced by underproduction of others,
so that only misdirected or badly apportioned production, and
not general overproduction, resulted Speaking in terms of barter,
they pointed out that since labor 15 distasteful and will be per-
formed only for a materal reward, people produce goods only
for the purpose of consummg them or of using them for the
purchase of other goods, therefore, the supply of goods consti-
tutes the demand for goods, and any increase 1 total supply
15, when viewed from the reverse side, an equivalent increase
m total demand To assume that people would labor to produce
goods that they wished neither to consume nor to trade for
other goods was, m their view, patently absurd But though
this analysis was couched m terms of barter, they held that the
use of money as an mtermediary in trade did not i any way
weaken thar argument, for trade 15 essentally barter, even mn
a money economy Goods are sold for money, which, i turn,
15 used to purchasc other goods As J B Say put it,

a product 15 no sooner created, than it, from that m-
stant, affords a market for other products to the full extent of
its own value When the producer has put the fimshing hand
to hus product, he 15 most anxious to sell 1t immediately, lest
1ts value should vamish 1n his hands Nor 1s he less anxious to
dispose of the money he may get for 1t, for the value of money
1s also penshable But the only way of getting nd of money 1s
mn the purchase of some product or other Thus, the mere
circumstance of the creation of one product immediately opens
a vent for other products 2

?A Treatisc on Political Economy, 4th cdition, translated from the
French by C R Prinsep, Phila, 1830, Chapter XV, “Of the Vent or
Demand for Products *
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Sumilar statements are easy to find n the wntings of other
classical economsts 3

To support their contention that demand could not be de-
ficient, classical theonsts had to show that none of the phe-
nomena suggested by the dissenters could lead to a deficiency
Hoarding of money recewved for goods was often ruled out by
assumption, as we have seen, Say contended that the seller of
a good 15 “anxious to dispose of the money he may get for 1t,
for the money 15 also penishable ” How the seller would behave
1f he expected money not only to mamntain 1ts value but also
to appreciate was not explamed Others who recogmized that
hoardmg does sometxmes occur held that this would not reduce

“purchasing power,” for p: d bl t 1d
fall enough to allow the entire capaclty output to be purchased
with the remaming money expenditures Nor could saving lead
to a deficiency of purchasing power, to save 1s not, they con-
tended, to hoard money nor to reduce total demand for output,
to save 15 merely to allow a part of one’s mcome to be used m
purchasing caprtal, rather than consumption, goods This con-
tention that an act of saving 15 always and necessanily coupled
with a corresponding expenditure for new capital goods will
have to be scrutinized later They also demed any tendency for
a deficiency of purchasing power to anse from a more rapid
mcrease of production than of moncy demand Differing lines
of reasoning underlay this demal Some mamntamned that when-
ever ncreased money cxpenditures were needed they would be
forthcoming In this vemn Say wrote,

There 15 always money enough to conduct the circulation
and mutual interchange of other values, when thosc values
really exist Should the ncrease of traffic require more money
to facihitate 1it, the want 1s easily supplied, and 15 a strong indi-
cation of prospenty—a proof that a great abundance of values

@ For a description and criticism of the classical approach to this problem,
seell’ ‘W Martin, Mamtaiming Purchasing Power, London, 1931, Chap-
ter
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has been created, which 1t 15 wished to exchange for other
values In such cases, merchants know well enough how to find
substitutes for the product serving as the medium of exchange
or money by bills at sight or after date, bank-notes,
runming-credits, wnte-offs, etc as at London and Amsterdam *
Other members of the group, though not sharing this optimism
as to the automatic adjustment of the means of payment to
the volume of production, nevertheless held that an increase
of total production would not lead to a glut, for prnices would
be reduced sufficiently to permut all the greater quantity of
goods to be taken from the market It must be noted that this
,contention 1s valid only 1f costs can be lowered quickly enough
to prevent any decrease m the profitabiity of business that
would lead to unemployment

‘Who was night m this controversy, the classical economsts
or the dissenters? As this matter 15 to be discussed later at some
length, only a few general observations need be made at this
stage No decisive victory can be awarded to erther side, senous
errors have been made by both The classical economusts were
undoubtedly too optimistic m denyng the possibility of a de-
ficiency of effective purchasing power, they apphed an essen-
tially longrun analysis to short-term phenomena, they failed
to recogmze the disturbing effects of hoarding, they assumed
that saving always leads to an equivalent investment in new
capital goods, and they overestimated the ease and speed with
which money costs adjust themselves to a falling price level
But if the classical economists were too optimistic, at least the
extreme dissenters, who demed that expenditures could ever
be sufficient, were too pessimustic For, as will be seen, though
the volume of money expenditures 1s sometimes “deficient,” 1t
15 also on occasion not only “adequate” but even “excessive”
The classical economusts, despite their errors, performed a use-
ful service 1 pomnting out that over a longer penod there 1s

*Ibd
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a sort of central tendency for demand to be sufficient to pur-
chase all of the goods that the economic system 1s capable of
supplying If this were not true, 1t would not have been possible
to find a market for the tremendous enlargement of output
that has occurred since the beginning of the industnal revolution

It 15 casy to sce how the mcome and expenditure approach
arose out of the controversy just described To discover whether
or not purchasing power could be deficient required an analysis
of the nature and ongn of income, the ways m which it can
be utilized and the effects of each method of its utthization,
the nature of the demand for output, and the relation between
the size of this demand and the size of the social income These
are the matenals out of which the income and expenditure
approach 1s constructed

Money INcoME AND MoNEY DEMAND FOR FmvisuED QurpuT

It 15 necessary, before entering nto the income and expendi-
ture analysis, to call attention to a few outstanding character-
istics of a capitahstic economy and to a few convement as-
sumptions and distinctions We have already noted that
modern cconomic systems based on speciahization and exchange
most enterprisers produce goods and services, not for the use of
th Ives and their dep but for sale to others There
are some s of the most 1mp of these 15
the farmer who produces some of the things that he consumes
—but mn the discussion which follows 1t 15 assumed that all
production 1s for the market The small degree of maccuracy
mtroduced by this assumption 15 more than compensated by
the gam m und dability It 1s also cor to distin-
guish between income recewvers and enterprisers, or more ac-
curately, between the functions of receving and disposing of
mcomes and the function of maling decisions as to the types
and amounts of production to be undertaken Though enter-
pnsers do recewve incomes, the two functions of disposing of
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mcomes and of deading upon production pohcies are based
upon such different cniteria that they must be distingwshed,
even when performed by the same person

Another fact, alrcady noted but important to keep m mind
here, 15 that under the capitalistic economy the volume of
production undertaken depends upon enterprisers’ expectations
of profits The term “profits” may be defined generally, but
specifically enough for present purposes, as the excess of the
value of output over costs Each enterpniser pushes production
to that pomt which he anticipates will maximize his profits
Or af there 15 no scale of output which promises to yield a
posttive profit, he pushes production only to that level which
he expects to mimmize his losses As a result, enterprisers give
full employment to the available factors of production only
if their anticipated profits are maximzed with production at
that level Full employment cannot be achieved or maintained
50 long as costs and the anticipated value of output stand
such relationship to each other as to maximze profits with pro-
duction at a lower level

But what are the natures and interrclationships of money
mcomes, costs, profits, and the money demand for output?

Defimtions of Money Income—The money mcome of a
community m any period may be defined as the money value
of production during that period or, as 1t 15 sometimes stated,
the value added by production during the period This money
mcome may, however, be looked at from two different pomts
of view It 15 perhaps most common to view 1t as the aggregate
money value of the distnbutive sharcs accruing to the vanous
groups that are permtted to participate 1n the fruits of produc-
tion But for some purposes 1t 15 more enlightening to view 1t
as the aggregate of values produced during a period The pomt
must be emphasized that both methods give the same result
In the first case we add up the money values of the individual
shares accruing to the mcome recipients, in the second, we
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consider the total money values produced and available for
shaning Before proceeding to analyze money ncome from
these two pomts of view, we must note that the defimtions
and discussions hereafter will relate to gross rather than net
mcome, for deductions are not made to cover the depreciation
of durable capital on account of current use ®

Viewed as the sum of the shares accrumg to the vanous
groups participating 1n the rewards of economic actity, the
money mcome of the community 1n any period 15 composed
of two principal parts (1) enterprisers’ costs paid out to the
factors of production 1n both the consumption and the nvest-
ment goods mndustries, and (2) enterprsers’ profits i both the
consumption and the mvestment goods mdustres, or the excess
of the value of output over costs By far the larger part of money
mcome 15 made up of costs paid to productive factors mn the
form of wages, salanies, mterest, and rent Wages and salanes
enter the incomes of employees, rents go mnto the incomes of
those who have hired out property, and mterest swells the in-
comes of those who have lent ther money For enterpnisers as
a group, all for dep 10n and obsol 15 the only
item mcluded 1n costs that does not automatically become some-
one’s ncome And even this item enters into money incomes
as wages, salanies, rent, nterest, or profits to the extent, but
only to the extent, that 1t 15 used to repair detenorating equip-
ment or to purchase replacements Thus the volume of money
mcome i the form of enterpnsers’ costs vanes with enter-
pusers” expenditures for productive factors to further the crea-
tion of consumption goods and of investment or capital goods,
whether these capital goods are for repairs and replacements or
for net additions to the capital supply Increases or decreases
m these cost expenditures by enterprisers are, from the pomnt

©For an enlhightening discussion of the meamng of gross and net n
come, see Sumon Kuznets, National Income and Capital Formation, 1919+
1935, New York, 1937, pp 37 and 36-37 The defimition used here cor
responds closely to Kuznets' Vanant
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of view of therr recipients, corresponding changes m money
mcome For present purposes governmental umits must be 1n-
cluded among enterprisers Their pnmary purpose 1s not, of
course, pecumiary profit, but they produce goods and services
ranging all the way from bridges to justice, they generate money
mcomes by making payments to labor and other productive
factors, and they are capable of swelling or shrinking money
mcomes by g or d g their

The other part of money income 1s made up of enterprisers’
profits, which are the excess of enterpnsers’ receipts for output
over the costs of producing that output ¢ The magmtude of
enterpnisers’ profits depends, therefore, upon the relative mag-
mtudes of receipts for output and of costs of production, and
they may be exther positive or negative These profits (or losses)
appear first in the hands of business enterpnises If they are
positive, a part and sometimes all of them may be quickly passed
along as mcome to the owners of enterpnses Frequently, how-
ever, enterprises retain or “plow m” a part of their reahzed
profits, i this way they act as savings agencies for their owners,
whether all their owners desire 1t or not Later 1t will be shown
that the retention of profits by enterprises may or may not
affect the flows of moncy expenditures for output and of money
mcomes It 1s sufficient to note here that though a part of the
money mcome 1 the form of profits 1s placed at the disposal
of the individual owncers of priscs, the der 15 at the
disposal of the enterprises themselves

Perhaps 1t should be added that when enterprises pay out
to their owners, as they sometimes do, amounts mn excess of
the current profits of the penod, neither the total income of
the period nor expenditures for output are immediately affected,
the immediate result 15 merely that the funds are placed at the

©This defimtion assumes that profits are not mhzcd until sales are
actually made It does not take mto consideration “profits” or “losses”
traceable to revaluation of assets held These revaluations are ignored here
because we are interested primanly i the value and costs of cnrrent outout.
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disposal of the individual owners rather than of the enterpnses
themselves Such a pohcy may Jead indirectly to alterations mn
total expenditures for output, however

The commumty disposes of its money income m two pnn-
cipal ways It uses a part, ordinanly by far the larger part, to
pw goods This wall hereafter be called
“consumption ” The other part 1t “saves” It 15 important to
note carefully the meaming of “saving” as used here Saving
means merely the failure to spend all of one’s money mcome
for consumption, and the volume of savings out of current
money income 15 equal to total money mcome minus consump-
tion Saving 1s, then, the purely negative function of not spend-
1ng for consumption, 1t does not indicate what use 1s made of
the funds saved *

Though, as we have seen, money mcome may be defined as
the sum of the distnbutive shares accrung during a period, 1t
may also be defined as the aggregate value added by production
dunng the period This money value of production may be
divided mto two broad categones—consumption and nvest-
ment By consumption 1s meant the money value of new fin-
1shed consumption goods sold in the period By investment 1s
meant the money value of new finished mvestment goods sold
m the penod, plus any net increase n the value of enterprisers’
mventones of unsold goods, or nmnus any net decrease i these
mventones By far the larger part of mvestment 1n anv period
15 made up of fimshed ivestment goods sold, and most of the
fluctuations 1 mvestment represent fluctuations m these sales
Changes 1 investment traceable to vanations 1n cnterprisers’
mventones are usually of a smaller magmtude

It follows that 1f enterprisers as a group keep their nventones
of unsold finished and partially finished goods at a fixed level,
neither adding to nor subtracting from their total, the money

7 The definition of saving will be refined later to take mto account the
clement of time
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income of the community m any perod 15 equal to the money
expenditures for fimshed consumption and ivestment goods
sold at the final stage, and the size of money mcome varies
from peniod to period with the total of these expenditures
The money mcome of the commumty can nse above or fall
below the level of expenditures for finished output only by
an amount measuring the net increase or net decrease m the
value of enterprisers’ unsold mventories during the penod &
Tlus 15 tiue whether imcome 15 measured as the total value
added by production or as the sum of the distributive shares
‘When enterpnisers make a net addition to their mventones,
total production 1s greater by an equivalent amount than the
value of fimshed goods sold This excess appears m distnibutive
shares as cost payments to the productive factors used to expand
mventones When enterpnsers effect net reduchions of unsold
nventories through failing to replenish them as rapudly as sales
are made, the total value of production during the penod 1s
less than the value of goods sold by an equivalent amount
This reduction 15 mamfested mn distributive shares as smaller
cost payments to productive factors than would have occurred
if mventories had been kept mtact

Before proceeding to discuss the way that money mcome
behaves and the reasons for its behavior, 1t may be well to
pause long enough to summanize our findings up to this pomnt
These are (1) By the money mcome of a pertod we mean the
moncy value of production during that time (2) This money
ncome may be defined erther as the aggregate of the values
produced—that 1s, as consumption plus mvestment—or as
the sum of the distnbutive shares accrumg to those who par-
ticipate . income, both definitions amount to the same
thing (3) The magmtude of money income depends upon

#1It 15 assumed here that goods mn inventories are valued at the costs
mcurred for them up to the stage of completion that they have reached
at the time of valuation
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the behavior of the circular flow of spendings—consumers’ and

’ gs for new ption and nvestment
and enterpmers spendings for the factors of production An
expansion of this circular flow of spendings means an expansion
of money ncome, a contraction of these spendings means a
contraction of money ncome

The Behavior of Money Income —Our task now 15 to dis-
cover by what process and for what reasons fluctuations
money mcome occur To do this we must trace through, step
by step, the creation and disposal of money ncome and the
relationships between savings and vestment

In order to examine microscopically or—what 15 perhaps a
better analogy—to photograph 1n slow motion the processes of
creating and disposing of mcome, tune will be divided mnto
“peniods ” A penod, m the special sense m which it 1s used
here, 15 of such length that though one can receve an mcome
1 1t he cannot dispose of that income, that 1s, he cannot spend
1t for consumption or “save” it, until the following peniod
Thus, mcome receved m penod o cannot be spent or saved
until peniod 1, mcome recewed m penod 1 cannot be spent
or saved until peniod 2, etc?

