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Re idea that inv, is a factor; and that sav. is indep. determinant.
Consider grofSs inv. On diagram, what looks like gross inv.

et inv., unless balanced by cons. Only thing that makes it

et inv. is fact of savinz.

But the factor of production is gross inv., anyway, not just net.
It represents the use of an existing factor; whereas net inv.
simultaneously creates the capital and uses it for carrying prdduct.

So spendinz, even if 1t doesn't create capital, does imply
carrying products, thereby makes more production possible. But not
just any spending: only gross inv,

Any factor of production, if its supply is increased, falls in

price. Same with investment. But this just means lower yields.
It doesn't mean fall in value of M. But paradox is: is impossible
--unlikely, rather -- to supply more inv. w/o supply more MV, and
this makes prices rise, except insofar as the greater supply of
investment that goes with the dMV brinzs in more other resources
and 4T, to offset effect on dP.

This service, of carrying products being currently produced,

is rendered by people trying to increase their assets -- or
balance a decrease at the other end. Suppose a desire to increase
real assets & little. lore gross inv. -- & people at net inc.
position consume it all. (of course they won't, since they are
the people trying to increase their assets)(but they might, if
desire is not to increase assets, but increase REAL assets, but
they are willing or desirous to reduce c.b. -- can have various
assumptions, various results). Then they have failed to increase
real assets. If they assume higher demand is to continue, they
must now gross invest still more to increase assets. &, thus,
in trying to achieve an increase of net new inv., people increase
gross investment. Process continues until dS allows creation of
new assets they want -- or sometning else stops it, such as the
higher inc. being a substitute for the new assets, their not : |
antic. the hi her demand will continue, or something. Thnis is
of course another description of Keynes cumulation. K describes
the initiatinf force as dI. But if this is to mean anything, it
mist mean a recurrent desire to have gross inv, exceed cons. by
a zreater am't -- which is wihat makes gross 1 get larger and larger
as C does -- and this is easiest described as a persistent desire
to increase assets. Well, is more than that, is desire to increasc

assets by means of, or "& simultaneously desiring to", reducc c.b.
For otherwise one would increase assets by dS. ®(which would incide-
ntally cause Keynesian dI - & when one just says 4I, is no way

of knowing what you mean. Well, dI with C maintained is clear
your intitial pulse is from dV. )

- Anyway, if we just say people wisih to lower c.b., that not enough.
For they might do it by dC, which would not stimulate employment,
not give any co mplementary resource. We must know, simul, how
they fedl about assets. If they wish To increase real assets, &
reduce c.b., wec know this means more inv., with C maintained,
K. cwmlation. If they want to =m& increase assets, but increase
or maintain c.b., means dS. & all kinds of combinations.

The am't of inv. which is accomplished by a given dii depends

on the am't of other resources that are induced into production
by it. For they, by acceptinz it in return for work tihey wouldn't
otherwise have done, do the investing. (or intermediaries from
whom they buy simul.) But if the higher Ii demand lures no
new resources into production, it just bids up prices of old.
??? Another element is whether people are willing to increase their
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cebe (Almost always, people will be wikhling to somewhat) If no

one were, a quick wiirl of 4V would dT & dP until they were happy.
But this might be increased inv. So this not essential. Fact is,
even if it happens, mere acceptance of dl the first time is
increased inv. -- that goes for dV, too, and if the first time,

then eacnh time, so dV nec. increases that kind of inv., m acceptance.
S0 dM & dV are necessarily going to increase inv. some.

Anyway, essential pt. is this. People must accept the dM in
some sense, to have new inv. Either by -dV; or dT. If employment
is entirely fixed, prices will rise immediately, and dMV is not
increased real inv., being cancelled by dP.

Strictly, the price of resources RemsmikzmemkraXx isn't the
relevant price level, but prices of what they buy. Almost undoubtedly,
Il gets to them before it affects those prices. So dM would be
increased real investment. (It still might not increase production,
if resources weren't going to respond to their higher productivity.
And if they didn't, production wouldn't increase much (it should
increase some, if inv. is a real factor. Would it?) So then gZoods
prices would rise, and am't of inv. would recess. The permanently
lower yields to investors would mean that goods prices never rose
as much as resource prices, tho, thus the increased rate of gross
inv. would remain in small part.

If people have recurrent desire to invest more, this round
could continue, several times. Inv. could be continua 1y increased,
tiru continuous inflation.

Thinking it out in real terms, it is possible to increase
investment there. If resource real prices rise, this would not
mean that real dI was any less; it would mean, tho, that it
wouldn't go so far. For, to carry a given am't of product,
you must pay resources their price. <This important coneclusion
emerges: the greater the spread for investor, the more product
value(after his cut) he can carry with a given real investment.
If resource prices are simply bid up by the increase in gross
investing, the increase remains. But it doesn't carry any
greater product.

The significant difference between capital creation where dS is
autonomous, & where 1t results from dI, is not just re V -- which
makes it seem sterile. But dV means more gross inv., which is
independent of capital creation.

The difference between the monetary & non-monetary case is not
great. Xm To et mon. case analogous, just suppose that increased
m demand for goods does not cause their prices to rise. This is just
nec. to keep supposition of actually more inv. offered. If they rose,
is no more inv. If desire of intermediaries is to actually
invest more, their spread falls, they cannot raise prices. Higher
demand from otiers doesn't mean fall ov inventories tio, because
intermed. incomes are lowered by as much as others increased, they
demand less. (fact that the intermcdiaries do more savin
anaelement in cumulation -- opposite to usual assumption)

(which assumption belied b fact that m & real wages move together)

If we get, in fact, a rise of goods prices, but not a rise of
resource prices, it means the intermediaries have succeeded in

gsecuring m0{§ csourcea,,fog less invesgtment, real -- the same inv.,
I mean. & thelr spread 1s Increased. In real terms tils would be
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very dubious. In m terms, thru m illusion, is quite conceivables
But its unreality in real terms mckes it dubious in nm terms, too.

Aside from these changes in "spread", however, is little
room for changing the ratio of inv. to total product value.
fdde from changes in spread, is a unique one to one correspondence
of am't of inv., real, with am't of production. (Except for
types of production requiring no inv.)

So if intermediaries try to increase investment, only ways
it is possible to do so is to have other resources come into
production; (or lower spread; or resources come in from
"direct"” or service production).

In m ec., if intermediaries try to increase m inv., and
don't succeed in drawing in more re sources, it meuns higher
prices of resources. If intermed. desire is to increase real
inv., goods prices won't rise so much as resource prices. In fact,
if their desire is to increase real inv. w/o reducing c.b., goods
prices won't rise at all. If their desire is to reduce c.b., but
not to increase real inv., prices rise all aPOJnd is no increase
of real inv. (Work out details)

So desire to change investment, and to change c.b., are distinct,
and have distinct effects.

Are 3 desires, to be distinguis:ied: desire to change assets;
.esire to change rate of conversion; desire to change c.b. All
have different manifestations & effects (&response of resources
makes difierent situations, too)

If intermediaries wish to increase aosets, they meXixkEssx
famdxzax save more -- which they cannot do as intermediaries, but
only as net income r eceivers.

If they wish to increase rate of conversion (whicli, incidentally,
may net them greater returns on thelr capital, regarded as a flow,
even tuo it lowers them on it as a stock. For if they turn it over
twice at 3% in a month, they get more thun turning it over once at
1%) (so that which would make people wish to increase rate of
conversion --and this is important, this being the most complementary
and variable resource --- 1s increased opportunities, or
antic. yields, in quick turnover capital uses, relative to
other ways of disposing of assets, including long term investments.
Work on this, too) they will increase gross inv.; and will also
make efforts to sell zoods faster, including lowering prices. (This
distinguishes from simply wishinz to lower c.b.) They will make
no effort, i.e., to imzrmxxm lower c.b.

Desire to lower c.b. has some similar effects. Increased
gross inv. But goods prices will rise, because intermediaries
will be willing to let inventories rise; they will consume some
from c.be; & they will not tend to save from Xm net inc. position,
as they will in case they wish to imEesaseE increase conversion.

So the paradox is pretly well settled. Desire to increase
congersion does not imply rise of prices nec. If the desire is
thwarted by failure of supply of other resources to increase,
this will cause a rise of resource prices; and a lesser rise of
goods prices. This is a very possible cause of dP. Altho,
strictly, if they rigidly refused to lower c.b., the first rise
of P would stop their attempted increase of conversion.

In practlse, as a rule, the two go together. Higher inv. oppe.
cause desire to increase conversion, and also to reduce c.b. (also
to increase saving). So_we get all at once increased conversion,
higher prices, more real capital creation.
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If demand shifts to items requiring less capital, this means
that a given stock of capital will turn over mueh quicker. Conversion
is increased, real conversion. (abstracting from effect of fall
of yields to investors on am't of capital; assuming, l.e.,
constant am't of capital, no flight to consumption or to c.b.)
From pipelines view, it might scem that rate at which things
come out end of pipelines -- real conversion -- doesn't
depend on length of vpipelines. But suppose they are halved.

Only way that conversion could fail to increase would be To halve
am't of capital. But, that remaining constant, must zet more
conversion each period -- build new, parallel, pipelines, with
the lengths taken off the end.