This slow-motion photography will be used on three types
of cases (1) that in which money mcome remamns constant
from period to period, (2) that in which money income shrinks
from penod to period, and (3) that n which money income
expands from period to period In each case we shall assume
that the money income of penod o 15 $100 It will also be

®This expositional device 1s taken from D H Robertson, “Saving and
Hoarding,” The Economic Journal, September, 1933, pp 399 413 What
15 here called a “penod” 15 similar to Robertson’s “day ” This division mto
distinct penods of what 15 essentially a continuous process may seem to
make the analysis unreahstic However, 1t 15 the most fruitful method yet
developed for analyzing the process of change n money ncomes, and 1t
distorts the picture but httle
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convenient, though not necessary to the validity of the ex-
planation, to assume that we start with a situation m which
the economic system 15 operating at or near capacity levels,
and m which costs of production, money expenditures, and
profits are so adjusted as to justify, from the enterpnsers’ pomnt
of view, the continuance of busmess actvity at the existing
level

Stable Money Income —Money mcomes can remam stable
from period to period if there 15 no net change in the money
supply and no net hoarding or dishoarding, or 1f changes m
the money supply and m hoarding or dishoarding are such as
to offset each other This amounts to saying, as will be shown,
that money mcome will remain stable so long as mvestment
m one penod 1s equal to savings out of the mcome of the
preceding penod This fact 15 shown 1n the accompanying ex-
ample

STABLE MONEY INCOME
INVESTMENT IS EQUAL TO SAVINGS

PERIOD 0 | \oney Income of Period 0 —_—
DISPOSAL OF THE MONEY INCOME OF PERIOD 0
$80  Consumption
PERIOD 1 2
2 ng:

$100 = Money Income of Peniod 1
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‘When the $100 money income of the commumty m perod o
becomes available for disposal in penod 1, 1t 15 utihzed m two
ways A part of it, ordinanly a large part, 15 spent for new
consumption goods Let 1t be assumed that $80 15 used for con-
sumption The other part, in this case $20, 15 saved Saving
has already been defined as the failure to spend mcome for
consumption, the defimtion 1s now refined to state that saving
15 the failure to spend a part of mcome for consumption n
the peniod 1n which that mcome becomes available for disposal
The positive action of spendmg for fimshed new mvestment
goods 1s myestméit This does not nclude the purchase of
securities or of second-hand goods or the depositng of money
with financial nstitutions, though by such actions savings are
transferred to someonc who may, but neced not necessarly,
mvest them It will be emphasized later that mvestment m
any period may exceed or fall short of savings out of the income
of the preceding period, and that the results of such divergences
are farreaching The present case 1s that of stable money m-
comes, however, and this condition requires that the entire
$20 saved be spent for mvestment If mvestment does equal
savings, the value of new fimshed consumption and mvestment
goods sold—which 15 the same as enterprisers’ receipts for fin-
1shed output—will be $100, an amount equal to the ncome of
the preceding peniod A part of these enterpnsers’ receipts for
fimshed output 15 profit—the excess of the selling price over
the costs of producing the goods sold—and as such becomes
immediately a part of the money mcome of period 1 The
total money income of period 1 can continue at the level of
$100, however, only if enterpnsers keep constant their mven-
tories of unsold goods, that 1s, 1f they pay out as costs during
the peniod an amount equal to the costs of producing the
fimshed goods sold durng the penod 0

10 Fluctuations mn the net value of mnventories (valued at cost) are con
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The general conclusion mdicated by this example 15 that
money ncome can reman constant from penod to perod
only if mvestment m each penod 15 exactly equal to savings
out of the income of the preceding penod And this requires
that there be no net hoarding and no net decrease m the
money supply, or that hoarding or dishoarding and changes
the money supply, if they do occur, be such as to offset each
other

So long as the above conditions are met, the flow of money
mcome will remain at the rate of $100 per penod If the
output of consumption and mvestment goods 1s at the rate of
100 umts 1 period 1, the average pnce per umt will be $1,
and 1t will continue at that level if output 15 constant This
price 15 high enough to cover costs of production, if they
reman properly adjusted, and still leave to enterprisers sufficient
profit to justify the mantenance of high-level production But
if physical output nises above 100 umts per period while the
rate of expenditure remains unchanged, the average price per
umt must fall Whether or not such a pnce declime will lead
to a falure of enterpusers to employ all the available factors
of production depends upon whether or not costs of produc-
tion adjust themselves m such a way as to preserve enterpnsers’
prospective profits If the enhanced productive power emanates
solely from new iventions and 1mproved methods of orgamza-
tion and admimistration which increase the average output per

sistent wath a stable moncy imcome only 1f accompamed by equal and op
posite changes m the value of finished consumption and myestment goods
sold It 15 possible, of course, for myentones to vary i such a way as to
decrease the variation of money mcome When the value of fimshed goods
sold declmes, enterpnsers can add to ther mventonies and cushion the fall
And when the value of fimshed goods sold nies, enterpnsers can draw down
mventones and retard the nse At least as often, however, mventories vary
mn such a way as to amplfy vanatons of money ncome traceable to fluctua-
trons m money expenditures for finished goods
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umit of labor and capital, no difficulty 15 necessarily presented,
if hourly rates of pay to the factors of production are not
naised the greater quantity of output can be produced at the
same aggregate cost as before, so that the volume of enterpnsers’
profits need not fall despite the decrease m the average sale
price per umt The declme m the price per umt 15 offset by the
reduced cost per umt If, however, the increase n the produc-
tive power of the economy 15 traceable not to greater average
productivity of production factors but rather to an ncrease
m the supply of these factors, full employment can be mam-
tamed only by (a) a sufficient downward adjustment of the
rates of pay to production factors to lower costs per umt and
to preserve enterprisers’ profits, or (b) a sufficient expansion
of money expenditures, by methods to be described later, to
offset the increase m aggregate costs, or (c¢) a combmation
of (a) and (b) In an cconomy m which rates of pay to pro-
duction factors adjust downward only slowly, adjustment can
probably be made with less friction by means of (b) The gen-
eral conclusion must be, then, that economic equhibnum at
full employment may be attamed with money expenditures for
output contnuing at a fixed level if the volume of output 1s
constant or increases only as a result of greater productivity of
the s of production But 1 an econon;y m which
downward adjustments of rates of pay are effected only with
great difficulty 1t 15 probably desirable to increase the money
demand for output m order to absorb nto the economic
process larger supphies of labor and capital

The Contraction of Money Income —Money mcome will
shrnk from period to period so long as investment 1n each
period 15 less than savings out of the income of the preceding
penod And mvestment may fall below savings either because
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of a' net reduction of the money supply or because of “hoard-
g "’ Savings are “hoarded” if they are held 1n money balances
for such a time as to prevent them from flowing back nto
money incomes m the penod 1 which they are saved In effect,
hoarding 15 the same as a reduction of the arcuit velocity of
money The way mn which mvestment 15 depressed below
savings through the destroying and hoarding of money 1s
best explamed by the type of analysis used n the preceding
case We agamn break mto the economic process m period o,
m which money mcome 1s $100

When the $100 money mcome of penod o becomes available
for disposal 1 penod 1, a part of it—agamn let us suppose
$80o—is spent for consumption The remainder, $20, 15 saved
Though all of savings may be nvested, as was shown i the
preceding case, 1t 1s clear that this need not occur, for there
are other ways n which they may be used A part may be used to
reduce the money supply, thereby disappeanng from the eco-
nomuc system This most frequently occurs through the com-
mercial banks Savers themselves may use a part of ther
savings to repay bank loans, and the banks, by permitting the
total volume of their credit to fall, allow the money savings
to vamish mto thin air The same results are achieved if en-
terpnises or governmental umits borrow the savings of the com-
mumty and use them to reduce bank loans, or if savers and
persons or institutions to whom savings are transferred use
them to purchase from the banks secunties or other assets
which the banks do not replace Savings may also disappear
from a national economy through being used to finance a
net export of money to other countnes, or, mn imfrequent
cases, through being used by the government to retire money
1ssues
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CONTRACTION OF MONEY INCOME
IS LESS THAN SAVINGS

S ——
PERIOD o | Money Income of Period 0 $100

DISPOSAL OF THE MONEY INCOME OF PERIOD 0

$80

Yao

PERIOD 1 10 Investment ~——m————————————— Savings

$90 = Money Income of Period 1 1 10
Hoardings and

Reduction of the
Money Supply

Savings may also be bottled up and prevented from entcring
mvestment by net hoarding, either by savers themselves or
by others A saver may merely add some of lus current savings
to his money balances in the form of cash or checking deposits
and hold them until a later penod He may use a part of his
savings to repay borrowings from persons or institutions other
than commercial banks, who, 1n turn, hold the money mstead
of spending 1t for consumption or permitting it to be mvested
He may use some to purchase old secunties or other old m-
vestment assets from sellers who hoard the savings so trans-
ferred to them He may trust them to financial mstitutions
other than commercial banks, which hoard the funds to -
crease their hqudity And even if they do find therr way mto
the hands of commercial and industrial enterpnses through
the setting aside of d 1on and obsol
the retention of proﬁts, or the sale of secunties to the com-
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munty, they may still be employed not for investment but for
the swelling of money balances held

The value of finished output sold m any period wil fall below
the money income of the preceding period by a margin equal
to the net amount of savings used not for investment but for
hoarding and for reducing the money supply For example,
if $5 of the $20 savings out of the mcome of period o are
used for hoarding and for reducing the money supply, only $15
will be available for the purchase of new finished investment
goods, and the total value of finished nvestment and consump-
tion goods sold will be only $95 The money income of penod
1 will also be reduced to $95 unless enterpnsers add $5 to the
net value of their unsold mnventories And instead of buoying up
money income by ding their may
well shrink incomes still further by ef{ectmg a net reduction
of their mventories This 1s likely to occur when they expect
the money demand for fimshed goods to continue at the new
lower level, and particularly when money demand 1s expected
to fall still further If enterpnsers should effect a $5 net reduc-
tion of therr mventones, adding that amount of their money
receipts to their hoards or using 1t to reduce the money supply
rather than to replace the geods sold, mvestment in period 1
would be only $10, and the money mcome of the period would
be only $g0 The $10 decline of money mcome below the
level of penod o represents the excess of savings over mnvest-
ment, and this excess measures the net amount of savings
hoarded or used to reduce the money supply

The general prnciple illustrated by this case 15 that money
mcome will dechine from perod to period so long as savings
exceed nvestment Such dechnes cannot fail to be disastrous
m a capitalistic economy 1n which goods and services are pro-
duced to be sold n the market The real or physical income
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usually declines less than money income and the money value
of output, for to some degree enterpisers lower prices and
mantain production But 1n an economy m which many costs
can be lowered only slowly and with difficulty and m which
some enterprsers refuse to reduce pnces significantly regardless
of decreases m costs, a large part of the shnnkage of money
demand 1s manifested mn reduced employment, shrunken pro-
duction, and dimimished real mcome It was this thoroughly
unreasonable situation that the dissenters had i mind and
that the classical economusts largely neglected While people
desire earnestly and many suffer painfully for lack of the neces-
sities and conveniences of hfe, productive facilities capable of
satisfying these needs he idle solely because of madequate
“demand ” Thus, saving—the mere falure to spend for con-
sumption—does not necessanly and automatically augment the
captal supply and increase the productivity of the cconomic
system When 1t fails to matenalize in mvestment, 1t serves
mstead to depress business actvity, to lead to unemployment
of productve facilitis rather than to their employment m the
creation of capital goods, and often to an actual deterioration
of physical capital This contrast between the economics of
the system as a whole and the economics of the individual
enterprise 15 most striking m the case of depreciation and
obsolescence allowances In the opmion of an individual enter-
puiser, he 15 keeping his “capital” intact at least as surely by
hoarding money rep g estimated d 1on and ob-
solescence or by using 1t to retire bank loans as he would be by
repainng or replacing equpment But from the social pomnt of
view, “capital” 1s not being conserved, hoarding or destroyng
money does not pant buildings, or repair worn machinery,
or replace obsolete equipment Paradoxical as it may seem,
the quickest way for a whole people to mmpovenish itself 15
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to refuse to spend its money Saving can be both “a pnvate
virtue and a public good” only if 1t 15 accompamed by nvest-
ment

The Expansion of Money Income —Money mcome can ex-
pand from penod to period for a reason just the reverse of
that leading to a shninkage—an excess of vestment any
period over savings out of the income of the preceding peniod
And nvestment can exceed savings erther because of a net m-
crease m the money supply or because of dishoarding Dis-
hoarding 15 the opp: of hoarding It occurs when members
of the commumty, mcludimg enterpnsers, draw upon their
money balances held at the begnmmng of the penod to spend
for consumption and mvestment an amount greater than their
money ncome of the preceding pernod In effect, dishoarding
15 the same as an increase n the ciremt velocity of money
The process of cxpansion 15 best explamed by the type of
analysis used i the two preceding cases

EXPANSION OF MONEY INCOME
INVESTMENT EXCEEDS SAVINGS

Money Income 0f Period 0 = $100

PERIOD 0

DISPOSAL OF THE_MONEY INCOME_OF PERIOD 0

980 Consumption.

320
PERIOD ¢ 30 Investment MmN

$110 = Money Income of Period 1
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When the $100 mcome of period o becomes available for
disposal m penod 1, a part of it—agam let us suppose $8o—
15 used for consumption, and the remaimder 1s saved But though
only $20 15 saved, $25 15 spent for finshed new investment
goods, so that total expenditures for fimshed consumption
and mvestment goods are $105 What 15 the source of the
additional $5? Some or all of 1t may emanate from an mcrease
m the money supply, which can be effected i any of several
ways There may be net imports of money from abroad 'The
government or the central bank may emit additional paper
money Or 1ssue new metallic coms Most frequently, however,
sizable mcreases 1n the money supply arc traceable to the ac-
tions of 1 banks By ding their loans or by
purchasing secunities they can put nto the hands of the com-
mumty new money that can be spent sometimes for con-
sumption but much more often for mvestment

‘The additional expenditures may, however, result from dis-
hoarding Indivaduals may draw down their money balances to
purchase new consumption "goods ¢ to make their money
available for mvestment Fmancal mstitutions, such as in-

t t trusts, and savings banks, may
also dishoard as they come to feel that prices of secunties are
not likely to fall and may nse, so that it 15 a wise busmess
policy to hold a larger proportion of earming assets and a
smaller proportion of sterile money And industnial and com-
mercial enterpnses may sacnfice hqudity n order to buy
fimshed 1mvestment goods Dishoarding, especially by financial
mstitutions, industnal and commercial enterprises, and wealthy
persons, 15 a very nich source of additional spendings at the
end of long and senous depressions n which hoarding has
been widespread

If spendings for new fimshed mvestment goods exceed by
$5 savings out of the mcome of the preceding penod, the total
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value of finished consumption and mvestment goods sold in
peniod 1 will be $105, and the money income of the period
will be the same amount n the absence of a net reduction
of enterpnisers’ unsold inventories And enterprisers may well
enhance the money mcome still further by expanding their
mventories This 15 likely to happen if the money demand
for finshed output 15 expected to continue at the new higher
level, and particularly if 1t 15 expected to nse stll further If
enterpnsers as a group should make a $5 net addition to
therr unsold inventories, and they can do this only by dis-
hoarding or by using newly created money to swell their cost
pavments, mvestment i period 1 would be $30, and money
mcome would be raised to $110, or $10 above the level of
the preceding period The ncrease in money mcome measures
the excess of mvestment over savings out of the mcome of
the preceding period, and the excess represents net dishoard-
ings plus the net increase in the money supply This expansion
of money income will continue from penod to period so long
as mvestment exceeds savings
It 15 to be noted that the above discussion relates to the be-
havior of money income How will real income react under
these conditions? As a reaction agamnst the old mercantilist
emphasis upon the mmportance of money and the deswrability
of ncreasng the national money supply, economists have
long emphasized the fact that national wealth consists, not
of money, but of real goods and that the national standard of
living depends, not upon the size of money flows, but upon
the volume of real goods and services turned out each year
by the economnc system And, as a corollary to this, they have
d that ad of national d
can be attamed only through greater productivity of the eco-
nomic system, 1t 15 not to be achieved through a mere multi-
plication of money titles These contentions contain substantial
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elements of truth, and their authors have rendered valuable
service m exposing the fallacies of many get-nch-quick inflation
schemes When the economy 15 already operating at as near
capacity levels as 1t can and with virtually all labor and other
available productive facilities employed, even a very large ex-
pansion of spendings—whether traceable to dishoarding or to
an mcrease m the money supply—cannot enlarge real output
sigmificantly, 1t will lead merely to higher prices At such times
sizable increases m real output can be achieved only by aug-
menting the supply of labor, capital, or natural resources, by

hnological ad or by improved methods of ¢
and adminstration Irwwasemwwmd
to achieve these-eads

It does not follow, however, that an expansion of money
flows can never enlarge the real output or extend the real
wealth of a nation If expenditures for consumption and n-
vestment are increased at a time of considerable unemployment,
the result 15 almost certain to be an enhancement of employ-
ment and an expansion of the real mcome of the community
At such times the most pressing economic problem 15 not to
widen the potentiahties of production but rather to utihize
more fully the productive facilities already available Increased
money flows, if they can be induced, are capable of accom-
phshing this purpose

Tue “MuLtipLIER” AND THE “MurTIPLIER EFFECT”

We have found that the behavior of money mcome from
penod to penod depends upon the relationship between sav-
ngs and mvestment If mnvestment 1n a period 15 exactly equal
to savings out of the mncome of the preceding peniod, money
income contimues at the carher level If mvestment 1s less than
savings, money income for the perod falls by a corresponding
amount If mvestment exceeds savings, money mcome nises by
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a corresponding amount This analysis, 1t must be emphasized,
apphes to changes from one period to the next, the term
“penod” bemng used m the sense defined earher Recently, how-
ever, economists have devoted much attention to the effects that
an ongmal deviation of mvestment from savings exerts on
total money mcome over a duration of time contaiming not one
but several periods This mterest has been greatly mcreased
by attempts on the part of several governments to nduce a
general business recovery by policies of what has been popularly
referred to mn the Umted States as “pump-pnming,” which
usually take the form of public works progtafis or rehef ex-
penditures Before dealing sp lly with these g

policies, however, we must nvestigate what Keynes and some
others have called the “Multipher” and the “Multipher Ef-
fect”

These economists have pomnted out that an ongmal dis-
crepancy between mvestment n one peniod and savings out of
the mcome of the preceding period may over a duration of tune
contamng more than one period brng about an aggregate
change of money mcome equal to several times the ongmnal
discrepancy An ongmal excess of mvestment over savings may
over a longer time mcrease moncy mcome by several times
the pnimary excess, just as an ongnal deficiency of mvestment
relative to savings may during such an interval decrease money
mcome by a multiple of the primary deficiency This 15 what
15 called the “Multiphier Effect,” and 1ts magmtude relative
to the orgnal discrepancy 1s called the “Multipher ”

The general prnciple of the Multiplier can be shown by the
use of the three cases already developed 1n this chapter together
with a highly ssmplfied assumption which will be abandoned
later when we come to apply the Multipher analysis to “pump-
priming ” This assumption 1s that 1f mvestment deviates from
savings at all 1t does so 1 only the first peniod, so that in the
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following penods considered here nvestment exactly equals
savings, and money mcome continues at the level of penod 1.