From descriptive viewpoint: demand changes to things with
shorter production processes. So as capital is liquidated,
intermediaries demand different kinds of inventories, witn
shorter lives. These come on market sooner than they previously
would have, competing with other goods; and, being ligquidated,
the m goes back to demanding resources gquicker. In transition,
you would have, besides, the holdover long-lived inventories
from previous situation, depressiny prices more. But have a
permanent effect, quite beyond this.

Which is just another way oB observing that when possible
uses of capital decline, it goes into what remains, depressing
yields there.

So, from this view, we sihould get most conversion when long
term inv. opp. are least. Fact that we don't -- if 1t is a fact --
is a tribute to vower of monetary phenomena, and others -- €.
withdrawal of other complementary resources.

Incidentally, have encountered now various sources of
elasticity & adjustment, explaining why increases in resource
use can find the nec. complementary investment w/o capital
creation, mxgximzr -- the increased demand rises inv. oppe.
in shorter term things, d raws cap. in from longer term
investments --- why increased investment can find resources --
draw them from unemployed, or from service industries.

In part, process tends to ameliorate depressions. For, as
lonz term investment drops, funds move into short term investment,
and the existing capital stock is turned over more, But this
is countered by other tendencies. People make long term investments
when they do not expect alternative inv. yields to rise later.
Uomes beginning of depression, i.r. is evidently goin: to fall
a while, so is good time for long term inv -- which includes buying
existing assets. ;
Hypothesis: in late boom, capital gets tied up in long term
hese investments are going to be marginal, on ass.

investments. The

that short term i.r. remains moderate. Due to rather inelastic
demand for sglort term capital -- due To one To one correspondence -=-
the shortage of it can be met [ ¢

for a time from various sources
ses sharply -- aggravated by

of elasticity, but then it r
J 2 J

3 eculative financial demands -- this rise makes further long

term investments look not so good. It is impossible, tho, when

this 1is realized, for capital to rush right back into short

term financin , because so much is tied up in long term projects

that depreciate slowly. IFurthermore, even as the long term stuff
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)(;rod cts of the depreciation itself, so ti
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1at 1s no source of

short term capital to carry products of other resources.
Furthermore, the interest income of the new resources requires
short term capital to carry it. So we have tremendous rise in
short term i.r., scarcity in the midst of plenty, because the
plenty is all tied up in long term capital. Long term investment
is an irrevocable step, for years.

Once the short term capital fails, the capital value of
the investments starts to fall -- aided by very high sht. tm.
ier., even tho this represents a shortage of conversion, ratier
than zxXxmrmax high alternatives --- this causes banking crisis,
cumi.lation, deflation, etc.

Previous to this, fact of Ligher capital values, including
and values, due to the high anticlpations caused by all the
xed capital creation, has reduced saving, further increasing

i
pread for short term inv., reducing supply of short term capital.

n -

A non-monetary example makes this very clear. Our intermediary
is paying his men once a xemk day, & holds the products a week.
How he gets ambitious, and has them produce something that
will not be ready for consumption for a year. The next week, he
has nothing consumable with which to pay them. -- unless they
will accept claims on their produce, i.e. will save. DBut when
caritel accumulation causes saving to decline, and conversion
to fall, that means both elements of gro:ss investment fall, and
is little demand for labor. 1Lhis 353§

tage ol short teril capital
is why labor moves into service industries -- & agriculture, where
it can provide its own, or friends can, from non-institutional
sources.

So above is, with a bang, answer to my dilemma, why does
not shift to shorter forms of production increase employment.
Answer: because it takes a long time, and the process of trying
also reduces long term inv.

Note Hayek sgimilarity. Process of shortening structure of
production is depression. Note also that his "forced saving" etc

got capital tied up in long term forms. & was he not right?

If this theory is correct, it gives a definite praoctical
guide to me as an investor: watck the short term i.r. When it
starts to rise sharply, =zet out. 'Until then, stick around.

Check past records on this. Works in '29 and !'37. Not in 146, but

of course we didn't have a depression then, just mkt. crash, because
i.r. rose - well? Anyway, a definitely differ:nt situation, then --
beware sin le factor explanations, old story.

Inventories would get smaller, I suppose, until a critical
stage was reached at which it was inconvenient to make them any
smaller, yields rose much.

What is monetary counterpart? With banks, you just can't
borrow from banks, ther is capital shortage. But with a solid m
supply, how would shortage manifest itself? As long as m is still
there, why cannot labor be paid? With solid m, crisis would tend to
manifest itself in higher goods prices, rather than lower demand for
labor in m, hence not be so bad a crisis. In the old style bank m
crisis, it was that investment stopped; in coming crisis, it will be
that saving stops.. i.e., S & i will both fall accompanied by higher
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rather than lower V.

In practise, many complications worth considering. But very
simple model is this: no net saving, just intermed. turns his
sht. tm cap. into long. Next week, he has the m again, having
sold his inventory. Now he pays labor again, but they discover
nothing or little to buy, higher prices. They demand higher
prices, which intermed. is able to pay. As goods & resource prices
rise -- goods prices more -- V falls. (Only redeeming feature:
as goods P rise more, probly a net shift to c.b. of Xnkermmdxzx
Egmex net inc. receives, some S) This fall of V, and higher P,
is the monetary embodiment of lower conversion. This is basic
process, onto which others attach. ( I take back that intermed.
can pay higher wages. He has no more m than before. He can pay the
same, they will buy much less.(unless is much saving)(If there is
forced saving for a time, due to dM, this ties up capital contrary
to desires, veople will have more asgsets than ti.ey want, they
will not save when dl stops, production cannot continue)

Another element in making people try to increase c.b. is higher
asset values. They then need more m to deal in the assets. Thus
fall of i.r. makes people try to increase c.b. for this r eason also.

Try to answer question "Where did the money go", and you

see how inflationary are implications of lengthening structure of
production. The intermediaries who have fixed capital no longer
are putting goods on mkt. M demand all hits the others. So fact
that P never rose must indicate that M demand was diverted. And the
fact is that the fundamental deflationary trend of times weas
concealed, in late 20s, by this -- I guess. Diversion to financial
uses, etc., of M, shrinking of sht. tm credit base, all countered
inflationary effect.

Credit base shrunk, not just because of vertical integration
% 8elf-financing, but because production of short term self-liq.
cap. goods fell? Fell relatively, at least, witi all that saving.
So much credit was made on other things, & such credit was ephemeral.

Society had actually gotten itself into a pckel

pickle where it couldn't have a very high real income ofor some
time, unless it saved. #ke High asset values a, kept m idle; b,
stopped saving. So that reul income fell, and this fall came in
form of lower prices.

A key reason why it came in form of lower prices and lower
m demand Sor resources was banks. They had loaned on long term.
As they got enthusiastic, to lend long term they had to curtail
tieir short term loans, so they raise i.r.s on them. As long as
they are still lending to create new cap., ok, m demand for
factors stays up. But as soon as they get into trouble on the
long terms -- due to shortage of short term capital -- they
liquify all their assets they can, which of course means
short term loans. So we get a crisis of conversion, coming in
form of lower m demand. The bank's assets, like the nation's
capital, are all tied up in long terms; so they cannot lend
short. Current products cannot be carried -- simply cannot,
physically, the pre-existing capital doesn't exist, and there is
no saving at net inc. position -- is much disinvesting at intermed.
position, but that doesn't help.



A Inve. as factor, 7

It remains to explain why process goes so far without stopping -
itself, and then stops in a crisis. You'd think that as soon as
‘ supplies of capital for immediate conversion got shy, this would
steer capital back into that. But I see several reasons, waich
probably must be added up for explanation.
Current saving may keep conversion ok for a while. Then when
this source fades, in crisis, cannot chan e fixed capital back.
Current savinz is increased by capital zains, high fictitious
prop. incomes, etc. Fall of lont term i.r. -- partly caused by
rigse of sht. tm -- stops saving.
Bank policy important. Perhaps dil & some forced saving
idea keeps up conversion, then is suddenly stopped.
When sht. tm. i.r. starts its rise, cumulates, for it
makes long term investments bad, & liquidating tiem takes
sht. tm. cap, thru banks, thru amortization carrying, etc.
Are some very elastic elements of adjustment when
sht. tm. capital is reduced, up to a pt., after which it 1is
very inelastic. An "L-shaped" curve.
‘ Long term investments take time to complete, so many will
| be under way when rise of sht. tm rate develops, have to be completed.
| Is general unawareness of situation, so That, tho people are
1 aware of long term investments all around, they don't consider
| what this will mean to them. <‘hey anticipate, if anytiing, lower
| i.r.s, not nigher, for they see yields falling, want %o make thelr
long term investments now, before is too late.
Need for higher c.b. makes people invest in m, thus allow more
net saving, therefore conversion. Also makes people disinves?® from
‘ inventories, making more trouble later.