Tasie 4 —Tue MurmieLer Avp Money Income

Case [ Case 11 Case 111

Perod 1 $100 $ 9o $110
Perod 2 100 90 1o
Perod 3 100 90 110
Pertod 4 100 90 1o
Period 5 100 90 110
Total for the five periods ~ $500 $450 $550

Though the first case does not involve the Multiplier, 1t will be
described m order to secure a sort of norm with which to com-
pare the two following cases It will be remembered that in
case I 1t was assumed that investment m period 1 was equal
to savings out of the income of the preceding penod, so that
money mcome of the period remamned at $100 If this condition
persists, total money mncome for the five periods shown will be
$500 In case II, however, we assumed that m period 1 mvest-
ment failled by $10 to be as great as savings out of the mcome
of the preceding period, so that money mncome fell to $go
If, after this ongmnal decline, money income continues to flow
from period to peniod without further alteration, that s, 1f
each subsequent perniod nvestment 1s just equal to savings,
the total money mcome for the five periods will be not_$500
but $450 The ongmal $10 deficiency of mvestment relative to
savings has led to a $50 dechne of total money income for the
five peniods taken as a whole The Multipler for this length
of time 15 five

Case III may be used to show the Multipher Effect of an
ongmal excess of investment over savings In this case we as-
sumed that mvestment 1n period 1 exceeded savings out of the
mcome of the preceding period by $10, so that the money m-
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come of the period rose to $110 If money mcome continues to
flow at this new level, 1ts total for the five peniods will be $550
The ongmal $10 excess of nvestment over savings will lead
to a $50 increase in money ncome for the length of time here
considered The Multiplier for this length of time 1s five If
cach period 1s onefifth of a year—that 1s, if the circuit veloaity
of money 15 five, the national money income for the year 15
mcreased by five times the ongmnal excess of mvestment over
savings

It should now be clear, from the preceding discussion of the
Multipher Effect, why a government policy of pump-pnming
nught be expected to expand the national money mcome, and
why the resulting expansion of national income might be sev
eral times as great as the amount of priming used For pump-
priming to occur, however, the govcrm-n—_eﬁ expenditures must
represent money that would otherwise have been hoarded or
that would not otherwise have been 1 existence at all No
net addition to money income 15 achieved if government ex-
penditures merely displace private spendings The funds used
for pump-priming may be secured by taxation, by borrowing, or
by the 1ssue of money by the monctary authonty It seems
probable that borrowing would mterfere less with private spend-
mg than would taxation, and “that borrowing newly created
money from the commercial banks (assuming that the banks
are kept supplied with adequate reserves) or the issue of new
moncy by the monetary authonty itself would interfere less
with private spending than would the borrowing of money
already mn the hands of the commumty Funds collected by
these methods may be injected into money incomes i two
general ways (1) by relief payments, and (2) by expenditures
on public works If the funds are paid out directly as doles or
rehef allowances, the recipients have additional money incomes
which they may spend away to others, who then have more
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money mcome to expend to still others, and so on If the funds
are paid out for the construction of public works, a part of them
goes directly to workers as mcome and a part to enterprsers
for matenals This swells directly enterpnisers’ receipts and en-
courages them to pay out additional money ncomes to the
factors of production Here agan an expansion of government
spendings may mtiate a multiple expansion of money mcome
If we assume agam that the imbal expansion of money imcome
does not lead to subsequent hoarding or to a destruction of
money from penod to period and that a peniod 15 a fifth of a
year, 1t follows that an ongmal $1,000,000,000 of pump-pnming
could expand the national money income for a year by $5,000,-
000,000

Because of this Multipher Effect, some economusts have re-
cently insisted that government expenditures mn depressions
may, if they effect a net increase i money mcome, greatly
enhance the real income of the nation, even if the ongmal
objects of expenditures are n themselves of httle or no social
value Boondoggling of the purest sort, such as using one group
of the unemployed to dig holes that are then filled i by others
of the unemployed, may nduce a great expansion of the real
income of the nation by magmfymng the money demand for
the products of prvate enterprise It need hardly be added,
however, that resort to such useless projects 1s not to be justified
where there exist so many other projects that are i themselves
useful and for which expenditures exert just as large a Multiplier
Effect

The Magmitude of the Multipher —Up to this pomnt the dis-
cussion of the Multipher has assumed that the ongmal net
mcrease or decrease 1 money income did not lead to subse-
quent hoarding or dishoarding or to a further change mn the
money supply, or that if these did occur, they were of such a
nature as to offset each other If this condition obtams and
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money income continues to flow at the new level from penod
to period, the size of the Multipler for any gven length of
time, such as a year, will depend on the length of the penod
If the peniod 15 two months, the Multiphier 15 six, if the period
1s four months, the Multipher 15 three In the terminology of
the income type of quantity theory discussed m Chapter III,
the size of the Multiplier will, under these assumed conditions,
depend on the circwit velocity of money It 1s evident, however,
that this assumption will not often fit the facts, an ongnal
expansion or contraction of money mcome 1s highly unlikely
to be without its effects on hoarding and dishoarding and on
the behavior of the money supply

The onginal increment to money mcome may be used i part
from period to penod for hoarding or for effecting a reduction
of the quantity of money If this happens, the Multipher
Effect will be less than was indicated above, the mcrement wll
gradually leak away and perhaps disappear after a ime These
“leakages” may occur i several ways Money may be spent for
imported goods and not return as demand for exports Income
recipients may fail to spend all the mcrement for consumption
and mvestment, and stead may use some of 1t for hoarding
or for repaying debts to banks, which permut the quantity of
money to fall, or for repaymng other creditors who will hoard 1t
Moreover, the ongnal increase 1 money mcome, particularly
if it 15 cffected by government cxpenditures, may fail to
mduce private enterprisers to use all the available savings for
mvestment There may be several reasons for this The govern-
ment expenditures for matenals and labor may so rase the
costs of construction as to make unprofitable some private
projects that would otherwise be undertaken Government bor-
rowing may, 1if not accompanied by a sufficiently liberal credit
policy on the part of the monetary authonty, mcrease mterest
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rates and thus discourage private mvestment The government
operations may also mjure enterpnisers’ “confidence” by arous-
1ng ammosity or fears of “socialization” or unchecked inflation
And the frequent lack of justification for these reactions reduces
not at all their discouraging effects on mvestment 1!

If for any one or more of the above reasons the ongmal
increase 1 money mcome docs lead to hoarding or to a reduc-
tion of the money supply, the Multipher Effect will be reduced
This 1s shown by the accompanying table, which 15 drawn up
on the assumption that money mcome was ncreased $10 from
penod o to period 1 and that thereafter one-third of the re-
mamming mcrement was absorbed each time 1t passed from
penod to period It 15 clear from this table that as the onginal

Tanie 5

Amount of the Onginal Increase

Perod Money Absorbed by Hoarding or by a
er Income Decrease ' the Moncy Supply
in the Period

1 $110 $

2 106 2/3 31/3

3 104 4/9 2 2/9

4 103 14/9

5 102 1

6 101 1/3 2/3

mcrement to money mncome 15 absorbed the energizing effects
dwindle from period to penod and then finally disappear
Pump-priming may yet be worth while, even if this absorption
occurs, for total money income may still be mcreased by a
multiple of the ongmal injection It 15 possible, however, that
the gove pend will injure “confidence” and dis-

U This paragraph leans heavily on ] M Keynes, The General Theory
of Employment Interest and Money, New York, 1036, pp_119 120, and
J M Clak, The Economas of Planning Public Works, Washungton, 1935,
Pp 80112
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courage private mvestment to such an extent that pump-
pruming will actually decrease total money mncome

But 1f the Multiplier Effect of priming expenditures can be
dimmnished by the failure of all savings to flow 1nto nvestment,
1t can also be magmfied 1if the onginal increase of expenditures
mduces dishoarding and an 1ncrease m the money supply And
thus 15 likely to occur if the members of the community beheve
that the pump-pniming policy will arrest the downswing and
lead to recovery Income recewers, anticipating steadier and
perhaps enhanced money incomes, may not only spend all
their ncreased incomes, but also dishoard or even borrow to
finance consumption or to make funds available for mvest-
ment Banks and other financial mstitutions, shanng the more
optimustic outlook, may be more disposed to release funds for
mvestment And enterprisers, enjoying greater receipts for out-
put and beheving that the downswing 1s at an end and a pro-
tracted upswing 1s imminent, may hasten to speed up
mvestment Repairs and maintenance neglected dunng the de-
pression may be made at last, obsolete machinery may be re-
placed with improved models, and net additions to capital
cquipment may be undertaken to meet the expected increase
m the demand for output Thus pump-pnming may, if it
excites a favorable response on the part of the commumity,
unloose large additional private spendings in each penod for
consumption and particularly for mnvestment, so that the Mul
tipher will be very large

Since the size of the Multipher does depend to such a greai
extent upon 1ts effects on the state of expectations of the com
munity, 1t cannot be predicted n advance with any high
degree of certamnty



CHAPTER VII

THE INCOME AND EXPENDITURE APPROACH AND
THE BUSINESS CYCLE

InTRODUCTION

The preceding chapter described the nature of money income
and outhined the processes by which 1t fluctuates It was found
that the money income of any period 1s made up of expendr-
tures for consumption and mvestment, and that 1t vanes from
penod to period with the total of these expenditures The be-
havior of the expenditures, 1n turn, was found to depend upon
the relationship between savings and mvestment So long as
they are equal, money income continues on a stable level When
savings exceed mvestment, money mncome falls by an amount
equal to thewr difference and continues to fall as long as savings
are the greater When investment excceds savings, money 1n-
come nises by an amount equal to their difference, and continues
to mcrease as long as mvestment 15 the greater But why do
therr differences behave 1 such a way as to bring about the
wide cumulative swings that make up what we have come to call
“the business cycle”? It 15 the purpose of the present chapter to
outhne an answer to this question

THE RATE OF INTEREST AS EQUALIZER OF SAVINGS AND
INvESTMENT
We have already seen that 1t 15 a fundamental tenet of
classical economic theory that savings and investment are al-
ways equal, regardless of the proportion of mcome saved, and
148
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that this adjustment 1s effected with productive factors fully
employed Accordmg to this type of theory, savings and mnvest-
ment are kept 1n equiibrium by approprate adjustments of
the market rate of nterest, which 15 merely another name for
the price of savings The explanation offered 1n support of this
contention 1s the fﬂlar one of supply and demand The pro-
portion of therr in\iilipes that the members of the commumty
will save under anyjilken set of conditions 15 assumed to vary
durectly, though no| ssarily proportionally, with the rate of
interest obtainabl time more will be saved at lugh nter-
est rates than at 10 oreover, and this 15 an essen-
tial part of the theory, the amoun% of savings performed and the
amount of mvestible funds actually offered n the market are al-

Interest

Amount of Savings

FIGURE 1
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ways equal JThis contention 15 based upon the assumptions that
no savings actually made are withheld from the market and that
savings represent the only source of investible funds At any
given time, therefore, there exists a supply schedule of savings,
or of mnvestible funds, such as that indicated by the curve SS
m Figure 1

FIGURE 2

There also exists at any given time a demand schedule for
mvestible funds, representing the amounts that would be
taken at vanous rates of interest Such a schedule 15 illustrated
by curve DD m Figure 1 Tt will be noted that the amount
taken 1ncreases as the rate of mterest falls This 15 owing to the
fact that the demand for mvestible funds 15 based upon the
amount of prospective returns to be realized from investment
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and that mnvestment 15 subject to the law of dimmishing re-

turns  Some mvestments would be worth while even at very
high rates of interest, others become profitable only as the
rate of mterest falls

. N,

1
!
I
|
|
|
1
1
!
i

Dy

Fioure 3

It was argued, therefore, that the rate of nterest 1s deter-
mimed by the conditions of the supply of and demand for
savings, and 1s fixed at that level which just clears the market,
or, mn more recent terms, which just equalizes savings and
mvestment with productive factors fully employed This may
be called the equlibnum rate of interest It 1s evident that 1t
must shift with conditions of supply and demand An increase
ot decrease n the supply schedule of savings unaccompamed
by an offsetting nise or fall n demand must lead to a higher
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or lower equiibrium rate of mterest (Curve SiS1 i Figure 2
represents an increased supply, and curve SdSd a decreased sup-
ply ) And an imcrease or decrease m the demand for savings
unaccompanied by an offsetting nse or fall in supply must lead
to a igher or lower equilibnum rate of mterest (Curve DiD1
m Figure 3 represents an mcreased demand, and curve DdDd
a decreased demand ) The response of the equilibnum rate of
mterest to simultaneous shifts i both demand and supply de-
pends upon the relative magmtudes of these shifts The classi-
cal economists believed that the equilibrium rate of interest
would always be positwve, or at least that 1t would be positve
until the capital supply per person becomes far greater than
it has ever been The rate of interest could not fall to zero or
below, they contended, for as mterest rates fell the amount
of saving done would dechne so rapidly and the amount de-
manded would nse so fast that the demand would exceed the
supply before the rate of interest approached the zero level
Inappropnate Behavior of Interest Rates—In view of the
cle%ﬁmlmcntlomrlate adjustments
of the market rate (or rates) of nterest cause savings and m-
vestment always to be kept i equilibnium and that this adjust-
ment 15 made without any departure from full employment, 1t
15 not surprising that monetary theonsts who nsist that sav-
mgs and mvestment can be at least temporanly unequal and
can bring about unemployment should place the blame for
these divergences upon an mappropnate behavior of the market
rate of mnterest They contend that when the market rate of
interest 15 “too low,” mvestment 15 unduly stimulated relative
to saving, and this imtiates an expansion of money mcome
which 15 halted only when the market rate 1s brought back into
line with prospective profits And when the market rate of
nterest 15 “too high,” mvestment 1s depressed relative to savings
and there 15 1mtiated a contraction of money mcome that 1s
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arrested only when the market rate 15 brought back into line
with prospective profits 1

It 15 evident that the market rate of interest can be alternately
above and below the equilibnum or appropnate rate either
because the former mses and falls faster than the latter, or
because 1t falls and nses more slowly than the equhbnum
rate There are undoubtedly cases i which the divergence 1s
traceable to a more rapid movement of the market rate Some
of these cases will be discussed later Much more often, how-
ever, the discrepancies anse out of the sluggishness of the
market rate relative to the equilibrium rate This 1s particularly
true 1n periods of cyclical business upswing and downswing (In
the upswing, when greater expectations of profits increase
greatly the demand for ivestible funds and the equlibnum
rate of interest, the market rate of interest mses, but more
slowly, so that 1t becomes too low relative to the equilibnum
rate And m the downswing, when the gloomy outlook for
profits decreases both the demand for nvestible funds and the
equibbrium rate of interest, the market rate falls, but more
slowly, so that 1t becomes too high relative to the equilibrium
rate )

Why are market rates of mterest such laggards? What 1s the
flaw i the analysis offered by the classical economists? The
fundamental error in this branch of classical theory hes mn the
mustaken behef that “savings” and “the supply of mvestible
funds offered in the market” are mterchangeable terms Thus
erroneous behef arses, 1n turn, out of two unfounded assump-
tions (1) that all the savings of the community are offered

It 15 obviously an oversmplification to speak of “the” market rate of
mterest when there are actually many interest rates i the market The
validity of the argument m the text 15 not nullified by this ssmphfication,
however, for the divergences described anse out of mappropmate adjust-

ments of the complex structure of interest rates, i which long term rates
are the most sigmficant as well as the most sluggish 1n their adjustment
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m the market for whatever interest rate they will command—
that though the proportion of mcome saved varies with the
rate of interest obtanable, none of the savings actually made
are withheld from investment, and (2) that current savings
are the only source of funds for mvestment, no funds for this
purpose can be secured elsewhere We have already discovered
that neither of these basic assumptions 15 m accord with the
facts It 1s not necessary that all current savings be used for
mvestment, for they may be disposed of n other ways, they
may be hoarded, or they may be put out of existence through
being used to reduce the money supply Nor are current savings
the only source of funds for mvestment, they may be supple-
mented by funds dishoarded by the commumty or by newly
created funds resulting from an increase n the money supply
It 15 because of these facts that market rates of interest can
get so far out of hine with the equlibnum rate Because a
part of savings can be hoarded or can disappear through a reduc-
tion of the money supply, the market rate of interest can rise
faster or fall more slowly than the equlibnum rate And be-
cause savings can be supplemented in the market by funds
emanating from dishoarding and from an ncrease n the money
supply, market rates of interest can fall faster or nse more
slowly than the equilibrium rate

But why should anyone hoard stenle money rather than lend
at whatever positive rate of interest he can get n the market?
The answer hes partly n the fact that the market rate cannot
be considered as an assured net gan A part of it must cover
the adminmistrative costs of making and supervising the loan,
and another part must cover the nsk of losing principal and
mterest When the market rate of mterest falls so low that,
m the opmion of the potental lenders, 1t no longer covers
these costs, funds will not be made avalable And the nsk
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of loss 18 likely to be estimated at a high level n a penod
of d with its and widesp
defaults on principal and nterest obhgahons One important
factor tending to increase estimates of the nsk of loss on secur-
ties, and especially on long-term secunties, 1s a fear that interest
rates will nse i the future A nse in the longterm rate of in-
terest may lower the price of a longterm secunty enough to
cancel several years’ iterest receipts For example, a gilt-edged
bond matunng mn 20 years with a par value of $1000 and paying
$40 a year mnterest will sell at par when the applicable long-
term rate of mterest 15 4 per cent But 1if the long-term rate of
interest m the market nises to 5 per cent, the price of the bond
will fall to $875 The loss of $125 on prncipal account wll
cancel more than three years’ wmterest receipts This anticipa-
tion of a nse n nterest rates exerts a strong nfluence toward
hoarding money rather than securtties m depression periods,
for at such tumes the prevalling lowness of interest rates 1s
expected by many to be only temporary If the nsk of loss on
bonds 15 sufficient to cause many to prefer to hoard money, 1t
1s no wonder that many would rather hold money than stocks,
on which the nsks are much greater

The d that lead to hoarding also help to explam
why savings are put out of existence through a decrease
the money supply As mterest rates fall below an amount cover-
ing the estimated costs of admimistering loans and the nsk of
loss, bankers feel that 1t 1s no longer worth their while to lend
as much as formerly Banks may also be under pressure to
reduce their loans and mvestments 1n order to repay borrowings
from the central bank, or to put themselves 1n a more hiqud
condition so as to be able to meet existing or threatened runs
by deposttors, or to repair a deficient reserve position ansing
out of other developments
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Tae DEMAND ¥oR INVESTMENT GOODS

Before discussing the effects of the mappropnate behayior
of mterest rates dunng penods of cychcal upswing and down-
swing of busimess, 1t 1s necessary to analyze the nature of the
demand for mnvestment goods, and to examme the effects ex-
erted on 1t by mappropriate movements of market rates of
mterest

The demand for nvestment goods 1s subject to extreme
variations 2 This vanability denives from the purposes of these
goods Whereas P goods are d ded for the
direct satisfaction to be realized from them, mvestment goods
are demanded for the pecuniary retumn to be realized from
therr storage or from their use in production And the amount
that an enterpnser will offer for an mnvestment good depends
upon (1) his estimate as to the amount of pecumary returns
that the ivestment good will yield, (z) the length of the wait
for these returns, and (3) the rate of interest at which the

T d returns are “ d” The greater the expected
returns, the shorter the expected waiting penod, and the lower
the rate of nterest at which the expected returns are dis-
counted, the more will enterpnsers offer for a given investment
good And conversely, the lower the expected returns, the longer
the expected waiting period, and the higher the rate of discount,
the less will enterpnsers offer for the good

We have seen that ivestment 1n any penod 1s of two gen-
eral classes (1) short-term investment, m the form of addi-
tions to goods 1n process m the vanous stages and of additions
to enterpnsers’ mventories of unsold fimshed goods, and (2)
long-term or fixed mvestment m the form of new buwldings,
machinery, railways and roadways, and other relatwvely perma-

2 “Demand” 15 used here in the sense of a schedule of the amounts that
will be taken at each of a series of praces
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nent improvements Though short-term mvestment composes
but a minor part of total ivestment mn any penod, 1t will be
exammed first
Short-Term I —Enterprisers add to their hold

of mventones OF finished goods and of goods mn process with
a view to selling them 1 the future, and usually in the relatively
near future As a result, the amount that an enterprser will
offer m the market for a good of this type or that he will add
to his costs 1n order to produce 1t within lus own firm depends
upon the price at which he expects to sell it later and the cost
of carrymng 1t until 1t 15 sold The carrying cost, i turn, de-
pends upon (1) the length of time the good 15 to be held be-
fore ats sale, (2) the height of the relevant rate of interest—the
rate at which the enterpnser can borrow for the purpose 1if
that 1s necessary or at which he can lend to others if he already
possesses the funds, and (3) the height of other carrying costs
per umt of time At any moment, therefore, the schedule of
cnterpnsers’ demand for these goods 15 based upon therr ex-
pectations as to future prices and carrying costs But this demand
15 subject to wide shafts It can be increased by a nse i optimism
as to future prices or speed of sales—by the birth of a belief
ether that prices will nse more or fall less than was previously
expected or that sales at a given price can be made carlier
than was anticipated—or by a fall m carrying costs Converscly,
demand can be decreased by a lowening of optimism as to future
prices or speed of sales or by an expected nse of carrying costs
‘The greater part of the sharp fluctuations in demand for in-
ventory goods 15 traceable to changes in expectations regarding
future prices and speed of sales, for carrymng costs undergo
narrower and less abrupt vamations Storage costs usually vary
only gradually, and changes 1 interest rates within the normal
range exert but a mmor effect on demand price For example, a
nse m the mterest rate from 4 to 6 per cent would n itself
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lower the price offered only 2 per cent 1f the good was expected
to be held a year

Long-Term Investment —Of much greater quantitative 1m-
portance I ‘s—l'o_rfg T investment Enterpnsers mvest 1n fixed
assets, such as bulldings and machmnery, for the purpose of
using them 1 production over a long penod of time The
anticipated return 1s not a sale price of the improvement itself,
as was the case with short-term investments, but a series of net
additions to the enterpriser’s revenues during the hfe of the
mprovement It 15 for these expected future returns that dura-
ble capital goods are valued And the price that an enterpriser
will offer for a good of thus type depends upon the amount that
he expects 1t to add to his net revenues and upon the rate of
nterest at which he discounts these expected returns The
rate used for discounting 1s the relevant market rate—the rate
at which the enterpnser can secure funds m the market if he
15 to finance the mvestment n that way, or at which he can
lend n the market if he already possesses the funds® The
process of armving at a demand pnce for a capital good by dis-
counting 1ts expected net returns may be demonstrated by the
following simple example Suppose that the mvestment good
under consideration 1s expected to add to the net returns of
the p after all for d 1on and obsoles-
cence, $50 a year 1 perpetuty, and that the rate of discount 15
5 per cent In this case, the buyer will offer not more than
$1000 (50/ 05 = 1000) for the good But the price offered for
the good can be shifted by changes m the expected returns, or
n the market rate of mterest, or by unequal changes i both
If the expected annual return should nse to $70 while the
market rate of interest remained at 5 per cent, the discounted

3 An enterpnser may, of course, be able to borrow or lend m the market
at vanous rates of mterest, dependimg upon the duration of the loan, its
nsk, etc The rate relevant here 15 the long-term rate applyng to loans
of compaxable matunty, nsk, and admmistratine costs
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value of the good would nise to $1400 (70/05=1400) But
the discounted value would fall to only $600 1f the expected
annual return should dechine to $30 while the rate of interest
remamed at 5 per cent The discounted value may also be
changed by shufts in the market rate of interest unaccompamed
by proportional changes mn expected returns For example, if the
expected annual return remains at $50, the discounted value wall
be $1250 1f the interest rate 15 4 per cent (50/ 04 = 1250), and
only $833 if the mnterest rate 15 6 per cent (50/ 06 =833+ )
The example given above admittedly relates to the simplest
case, n that expected returns are assumed to be perpetual and
umform In most cases neither of these conditions 1s met Never-
theless, the principle remains the same even 1f the actual cal-
culation 15 more difficult An increase or decrease m expected
returns unaccompanied by an offsetting change i interest rates
will increase or decrease the demand schedule for long-term
mvestment goods We must now discover what determines
the behavior of these expected returns from investment goods

Ter ~—The meramoun e nstallation of a
new durable capital good 15 expected to add to revenues 1s a
resultant of many factors, cach of which 15 subject to wide
vanations dunng the lfe of the improvement Some of the
most important of these factors are listed in Table 6

One factor affecting expectations of the amount that a capital
good will add to net revenues 15 anticipation as to the net
amount that it will add to physical output This vanes with
the capacity of the equipment under consideration and with
the steadiness and intensity at which 1t 15 expected to be utihzed
The importance of capacity 1s evident, other things being equal,
a capital good capable of a large output will be valued more
highly than one with only a small capacity But steadiness and
mtensity of operation are also important Many an improve-
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TABLE 6 —DETERMINANTS OF THE AMOUNT OF RETURNs Ex-
PECTED FROM INVESTMENT IN A DURABLE CaprraL Goop

I The net amount that 1t 15 expected to add to physical out-
ut
1 Its capacity
2 The expected steadmess and mtensity of its utilization
I The expected selling price per umt of output
III The expected costs of operating the capital good
1 Wages, taxes, etc
2 The rate of depreciation and obsolescence
IV The prevailing state of “business psychology ”
1 “Overoptumsm "
2 “Overpessimism ”

ment that 15 considered valuable when 1t 15 expected to be
utilized steadily at full capacity 15 valued at a very low price
when 1t 15 expected to be of use only sporadically This 15 a
sigmficant fact mn the business cycle In prospenty penods,
when existing durable capital 15 already being utihzed relatively
mtensively and when demand for output 1s expected to con-
tinue to nse, large numbers of enterpnsers expect to be able
to employ new equipment steadily The situation 1s reversed,
however, n periods of depression when many firms are already
burdened with excess capacity and enterpnsers fear that the
demand for therr output will decline stll further

Expectations regarding the net returns to be realized from
mvestment goods are also mfluenced by anticipations as to the
future selling prices of output relative to the future costs of
operating the capital good This consideration 15 of pnmary
importance n the phases of the busiess cycle, for operating
costs lag behind selling prices m both the upswing and the
downswing, thereby swelling expected returns in recovery and
prospenty periods and shnnking them dunng recession and
depression
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Thus, all mvestment 1s forward-looking and undertaken for
the purpose of reaping future returns, the size of which depends
upon the future behavior of the vanous classes of phenomena
just outhned But no enterpniser can predict economic events
with any high degree of certainty He cannot know how -
tensively he will be able to utihze new equipment, or what
price he will secure for hus output five years or even a year
hence, or how his operating costs will behave, or how soon
the capital good will become obsolete because of discoveries
and inventions The small enterpnser 1s forced to stake his
financial success upon more or less mtclligent guesses or
“hunches,” while the enterpnser with the best of statistical
and business forecasting services at his disposal had best view
their predictions with skepticism In view of the vagueness and
scarcity of enterpmisers’ knowledge of the future and of the
precariousness of any forecast based upon that knowledge, 1t
15 not at all surprising that enterpnsers, when forming their
expectations as to the future, should rely heavily upon the
existing situation and upon the trend of the immediate past,
and that they should assume that the prevailing situation or
the trend of the immediate past will be projected into the
future with only those alterations which there are discernible
reasons to expect As ] M Keynes has put it,

It would be foolsh, m forming our expectations, to attach
great weight to matters which are very uncertamn It 15 reasona-
ble, therefore, to be guided to a considerable degree by the
facts about which we feel somewhat confident, even though
they may be less decisively relevant to the issue than other
facts about which our knowledge 15 vague and scanty For this
1cason the facts of the existing situation enter, mn a sense dis-

roportionately, nto the formation of our long-term expecta-
[FIOHS, our usual practice being to take the existing situation
and to project it into the future, modified only to the extent
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that we have more or less definite reasons for expecting a
change *

This convention of projecting the present situation, and
particularly of projecting the trend of the immediate past, into
the future 15 another aggravating factor m the business cycle
In the penod of upswing, an ongmal increase n the profitability
of production 1s likely to give birth to expectations of still
greater profits, whereas in the period of downswing an onginal
dechne 15 likely to breed expectations of continued contraction

Another consequence of the paucity and uncertanty of our
knowledge concerning future economic events 1s that expecta-
tions are dinately infl d by waves of optimism
and pessimism Realizing the untrustworthmess of s own
opumons with respect to the future, each person rehes heavily
upon the opimons of others, which are as undependable as his
own By a process that only a social psychologist can explam,
the public temperament fluctuates from exultation to melan-
choha At one time 1t exhibits the exuberance and optmmsm
of a New Era Then 1t lapses mnto dark discouragement and
despair In these alternating periods of overoptimism and over-
pessumism, enterpnisers are prone to overestimate and to under-
estimate the returns to be realized from new mvestment

1t 15 an essential charactenstic of the boom that nvest-
ments which will i fact yield, say, 2 per cent m conditions of
full employment are made m the expectation of a yield of,
say, 6 per cent, and are valued accordingly When disillusion
comes, this expectation 1s replaced by a contrary “error of
pessmusm,” with the result that the investments, which would
m fact yield 2 per cent m conditions of full employment, are
expected to yield less than nothing, and the resulting collapse
of new mvestment then leads to a state of unemployment n

* The General Theory of Employment, Interest and Money, Harcourt,
Brace & Company, New York, 1936, p 148
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which the mvestments, which would have yielded 2 per cent
m conditions of full employment, in fact yield less than noth-
mg?

Fluctuations m Expected Returns and Fluctuations mn the
Demand for Capital Goods —For all these reasons, both objec-
five and subjective, the communmty’s expectations as to the
amount of returns to be reahzed from the mstallation of new
capital goods undergo frequent, wide, and abrupt fluctuations
‘We have already seen that these shifts mn expectations are
only rarely accompamed by proportional and offsetting shifts
m the market rate of interest As a result, they lead to wide and
abrupt fluctuations 1n the demand schedules for capital goods
As expected returns nse faster than nterest rates, the demand
schedules for capital goods are raised, as expected returns fall
faster than interest rates, they are lowered These increases and
decreases n demand schedules for capital goods must increase or
decrease the total amount and value of these goods produced
and sold—that 15, mvestment—unless they are offset by suffi-
cient decreases and increases in the supply schedules of the
goods Expenience has shown, unfortunately, that supply sched-
ules do not possess the nccessary degree of flexibiity There
are two general reasons for this lack of fleubiity (1) the
sluggishness of costs, in which labor costs bulk large, and (2)
the presence of monopoly power, which enables producers of
capital goods to refuse to change their prices even as much as
would be permutted by changes m cost levels In industnes
producing and selling under conditions approximating perfect
competition, the lack of adjustabibity of supply schedules 1s
traceable almost entirely to the sluggishness of costs But as
monopoly elements are multiplied, supply schedules become
even less adjustable, for enterpnsers possessing monopoly

SIbd, p 322
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power very frequently display a marked tendency to hold ther
prices stable over long penods—particularly m the face of
dechning demand—and to let the whole force of the change
demand be absorbed by changes m the physical volume of
output

In explaiming why mvestment fails to adjust itself to savings,
we have stressed the fallure of market rates of imterest to
adjust themselves properly to the amount of returns expected
from the use of capital goods That interest rates lack the proper
fleability 15 undoubtedly true, and monetary econonusts have
performed a valuable service m stressing the part that hoarding
and dishoarding and the creation and destruction of money
play m permutting interest rates to get out of lme and to
remam so Yet it must be emphasized that a lack of proper
adjustabihity can also be charged aganst many prices other
than that of nvestible funds, and that this inflexibility of other
prices mcreases the burden of adjustment laid upon interest
rates If operating cost: luding labor cost: more
flexible, the amount of returns expected from the mstallation
of new capital goods would nse less n the upswing and fall
less in the downswing, so that mterest rates would not be called
upon to move so far m order to keep in line ¢ And 1f costs and
selling prices 1n industries producing capital goods were less
sluggish, shifts i demand for these goods would not lead to
such great changes i their output Other disturbing inflexibih-
ties 1n prices and costs could be pomted out if space per-
mitted As Hansen concludes, what 15 needed 1s to make all
prces and costs more adjustable, interest rates can hardly be
expected to bear alone the entire burden of making all the
adjustments necessary 1n an otherwise mflexible system

®For an_enlightening discussion of the disturbing effects of vamations
m the market rate of wages from “the natural wage rate,” cf Alvin H
Hansen, Full Employment or Stagnation”> New York, 1938, pp 147 148
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Tue Busmvess CycLE

We have already Tiscussed 1n general terms the vanous ele-

ments of the income and expenditure approach to the behavior
of money mcomes and of the prices and production of consump-
tion and mvestment goods We shall now apply this analysis
to the behavior of the physical volume and prices of output
during the vanous phases of the business cycle The warning
must be sounded, however, that though the term “the” business
cycle 15 employed here for co €, no two cycles arc
exactly alike

The Downswig —The analysis will begin with the phase ot
thg'?cyreﬁﬁtely following the crisis or downturn The
factors most likely to brng about the imtial downturn will be
considered later It 1s sufficient at this pomnt to note that anv-
thing causing nvestment 1 the crisis period to fall below sav-
mngs out of the mcome of the preceding penod reduces the
money mcome of the community and 15 capable of untiatng
a cumulative downswing of business The mtial excess of sav-
ngs over mvestment can be brought about by anything that
decreases  consumption  without increasmg nvestment cor-
respondingly, or that decreases mvestment without mcreasing
consumption correspondingly The question with which we are
concerned n this section 15, “Why does the imtial decline be-
come cumulatve rather than self-correcting?” Not every de-
crease of money income becomes cumulative, but we are here
dealing with those that do

The ongmal deficiency of mvestment relative to savings 1n
the period of the downturn reduces the size of the money
income available for disposal m the followmng penod How
this decrease 1n money mcome will be distributed as between
consumption and savings depends upon many circumstances
Among these are the movements of the prices of investment
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assets during the crisis and the state of expectations as to the
future of money mcomes and of the prices of consumption
goods If the prices of their investment assets have fallen but
little and if they expect the declines of money income and
consumption goods prices to be arrested and even reversed
quickly, the members of the commumty may decrease their
consumption but little and allow the lowered money income
to be mamfested largely m decreased savings But if the prices
of nvestment assets have fallen greatly so that the owners
feel poorer and 1f employment, money income, and the prices
of ption goods are exp d to continue to fall, con-
sumption may fall much further In the downswing there are
two sets of opposing forces influencing the proportions of 1n-
comes consumed and saved The shrinkage of mcomes makes
saving a greater hardship, but the unfavorable outlook counsels
a more liberal provision for future contingencies