(incidentally, the small inventories mean that goods prices
won't fall easily when m demand does. Thus it is that at that Time
you get the real fall of conversion, by the simple, basic process:
m prices of inventories getting ahead of factor prices, while flow of

m to factors falls.) :
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Organization: Uhat effect does -dC have on gross inv.(hence empl.,

roduction, income)
femgxzinxexx “ons. not inc. creating, but zross inv./".ﬁ”;,.”,’("“’"""“""
Gross investors don't invest just for immediate resale, but to
make interest. They are willing to continue gross investing as
before, as long as somet&inx offers yilelds, as before.
(Lor, short term, Jher .any automatic fall of inc. from

-dC, but inventory 1ncrease)
They have the M wherewithal to continue investing, for M nasn't
gduced. Just matter of inv. opp.
Is just question of are there dim. ret. to cap?
No. Or at least need not be. Gen. complementar ty; lower prices
of other resources, if they wish to be employed.® (Get more land
thru types of capital that increase land - transport; also get more
labor that way, improved mobility)

(Where there is an employment problem, soluble by increased
capital circ., grosg inv: will get no decreasing returns until
elbl. problem solved, Tor TESOUPGes WLill GCOMG Linto WOrk as Gal.
inv. increased, no dim, ret. When all resources employsd,; then
get dime. ret., process stops, as it should. Well regulated econ-
onmy . Problem is just when resources unable to off r services,
those who wis: to, thiru inst. restraints)

been

Does fall of pc reduce gross inv., because gross inv. is

all for resale? No, for it isn't. Car accumulation expected to

be permanent. Bring in all stuff on this point here. Aéw-wﬁrlﬁ'*ﬁ’”’/
= W‘ﬂfc

v i pedk, EI=*5, foth now #hewn #ITEVE, Vo # V‘W high pe, dloesn' i
i
There will be conditions Jnder which dlm. rgg’ to cap Then

undercons. may make trouble. Bor . ender there ’ﬂ“m4W”044/mwm1 . st
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K horsaon

< II, P. 39, "Theories of Banking Policy"
ﬂ‘JJ(Farm credit is most shot in depression, yet on farms neople find
PUMM as much employment as ever. Which minimizes importance of credit h.o. )

Do + ""'2 r ovvn Mﬂ(n\a cqr‘!
general theorigs of banking policy: Gold Standard, Productive
| Credit, Price Stabilization.
| a*,ﬂﬂ&t’ In "previous half century" bark deposits in Eng increased 2% times,
‘T m due to mechanical improvements.
A He concludes that an increase of M will reduce v by reducing real
Am&eb |cash balances by raising prices. This Is Just the opposite of the
truth: it will increase real cash balances unless prices rise
proportionately to increase of M, and thus increase V. The mythical
reduction of V he calls forced saving, thinks it is means of
diverting resources from money holders to "nominees of banks". Of course
the reduction of ir will reduce v, but probably, undoubtedly, to
the expense of =mpmammpxizx investment, so no forced saving occurs that
way. The only forced saving is when the public 1s presented with a
great deal of new cash, then it elther saves by accepting 1t or else
loses by not accepting it. ---and this 1s stretching the phrase.

There 1s another alternative anyway: it can accept it and save
thus, but at expense of other conscious investment.
polioyrg / I have developed principle that when, for any reason, public

4 ¢ wishes to incresase 1lts cash balances, this should be done thru increase
of m ney rather than reduction of velocity and prices, so that the
extra productive sacrifice made, and the extra obligation put upon
Gebtors, would redound to benefit someone, the loans would'actuélly

go to producers, and debtors would not have their obligations increased
for no reason. Now R. says 1f prices fall because T increases (
presumably meaning productive T) they should be allowed to fall. How-
ever thls means an increase of cash balances, and that the public
wisheg to increase them (otherwise i1t would not have allowea it)

80 1n this, too, prices should be ke

# 5 pt up. The only time that the
~+o-an &eneral price level should ever be allowed to fall / 2

money 1s taken from circulation. Why then? =

|
| \A?/Vch
a7

» then, is when
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‘Wwhy 18 it ever desirable to allow debtors' obligations to rise

,when no new investment has occurrsd? Well, it just doesn't seem
" toutstandingly harmful, and 1t may often be desirable to reduce the
amount of money outstanding thru debt payments. If the motive is to
tincrease cash balances, then by all means do it by increasing the
;amount of money; (but don't look upon this as a cure-all; that is the
‘great error of modern theorists) but if the motive is to reduce
debts, reduce cash balances, whky—mot let it be done by destr oying
money rather than increasing velocity and pricest If the motive is to
reduce cash balances, money destruction will not make pgices fa]é but

just prevent them from rising. This evodes guestion, wypee g&/ﬂf' n E"""‘”Ww
AV -am - Note that when v rises, m tends to fall, for the faster progress

of money means &a quicker ability to pay off debts. A desire to reduce

rkh%uﬂ cash balances would ordinarily take both forms, then, and perhtaps
| have no effect on prices.

~—

R. concludes that 1f T rises, prices should be allowed to fall., I
say that the fall 1is due to an lncrease of cash balances, voluntary,
which i1s better met from an increase of money. It se~ms to me,

‘ further, that an unregulated banking system would tend to suprly the
arl increase, for debts would be paid off slower and new money would find
iatval’ |an easier reception when people wanted to increase th=2ir cash balances.
kmhz --meaning that the ir wo.ld rilse as consclous investment declined, and
banks would step in with new money. Hence unregulated banking would
tend to keep a neutral or stable price level.
The public8s investment habits closely control bank expgnsion,

-

AM, Aox I1'd say. If banks start to expand, and the public do=s not wish to
cbtbﬂk increase its investment in money, it will continue to invest almess
uk'l as much as ever in securitiss, and the bank expansion will b= stopp=4d

by a fall of ir. Even this isattributing more initiative to banking
than unregulated banking would have. _Actually banks would wait until
Gne public startsd hoarding cash, and)ir rose, to exvand credit. (all
this is with no hps)

Gwak ﬁT The government can rob the public thru banks, but competitive

M.-a’ u

Cagh rrom

inregulated banks could not do it by themselv2s. They ars sensitive_ g »

(4

to the public in their actions. Cash reserve requirements probably + mare
maike them even more sensitive --- if they violate the customary Whare
oy ratio, they must be stopped, by cash drain, “//"*ah'va.
| The banks can make an opposits error, R po%¥nts out: fail to =xpand
\h"’"’h’ when cash balances ars want=d more, and thus prevent thes potential
AL investment from going to borrowers. Unregulated banks would probably

not commlt this error.
| He does not so far touch on what to me is the greatest gremlin in
| banking: unrroductive and ‘or speculative investment, based on the
non-productive and speculative features of our esconomy, which make ir
appear differ=snt from what it will turn out to be. .
Of course even a productive ir might change rapldly --- tho thie
is extremely uncommon, in general historically. --tho cyclically
dw,>anv| perhaps. And a sharp rise of ir would both increase v and cause the
banks to create m. The rise of v would offset the pressure to create
m, but not stop it. It might stop it bafore long tho: it certainly
ﬁvq-aw?is a limiting factor, preventing banks from increasing thelr loans
lindefinitely. For when people didn't want to hold as much cash as they
were they would invest it, competing with banks, at lower and lower
Fuomits & rates. But does this mean the only way banks can bs stopred from

bmﬂimr continuously increasing money is to lower ir? No, because unregulated
banks would have to pay interest to their depositors and/or verform




Robertson, 11

other services for them, such that, with utterly unregulated banking,

an increase of ir would not encourage banks to lend more at all, but  7Aes/n-
Lo pay their depositors more, ©aty¥ if 1t encouraged people to hold mcro‘“”“z

deposits would 1t increase bank loans. Ami—there Se—no reesom why I+ }Jﬂ
sheuldy=sireo—~other irs would be rising prorortionztely, b erem so AdM LA
;nnzamv+th¢ ovor, 4P

R. erroneously concludes that increased cash balances thru lower v :
mean more consumption by those getting cash incrememt; and handles it
sloppily in general.

" hol”

Thought: people with a given "real" income are better off when
others have a lower rsal income, because then they can buy more land.
Henczs the more unequal the distributlion, the less land commanded
ImJ9 by those with less, even tho their real ircome in other terms may
be very high. Hence a real basis for the "jealousy" of inequality
inc. i desplite high real standards that 1s supposed to motivate communism.
Inequality will not necessarily cause much land to be taken from
productive use. A high ratio of consumption to investment exp2nditures
will do that, and inequality may encourage the opposite.
That property income is largely used for consumption rurposes is
well 1llustrated by the Neale family, certainly.
p. 47, a very queer arrangement: some dublous equations about
K banking and capital, which he claims prove that progress can occur if
X banks add to money at the same rate as T expands. But ‘I don't ses any
connection between the equations and the conclusion.
Too rapid bank expansion he insists extracts forced saving --- but
I recall his description of for-ed saving was very bhad.
The gold standard dees not seem to me to interfere with working
of banking system in accord with principle of stable prices, but
R. thinks it does. Seems to me if prices fall, the g.s. prevents it,
by causing inflow of gold. Thus it prevents any local disturbancé
from having great effects. It is merely a system for linking the
monsy systems of the world, R.'s error is in looking on one nation a
the thing to be stabilized, and warld influences as extraneous. — mm
"accidental circumstances" he calls them. Also, I should say, if a “‘
country wanted credit, under g.s. it would raise its ir and that
would attract gold from abroad, allowing credit to expand even more f.
than it would without the g. 8. (or some other system of world monoy‘yw
The "accidental circumstances" were gold discoveries I guess, and
that is a weakness I suppose --- true of banking in general as well
8 gold.
LamJ # About this land distribution business: when incomes are very
@»Jﬁd?unequal then, according to modern credo, there will be a high