Nevertheless, the onginal decline of money income, as well
as each succeeding dechne, 1s almost certam to decrease con-
sumption and to depress money mcome still further The fall
of consumption curtails directly money mcome 1n the form of
enterpnisers’ profits i the consumption goods mdustries, and
by making unprofitable some production that was previously
remunerative 1t leads these enterpnisers to narrow the scope of
their operations and to pay out smaller amounts as income to
productive factors To unfortunate employees this means wage
cuts, only part-ime work, or outright dismussal Where costs
of production per umt are mflexible or where goods are pro-
duced by monopolists or semi-monopolists who follow a pohcy
,of price mamntenance, a relatively small drop m moncy demand
may be sufficient to effect a very large reduction of employment
and money income Thus, an onginal decrease in money mcome
can lower consumption, which reduces still further money m-
comes created n the consumption goods industnes, and so on
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from penod to period It 15 concewable, of course, that the
decline of consumption would be offset by increases m mvest-
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ment, but no assistance 1s to be had from this source dunng
the downswing

In fact, mvestment declines much faster and further than
consumption dunng the downswing That this was true mn the
United States in the depressions following 1920 and 1929 1s



168 An Introduction to Monetary Theory
shown by Chart VI 7 In 1921 mvestment (Gross Capital Forma-
tion) was 48 per cent below the level of 1920, whereas con-
sumption had fallen only 19 per cent The same discrepancies
were evident after 1929 At current prices, mvestment 1n 1932

Tape 7 —I oF , C ON, AND MonEy INcoME
1929-1939°
(Current Prices)
1929 = 100
Investment Consumption | Money Value of Out-
Year (Gross Caputal (Consumers’ put (Gross National
Formation) Outlay) Production)
1929 100 100 100
1930 67 94 88
1931 42 77 69
1932 16 60 50
1933 21 58 50
1934 30 68 6o
1935 44 7 65

was 84 per cent below the 1929 level, and even after allowances
for the price decrease m these goods the dechine amounted to
81 per cent In this same perod consumption dechned only
4o per cent In the boom years, 1927, 1928, and 1929, mnvest-

" The chart 1s based upon data taken from Simon Kuznets, National In-
come and Capital Formation, 1919-1935, New York, 1937, p 85 The figures
given by Kuznets are for “Gross Capital Formation” and ““Consumers’
Outlav,” but these categories correspond closcly to nvestment and con-
sumption as used m this book Gross Capital Formation mcludes the flow
of fimshed producers’ durable commodities, residential buildings flowmng
to final domestic users, nct changes in wventones not yet sold to final
users, and net changes n claims agamnst foreign countnies” The eshmate 15
for 5mss rather than net capital formation, since no deductions are made
for depreciation and obsolescence of durable goods For further description
of the seres, see op cit, p 37

Kuznets warns his readers that the annual estimates are subject to a wide
margin of error and that the three year moving averages are more rehable

# Indexes denved from data i 1bid, p 85
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ment contributed 21 per cent of the national income, and
consumption 79 per cent But n the depression years 1931, 1932,
and 1933 taken as a whole, go per cent of the national income

ni | | )

. a o

- e e

TE i i gER i i e e

Cuagr VII —Net Investment mn the United States, 1919-1935, 1 Billions
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was contnibuted by consumption and only 10 per cent by m-
vestment ® Capital formation became so low durng the post-
1929 downswing that 1t did not even cover the depreciation of
capital goods 1 usc This 1s shown by Chart VII In the five

of ibid, p 45
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prospenty years preceding and including 1929, capital formation
exceeded capital consumption by about $9,500,000,000 a year
In 1930 capital formation was stll greater than capital con-
sumption, though by only $3,879,000,000 In each of the fol-
lowng four years, however, capital consumption exceeded capt-
tal formation, so that for the six years 1930-1935 as a whole,
capital consumption exceeded capital formation by more than
$4,600,000,000
This precipitous decline m mvestment, which 1s an invana-
ble charactenstlc of the cyclical downswing, lS traceable to an
bination of 1 expecta-
tions as to the retums to be realized from the imstallation of
new capital goods’*a failure of mterest rates to fall as fast as
expected returns, andJan insufficient flexibility of the supply
schedules of capital goods Especially great 1s the dechne of
expectations from the level of the preceding prospenty penod
In prospenty, when demand for output was at a hugh level and
was expected to continue to mse, 1t was beheved that much
new equipment could be utihzed steadily and intenswvely In
the downswing, when demand for output 15 no longer increas-
g but 1s falhing and 1s expected to contmue to fall, and when
many enterprsers already possess 1dle capacity, new capital 15
expected to be of use only sporadically and after a delay And
even 1f more capital goods could be used currently, many enter-
prsers would still postpone purchases n order to take advantage
of expected lower prices later In prospenty, prices of output
were expected to nse faster than operating costs, or at least not
to fall In the downswing, prices of output are expected to' fall,
and to fall faster than operating costs In prospenty, expecta-
tions of returns were magmfied by overoptimism In the down-
swing they are dimimshed by overpessumism  As a result of these
unfavorable conditions, the whole schedule of expected returns

from capital 1mp: 15 d d, and many 1mp
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ments which in prospenty promised net returns promuse only
net losses mn the do g This fall of exp must
lead to a dechne in the demand for capital goods unless 1t 15
accompanied by an equally precipitous drop in market rates of
mterest But we have seen that market rates of interest, and
particularly long-term rates, do not behave 1n this way

The decline m expected returns from capital improvements
lessens the demand for mvestible funds and tends to lower
market rates of wterest, but the interest rate decline 1s retarded
by the absorption of funds m hoarding and, usually, n a reduc-
tion of the money supply As interest rates fall, more and more
people come to feel that the rates offered for mvestible funds
are not sufficient to cover the nsk of loss and the cost and n-
convenience of admimistering investment securities And the sk
of loss 15 likely to be estimated at very high levels, owing to the
growing fear of defaults and to the belief that the low level of
mterest rates 1s only temporary These same devel exert
pressure on the banks to reduce the money supply by contract-
mg their loans and mvestments The tendency toward hquida-
tion may be imtensified 1f the banks expect runs by their de-
positors, or if they fear a reduction of their reserves by other
developments Such pressures are almost certam to bring about
a reduction of the money supply m the absence of a courageous
and liberal credit policy on the part of the monetary authonty,
and they may easily be so strong as to defeat an easy-money
pohicy Nevertheless, a hiberal credit policy 1s likely at the very
least to prevent the contraction from being as great as 1t would
otherwise have been

The bination of a precip dechne of exp d returns
and laggard mterest rates brings about a sharp decrease n the
demand for durable capital goods This decrease, 1n the face of
supply schedules of capital goods that are inflexible because of
sluggish costs and enterprisers’ policies of price maimntenance,
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serves to lower both the physical amount and the total value
of capital goods produced and sold and to shnnk the volume
of employment and the amount of incomes generated 1n the
capital goods industries
The decline of mvestment in durable capital goods 1s usually
augmented by “disinvestment” of enterpusers’ mventories of
unsold fimshed and partally fimshed goods As the speed of
TamLe 8 —NeT CHANGES IN BusiNESS INVENTORIES IN
THE UNITED STATES?
(Millions of Dollars)

Year At Current Prices At 1929 Prices
1929 +2414 +2414
1930 ~1128 —1131
1931 —1375 —1441
1032 —2461 3265
1933 —1129 ~1790
1934 —1524 —2140
1935 + 19 - 65

sales drops and as enterpnisers come to believe that selling prices
will fall, the prosperity level of mventories seems “excessive”
and enterpnsers proceed to draw them down It has been est-
mated that the net reduction of business mventories during the
six years following 1929 amounted to $7,600,000,000 at current
prices, or $9,800,000,000 at 1929 prces This disivestment of
mventones contributes its share to the fall of employment and
money mcomes, for 1t means that enterpnisers faill to employ
a sufficient quantity of productive factors to replace the finished
goods sold
Such, then, 15 the pattern of events dunng the cumulative
An ongnal d y of mvestment relative to sav-
mgs marks the downturn and lowers money mcomes by an

1

1°Cf Kuznets, National Income and Capital Formation, 19191935,
New York, 1937, p 40
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equvalent amount This imtial dechne in money mcome de-
creases ption, thereby red 1 and money
mcomes 1n the consumption goods mdusmes But nvestment
dechines much more rapidly than consumption, thereby lower-
mg greatly incomes created mn the investment goods ndustries
And so 1t goes, each declme of consumption and mvestment
depresses money comes, which lowers still further the demand
for ption and especaally for ! goods, which de-
creases still further employment and money incomes This de-
cline must continue so long as mvestment 1n each period 1s less
than savings out of the mcome of the preceding period

The Upturn —If, as was contended m the preceding section,
each decline dunng the downswing unlooses forces making for
a further dechne, why does the process stop short of umversal
unemployment? What arrests the contraction and mitiates the
upturn? These are probably the most difficult questions that
busmess cycle theory must answer

Contraction 15 arrested and the upturn imtiated by anything
that causes investment 1n the peniod of the upturn to exceed
savings out of the income of the preceding peniod And imvest-
ment may come to exceed savings either because savings decline
without an offsctting decline in investment, or because invest-
ment nises without an offsetting nse i savings This does not
answer the questions with which we started, however, 1t merely
leads to the question, “What event or combination of events
causes the total of consumption and investment to cease falling
and to begin to nise?”

“The impetus for the upturn may emanate from external phe-
nomena—developments not nherent 1n the cycheal process 1t-
self Some of the more pessimustic cycle theonsts contend that
1t 15 only by powerful phenomena onginating outside the cyclical
process 1tself that the downward spiral can be checked and re-
versed These forces mav take several forms A very important
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mvention or series of mventions may open wide fields for prof-
itable investment despite the prevailing pessimism A war or
even a threat of war at home or abroad may brng about ex-
tensive government mvestment i mumtions and foodstuffs
The government may embark upon an ambitious policy of pub-
lic mvestment 1 bwldings, highways, and perhaps less useful
undertakings, or 1t may swell the social mcome by relief pay-
ments financed out of funds that would otherwise have been
hoarded or that would not otherwise have been created by the
banks Gold discovenes may increase the mcomes of the gold-
mimng ndustry, swell the money supply, and lower nterest
rates A recovery of busiess i other countries may increase
the demand for exports A bumper crop at home or crop farlures
abroad may ncrease the value of farm exports These and many
other such developments may be at least partilly responsible
for the upturn
It must be recogmzed, however, that not all the cychcal de-
dunng the d g are self-exaggeratng i char-
acter, some tend sooner or later to set the stage for the upturn
Perhaps the strongest of these internal forces tending to hmt
the extent of the downswing 1s the fact that as the social m-
éome b g ly smaller an g proportion
of 1t 15 used for consumphon and a smaller part ns devoted to
savings As Iis income falls, each person 1s hkely to decrease
us savings by a greater proportion than he does s consump-
tion Some of those whose current mcomes are msufficient for
their current needs draw upon their accumulated money bal-
ances, or sell mvestment assets, or borrow to mamtamn ther
consumption And the needy who are without assets or bor-
rowing power must be provided with means of consumption
by the rest of the Ths tend for
to be maintained at the expense of savings helps to brmg sav-
mngs and nvestment mnto equilibrium earher and with incomes
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at a higher level than would be possible if savings were kept at
a hugh level n the face of declimng mvestment

As the downswing wears on, there may also develop an m-
creasing need for mvestment 1n capital repars, replacements,
and additions For a time, perhaps for a considerable time, n
the earher stages of the downswing enterpnsers do not need to
make even repairs and repl for capital equip-
ment 15 usually in good condition at the downturn and 1s more
than sufficient to meet the shnnking demand for output ! But
time and change take their toll Machinery and other equip-
ment wear out 1n use and detenorate as they are exposed to the
elements The accumulation of mventions, geographical shafts
of industry and changes 1n the types of output demanded render
an mcreasing proportion of old equipment obsolete As these
developments lessen the existing supply of efficient capital
equipment, as population contmues to ncrease, and as the rate
of declne of the demand for output decreases, the day 1s
hastened when more rapid mvestment must be made

Another force making for recovery 15 the increasingly hiquid
condition of wealthy persons, industrial and commercial enter-
prises, mvestment wstitutions, and commercial banks As com-
mercial banks accumulate excess reserves and as other mnstitu-
tions and persons garner large hoards of unused money whose
purchasing power has been increased by the fall of prices, the
pressure for hoarding and for destroying money tends to be
relaxed somewhat and there may anse an increased willingness
to lend at low rates of interest Other possible developments
capable of making for business recovery are the fall of costs
that occurs as unemployment spreads, a gradual dissipation of
pessimism, and a spreading of the behef that prices are near

1 An cxception to this may occur in a downturn following a war pros
penty, m which capital of types useful n peacetime may have been allowed
to detenorate
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“rock bottom” so that nothing 1s to be gamed by further post-
ponement of purchases

The Upswing —However difficult it may be to see why the
mhal upturn occurs, 1t 15 easy to understand why the upswing,
once 1t 1s started, becomes cumulative The mtal excess of
investment over savings, which marks the upturn, mcreases the
money mcome of the commumty correspondingly This -
creases the demand for output, which directly mcreases income
n the form of enterprsers’ profits and mdirectly, by making
remunerative a larger output than before, leads to greater em-
ployment and higher mcomes of the factors of production Thus,
during the upswing each expansion unlooses forces making for
further exp m both the ption and the mvestment
goods ndustries

Each expansion of money mncome augments consumption,
especally when the nse of icome 1s accompanied by a more
and more optimistic view as to the future of employment and
mcomes, and this brings about further growth of mcomes cre-
ated 1n the consumption goods industries But much faster 1s
the nise of mvestment Just as a large part of the cumulative
dechne of money incomes m the downswing 1s traceable di-
rectly and indirectly to the abrupt fall in the rate of mvestment,
a large part of the cumulative nse of money incomes m the
upswing 1s traceable to the rapid advance of the rate of nvest-
ment Not only does the enhancement of mvestment account
for the higher money income created n the mvestment goods
ndustnes, but through its Multipher Effect 1t makes possible
much of the increase mn consumption and in the money 1n-
comeg created 1n the consumption goods industries

The rapid advance of ivestment 1n the upswing 1s traceable
to a favorable biation of g g expecta-
tions as to the returns to be realized from capital improvements,
a failure of interest rates to nse as rapidly as expectations, and
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the slowness of the decrease in the supply schedules of capital
goods The nse of expectations from the depression level 1s
Tikely to be very great, and for several reasons As was noted
earher, much of the capital equipment at the end of a depres-
sion 15 hikely to be obsolete relative to the mmproved types
available, or poorly adapted to the types of output currently
demanded, or badly mn need of repar In some hnes, and espe-
cially in construction, accumulated needs may be large. When,
therefore, demand for output ceases to fall and begins a nse
that 15 expected to continue, enterpnisers beheve that they will
be able to use large quantities of additional capital goods
steadily and intensively And the fear that the prices of these
goods will go up leads some to anticipate future needs Expected
returns are also increased by the belief that prices of output
will no longer fall, but will cimb, and chunb faster than operat-
g costs And all anticipations are colored and magmfied by
the replacement of pessumism by optimism, and perhaps later
by overoptimism As a group the enterprisers m cach industry
tend to overestimate the increase m demand that they will
enjoy, and each enterpriser 15 prone to overeshmate the share
of the heightened demand that will accrue to hum Al these
developments cooperate to increase expectations, which, m turn,
must enlarge the demand for capital goods unless 1t 15 offset by
a proportional nse of interest rates And interest rates nse but
slowly

The expansion of expected returns from capital increases the
demand for mvestible funds and tends to raise mterest rates,
but the nse of these rates 1s retarded by the supplementing of
current savings with funds dishoarded and newly created by the
banks As interest rates go up and especially as greater confis
dence reduces fears of losses on securities, wealthy persons,
financial mstitutions, and even industrial and commercial cor-
porations which had accumulated large hoards duning the down-
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swing make these available for mvestment Likewise, the com-
mercial banks utihze their accumulated excess reserves as a basis
for expanding loans and investments, and when they have ex-
panded to the limt permitted by their reserves they are likely
to beg the central bank for additional funds with which to
mcrease still further ther lending power, though the central
bank may refuse to accommodate them The outpouring of -
vestible funds from hoards and from newly created money 15
a powerful factor in retarding the nise of interest rates m the
earhier stages of the upswing, and 1t sometimes persists mnto the
cnsis

The combination of higher and higher expected returns from
capital goods and a delayed and slow nse of mterest rates n-
creases greatly the demand for durable capital goods This larger
demand 15 hikely to be accompanied by only gradual decreases
m the supply schedule of capital goods, partly because of the
slowness of the nse of costs—particularly n the earlier stages
of the upswing when unemployment and excess capacty are
still widespread—and partly because many enterprisers possess-
g some degree of monopoly power raise their prices but slowly
and allow the greater demand to be manifested largely m ex-
panded output As demand schedules increase much faster than
supply schedules decrease, both the physical amount and the
total value of capital goods produced and sold nse This nse
of investment icreases money mcome 1n the capital goods -
dustries, which paves the way for yet further increases i money
demand and ncome

The nse of mvestment 1 durable capital 15 usually supple-
mented by additional mvestment m enterpnsers’ inventones of
fimshed and partially fimshed goods As selling prices cease to
fall and promse to go up and as the speed of sales 1s accelerated,
enterpnsers feel that their nventones are “deficient” and pro-
ceed to build them up This addition to mnventores helps to



The Income and Expenditure Approach 179

expand money ncomes, for it means that enterprisers must
employ more than enough productive factoss to replace the fin-
1shed goods sold

Thus the pattern of events during the cumulative upswing
15 roughly the reverse of that during the downswing An ongmal
excess of mvestment relative to savings increases money mcome
and sets mto operation a self-remnforang upswing of demand,
money mcome, and employment

The Downturn —The cumulative upswing can be brought
to an end and reversed, as was indicated earlier, by anything
that causes mvestment m a period to be deficient relative to
savings out of the mcome of the preceding period This con-
dition can be brought about by an increase i savings not offset
by an ncrease mn nvestment, or by a decrease n nvestment
not offset by a decrease m savings There arc numerous types
of developments that are capable, ether individually or
conjunction, of bnnging about such an mitial discrepancy, and
1t seems probable that different oncs of these have been opera-
tive at different downtums i the past

The mtial pressure for the downturn may be traceable, at
least i part, to the behavior of expectations concernng the
returns to be realized from new capital improvements Though
we saw earher that one of the most striking charactenstics of
the upswing 15 an 1mp: m these there are

many forces—forces generated by the process of nse itself as
well as by external phenomena—that may sooner or later termi-
nate and even reverse this trend In the first place, as hme
wears on more and more of the most lucrative uses of capital
are exploited Dunng the upswing mvestment rises at a faster
rate than consumption, owing both to the higher proportions
of mcomes saved as total mcome nises and to the use of dis-
hoardings and of newly created money to purchase new nvest-
ment goods Deficits in building and machinery accumulated
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m the preceding d g are gradually met through rcpaus

and repl and the most profitable of the 1
mventions are put mnto use It 1s to be emphasized that there
remamn many ways i which newly produced capital goods can
be employed productively, repairs and rep]acements are needed
to cover current d 10n and ob 1l capr-
tal goods are necded to supply current mcreases 1n the demand
for finished output—though the rate of increase m production
diminishes as capacity levels of output are approached, and it
15 ndeed a rare industry that could not use more capitahstic
methods of production to yeld some return The only pomnt
to be made here 15 that the advance of expected returns may
after a time be retarded, stopped, or possibly reversed by the
fact that the cream of vestment opportunihies tends to be
skimmed off first
Another development tending to retard and even to reverse
the growth of expectations m the later stages of prospenty 1s
the nse of operating costs per umit of output Though costs
are almost certan to lag behind selling prices m the earher
phase of the upswing, 1t may well happen at a later stage when
unemployment has largely disappearcd that costs per umit of
output will tend to catch up with prices This 15 due largely
to the higher wages and rates of pay to labor and other pro-
ductwe factors, but 1t may be aggravated by a decrease 1n the
it of labor—ncluding the labor of hich
15 g d by the prevailing feeling of secunty
The nse of expectations may also be checked and perhaps
even reversed by the disappomntment of earlier anticipation:
If carhier predictions are shown by subsequent events to have
been overly opnmlshc, current views are likely to be revised
P 1005 are y subject to mjury by
shocks emanahng from the loss of foreign markets, serious labor
disturbances, fear of higher taxes, actual or threatened invasion
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by an enemy, a collapse of speculaticn in real estate or secunities
markets, and so on

As the upswing p ds, thercfore, various p: tend at
the very least to slow down the rate of rising expectations and
may even bring about a decline m 1t Though such an mjury
to expectations would not lead to a reduction in the demand
for mvestment goods if terest rates adjusted themselves prop-
erly, we have already discovered that mterest rates cannot be
relied upon to act so benevolently In fact, there are develop-
ments within the upswing—particularly 1 ats later stages—
which are capable of accelerating the nse of interest rates to
such an extent as to reduce the demand for investment goods
even m the absence of deterorating expectations These forces
tending to accelerate the advance of interest rates operate
through the demand for money to hold and through the money
supply

It has already been noted that at least until the later stages
of the upswing the supply of wvestible funds 15 supplemented
and the nse of mterest rates retarded by dishoardings and by
the creation and lending of new money by the banks If this
process should be stopped—and especially if 1t should be re-
versed so that savings not only ceased to be supplemented but
also were actually absorbed 1n part—it would accelerate the
advance of iterest rates and serve to lower the demand for
mvestment goods And this may easily happen As money m-
comes, trade, and prices climb, mcome recewers and traders are
Tikely both to consider 1t desirable to hold larger money bal-
ances for trade purposes and to utilize a part of savings m ths
way The absorption of savings through the bwlding up of
money balances to faciitate trade m commodities and services
15 Iikely to be slow and gradual, however More abrupt and
unpredictable 15 hoarding by “bears”—institutions and persons
who believe that prices of secunties and other investment assets
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are gomg to dechne This may occur either during a boom of
these prices or after they have begun to fall As prices of in-
vestment assets nise, and especially as they reach levels unjusti-
fied by any reasonable long-run considerations, less optimistic
members of the commumity are likely to refrain from buying
and may even sell some of the assets already m their possession
1n order to accumulate money balances with which to buy in
later at the expected lower prices Hoarding by “bears” 1s likely
to be even more extensive afler the collapse of a speculative
boom, for as eather optimistic forecasts are proved false and
many people suffer serious losses, a large part of the community
15 prone to expect still further price dechnes to follow

This mcreased demand for money balance to hold—either to
carry on trade 1 commoditics and scrvices or to build up “bear”
balances—must, mn the absencc of a sufficient increase m the
quantity of money, be supplied out of savings, thereby restrct-
g the volume of funds available for nvestment

The flow of funds into mnvestment may also be restricted by
a cessation of the mcrease or by an actual decrease in the money
supply Even 1if the amounts of thewr reserve balances remain
mtact or grow for a tume, banks finally reach the lnmt of their
expansion possibilities when the nse of their deposits has low-
ered the reserve-deposit ratio to 1its legal or customary mini-
mum This arresting of the extension of bank credit may be
hastened and may even be transformed mto a dechne if the
banking system suffers a loss of reserves And there are several
developments capable of bringing about such a reserve dram
Bank reserves may be drawn down by a domestic dram of cash
mto crculabion This 15 likely to happen as the nse of pay
rolls and of the value of retail trade increases the demands of
mncome and h for hand-tohand cash The
lowenng of reserves may be traceable to gold exports, which are
brought about by an excess of commodity and service imports
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over exports or by capital exports Or reserves may be reduced
by a deliberate restnctive policy on the part of the monetary
authonty, which may embark upon such a policy for any one
or more of several reasons—to protect its reserve position, to
arrest what appeats to be an excessive boom of production and
commodity prices, or to check speculative activity m the se-
cunties markets It 1s the opimon of many that the restnctive
policy mtiated by the Federal Reserve System m 19281929
for the purpose of arresting secunty speculation was a potent
factor 1n bninging about the succeeding downturn of business

Some students of busmess cycles believe that these vana-
tions m hoarding and dishoarding and n the rate of change
of the money supply are the prnincipal reasons for the cnsis or
downturn They pont out that in the earher stages of the up-
swing current savings are greatly augmented by rapid dishoard-
1ngs and by sizable ncreases i the money supply, so that the
nise of nterest rates 1s retarded and both the demand for and
the prces of mvestment goods are greatly enhanced But dis-
hoarding and money creation cannot continue forever at such
arapid rate. When, thercfore, dishoarding slows down and ceases
or perhaps turns into hoarding, and money creation slows down
or ceases or perhaps develops into money destruction, the rise
of mterest rates 15 so accelerated as to reduce the demand for
mvestment goods and to mtiate a decline i mvestment There
15 no doubt that such a process 1s capable of ending an upswing,
and that 1t will sooner or later terminate upswings not halted
carher by other develoy It must be bered, how-
ever, that the downturn may also be mitated by a detenoration
"of expectations and may occur despite a willingness of the banks
to expand their credit and of money holders to dishoard—but
at rates of interest too lugh relative to the lowered expectations

Such, then, are some of the developments most likely to ter-
munate the upswing and to mtate a cumulative downswing,
whose charactenstics we have already analyzed




CHAPTER VIIL

OBJECTIVES OF MONETARY POLICY

INTRODUCTION

In the first paragraphs of this book money was described as
one of the great lab g devices d and developed
for the purpose of enhancing—though indirectly, to be sure—
the real income and matenial welfare of mankind Yet i the
course of our exammation of the mterrelationships of money,
prices, trade, and production, 1t has become more and more
panfully evident that in actual operation money does not al-
ways perform 1ts functions faithfully Refusing to remamn 1n the
role of passive but uscful slave, 1t often revolts to become an
evil master, imposing arbitrary and frequently undesirable re-
distributions of wealth and mncome among the vanous classes
of the y as well as d g the volume of real m-
come produced far below the level of which the economic
system 1s capable if operated at full capacity E['hough peoples
have always displayed an almost incredible patience with de-
fective monetary systems, at least partly because of an under-
estimation of the disturbing mfluence of money, they are now
d ding m bers that the power of money be
dirccted to desirable rather than undesirable ends But how
would an 1deal money behave? What should be the ultimate
objective of monetary policy?

UrriMATE OBJECTIVE OF MONETARY PoLrcy
This should be to facilitate, 1n so far as 1t can, the attain-
ment of the purp of the yst \t produce and
184




Ob]ectxves of Monetary Policy 185

among the of society the maxi-
mum volume of the most usefal types of goods and services at
the lowest possible social cost This 1s not to say that monetary
policy alone 15 capable of achieving all these ends, 1t 15 no
panacea for all economic ills Certamnly even under the most
successful monetary policy serious economic problems would
stall lving the mequitable distbution of
wealth and mcome, madequate total production, disproportion
among types of things produced, unwise consumption habits,
and so on Money should, however, expedite rather than hinder
the attainment of our economic objectives At the very least
money should be neutral, 1t should nexther ongmnate disturbances
nor respond m such a perverse way as to aggravate and prolong
disturbances origmating m nonmonetary phenomena At 1ts best
1t might be so managed as to ameliorate to some degree mal-
adjustments ongnating elsewhere mn the economic system As
yet, however, no monetary system has met even the mimmum
requirement

InamepiaTE CriTeriA oF MoneTary Poricy

Though the success of a monetary system must in the last
analysis be judged on the basis of 1ts contnbution to the at-
"tamment and mamtenance of full, efficient, and stable employ-
ment and of an equitable distnibution of wealth and mcome,
1t 1s clear that this ultimate goal 1s too distant to serve as a
practical guide to monetary policy We must have more m-
mediate cntena, or intermediate gmdeposts, to show us the
way to the ultimate objective Many such guides have been
proposed, most of them warn us away from some dangerous
shoals and some take us partway to the ultimate objective But
which of these 1s most trustworthy?

Stabihization of the Monetary Umt m Terms of a Com-
modity —The 1mmediate objective of monetary policy that has
probably enjoyed the widest acceptance and use i modern
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times, though its populanity 1s waning, has been the stabiliza-
tion of the monetary umt 1n terms of some one commodty, or
n some cases of two dities These dities have
usually been gold or silver, or both Under a gold standard the
value of each unit of every kind of money mn use 15 kept equal
to the value of a stipulated amount of gold Under the silver
standard the monctary unit 1s stabilized mn terms of silver And
under bimetallism money 15 stabihized n terms of both metals
To accomplish this end, the quantity of money 1ssued must be
Timited suffi 1y to prevent its d 1on 1n terms of the
standard money metal and yet 1t must not be so restricted as
to cause 1t to appreciate i terms of the metal

It 15 evident that stability of a money mn terms of gold (or
silver) 1s not of especial importance m and of itself, a case can
be made for this immediate objective only if 1t can be shown
that 1t induces money to behave 1n such a way as to facilitate
trade Many advocates of the gold standard msist that 1t does
just this 1t facihitates trade, both internationally and domes-
tically It 1s supposed to facilitate mternational economic trans-
actions by stabilizing exchange rates between moneys When
monetary umits are kept constant in terms of gold, the exchange
rate between them 15 relatively fixed and can vary only by an
amount measunng the costs of transporting gold from one
country to the other And this stability of exchange rates en-
courages the mternational flow of commodities and capital
funds by ehmnating the nsks and uncertainties that would
attend fluctuations m exchange rates We must remember,
however, that stability of exchange rates 15 assured only so long
as all the moneys mvolved are fixed mn terms of gold, a money
that 15 kept constant n these terms 15 still free to fluctuate in
terms of paper and silver-standard moneys This argument for
stabilizing a nation’s monetary umt 1n terms of gold 1s vahd,
therefore, only if other commercially important nations are




Objectives of Monetary Policy 187

also operating under a gold standard, 1t cannot be used to
support the of a gold dard by one country
alone

Advocates of a gold standard frequently argue that stabihza-
tion of money in terms of gold also tends to facilitate domestic
trade, and that 1t does this by militating aganst “excessively”
mflationary and deflationary monetary pohicies To prevent their
moneys from depreciating n terms of gold, countnies must
refram from “excessive” expansions of the money supply And
to prevent them from appreciating mn terms of gold they
must refran from “excessive” restnictions of the money supply
Even if 1t 1s admutted that the keeping of money constant 1n
terms of gold prevents errant monetary authorities and com-
mercial bankers from mdulging 1 the grossest excesses of
mflation and deflation, no one can reasonably contend that
such a policy pomts the way to anything like an 1deal behavior
of money Expenence has demonstrated many times that a
money that 15 stable mn terms of gold can still undergo wide
fluctuations m purchasing power and can fail to behave in the
manner most ducive to the at and of
full employment

At ts very best, therefore, the immediate objective of stabihz-
g the monetary unit in terms of gold 15 inadequate, though 1t
may prevent money from behaving m some undesirable ways, 1t
does not mdicate precisely the way that money should behave
To supply more specific gmdance some other immediate objec-
tive 1s necessary Recogmzing this fact, more and more of
the countnies mamtaning a gold standard have also attempted
to manage their moneys 1n such a way as to secure a greater
stability of prices, or of business actvity, or of some other
objective that 1s more conducive to full and stable employment
than 15 the mere stabilization of money 1n terms of gold This
raises a senes of important questions Is 1t possible to maintain
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money constant 1n terms of gold and at the same time to man-
age 1t m the way most likely to achieve and mamtain economic
equilbrum, or does the one preclude the other or at least
make more difficult its achievement? And if the stabilization
of money m terms of gold (or some other one commodity) does
militate agamnst the attanment of other monetary objectives,
should not the attempt to stabiize money mn terms of gold
be abandoned?

Stabilization of the Price Level —A criterion of monetary
policy that has enjoyed considerable support 1s the stabilization
of the price level This policy has been urged by a sizable
group of economusts, bills which sought to mmpose upon the
Federal Reserve System a legal obligation to employ all its
powers to this end have been mtroduced and advocated re-
peatedly, though unsuccessfully, n Congress, and m 1933 Presi-
dent Roosevelt stated as the monetary objective of hus admims-
tration that “When we have restored the price level, we shall
seck to establish and mamtamn a dollar that will not change 1ts
purchasing and debt paying power within the succeeding gen-
eration”

Actual expenence appears, at least at first sight, to lend sup-
port to the contention that price stabihization 1s the approprate
cntenon of monetary policy Penods of falling prices, and par-
ticularly of rapidly falling prices, have virtually always been
periods of economic stagnation as well as of arbitrary shifts n
wealth and income Peniods of rising prices, though not cursed
by a contemporary production decline, have also witnessed siza-
ble shifts in the distnbution of wealth and income and have
usually been followed by business breakdowns Only periods
of relatiwvely stable prices have been able to combine an active
and stable prospenty with a largely neutral effect on distnbu-
tion The easy deduction from expenence, therefore, 1s that a
policy aimed at stabihzing prices 15 Tikely to be most effective
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m achieving the ultimate objectives of money Unfortunately,
this cntenon must be rejected as mnadequate and m some cases
as actually misleading Before cniticizing 1t further, however, we
must recognize 1ts ments These are two In the first place, 1t
durects attention to the evils of gratwitous fluctuations mn prices
And m the second place, 1t would mn a large proportion of cases
mndicate the proper general type of monetary pohcy to be fol-
lowed The monetary authonty would rarely go wrong m fol-
lowing a hiberal money pohicy mn the face of falling prices or
a restuictive policy i the face of nsing prices Critena used 1n
the past have apparently not given even this amount of guidance
Despite 1ts ments, however, price stabilization cannot be ac-
cepted as erther an unerning or a sufficiently helpful guide
There are three principal criicisms of this cnterion The
first finds fault with the vagueness of the advocates of prce-
level stabilization rather than with the citenon itself 1f properly
defined What price level should be stabiized? Retail prices?
‘Wholesale prices? The cost of living? Wages? Sccunty prices?
A composite mndex mcluding the prices of everything sold for
money, such as the P of the transactions type of quantity
theory? When the science of index numbers was n 1its infancy
and less was known about the behavior of prices, 1t was usually
assumed that all types of index numbers that were at all com-
prehensive would behave 1n about the same way regardless of
their inclusiveness and weighting Now 1t 15 known that various
types behave quite differently, so that the monetary policy
counseled mght vary considerably according to whether one
or another type of index was chosen as a gmde This pont was
noted by a member of the Federal Reserve Board mn 1928 m
opposing a hill ordering the Federal Reserve System to stabihize
the price level “For example, in the penod from 1925 to 1927
the Bureau of Labor wholesale ndexes show a pnce decline
of about 12 per cent, but if vou take the curve of the cost of
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Tiving, the decline was barely 2 per cent If you take a composite
mdex hke Mr Snyder’s there was hardly any dechne at all "t
It 15 even possible to find periods 1n which some price indexes
rose while others declined As indicated at the beginming of
thus paragraph, however, this cnticism 1s more properly levied
agamst the of the prop of price stabihization
than aganst the critenon itself and does not apply when the
price mdex to be stabilized 15 carefully defined Several recent
wrters have met this objection by urging that the average prices
of the current output of fimshed goods be stabihized, for it
15 with reference to these prices relatve to costs of production
that enterpnisers decide upon the volume and types of output
to be undertaken, and 1t 1s these things for which money incomes
are largely, though not m their entirety, spent