proportion of investmcnt to consumption. But in semi-feudal econ-

omies 1t seems true that less land is used for production and

more for consumption than in equalitarian ones. The fact is,

where morcellement has proceeded greatly, more land per capita}

1s certalnly used for production than where great estates are

held for pleasure. This 1s not to say that individual rich may

not spend more for investment than individual poor, and a higher

7 of their incomes too, but 1t does se=m that wherc distribution

is more equal a higher % of investment by the poor more than
~compensates for the less % by the rich. So that, the less eqgual the

distribution, the higher the % of consumption expenditures. But

does the land use really indicate the ratio of consumption to

investment expenditures? The ratlio of residential to productive

experditures 1s roughly shown, but even that not precisely. Compet-

ing for land will be those who wish to use it to produce tbircs for




s |
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sile, and those who wish to use it for 1lts own sake. If consumption
expenditures rise, more land will go to those wanting it for its
. own sake than those wanting it to produce for the market, assuming
-~——————e¥ pendituresfor-land to—have varied the eames—Butthlis assum Tt
may not always be met. In a poor equalitarian society people might
— s pend-almosi everything for consumption, but-they would never srend— —— —
| it for more land for consumption, but rather for food, and whoever
—*—“—ﬂ-—~——bﬁu¢gt—;and‘WOULQ—dQ—SO—in¥~£O¥—D¥Od&@%é@nT—HGA9§e~%avin9—$he——nw——wwﬁ»—“—
surpluses needed to use land for consumption extravagantly. Thus

- the growth of capital would make it more likely that some consumption—
| expenditures be of this nature. The richer the soclety becomes,
L AR 4c¢L_par1_ihe_more_land,mill_lxl4uaai for direct enjoyment. This of Lt

t bhag not
en produced and so the interest rate is not raised, except by
the fact that the money was not spent on invegstment, but it was a |
| consumption expenditure anyway. It 1s like other consumntion
. expenditures in that the recipient will rrobably reinvest it,
it not being net income.
S0 ) 3-8
gree of consumption expdnditures, and the context. The ultimate
e e 1s of courme the context of all SR T S
penditures. --they determine how resources are to be used and
the marginal productivities of various factors, since L R
ese vary according to what 1s being produced from the given :
sources, The richer the _gnendgns+_Lha_mnne_gneh_ﬁor_nesideniial_4_W_”___,
land., The less equal the distribution, the greater % of expenditures
‘ is controlled by the richer; hence the greater % goes for regidential
b‘/,,'léa.nd S0 the greater ocur riches, and the less equal their distribution,
“ | the less land is avallable for production, Semi-feudal socistiss
show that lnequality 1s an important comoonent of the story. They
ack great wealth but those who do have it can keev land for them-
elves. If the poorer got richer, (assuming pure economic control
f land use) they would bid more for food, it would be moraprofitable
p use the land for foocd production, investors would buy it for
hat purpose. So, after this refining, my originalstatement is
K, With this new understanding of it.
A boom in residentlial houging must necessarily be followed by
period of lower returns to paid factors, for the carital created
fords no further opportunities to labor. Before its creation this
esired housing afforded a genuine avenue of increased labor
boauctivity It is, indeed, not wholely misleading to describe by g
is by saying it increased the demand for labor. One must carefully
nderstand just what is meant however. Real investment is real
emand. -=-and it does not have to be pre- oxisting eitber, or even
upplied by a different individual from the laborer himself.
n the sense that the amount of investment may change, the demand
or all paid factors may change. And this ne2d not mean & narrower.
pp for the iInvestor---1t would, iIf cet par----but a higher
roductivity of capital, which origina]ly widened his gap and
hen brought 1n more investors. Investment i1s the proximate demand
or factors of production, and it pays in goods. (tho if the indivia- st
gl factor 1s the individual 1nvestor, this cannot be), for him as
n individual) If investors decide that housing is the thing
nd offer thelr claims on goods to factors to put up kdﬁéifg;_“"“fﬁ’ﬂ'ﬁ’“"—’
n avenue ofproduction is opened in which labor and raw materials
€ more proauctive than before, at least in the Investor's P
pinion. And so are sites. He will pay more for them, and he does
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Font ~nma

arious reasons. In his enthusiasm he oversubdivides and also

is judges the real productivity of his capital and overbullds

n the sense that he cannot sell them for what they cost, the latter
ringing the boom to a violent halt, the former meanlng that as
the boom progressed there was no provision of complementary

for—the—econstructing faetors; but—the-opposite; a contin-
ous removal of sites and raw mat=rials and "capital" from uses
potentially oraetually complementary to labor. A -housing boom 1s —
doomed to.end in depression, with our present system and psych-

LU OVl o

oddlod

s - &
AT

_genulne threat to marginal productivity.

logy <An~inéas%P%al~eeﬂs%puctien*bgem,1s_lessmlikely~to,kbuxmzbeﬁfmﬁﬁd__,
sudden stoppage of new investment may would occur anyway and may
be—the -controlling factor, the fallure to provide complements being

secondary. But I hardly think so. Over-residentialization is a
nt

In view of"@h&e-new attitude to‘demand’/substitutivn effocts
among-hired factors-may be reviewed === but are gtlll net

complementary of course --- the partial substitutive effect
qimrﬂ ¥ hp'\ng more gj'rvik'in:ﬂv ﬂiqn'lavpd in some cases, where

‘factors combnte for complenentary investmant

ap l-might be relegated tc an
appendix to the chap on reflection, or hp and unemployment. Chap
m1ghf then be expanded into a section, bridging the gan from

aurrent andlytical ideas to mine, regarding 1nvestm°nt, money, etc.

o

unnecessary, and I might so state. It 1s too bad to start with such

complicated an
and_muai_ba_mﬁi*_Ihere_mustﬁimwlyuba_snme_uay,Qf_separaiing.ihx.~"m_______

should labor thru par

For some readers this would. /=Y Y b al - AR ). |

e these ideas, which are

nearly universal, stand directly in the way of correct analysis,

she >p from the goats, telling readers of the kind who "
ew termin
part 2, while those who

lmmediately
think in terms of 1t" to proceed to
"eriticize the groundwork in detail”
t advise &l1] to skip 1t, returning
to it after seeing the simple and sweeping analysis it makes
possible by reading the later parts first. Or I might just

take the cream of it as a first chapter, putting the sweat in
an appendix or a later chapter. Or I might start right out with

Holdout price, putting Say's Law with Chap 2 also, making sure the
gist of that was part of the cream of the new chap 1.

It depends, of course, on what one is writing, If a very formal
textbook or last word, by all means start with the growundwork and

build up the case, developlng the science at length as you go.
In that case the science itself is the esxcuse for writing, the

conclusions Jjust sort of ingvitable results. That is the ideal
gcientific way of writing. But one cannot get away with that for

some time, until he is recognized as an authority. One must make
it exciting by sug 293u1n2 conclusions. Or must one? George d18n't,

Keynes didn't, I don't think Marx did, Kinsey didn't,. Dewey never
organized at all I guess. Einstein? Darwin, Newton, Smith, Freud

_without worrying about popular tastes, and without putting the

etc --- certainly plenty of people who wrote lmportant books

groundwork last. That doesn't mean one can't improve on them. One
can show the significance of everything he says in the groundwork,

show the nature of the rroblem as Einstein does, what zives rise o
it, show real examples, as Darwin, ---these thoughts make my

‘writing technique to handle.

master outline of summer 1947 scem better than the analytical part
on which I have specialized since. Plenty of problems about

Back to Robertson: p. 47, his equations say that tké proportiom of |

jmoney which the banks have backed by circulating carital(as oprosed
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to
¢ir

loans made for other purposes) must equal the proportion of
culating capital which 1s obligated for bank loans,., He

— congludes from this that-as —as8—fest—as
T riises, progress can continue without trouble. But I see no
e o conpection be nelusion, — N AT S S

twe n eguatiocns—and-eco
CThree principles of banking policy Jjudged: gold standard, orod-

v_muciixe_creditpopyy;4ux&4444yﬁ—~4%e—£4%a%rhe—%hinke~ﬁue%ﬁaeeiéeﬁ%&}r—-~————

%'5' Higher prices due to gold discoveries (or reduced production abroad oy’
2nd| consequent gold lmport) he thinks will increase saving by
£§;:Z“+’f n two ways, but he is wrong. Only one way, and that is less
swsgfaure than he makes lt.==higher rrices temporarily alterdistribution

in
sav

favor of property by lowering real wages primarily, increase
I’I_g This howeva __p_p_j__e;;.

,-\

phe
vl

nomenon caused by morey. As to money, no new lending is done

onl
H

the rise of w»rices ig due to gold inflow or rroductioy L ER S
@vr

y when it is by paper monoy creatior 10 n )e/"*’cmfafwr Ghreatiom,
g8 criticism of ‘O.\ﬁ atandard that it 4did r\r\{- chance wit

£ly
for

ctuations of Uroauction is probably good, but not nncessarily,
did not the FR system combine the %

as
pre;
ind

bri

bang*ng_grQgggﬁQ&l__led¢_IaL_he_ggnclude

me ans -of keeping international stability and still not be
to keep price laval. stabhlowwe
1t would be wiser to do so under g.s., in fact one would
er -priceg and
ng in Bohd:, thus expanding currency even faster: thar "natural
is universally
demned because of its rigidity. I think the real basls of
demnation 1s not vary,
producers, not govt, must take initiative. And, of course, for
1d as a whole it may not vary with production, but then neither

eed,

bankingz technology. It does involve a waste of gold, a real
ticism. But it probably fell because it couldn't be manipulatad.