But even after the cntenion has been defined clearly it 1s
still subject to cnticisms The second one grows out of the fact
that price level fluctuations are in their first appearance a symp-
tom rather than a cause of economic mstabiity and as a
symptom may appear clearly enough to be recogmzed and to
ndicate the need for action only after the disease of which 1t 15
a mamfestation has already made considerable headway The
“cause” or “causes” behmnd the imtial nse or fall of the price
level of output 15, of course, an expansion or contraction of
money demand relative to the physical quantity of fimshed
output offered for sale Most of the economusts advocating
price stabihization have recogmized this fact but have dismissed
1t as of httle importance, this they do because of their behef
that the symptom, price changes, will appear almost simul-
taneously with its underlying causes and will thereby sound the
signal for action before serious damage 1s done Such a behef
rests upon the assumption that perfect or near-perfect competi-
tion rules 1n most mdustnes and that prices are highly sensitive

1 Statement of Mr Hamln in hearmgs on HR 11806 (1928), p 393
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to underlymg changes Under these assumed conditions 1t would
undoubtedly be true that shufts i money demand for output
would be almost immediately manifested m pnce changes and
that the volume of production would be affected only later and
as a consequence of price changgg? As indicated earher, how-
ever, the economic systems of th@yestern world are to a con-
siderable extent systems of msensitve prces and sensitive
production The growth 1 size of the individual firm, the nse
of the trade association, cartehzation, the use of pohicies of
price leadershup, legalization of pnice mamtenance, government
price fiung—all these and other mfluences as well have con-
tributed to the mflexibility of prices and have probably -
creased the extent to which fluctuations 1n money demand are
manifested n production and employment rather than 1n prces

It was partly because of a belief that the price level gives
1ts counsel too late to permut the use of preventive measures
and at the most can only pomt the way to remedial achion that
the Federal Reserve rejected price stabilization as the crterion
of credit policy As the Federal Reserve Board stated m 1923,
“Credit ad ration must be cog of what 15 under
way or m process n the movement of busmess before it 15
registered m the price ndex The price index records an accom-
phished fact "3

The third cnticism of price stabilization as a cntenon of
monetary pohcy 1s that 1t does not differentiate between dis-
equilibrating and equilibrating changes m the price level of
output Those advancing this cnticism do not defend all pnce
fluctuations, they readily admit that some—even most—of the
price fluctuations that have occurred 1n the past have been

2 Undes of perfect comp cach enterpriser would assume
that he could sell an unhmited amount of his product at the market price,
and a shift 1 the demand for his product would necessanily take the form
of a change in the market price

* Annual Report of the Federal Reserve Board, 1923, p. 32
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disturbing nfluences and ought to have been prevented In
this category they include all varations 1n the prices of output
that are traceable to expansions and contractions of the money
supply, to hoarding and dishoarding of money, and to fluctua-
tions n the physical volume of trade owing to changes in the
aggregate supply of available factors of production—the increase
of the working population, the opening of new land, and the
accumulation of capital They emphasize, however, that price
changes attnbutable to changes m the real efficiency of produc-
tion are m a different category Price changes parallehng
changes 1n real costs of production are not mcompatible with
the mantenance of normal profit margins and of full and stable
employment, rather, they must be allowed to occur if dis-
equilibrium 15 to be avoided We shall deal here only with n-
creases m the efficiency of production, for it 1s this case that 15
ficant mn a prog

Increases m the real efficiency of production may be effected
i many ways, among these ar¢ new ventions, a wider use of
mventions already m existence, better techmques of business
orgamzation and management, a greater vigor and ntelligence
of workers and managers, and an improvement 1n labor rela-
tions that reduces ca’ canny and sabotage But whatever 1ts
cause, any expansion of the average output per productive
factor must, in the absence of a proportional nse in the average
money reward to productive factors, lower the money cost per
unit of output This can be shown by a hypothetical example
Suppose that n the ongmal situation 100 umits of productive
factors produce 100 umts of output per period and receive in
return $9o, so that the average cost of production per umt of
output 15 go¢ This output 15 sold at an average price of $1,
so that the enterpnsers’ profit margin 15 10¢ per umt This
situation 15 then altered by a 10-per-cent nise i the real efficiency
of production, so that the same aggregate of productive factors
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can produce 110 umts per peniod If the aggregate money reward
to the productive factors remams unchanged, the money cost
per umt will fall to 82¢ (go/110=82), so that the selling
price per umt could fall to g2¢ without shrinking the enter-
prsers’ 10¢ margmn In fact, 1f the pnce of output 1s mamntained
at $1 and the average rate of pay to productive factors does not
nse, enterprisers’ profits will be mflated to 18¢ per umt Thus,
enterpnisers’ profit margms can be abnormally widened just as
surely by mamtaining selling pnces constant mn the face of
declmng costs as they can by raising selling prices while costs
lag behind And 1n both cases the resulting business boom must
collapse when, as will happen sooner or later, profit margins
are agan narrowed by the nse of cost levels relative to selling
prices * It 15 evident that this cnticism of price stabihization
would not apply 1f productive factors received money rates of
pay that always varied directly with their productiity Such a
behavior of cost levels cannot be depended upon n our economy,
however
Several economusts who beheve that the behavior of prices
furnishes the most uscful criterion of monetary policy but who
admt the validity of the first and third—particularly the third—
of the above cniticisms of price stabilization have recently ad-
vocated that money be so managed as to cause the price level
of output to vary only mn response to changes n the efficiency
of production If this were done successfully, pnce levels of
output would vary directly with real costs This cnterion 1s
¢ The same conclusion 1s arnived at by another line of reasonng Some
analysts pomt out that sellng prices can be buoyed up n the face of m
creased cfficiency only by an excess of investment over savings, which m
volves an abnormal stimulation of the mvestment goods industries When
the 1mjection of new money to mamtam prices 1s stopped or even slackened
1 which may well bring about a
recession not only n the mvestment goods mdustries but elsewhere as well
For a good bnef discussion of this problem see E F M _Durbin’s treatment

on pp 261268 of G D H Cole’s What Everybody Wants to Know
About Money, New York, 1934
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superior, tl lly of not ratwvely, to that of prce

stabilization Yet despite 1ts supenonity it, too, 15 subject to the
second crticism advanced above against price stabihzation—
that pnce changes are a symptom rather than a fundamental
cause, and that as a symptom they are hikely to appear too late
to prescnbe preventive action and perhaps too late to call forth
effective remedial action Since prices are but symptoms and
smce 1t 15 the magmtude of the money demand for output
that 15 of fundamental mportance, 1t would seem desirable
to use not prices but the behavior of the money demand for
output as the cntenon of monetary policy The mmmediate
cntenion should be the establist and of
that volume of money demand for output that will come near-
est to securing full and steady employment However, before
discussing this cniterion further 1t 15 necessary to examine other
mtermediate gwdes which have been suggested and which,
though they are neither adequate nor trustworthy, do call
attention to disturbances to be avoided

Stabilization of the Quantity of Money —A cntenion that
has sometimes been suggested, though it has never enjoyed
more than a small sponsorship among economusts, 15 that of
stabihzing the quantity of money According to this proposal,
the mmedate goal of monetary policy should be to hold
constant the aggregate quantity of money, mcluding both cash
and circulating bank deposits It requues no detailed analysis
to discover that this crtenion 1s not the proper one to adopt
A constant supply of money would not by any means msure a
properly behaving money demand for output This money de-
mand would still fluctuate because of hoarding and dishoarding,
and 1t would be highly unlikely to expand enough to take off
the market at ive prices the d output made
possible by the growng supply of labor and other productive

1
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factors ® The appropriate monetary pohicy demands not a con-
stant quantity of money, but a quantity of money that vanes
m the way most conducive to attaiming the desired behavior
of the money demand for output

Though 1t 15 unacceptable as a gwde to monetary policy,
this cnterion does focus attention upon the evil effects of n-
appropmate fluctuations in the money supply In fact, 1t appears
to have ongmated as a protest agamst the arbitrary and ca-
pricious expansions and shrinkages of money which too often
lave been respousible for mutiatng disturbances and for ag-
gravating and prolonging disturbances that ongnated clsewhere
m the economy Its positive contnibution 15 to condemn all
vauations n the money supply that cannot be shown to be
conducive to the attamment of continuous full emloyment

Stabilization of Total Money Expenditures (MV) —A third
cntenon of monetary pohicy that has been suggested 15 stabih-
zation of the rate of money expenditures for all goods, services,
and secunihes—the MV of the equation of exchange This
cntenion 15 also stated as “stabilization of the cffective supply
of money ” As an objectwve 1t 15 supenor to that of stabihzing
the quantity of money alone, for 1t recogmizes that the volume
of money expenditures 15 nfluenced by fluctuatons i the
velocity as well as m the quantity of money Nevertheless, 1t 15
too mexact to be acceptable To stabilize money expenditures
for everything entenng into T—services and all types of goods
and secunties, both new and second-hand—does not by any
means nsure a proper behavior of the money demand for new

8 The same concluston 15 arnved at regardless of the type of monctary
theory used for purposes of analysis In terms of the transactions type of
quantity theory, a constant M 1n the face of fluctuations m either Vior T,
or both, would permit P to fluctuate Accordng to the cash balance ap
proach, a constant money supply mn the face of a fluctuating demand for
money would allow the value of money to fluctuate The commodity theory
amnves at the same conclusion through an analusis of the supply and de-
mand for gold
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output In fact, the stabihzation of MV would almost certamnly
be accompanied by fluctuations i the money demand for new
goods and services If this cuterion were adopted mn an economy
expanding n population and capital supply, the long-term m-
crease 1n trade between the different stages of the productive
process and 1n second-hand secuntues, real estate, and other
goods would absorb progressively larger amounts of expendi-
tures and would leave progressively smaller amounts to be spent
for current output Over longer penods, then, a constant MV—
even 1f 1t could be maintamed—would probably be accom-
panied by a declming demand for new output And dunng
shorter periods, and d m ditures for
these other clements of trade would leave altemate]y smaller
and larger amounts to be spent for current output ¢

Stabihzation of the Money Demand for the Current Output
of Fimshed Goods and Services —One who accepts the view ex-
pressed above, that the money demand for finished output
occupics a key position 1n the economic process, 1s likely to
conclude that the monetary policy most conducive to the
at of full empl 15 that aimed at
stabilizing the money demand for the current output of fimshed
goods and services Thus would probably be the most satisfactory
policy for a static economy with a stable productive capacity
A constant money demand for a constant quantity of real
fimshed output would, 1f cost levels remamed properly ad-
justed, permit the mamntenance of enterpmsers’ profits and
give them no ncentive to reduce their scope of operations In-
cidentally, 1t would also mamntam a stable price level for
fimshed output

A policy of stabilizing the total money demand for fimished
output would also be the most satisfactory one to be followed
n an economy m which productive capacity was expanding,

‘Ctp 73
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1f this expansion of output were mmputable solely to an en-
hancement of the real efficiency of production, that s, to an -
crease 1 the average output per umt of productive factors
This agan assumes that there 15 no advance n the average
money cost per umt of productive factors In this case, as in
that of the static economy, the mamtenance of a stable ag-
gregate money demand for fimshed output while aggregate
moncy costs remained constant would permit the mamtenance
of enterprisers’ profits It would, of course, necessitate a dechne
m the price level of fimshed output, but this decline m selling
prices would be offset by that of money costs per umit so that
no deflation of enterpnsers’ net returns would be effected 7
Increase m the Money Demand for Output m Proportion to
the Supply of Productive Factors Stabilization of the Average
Money Income Per Umt of Productive Factors —Although
stabilization of the total money demand for fimshed output 1s
probably the most sahsfactory monetary policy when productive
capacity remains constant or even when productive capacity 1s
as a q of ad m the real effi
of production, 1t 15 too ascetic for use when capacity for output
15 expanding as a result of accretions to the supply of productive
factors The mamtenance of a constant money demand for
finished output in the face of a rising supply of productive agents
1 the form of labor, land, and capital 1s hiable to be deflationary
and to retard the absorption of thesc additional productive
facilities into the economic process Wath a fixed level of money
receipts for fimshed output, which would be the case if the
money demand for output remained constant, enterprisers could
not raise the aggregate of their cost payments without suffering
a shrinkage of their profits And the employment of additional
agents of production would entail an ncrease in aggregate
money costs if the average money reward to productive factors

TCE p 192
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failed to dechine 1 mverse proportion to the increase m their
supply In a perfectly competitive, frictionless economy 1t might
be feasible to rely upon such a decline of money costs to mamn-
tan enterpnsers’ profits and to make remunerative the em-
ployment of additional productive agents But 1n an economy
charactenzed by sluggish costs, this policy 15 not feasible

In an economic system m which rates of pay to productive
factors can be reduced but slowly, the money demand for
fimshed output should be expanded at a rate equal to the rate
of increase m the supply of productive factors so that en-
trepreneurs could absorb all the available factors of production,
pay them a constant average rate of money reward per umt,
and still mamtan their profits In other words, the money
demand for finshed output should be raised at such a rate
as to nsure the maintcnance of a stable average money income
per umit of productive factors In terms of the income type
of quantity theory, this would require an increase of MX, the
total of money expenditure for fimshed output® In terms of
the ncome and expenditure theory, 1t would necessitate an
excess of mvestment over savings, which could be effected by
dishoarding, or by an increase n the money supply, or by
some combination of the two If this criterion of stabilizing
the average money ncome per umt of productwve factors were
adopted, the price level of output would be permitted to de-
cline 1n resp to ad m the real effi of production
but not for any other reason

‘The adoption of this criterion and even the realization of its
mmediate objectives would not, 1t must be emphasized, mnsure
the attainment and mamtenance of full and stable employment
This coveted state could still fail to be attained owing to ob-
stacles of a nonmonetary character Such a polcy would, how-
ever, do everything that can reasonably be demanded of money,

5Cf p 72
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1t would prevent money from ongmating disturbances and from
responding 1n such perverse ways as to aggravate and prolong
disturbances originating m other sections of the economy Even
the best monetary system conceivable would be unable to effect
unaided all of the vanous types of adjustments that are con-
tmually required m a dynamic economic system and that too
often are thwarted by the activities of private or public groups

MerHODS OF SECURING THE PrOPER BEHAVIOR OF MONEY
DemanD For Outpur

Though the prmary purpose of this chapter was to examme
the objectives of monetary policy and to discover how money
should behave, 1t seems desirable to outhne bmefly some of
the problems mvolved m selectng and developing methods
to be used mn the attamnment of these objectives How 1s the
proper*behavior of the money demand for output to be achieved?
By purely monetary measures? If so, by what types of monetary

y ary and 1f so by what types?
Or should both y and y be em-
ployed7

M for Ci Ihing the Money Demand for

Output—lt 15 evident that control of the money supply 1s a
necessary, though perhaps not a sufficient, condition for the
attanment and mamtenance of a properly behaving money
demand for output The necessity for at least some government
regulation of the money supply has long been admitted even
by those most vehemently opposed to government mtervention
m other economic matters Many economusts doubt, however,
that government and central bank officials will ever be able
to exercise the necessary degree of control so long as the money
supply depends to such a great extent upon the lending and
investing operations of commercial banks There can be no
question as to the ability of these officials to limit an expansion
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of the money supply within the present banking structure 1f
they proceed intelligently and ly, by g the
reserve requirements of commercial banks and by curt:nhng
the available volume of reserves they can force the banking
system to himit 1ts creation of money They can also be prac-
tically certan that in penods of optimism the banking system
will not permit excess reserves to accumulate and that 1t will
expand 1ts credit on the basis of any mcrease 1n reserves or any
decrease 1n reserve requirements that they see fit to allow But
they are likely to be less successful n preventing a decrease
or n inducing an increase 1 the money supply 1n periods n
which expectations are unfavorable At such times a growth
of bank reserves or a lowering of the reserve requirements of
banks makes possible but does not force an expansion of
bank credit As one wnter has put 1t, though a balloon cannot
nise 1f 1ts mooring rope 15 not slackened, a slackening of the
rope will not push up a balloon that 15 heavier than air And,
unfortunately, 1t 15 at the very time that these unfavorable
cucumstances exist that the monetary authonties should m-
crease the money supply to offset, to some extent at least, cur-
rent hoarding

For these reasons many economusts have come to believe that
an appropriate monetary policy cannot be expected from com-
mercial banks operating under the types of laws and manage-
ment now existing In the first place, they note that existing
teserve laws—which fix reserve requirements solely upon the
basis of the volume of deposits and without reference to veloc-
ity—would not indicate to bankers the proper policy to be
followed even 1f the primary interest of these officials were
securing an appropriate behavior of the money supply And m
the second place, bankers are primarily interested not m their
effect on the money supply but rather m the other of ther
dual functions—lending and investing There are several rea-
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sons for this Many bankers do not understand their ability
to alter the money supply, 1t 15 still common for them to mnsist
that they do mnot manufacture money but “merely accept
deposits and lend out the proceeds” Moreover, and this 1s
probably a morc powerful factor m diverting bankers’ attention
from therr influence on the money supply, the larger part of
bank earnings 15 denved from loans and mvestments, and the
purpose of a bank, from the pomt of view of its owners, 1s to
make profits