Limifs ¢
6nwﬁﬂq

/iss

Which reminds me, what limits a frees banking system from
ulng money? Cash or gold reserves always have. Were there

(non
dari

e-such, what would be the 1limit? They would, in their expansion,
ve down 1ir so as to set a limit to the rate at which they would

exo
WOou

and, but still they might expand every year? Uncontrolled banking
1d have to pay interest on deposits, and that is what would stor

the
thal

m. And i1f that were made 1llegal? Services to customers. And if 4

amo
nt

t werecontrolled? (of course if it were, so would the general =
unt, but justsuppose) I don't see that anything would stop them, : |

'\abl
to

i1 they had driven down ir so low that further loans were unprofit-
e. However Cash 1s with us to stay, and as long as a glven ratio ‘
it must be maintained, by prudence or law, such expansion 1s

| 1mp

ossible.
2d feature of g.s. banking is need for liquidity of assets in

sern
an

se they can be turned into gold or cash, This, as just se=n, 1is
importantstabllizing influence. R. seems to think it nore

Img
but

ortant whether they may be turned into final consumer goods
that seems irrelevant to me --- to the creditor what counts is

wilti
cre

h how Tittle trouble they may be disposed of for universal =
ait, not how consumable they are.

and

LTloyd's Bank in 1927 revealed that 25% of 1ts loans were '"personal
professional", i.e. for uses little looked into and accepted

due
loa

to borrower's credit standinq , System doesn't guarantee that
ns will be to finance "circulating capital”.

SEFEEEES T

o o T |
N (3]
i - Maxy

Principle of Productlive credit, proclaimed by “WB"Th‘T@?S Treport,
y centralbanks subsequently founded on Kmerican model. Assets be-

-
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e and deposit liablilities of Central Bank must be productive or
1f-1liguidating" I suess. "Investment and speculation" not
cosed-to-be helped.But trader and producer are entitled to T it S
lae end on banks for the whole of their circulating capital. He thinks
——— - {this 1ls too much, _will inflate from rresent level. But is so0? e
Who else makes short term loans? Well, many business finance
. _mueh from thelr ocwn-capital for one thing, and will doubtless . .
tinue to do so. He seems to think the fact that the money |
R0 SRS B - L morcWthanmgusL_come_back_to_Lhe;bornowenqdiﬁnuphsWtheﬁku_,ﬁ,A LR
theory, but it doesn't at all.
ﬁa____ﬁeaobserves<Lhai,90#Lo£ money cranks ignore velocity, assuming oo
o¢p1w3mﬁ, mohey to be borne with goods and then to die with them. I skirted the
I same errormin,mymihesisﬂ_in_ihaiﬁmosL,imperfegL,partWQn_mQEQXJ_WA, B i
The fact that so much vroduction is financed by banks glves greater
verisimilitude to the crude larson idea that money is borne with
prpducts. Indeed, it is the es ence of the "natural" extensibility
of! bank credit 'ﬂhe_ne.,t.ber._. _i1s genuine production, banks should
i bm'f 'beﬁable to extend further loans, and these will be prorortional

74.._‘1 the increase of production. P e ‘
£ Principle insufficient?®- e.g., doesn't cover increased hoarding, -
Peed- cred it 4 e g e m?
wet*when, as I've decided, more money is appropriate toprevent price R T i
t level fall, and when a free banking system wlll provide more
. mohey due fo higher ir. - 1.€ il e yhe gredvetive creds ‘+ that private [endes fail v
In 20s, Ame icans reduced velocity, he conjectures from fact that ng‘

__they increased investments. But it hardly se=ms fair to so

conclude -- a higher ir would increase investment and increase v. , Fe _7

___.__ ! 20s, Am. banks made more long termers., fnameing /s

Qn“ﬂr“rﬁi Stable price prlnclple. Ee criticizes because when prices should “eme w7y
fa;l due to 4T they don't, but I think thisis ok, since desire to "”‘"’jr

hold m has risen. If not, prices would not ba allowed to fall
despite AT. Se | hke this me best? So? Howabowt drve bomking b it as dptoment 19 Siinding, o

Mholesale prices fall faster than retail when productivity increases
in 20s he says. So% Why?

pl. 57

qﬁ system undertook to stabilize price level presently, but no one

knows what price level., Wholesale fell, 1925-7, and wheat too I
ngbss.

'é:Td?7:¢b uusiﬁggékﬁggéﬁé; in Am. 20s, more able to finance itself, mgﬂ_ ?
--wyich

ko of ad less recourse to banks, and FR trying to kesp prices up
@“ aned in such a way that stocks were driven up, he thinks.
g ls»pOb ibile if the momey were put out by buying securities
ralther than lowering rediscount rate, or indeed even in the Tatter |
cdse if members allowcd to lend to brokers etc. Allowed *rpat |

consumer borrowing too, semething new then.
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Saving and Hoarding

|
His "day" is something during which you spend the money you made

¢ day before. This I regard as poor, for 1t forces the introductio.

T

cash balance later as something extra. We should regard

‘ingome as coming in at the same time that expenditures go out,

lca

sh balance being the resilient cushion between, or, better, the
gervolr. What, then, shall a period be in my terwlnoloqy, for I

_J&gj&*gyxre

certalniy'talx about periods enough. It is one "turnover" oﬂé money .

Bu

t the period of turnover can be arbitrarily altersd, such trat

B e e s R e e s R

we |
a

might say "in this turnover, some money was held 1dle", which is
gimplified way of saying that in general v fell in this

on

arbltrary time period. And the period could not be defined as

¢ turnover of m, for then it would lengthen as v fell. It must

Ju

t De some period approximating one turnover.
He distinguishes "Lacking" and saving, lacking beingz failing to

re
be

¢eive as much as your incoms was wo.th when you vot 1t, whethar
¢ause you save or because your mone: depreciates. But this deems

a

He

alrly useless category.---why comblne those two separate ideas?
evidently does so on the idea that what is lacked thru depreciation

18

saved elsewhere, but that is nmot true. Saving is voluntary

Lacking, depreulatlon is "automatic" Further, he says you don't

iz

po

PX IT m appreciates and you save & little -- Wwhich agaln seems
intless.

— [He has a poor definition of hoarding: ralsing the proportion of ’

s$h balance to income. So if one's income ris=ss and he increases

——rapsh-balance, that doesn't count. And the previous cash balance

not counted as hoarding, Just increases after the base period,

5 — tho they may bs Immense -- thé pre-base balance, 1.e.

He everywhere assumes that entrepreneurs have variableincomes

shrort periods, others fixXed. Trus, 1 suppose.

Keynas and fahn had an odd definition of saving about thistime,

dc&

555 wihrich was designed to pravent saving and investment Tfrom

(193
belng necessurily equal, which they would be, according to those

rthies, with sensibls definitions.{not that R's 1s perfect). R.

analyses their arguments and it is the story which Stewart,and,I

ppose; thiey too,were sti1lI sticking tow, that income 18 composed of
plus I, and it is spent into ¢ plus 8. But, R points out, M may

Y
hange due to banks, and he might have pointed out that v may
é

ange too, so what is spent need not equal what is received.

ther;—I might—say, there s 1o reason that everything received

¢m sale of consumption goods shall be spent on them -- indeed, K.
s—at—times argued thaet nmoneof It wilil bel

R. thinks it better to define saving and investment so they are

ucyuubazlly equal,; thediffersnce being the cause of changes In
ice level. This seems ok, tho his analysis is limited.

<“ﬁccases‘K“_Uf_fusrng'twoﬂdistfnct_typeg*of*fUrUg&_savagT~thg——*~-*ﬁ———~

duced p.p. of past producers when naw money is created; and the

R

i

I

K.

~—ﬁ—il'~v Tha fepmeP~4ﬁH%}~¥S~geﬁePaQQjﬁﬂﬂi&ﬁ%~%ﬁ#'g%ﬁ%%‘&—f?&ﬁﬂfkf%yJTW{$€P—‘
la

preased—share—of incomegoing to property inminflations—The latter—————
say 1s not a monetary but a hp phenomenon, is rot forced in any

——_Lfmw—mmeﬂe$apy_&eﬁseﬁwS%i%%—KT—%s—&eub%%ess~wreﬂg_aﬂd*confuseﬁ*them;"bv{r~—-*—~——

g not right.

tter 1s perhaps K's innovation, or R's. But Hayek used both kinds,

4%%1Ly~}ﬁ%ep%w%ned—#fer—%he—éermer~was»%héder%g&ﬁ&%ﬁr—ofwe*%ra— e

saying, and the fact that wages rose to stop the s=cond kind was
the—stopper of eaving. But-generally the termis not—generally — ;
defined.
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Bee a smattering of truth in Hayek. We have "too much" investment
llow2d by "too little". But the causes of the shift completely
ude him I think.

v

Industrial fluctuation and the natural rate of interest.

"
n
'

—————wanpts it—to.I'dsay et It mean free banking; when rate—of—

ex

ca

——But they throw im ldeas of mormel degree of employment;and ———

But how define the "matural rate’. It is one thattsto—
reserve equilibrium". Which may mean what one's 1deology

-ansion is what 4T, 4V, and banking technology make it.

nnot decide if full employment of normal employment is equilibrium
uld—bestriven for; andif capital should begrowing;—how——

fapt, etc., and thgy really must decide what the role of money in
e awita oL tum ——every
where in economics we ses the same error, that people try to
e A B

. e :
11 to equip thems=2lves with necessary capital before undertaking

—t& 5 ave—the—op-ogite error,; many
whio develop elaborate systems for no purpose,
—ﬁ—;—rm—' 3 Ccyclas e 8tme opportunitiss rise; new- investment —occecurs, —
,.m~'! with various minor ad justments described in detall, wages rise, 80
——L——————e& 5 > Ml gpeeg T g oL R
fall due to saturation --- Continentals emphasize former, he latter---
——In-tro 11

ugh, he thirks investment opportunitiss,
pidly, will rise slowly -- in truth, people's ideas of them may
: bious, but the realities won't
course -- and he thirks hps, wages esp., won't fall as fast as

they rise.

a
axr

Continentals emphasize projects that have been started that

1l bs stopped when ir riges. This is an-odd one =- guch should be

minority. Indeed, wouldn't most of 1 ong term financing be already
1

rancad_for
=

S

trong vested interest in finishingit? etc.
By the same reasoning as

cnap e 2 call DE F16) £

diespmpgy| ve

tween mr and mp of cap., i.e. anticlpated mp of caps. But to talk

ofl a divprgence_ a e L ) R
| l Perhaps this 1s much more inflationary than dV, whén ir rises. (in
; this shorthand I have usually used ir to mean anticipated mp of

ca

mr)

p, in the classical way, rather than as supply, which I denoted by

antbic ipff (477

an
S
jolo

Another doctrine is the real vs. money rate of interest,(the above

ing natural vs. actual) This isg Fishers. When price rises are
ticipated, people will pay more for money.(and this will bkelp

ing price rises, no?) He evidently proposed it as a gulde to ==

licy, to prevent fluctuations. R. doesn 't seem to think of it
just as ‘an inte 'lectual contribution, and rejects it as impractical.

Vi

A note on the theory of money, 1933

_at

R. defends expressing cash balances as a % of income, which K has
tacked. But K wants to express a portion o~ cash balances ds % of

in
tn

come, not to do away with the % of income expression. K. 1s

yving to make it seem that the other %ggf cash balances has no

hg

..

pe of ever being spent, but R points out that it will be. In the
ambridge approach", "K" means the % of "R" (real income over which

P8

ople wish tc hold command in money. =
Skipped some.
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| The future of trade cycle thesory

ayek & Keynes, both draw from Wicksgell. Both regard boom as time

n investment exéeeds spontaneous voluntary investment --_1I_

H. says slump comes because saving is inadequate; K

ause—while adequate; tt-goss—to waste in koarding(R-mentione —— —— ——
this, but extra consumption by non-entreprensurs, stoprageof

believed in 1933 when this was written, for he sesms to have
‘ereﬁt—iﬁe&s~ﬁew7~v&s&e}y}—%ha%~eeﬂ%énueus"ipila%ion;waS~LbQﬁWAﬁamﬁuﬂm_.wuw
wer. And this makes him at one with the money theoriests, who ‘
p@se«the—same~%h¢ﬁ57~%be-anaiy$4eal;y«heuis&likarLh%vAustriaﬁgT»w»—~_m~~—~~
ineluctable; logomachy)

est

K—evidently—had-an-odd -definition of saving about thlstime, to
ablish some norm as normal.
oth K-and H-wanted to-restore the high level of production of

L;
12

"

o
ot

¥

}
strumen}@}‘gpgds", ag8 & remedy. This means they-lock-to '
RaouS cos-by investors to keep things running, For

saorif )
St

inv

estment ra

ises wages, but at the expense of reduced consumption

8810 & , K. would
tion, H with =2conomy by consumers and reduced taxes
R.-suggests that cap. formation should slow down,

it 'with infié

entrenrasanaurs
TLIOE v‘;.nvtA A o v

Hawtrey thinks of public works as "ritual", inflation being
vital thing

r

Vo6 A

I _The snake and the worm

1
C

rL

T : S s
6 Those who would inflate to insure full employrent are

e2 abor emrloyed he thinks --- 1.e

93

=

lim the results of forced saving did not last, now admit they

is thinking of the second kind of induced lnvestment, as well ¢
£211 of debts value, etc. Those who opposed 1nf1atiorvTﬁﬁif?i;‘zﬁg“*k

v

4

but think the price is too high to pay -- Also, they

suming that full employment has been attained,” but rather

not
w"ﬁ %—Wsa”? ”‘“’1&

>

t it ian't worth the price. --their opponents evidently accusing
m of "assuming full employment", etc.

'he theory of the rate of interest he calls the central mystery

e

economics, and the basis of disputes the most intricate between
and the "defeatists". N

root of the conflict is that the inflationists think the cycle
the worst evil, the others think the chronic tendency to stifle

terprise and make thrift "leak" 1s the worst. -- this doesn’'t seem

me exactly the array of forces, but maybe in part.

D e

b problem of excess capacity" (how euphnnigggi)(eupphemous?)ﬁin

112 -- before 1929 restriction schemes were applied to "ease

hding RAW MATERIALS.

In the 1936-7 boom many governments unbalanced budgets m~tic-

ul

pbusly balanced in 1931-2 --- who were they? Relation to bust of
ot year? Did inflation fail?

th
¥l & [and

valy<r ir

We must not a very bad feature of iInflation: both by Icwering
and by increasing m it raises land value anticipations.

ba

nk loans, which would be deflationary in itself., -- but 1s over-

The growth of large firms means reduced demand for short term

co

mpensated of course, (7fVVhafﬁ

Ixi
i

®
s

sh
it

increase? Because part of the increased income would not be spent-=-
e., he visualizes a constant decline of v -- but why the decline
ould be greater when production increases he does not say, and

Effective demand and the multiplier
p. 114, he voices the key confusion. Why d

oesn't production

seems to me an lincrease of productionwould reduce it -- reduce the
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decline, i.e. --- but he declines to take resvonsibility for this
statement.

‘ Demand price, D, and supply price, Z, are introduced, D being

expected revenues, Z being knnunﬁcosia,_ofAincreasedﬁoutput

When Z exceeds D, as it will when money is to be hoarded, nroduction
_w*MﬂillAnOL"inGDeasef—hamihink31~«mAnd_hemhas_a.fun$henAquirk of
not| counting payments to entrepreneurs as even partly income.

Apcuses K of using demand price to. sometimes mean what entrep s

Emexpect to get, sometimes what they do get.

. Rithinks of the inereased income as due, not to the first extra
payment due to new investment, but as the subsequent expenditure --

Just the opposite of a sensible gystem of definitions. R, dreams B

up g ‘little fantasy on this by which entrepreneurs will beunaware
that money will be hoarded and that demand price 1s below supnly

prige, and will expand anyway,(and their own profits at an arbitrary
high level have been counted part of gup-ly rrice) and they actually

make money, tho less than originally considered part of Z, and
continue to expand profitably --- but really it is not that they

expanded that made it profitable for them to expand, but that they
werpcontent with less,

The supply curve visuallzed by Keynes is most peculiar. Additional
units are called forth with no increase of price un to a certain

it

point, l.e. curve 1s perfectly horizontal, and then duddenly

becomes perfactly vertical and increaszsd money demand just

raipes prices, Of course it might be more nearly reasonable to
say| it is almost horizontal, then we know Jjust who will be called

intp production by increas=d money. A lot of money raises vrices
‘ a very little and increases supply a great deal.

X

The Trade Cycle - An'academic view. 1937

Power of Central Banks, and govt control of them, has grown
greptly in 30 years. But some elements of o0ld nower have besn

Josft. In 19th century, fear of boom was due to fear of gold
outfflow. Today, 4 kinds of "boom=shyness": sneculation, vicious

circle, loandble fund deficiency, investm°nt saturation

Prof . Kobblns seems to go for the third, or Austrian type. Boom-

timg Investments don't pay out, because ir rises too high because
labpr gets too much and doesn' t aavnenougb That must have been a

pretty dominant theme before Keynss --- esp, as I recall, in central
Eurppe. Robbins says let rates rise early, to avold a bocm with

Its[ disappointing bust after; K says keep them down for recovery,
and/ always. R. thinks importance of investment 1s overstress d by

e poth, but offers nothing In place.

Wicksell himself, pioneer ln studying relation of ir to prices,

/; thouzht this was Iittle connected with cicles, WHICH he attriputed to
changing real investment opportunitios due to téchnology etc.