To some cntics these flaws i the commercial banking system
appear so fundamental as to demand a basic reform The
proposal for sweepmg bank reform that has been most widely
discussed 1 recent years 1s that which would establish “100%,
banking ™ In the interest of a more accurate control of the
money supply the advocates of this reform propose that the
present functions of the commercial banks be divided among
three bodies a central monetary authonty, a system of check-
g banks, and a system of lending and 1nvesting institutions
The central monetary authonty, which would be a non-profit,
governmental body, would possess the sole power to 1ssue and
withdraw money The checking banks would exist only for the
purpose of cleanng checks, of transfernng the ownership of
deposits from payor to payee, and of mamtaning free mter-
convertibility of cash and deposits, they would have to maintain
with the central monetary authonty reserves equal to 100 per
cent of their deposits, and they would not be permitted to make
loans and mvestments or in any other way to nfluence the
quantity of money The lending and mvesting institutions would
not be permitted to 1ssue money, therr function would be to
gather the voluntary savings of the community and to facilitate

* Though plans of this type were formulated ndependently and at about
the same time by several people, the clearest exposition of the structure

and rationale of the proposed system 15 that of Irving Fisher m his book,
100%, Banking, New York, 1935
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therr flow mnto mvestment And the amount that they could
lend would be limited to the amount of voluntary savings that
they could gather

It 15 not possible to evaluate here the ments of the proposal
for “100%, banking ” The suggested plan was introduced at this
pomt only to indicate the nature and extent of the structural
changes m banking that many economusts beheve necessary be-
fore the quantity of money can be subjected to contmuous
and accurate control

Even assuming, however, that the quantity of money 1s by
some means brought under continuous and accurate control,
we are still faced with a fundamental question Would 1t be
feasible to control the money demand for fimshed output
solely by controlling the quantity of money? As has been stated
several times, the money demand for fimshed output can vary
not only because of fluctuations n the money supply, but also
because of hoarding and dishoarding, or, as the mcome type of
quantity theory would put 1t, because of vanations n the circuit
velocity of money If the money supply were brought under
control and prevented from aggravating business fluctuations,
the varrations 1 circwit velocity would probably be narrowed
considerably, though they would certanly continue to exist
Would 1t be feasible to counteract such dishoardings and hoard-
mgs as still persisted by shninking and expanding the money
supply? It seems probable that the monetary authonty could,
by contracting the quantity of money, prevent dishoarding
from raising consumption and nvestment above the desired
level On the other hand, less success could be expected from
attempts to offset hoarding by an expansion of the quantity
of money, this 1s particularly true after expectations have de-
terorated At such times the newly created money 1s likely to
be saved, especially 1f 1t 15 put mto the hands of persons or
mstitutions that will not use 1t for consumption, and dramed
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off mto hoards mstead of flowing mnto mvestment This 15
because, when enterprisers’ expectations of profits are unfavora-
ble, a rate of nterest that 1s low enough to make profitable the
volume of mvestment required to raise the commumty’s money
mcome to the desired level 1s likely to be so low that members
of the commumty will not make their mvestible funds availa-
ble for use’® The hoardabihity of money under present laws
permuts the withholding of mvestible funds from the market
and prevents interest rates from declining far enough to raise
mvestment to the level required for full ewployment

To some economusts the remedy for this situation 15 evident
If the free hoardability of money 15 responsible for mamntaming
mterest rates too lngh and for depressing money demand for
output, 1t should be ended, hoarding should be made so ex-
pensive that holders of money will either spend 1t for consump-
tion or make 1t available for investment at whatever rates of
mterest 1t can obtain '* This, they contend, should be done
by taxing the holding of money The tax imposed should m-
crease with the length of time that money 15 held, and money
held more than a stated perod of time might even be con-
fiscated In this way the socially harmful barganing advantage
granted to money hoarders by existing monetary laws would
be removed, people would be forced to make all their savings
available at interest rates as low as were necessary to clear the
market—perhaps even at negative rates of nterest m periods

9Cf p 154

™ Though 1t 15 hazardous to allocate authorship of economic 1deas, the
proposal to make hoarding of money expensive scems to have ongmated
with Silvio Gesell A complete account of his views 1s presented m his
book, The Natural Economic Order, San Antomio, 1930 The proposal was
available in German as carly as 1906, however A’ short exposition and
analysis of Gesell's plan 1s given by H T N Gaitshell m G D H Cole’s
What Everybody Wants To Know About Mones, New York, 1934, PP
311 324 A well reasoned and bnlhantly wntten book presenting a proposal

of this type 15 Arthur Dahlberg’s When Capital Goes On Strike, New
York, 1938
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of depressed demand for nvestible funds, and the rate of
spending would be prevented ﬁom falling

No jud; as to the of loying taxation to
cuntml the velocity of money 1s possible at tlns hme A thorough
theoretical analysis of the plan 1s still lacking, and past exper-
ments with 1t have covered such small areas and such short
penods of time as to make them inconclusive

N y M for C Iling the Money Demand
for Output —We do not yet know with what degree of success
purely monetary measures can be used to control the money
demand for output Monetary authorties have not utilized the
various instruments that they now possess with sufficient cour-
age and energy to indicate how effective these can be, and we
can only guess at the probable effectiveness of the new instru-
ments of control that mght be added to their equipment It
15, however, virtually certan that monetary authornities armed
only with their present weapons will fail to achieve the desired
degree of control if they must combat antagomstic economic
policies of a nonmonetary character They cannot reasonably be
expected to control the aggregate of consumption and nvest-
ment 1f governmental agencies speed up therr mvestment 1n
prospenty periods and reduce therr demand for savings dunng
depressions, 1f existing policy ges or even
excessive speculation m the secunties markets, with 1ts cffects
on expectations, consumption habits, and security 1ssues, 1f
monopoly power exists and selling prices are kept so mflexible
that shafts in demand exert most of their effects on the volume
of production and employment, if wages and other costs are
determined without due attention to their effects on enter-
prsers’ profits and the amount of employment, 1f taxation 1s
made to bear most heavily upon enterpnse dunng depressed
periods, and 1f international commercial pohicies shut off mar-
kets at the very time that they are needed most Purely mone-
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tary cannot bly be expected to achieve therr
objectives 1f they must continually combat such unfriendly
economic pohcies Economusts are coming to believe more and
more that the probl of bility and under-
employment can be solved only if they are attacked simul-
taneously on all fronts by a number of coordinated and mutually
remforcing measures An appropriate monetary policy must be
ncluded as an essential part of this mtegrated program
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theonsts today are more mterested in what Fisher calls
“transition periods ”

C General Evaluations of the Quantity Theory

Anderson, B M The Value of Money New York, 1917
This sharp cnticism of the quantity theory mn general
and of Fisher’s Purchasing Power of Money n particu-
lar contains some bnilhant analysis as well as much that
15 mistaken and unjustified
Keynes, ] M The General Theory of Employment, Interest,
and Money New York, 1936 For rclevant sections of this
book, consult 1ts index
Marget, Arthur W The Theory of Prices New York, 1938,
Volume 1
Discussions and evaluations of the quantity theory
occur 1 many sections of this volume

D Factors Beaning on the Money Supply

1 GENERAL DETERMINANTS OF THE MONEY SUPPLY

Cf relevant sections of Fisher and Anderson as cited above
Curne, L B The Supply and Control of Money m the United
States Cambndge, 1934

2 COMMERCIAL BANKS AND THE MONEY SUPPLY

Cnck, W F “The Genesis of Bank Deposits,” Economica,
June, 1927
Phillips, C A Bank Credit New York, 1926, Chapters I-IIT
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E The Veloaty of Money

Cf relevant sections of Fisher, Anderson, and Marget as aited

above
Ellis, H S “Some Fundamentals m the Theory of Veloaty,”
Quarterly Journal of Economucs, May, 1938, pp 431472
Thus article performs a valuable service i describing
the process by which velocity changes
Wicksell, Knut Interest and Prices New York, 1936, Chapter
VI

CHAPTER III THE TRANSACTIONS TYPE OF
QUANTITY THEORY APPLICATIONS

A Case Studies m Which the Transactions Type of Quan-
tity Theory Is Used to Analyze the Behavior of Prices

B Turroni, Cq The E of Inflation
London, 1937
A careful and detailed analysis of the German 1nflation,
19141923

Graham, F D Exchange, Prices and Production i Hyper-
Inflation  Germany, 19201923 Pnnceton, 1930

An excellent analysis of this peniod

Kemmerer, E W Money New York, 1935, Chapters X-XIII
This book contains good short accounts of the infla-
tions m France (1789-1796), England (1797-1821),
the United States (1861-1865), and Germany (1914-
1923) It also contams bibliographies on these infla-
tions.

B The Dispersion of Prices

Fisher, I The Purchasing Power of Money New York, 1926,
Chapter IX

Means, G C Industnal Prices and their Relative Inflexibility
‘Washington, 1935

Mills, F C Prices n Recession and Recovery New York, 1936.
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- Tucker, R S “The Reasons for Price Rigidity,” American
Economic Review, March, 1938

CHAPTER IV THE CASH-BALANCE TYPE OF
QUANTITY THEORY

A Statements of the Cash-balance Type of Quantity Theory

Keynes, ] M Monetary Reform New York, 1924, pp 8195

A Treatise on Money New York, 1930, Volume I,
pp 222233

Marshall, A" Money, Credit, and Commerce London, 1923,
Book I, Chapter IV

Pigou, A C “The Value of Money,” The Quarterly Journal
of Economucs, Volume XXXII, November, 1917, pp 38-65

Robertson, D H Money New York, 1929, pp 3043, 195

B Evaluation of the Cash-balance Type of Quantity Theory

Marget, A W_The Theory of Prices New York, 1938, Volume
1, Chapters XV-XVI

CHAPTER V. COMMODITY THEORIES OF MONEY

A Presentations of Commodity Theones of Money
Laughhn, J L The Punciples of Money New York, 1903, Chap-
ter IX

Laughlin contends that the value of gold depends on
the supply of and demand for gold relative to the sup-
ply of and demand for other commodities
Mill, | 'S Prnciples of Political Economy London, 1885
Book II, Chapters VIII and IX
In these chapters Mill presents and reconciles the
quantity theory and the cost-of-production theory of
the value of money
Warren, G F, and Pearson, F A Gold and Prices New York,
1935
Thus theory of the relations between gold and prices 1
supposed by many to have been the basis of the Roose-
velt gold policies of 19331934
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B Evaluations and Cntcsms of Commodity Theornes
of Money

Hardy, C O Is There Enough Gold” Washington, 1936
The first part of this book 15 a study of the supply of
and demand for gold The second 1s an evaluation of
the Warren-Pearson price theory

Heilperm, M A I y E New York
and London, 1939, Chnpters 18 IV
In this llent short d sion Heilperm

Cassel’s analysis of the so-called “gold problem” and
questions the fruitfulness of employmng the “supply
of and demand for gold” analysis when dealing with
a monetary system 1n which only a small part—f any
—of the actual circulating medm 15 composed of
gold

C Studies of Prices Stated 1 Terms of the Demand for
and the Supply of Gold

Cassel, G The Theory of Social Economy New York, 1924,
Chapter XI
An attempt, recently much cnticized, to estimate the
rate of mcrease of the gold supply that would be re-
quired to prevent a downward trend of prices

Ro al Institute of International Affairs The International Gold
roblem London, 1931
A collection of papers on the functions of gold, the
production and consumption of gold, and the proper
behavior of gold

D Devaluation of Gold Moneys as a Means of Raising
Prices

Gilbert, M Currency Depreciation and Monetary Policy Phila-
delphia, 1939

Hardy, C O Devaluation of the Dollar Chicago, 1933 (a
pamphlet)

Hams, S E Exchange Depreciation Cambndge, 1936
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CHAPTER VI THE INCOME AND EXPENDITURE
APPROACH GENERAL PRINCIPLES

A The Controversy Between the Classical Economusts and
the Dissenters on the Question of the Sufficiency of
Purchasing Power

Martin, P W The Problem of Mamtaimng Purchasing Power
London, 1931, Chapters I and II
Thas 1s an excellent short discussion of the controversy
References to members of both sides are given mn the
footnotes This book ments much more attention from
economusts than 1t has received
Say, ] B A Treatise on Political Economy, fourth American
edition Philadelphia, 1830, Book 1, Chapter XV
This 15 probably the most widely known statement of
the classical belief as to the sufficiency of purchasing
power

B The Mcaning of Money Income

Kuznets, S National Income and Capital Formation, 1919-1935
New York, 1937, pp 1-39

C Types of Income and Expenditure Theones

Several forms of the mcome and expenditure theory
have been advanced n recent years Though these have
much 1n common—in most cases much more than their
authors would admit at first—they have also differed
somewhat m terminology, logical framework, causal
imputations, and emphasis As a result, there has ac-
cumulated 1n a relatively short period an extremely
large body of hiterature, much of 1t controversial Ref-
erence will be made here to only a few of the most
mmportant of these writings The theones will be di-
vided mto classes and readings suggested for each
class
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1 THE EARLY KEYNES ANALYSIS, 1930-193§

Keynes, ] M A Treatisc on Money New York, 1930, 2 vol-
umes
This 15 the basic presentation of Keynes's 1deas on
money at this stage The fundamentals of the theory
are to be found mn Volume I, Book IIT
Hansen, A H Full Recovery or Stagnation? New York, 1938,
PP 331-343
Hansen here calls attention to an error i Keynes's
fundamental equations, discusses methods of correcting
the error, and evaluates the equations as they would
stand after correction

2 THE LATER KEYNES ANALYSIS, 1936-

Hansen, A H Full Recovery or Stagnation? New York, 1938,
Chapter 1
An appraisal of Keynes’s later analysis This matenal
first appeared 1n the Journal of Political Economy, Oc-
tober, 1936
Keynes, ] M The General Theory of Employment, Interest,
and Money New York, 1936
In this book Keynes presents an analysis which differs
somewhat from that in his Treatisc on Moncy, though
—as he pomnts out—it represents an evolution of his
thought rather than a change of his views
Lerner, A P “Mr Keynes's General Theory of Employment,
Interest and Money,” International Labor Review, Volume
XXXIV, 1936, pp 435454
This 15 a bref, though far from easy, exposition of the
essential 1deas contained mn Keynes’s book
Robinson, Joan Introduction to the Theory of Employment
New York, 1937
This 15 a brief and somewhat populanzed exposition
of the Keynesian analysis
Discussion and cnticism of Keynes's later analysis are vo-
luminous, since early 1936 there has been hardly an issue of any
of the so-called learned economic journals that has not con-
tamned at least one article or note on this subject Full agreement



Qelected S 1, Reads
PF y g 213
among the wnters has not yet been reached, but the present
state of the controversy 1s mdicated m the followmng articles
Lutz, F A “The Outcome of the Savmng-Investment Discus-
sion,” The Quarterly Journal of Economics, August, 1938,
pp 58861
And a senes of articles and notes on saving and investment by
A P Lemer, Oscar Lange, Myra Curtis, and F A Lutz m
The Quarterly Journal of Econonucs, August, 1939, pp 611-
631

3 HAWTREY'S ANALYSIS

Hawtrey, R G Currency and Credit New York and London,
1930, Chapters -1V

The Art of Central Banking New York and London,

1932, Chapter 11T

Capital and Employment New York and London,
1937, Chapters I-VI

Hawtrey presented the basic elements of his theory 1n the first

book hsted, but the later books nclude important additions

and elaborations

4 ROBERTSON'S ANALYSIS

Robertson, D H Money New York, 1929, Chapter V and
P 197
Banking Policy and the Price Level London, 1932
“Saving and Hoarding,” The Economic Journal, Sep-
tember, 1933, Pp 399413

CHAPTER VII THE INCOME AND EXPENDITURE
APPROACH AND THE BUSINESS CYCLE

This subject 15 treated n the works of Hawtrey, Keynes, and
Robertson as cited under Chapter VI
Haberler, G Prospenity and Depression Geneva, 1939, Chap-
ter II and Part II
Chapter II of this book descnbes the purely monetary
theory of the busmess cycle as presented by Hawtrey
Part I 15 Haberler's own synthetic theory stated mn
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monetary terms but taking into consideration non-
monetary phenomena

Harrod, R F The Trade Cycle Oxford, 1936
A theory of the busmess cycle that 15 similar to the
analysis of Keynes's The General Theory of Employ-
ment, Interest, and Money

CHAPTER VIII OBJECTIVES OF MONETARY POLICY

Durbm, E F M The Problem of Credit Policy London, 1935
An excellent discussion and comparison of the vanous
goals of monetary policy

Gayer, A D Monetary Policy and Economic Stabilization,

second edihon New York, 1937
An enlightening discussion” of the objectives of eco-
nomic and monetary policies and an apprasal of the
various means that have been proposed for attaiming
these objectives

Royal Institute of International Affawrs The Future of Mone-

tary Policy London, 1935
A provocative discussion of the objectives of monetary
policy and the means of attaming them, with con-
siderable emphasis on the nternational aspects of the
problem
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