JOVt CONtrol of MoNgy BUDPly WILl end-up ik LoTBVAT Keshing 1T A

down so the govt can borrow cheably, he fears, and current events |
b . BEcm tg bear nim out, Bk bl rant e

————XIIA survey of modern monetary controversey 1937 |

Optimists, Pescimists A4 & B, and Blondinians. Optimists will
upward and onward at all costs; Pessimist A think of under-

(=)
‘ investment; Pessimists B think of lost opportunities to invest;
———  Blomdinlzans think of eXcesses, vicious spirals I sur“osa, and e rRgeere S
» natural vs actual ir. Wicksell thought autbority's power to
T e 3iiE ] - 10 tr—wtth‘mr“was—UﬁTr—rféa, —Marshall stressed limitations.
qntil recently, money oollcy as affector was over-stressed, 1iq—

e L PN, DR T L K (g g o i
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'iitd preference understressed, Now the optimists and the B pessimists
have Jjolned to throw out the natural rate of interest as something
‘ that should be striven for, believing the authority can permanently,
- wlth repeated doses, defeat the -tendeney te—returr—to—the natural—
rate. --at least the Optimist thinks that, the B Peesimist thinks
L that income wlll be altoreéd to the ~pie—le—,——tah4y ~will Anvestrore; —————— ———
but he fears they will hold their money as such, he wants to
L-__;Am_fpﬂint pleniy.Lo_fill_ihemAun~4ndqmagy4ﬂﬁm%4ﬁves%» e — —
The Bessimist B thinks of liquidity preference as something long
L term, that can keep ir up forever, the Blondinian sees-it-as en&y AR opia -
- short term matter. (Stewart, I recall, could not understand this
| point once when l_brnached_it)ﬂmmhe_5londinian—is -loges—eanguine——— — - |
an the ontimist that the money authority can keep ir down
SR 3G _ﬁreygn _bu ike the Pessimist B for he doesn't
ink hoardinr can keep it up forever. The Blondinian, i.e. is
one who thinks of money as having short term effects, not perm-
anent ones, and who takes into account possibility of price
changes, BaepG Y A P M S

IXI1: British Monetary Policv.
[ ol (“M ' (even the principlc of acceleration might make a 1little
_sense in view of the new attitude toward investmsnt as demand I |
have developed] Investment 1in some goods may stimulate even more
investment in zoods that rroduce them. etc) §rhe memal (noreare oftons) o a ~Ahp
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A CONCEPT OF GEN ERAL OVERPRODUCTTION

Certain lines of production are controlled tightly, prices artificially
maintained. E.g. urban land.

Result is often competition, as high prices bring otherwise submarginal
resources into industry. These are then included in cartel, the resources
in effect retired from use. So more come in, and more and more.

When collapse comes, why doesn'. this thing become cheap, and the resources
revert to other uses? Because the resources are tied up in the originally '
restricted use, either by physical half-development like subdivision streets,
or/and cherishedcconvictions that resource will go back into higher use.

Now old idea was that if everything became cheap, nothing was any cheaper
relative to goods, so was no overproduction. But pattern is that originally
restricted goods become overabundant but not cheap, as prices artificially
maintained; and resources cannot go into other uses because they are tied to
the restricted uses.

Some resources can move -- e,.,g. uncommitted labor. But union labor moves
slowly if at all; likewi.se highly specialized labor. Sunk andspecialized
capital moves slowly. And of course land.

So pattern is one of overdevelopment of industries where restriction is
tried and fails; with resulting locking up of resources from industries
where resources can be more productive, socially.

There is also probably tendency in restricted industries for unduly high
% resources to go into very durable equipment, rather than current output.
“nd into land development. For one thing, because in order to start out,

that is what you have to build first. Thus we get overcapacity.

The big, the new idea here, that gives substance to previously unacceptable
idea of absolute overproduction, is that resources get locked up in the wrong

industries.
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BCT, Hayek, "Price expectations, monetary disturbances, &
nalinvestments". 1933, roughly, ideas originated he says.

355-0 When people invest, they assume present yields will
continue for a while, and that other people will continue to invest
for a while in the complements of what they are investing in. “ood
point -- i.e. when people stop investing in houses, further
subdivisions are waste of time. Hayek also stresses thut mahy
investments, once started, must continue a long time, 1f the first
m is not to be wasted. He also stresses that many iNvescments are
built on assumption that customers will invest -- l.e. tioey are to
produce investment zoods.

o

(Vhen saving stops, inv. does too, & as gross inv. is what
employs people, that reduces employment. So? Haybee...

356 Large, unforeseen decline of saving would explain crisis, he
Egys,'rouggly because lack of it means previous eXpectacions not"
Tealized because they require further investment -- whica is roughly
true, but he doesn't put it clearly. But is no reason for having
savings fall suddenly, except in result of crises, so must explain

crisis some other way, this is his cumulative explanation.

He explains it that division of m demand between cons. &
inv. is what entrepreneurs think is consumers desire between saving
& consumption, so they invest accordingly. Is esp. bad when
banks create m, giving impression people want loni er structure of
production, i.e. want to postpone consumption more, than They
really do. (so he uses the ass. that final consumption expenditures,
or expenditures from net inc. position, are major determinant --
which paves way for underconsuwmptionism, perhaps, breaking him
dovn. Anyway, his theory is not conerently worked out, tho he
definitely has a good idea)

359 di causes increased incomes, but not increa sed saving,
for it is just m incomes that rise rices rise right alongz with,
2 . s P il : 5 |
So more is spent on consumption, to offset which must be more dil,
\

this cannot be maintained, so time comes when cons. demand rises
relative to inv. demand.

360 So expected complementary capital not created, as i.r. risese.
",.a secarcity of capital making it impossible bo use the existing
ca itTZl equirment appears to me the central point of the True
explanation of crises;” But least acceptable to lay mind.

Many 19th c¢. observers explained crises as due to excessive
conversion of circulating into fixed capital. James “ilson, lst
ed. of the Economist, did so, re r.r. crises. A group of llanchester
economists took it up. Bonnamy Price in Enz., Courcelle-Seneuil
& V. Bonnet in Franc Yves Guyot. V. Prices & Froduction, app. to
crs or Tuller account.




Hayek, 2

Note difference of K & “ayek: H. explaining cause of crisis,
K. telling why we can't get out of it.
301 Guyot: "Crises are produced, not by overproduction, but by

overconsumption®.

Attributes failure of these early theorists to make a dent, &
be overwnelmed by ". century of underconsumptionist 1opuwanda”
Eo vagueness in tieir concepts of capital. (whnicih mignt S“an from
thelir identliiyIn JTand Witk if?TTﬁijﬁgiéld cla SSLCS) ut his own
concepts are also vague. He lapses into most n&CCOunEable
rmuddles, after the clearest statements.

e

362 What he means by scarcity of free or circulatin: capital 1is
there is more demand for consumer goods than supuly. (that's not

clear enough, tho on right track. & his expression of it is much less

clear than this)

Finis
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A MESSAGE TO AMERICAN

By Misunderstanding and Mishandling the ‘““Cash-Flow”’ . ..

Let’s Not Eat The Goose
That Lays The Golden Eggs

Because of a basic misunderstanding, labor
and management may be heading toward a
battle that need not be fought. The issue is
whether cash-flow or profit is the best measure
of business earnings, and therefore the best
measure of business’ ability to raise wages, im-
prove fringe benefits and shorten hours of work.

When business and union negotiators sit down
around the bargaining table they frequently clash.
This is probably inevitable. But it is pure waste — for
both sides and for the public as well —when the clashes
are caused by a misunderstanding rather than by
realities.

The “cash-flow vs. profits” issue, should it develop
as suggested by reports from Washington and the pub-
lic pronouncements of labor leaders, will be a prime
example of such waste.

This editorial, one of a series on business profits, is
designed to point this up. It discusses the difference
between cash-flow and profits. And it shows how con-
fusion between the two might have disastrous results.

The Meaning Of Cash-Flow

Cash-flow can be calculated in various ways.
One way — and the most common one among
businessmen — is to add (1) after-tax profits
minus dividend payments to stockholders, and
(2) depreciation allowances. Another way —the
one used by the AFL-CIO — is to add (1) total
after-tax profits, and (2) depreciation allow-
ances.

This adding of depreciation allowances (roughly
the cost of buildings and machines either worn out in
production or rendered obsolete by time) to profits
(what is left over after all costs and taxes are met)
may seem a clear case of adding apples and pears and
coming up with a mixed fruit compote. But the prac-

. tice does have its uses — as, for instance, in predicting

business outlays on plant and equipment. Since cash-
e

INDUSTRY + ONE OF A SERIES

flow represents the total funds corporations generate

internally for replacing used-up facilities and acquir-
— s 1

ing new ones, it is a rough measure of industry’s
ability to invest.

But organized labor apparently sees cash-flow
in an entirely different light, as being virtually
the same as corporate earnings.

Here, from the June 1962 issue of The American
Federationist, the official monthly magazine of the
AFL-CIO, is an example: “The cash-flow, which is

reported profits plus depreciation allowances, is the

accurate measure of a company’s returns since it is
the amount of money left over after payment of all
costs and taxes.”

The key phrases in the above are (1) “profits plus
depreciation” and (2) “after payment of all costs,”
which are linked in a way that makes the statement
an out-and-out denial that depreciation is a cost. (Nor
is this a mere slip of the pen. Virtually the same thing
is said, in only slightly different words, four times in
the same article.)

Quite clearly, however, depreciation allow-
ances are designed to cover costs, which now
and forevermore are the opposite of profits.
There are no real profits or net returns to a
business enterprise until all costs are recovered,
including the cost of buildings and machines
either used up in production or made obsolete
by time. To argue otherwise is to strip logic
from the language of economics, to quash in-
telligible conversation on the subject of profits.
If business spends its depreciation allowances
on higher wages or dividends, it is failing to re-
place its worn out and antiquated productiv
facilities.

The Measurement Of Profit

Aside from the dispute over the meani
“cash-flow,” “depreciation,” and “profit,’
is also the question of profit measure



many bought over 80,000 bbl. a day
from the Soviet bloc at a delivered
price of about $1.70 per bbl. This
contrasts with the $2.50 per bbl. that
West Germany paid for its oil from
free world sources, such as the Per-
sian Gulf.

When the Comecon pipeline—in-
cluding its network of spurlines—is
completed, the Russians should be
able to step up their worldwide ex-
ports to over 1-million bbl. a day by
1965.

Price havoc. Testifying before a
Congressional committee, George T.
Piercy, executive assistant to the
president of Jersey Standard, re-
cently estimated that completion of
the pipeline will cut present Soviet
oil transportation costs by one-third.
Last year, it cost the Russians about
$1.05 to move a barrel of crude oil
from the Ufa oilfields to Klaipeda on
the Baltic. “When this line is in-
stalled, it will reduce their cost to
about 29¢ a barrel,” said Piercy.

Since Persian Gulf delivered oil
prices are about $2.20 a barrel for
Southern Europe and $2.50 a barrel
for Northern Europe, this marked
reduction in Soviet transportation
costs could enable the U.S.S.R. to

put even more pressure on free
world oil prices.
Strategic importance. Although

technically the Comecon pipeline
system involves only the “mainline”
mileage between Kuybyshev and the
East European satellites, it nonethe-
less has many strategically important
spurlines that are within Russia it-
self.

One of these, tying into the Come-
con line at Unecha, will run north to
the two seagoing-tanker terminals
of Ventspils and Klaipeda on the
Baltic. This spur has an export ca-
pacity of some 340,000 bbl. a day.
Still farther north, an almost-com-
pleted pipeline runs direct from the
Ufa oilfields to Leningrad. And to
the south (but too far east to register
on the map) the Soviets are building
a pipeline from Stalingrad to two
ports on the Black Sea, each capable
of exporting as much as 200,000 bbl.
a day.

In its efforts to step up its oil ex-
vorts, Russia is also contracting for
arge tonnage of seagoing tankers.
cently it placed an order for a
en 35,000-ton tankers with Japan,
an order for another 15 tankers
galing 320,000 deadweight tons
h Yugoslavia. Russia is also try-
» interest Britain in an agree-
o build at least $50-million
ships in return for cheap
il.

L angle. The rationale be-
export drive is complex.
ial to Western Europe,
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Labor points out, and correctly so, that profits as
reported by the U.S. Commerce Department’s Office
of Business Economics have been distorted over the

years by revisions in the federal tax laws. Among these
are several new ways of calculating depreciation allow-
ances ipaugurated in 1954, and the new Internal Rev-
enue Procedure 62-21 introduced in mid-1962. (A
recent Department of Commerce study attempts to
measure the effect of some of these revisions.)

These changes were designed to enable busi-
nesses to charge off their depreciation costs at
a rate more closely in line with the rate at which
their facilities actually wear out and become out
of date. But these more realistic techniques of
figuring depreciation allowances in no way dis-
turb this basic fact: depreciation is a cost and
not a profit.

Moreover, tax changes have not permitted firms to
charge off more than the original cost of their facili-
ties, but only to speed the timing of the charges. As
a result, any profit understatement owing to stepped-
up depreciation during the years immediately follow-
ing tax changes is necessarily followed by a profit
overstatement in subsequent years.

So it is important to remember that changes in the
timing of depreciation allowances work both ways.
Some tend to understate current profits relative to
those of earlier years. Others do the reverse.

The Correct Measure

As the chart in the box below shows, the corporate
cash-flow has not been squeezed during the past several
years nearly so much as profits. This alone offers a
temptation to suggest that cash-flow — rather than
profit — is the best measure of corporate returns or

earnings.

PROFITS vs. CASH-FLOW

(Percent of Gross Corporate Product)
Percent

20

e =~
15 ¥ \‘v/? N e o’ =
Cash Flow

10

After tax profits

'47 '49 ‘51 B3 '55 '57 59 76162
1st. half
Source: Dept. of Commerce; McGraw-Hill Dept. of Economics

ut the temptation must be sternly resisted,
ofit—not profit plus depreciation —is the

correct measure of a firm’s returns. Those who
argue otherwise are treating the language of
economics in a cruel and unusual way. They
should cease and desist before killing effective
conversation altogether.

Eating The Goose

There is not the slightest inclination here to suggest
that the profit figures released by the U.S. Office of
Business Economics are perfect. Like many statistics,
they may not always reveal everything they seem to.
But we should remember that they are the most com-
prehensive and useful measure of over-all corporate
profitability we have.

It is even more important for us to remem-
ber that depreciation is a cost and not a profit.
The funds attributed to depreciation allow-
ances, like any other funds business has, can
be paid out in dividends to stockholders or in
higher wages to workers — but only if the econ-
omy is liquidating; only if it is failing to replace
its antiquated and worn out facilities.

The depreciation reform, announced in July
by the Treasury, was designed to make depreci-
ation allowances for tax purposes more truly
representative of the rate at which machinery
actually wears out and becomes obsolete. This,
in turn, was intended to speed up machinery
and equipment replacement, which will increase
productivity, cut costs and give U.S. business a
better crack at world markets. It would be ironi-
cal, indeed, if this long-needed reform were
used to justify wage increases so large that
they would actually cut into the funds needed
for our program of modernization.

This would be a pure and simple case of eating the
goose that lays the golden eggs — a point both labor
and management should certainly keep firmly in mind.

This message was prepared by my staff asso-
ciates as part of our company-wide effort to re-
port on major new developments in American
business and industry. Permission is freely ex-
tended to newspapers, groups or individuals to
quote or reprint all or part of the text.

PRESIDENT
McGRAW-HILL PUBLISHING COMPANY




MINDING OUR
OWN BUSINESS

BACKSTAGE AT BUSINESS WEEK

For collectors of felicitous similes, we
have a new one: “Asrare as a salesman’s
call on management.”” We thought of it
when we saw a new McGraw-Hill study
among buyers of industrial lubricants
revealing that oil industry salesmen
were calling less and less on the real buy-
ing powers—management. In fact, 54 9%,
of the top executives interviewed never
saw an oil company salesman last year.
Yet these men regularly make decisions
on what to buy and where to buy it.

If salesmen can’t see them, how do
they get the facts on lubricants—and
other products and services? Through
advertising—‘‘silent”’ salesmen—like
the pertinent, problem-solving adver-
tisements they see in BUSINESs WEEK.

With a circulation of over 400,000
management subscribers, BUSINESs
WEEK is used by men who are in a
position to respond quickly to advertis-
ing—men who control, initiate or ap-
prove many of the purchases of the coun-
try’slargest corporations. That’s why our
advertisers, bless ’em, keep BUSINESS
WEEK the leader of all general, general-
business and news magazines in pages
of business and industrial advertising—
year after year.

You advertise in

BUSINESS M
WEEK -

when you want *‘*‘\
to inform

management men
A McGraw-Hill Magazine | |
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with its highly developed industry
and lack of domestic crude sources.
By fulfilling this need, the Soviets
can obtain much-needed free world
currency. “In 1961, Soviet bloc oil
exports to the free world totaled
some $509-million,” says Piercy.

Ramifications. But currency ex-
change is the least of the worries
connected with Soviet oil export.
“Khrushchev has threatened to bury
us on more than one occasion,” Sen.
Kenneth B. Keating (R-N.Y.) said
not long ago at a Senate hearing.
“It is now becoming increasingly evi-
dent that he would also like to drown
us in a sea of oil. The Soviets are
dumping oil at bargain prices
throughout the world . . . for political
and military reasons.”

It is this same fear that prompted
NATO nations last November to em-
bargo the export to Russia of large-
bore line pipe. The Soviet Union’s
purchases had been heavy in the
preceding three years.

From 1959 to 1962, Russia pur-
chased or arranged to purchase 680,-
000 metric tons of 40-in. pipe from
West Germany, 240,000 metric tons
from Italy, and 135,000 metric tons
from Sweden.

Large-bore problems. The NATO
embargo has slowed construction, so
that completion has been postponed
from the end of 1963 to at least mid-
1964. The key to the completion date
is the priority that Soviet economic
planners decide to give the Comecon
crude pipeline system over several
large natural gas pipeline projects
that are also under way. And on a
longer-term basis, it depends upon
their ability to get their own large-
bore pipe plants into efficient pro-
duction.

The Russians themselves have
long had trouble manufacturing
large-bore line pipe. So far as is
known, there are only three big-
diameter pipe plants in the Soviet
Union—two in the Ukraine and one
in the Urals. All three plants have
been having difficulties meeting their
production quotas.

The Soviets say that by 1965 Rus-
sian oil exports to Poland, Czecho-
slovakia, East Germany, and Hun-

ary by use of the pipeline will reach
300,000 bbl. a day.

If such a quantity went by rail, it
would require about 600,000 stand-
ard tank cars a year, and impose an
almost unbearable strain on the al-
ready overburdened Russian rail-
roads.

The Comecon pipeline also makes
economic sense from the viewpoint
of the four satellites; it is unlikely
their planned petrochemical com-
plexes could be put into operation
without it. End
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