PERIODS OF WAR

N THIS chapter we shall endeavor to give an explanation of
L some of the most characteristic aspects of economic move-
ments i periods of mfation. The two phenomena mentioned
in the chapter title, war and mflation, are intimately bound up
with each other in history. I {18 true t h at SOmME wars, ]"‘} articu-
larly minor wars, mayv have been fought ”
flationary effects: and mflation, par i.muhn Iy .‘mml@m m mﬂaticm,
mayv occur in a normal business boom 1n peacetime, as a result,
for instance, of high government spending or of unusually favor-
able export conditions. But all the most pronounced 1nstances
of inflation i history have occurred i or shortly after great
A war period or an immediate postwar period will usually be
characterized by speeific commodity shortages. All three fac-
tors of e duetion-—-labor, capital, and land-—will tend to be
supplied m lesser quantities than before. The supply of labor
will be reduced by the absorption of a large number of men 1mnto
the arned forees. The interruption of free ocean shipping will
reduce the mmpiv of overseas materials. After a certain time,
these scareities may lead to others: land and labor may become
less productive, and the stock of capital will deteriorate. The
reduced productivity of land i1s usually the effect of a reduced
application of fertilizer and reduced care in tilling, owing to lack
of labor. Labor productivity per head is likely to be reduced
further by inadequate nutrition, psychic tensions, and the
undermaintenance or actual destruction of capital goods.
[f, however, unused resources are available, the increased de-
mand that Is istic of inflation may lead to an increase
in output as

characteris
resources previously unemployed are drawn 1nto
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employment. The extent to which this will be possible will de-
pend on the conditions in each country. Otten the absence of an
adequate supply of imported raw materials may present a
bottleneck that will make it impossible to increase total output.
However, even if a considerable increase in total output is pos-
sible, the physical volume of production will 1n any case be de-
termined by certain technical limits. After an initial increase,
therefore, total output will to a large extent be insensitive to
further incentives, such as might be provided by increased
prices. Developments in the sphere of prices will, however, af-
fect the distribution of total output over the different groups of
the population, both during the war period itself and even for
long periods thereafter. The distribution rather than the pro-
duction of goods and services has therefore received the greatest

attention, in particular as regards the past, of economists study-
ing the phenomenon of inflation.

INFLATION IN A CLOSED ECONOMY

In studying inflation we shall deal with i1t first in 1its stmplest
case, that is, In a ‘‘closed economy’ 1n which no foreign trade
occurs. In a closed economy the most important phenomenon
that may be considered as an indicator of the rate ot inflation is
the general level of prices. At a later stage, we shall expand our
analysis to include 1inflation in open economies; at that time the
second important variable to be explained will be the rate of
exchange of the currency of the country concerned. When we
deal with an open economy, we shall first consider the case of
inflation with a stable rate of exchange; subsequently, we shall
consider also the rate of exchange as a free variable, the move-
ment of which results from the process of inflation.

In explaining first the price level and then the rate of ex-
change, we shall have to reduce the movements of these vari-
ables to the movements of data or exogenous factors that lie be-
hind them and to establish the mechanism of causation. In do-
ing so we may find that this mechanism leads toward endoge-
nous movements. In explaining the movement in the general
price level, it seems reasonable to use the general scheme of de-
mand and supply. It will be our task, therefore, to find the gen-
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eral supply and demand factors that are operative particularly
in a situation of inflation and that determine the general price
level.

We have mentioned that on the supply side there will be a
number of tendencies operating in the direction of increased
scarcity. The level of production will, in any case, be limited by
certain technical conditions that may be considered as a datum.
The productive capacity will change at a much slower rate than
prices and the quantity of money.

More 1mportant, therefore, than the factors on the supply
side is the increase in total demand. We have mentioned hefore,
and we will return to this point later, that total demand may
be considered to consist of demand for consumption and de-
mand for mmvestment. In that simple distinetion no allowance
s made for demand exercised by the government, which may be
considered to be subsumed, as a relatively minor factor, under
demand for consumption purposes and demand for investment
purposes. This treatment 1s satisfactory when the objects of
study are trend movements, or business-cvele movements 1in
general, 1in conditions where the government plays a relatively
passive role. But it 1s clearly not appropriate imdiscussing a war
economy, one of the main characteristics of which 1s the un-
usually large demand exercised by the government. In wartime
the government requires, and acquires by 1ts purchases, a large
{T)I”‘t i(}; of the nation’s real annual output. To a considerable
the government will simultaneously take measures to
fff S eze-t 1'&5 In a::mzmm;i demands for the output of resources of the
country by measures which will lead to a reduction of demand
for resources on the part of the population. Taxes are 1ncreased,
thus reducing purchasing power and hence demand on the part
of the population at constant incomes. By savings propaganda
an attempt 1s made to increase the amount of income saved and
@?-rence to reduce the proportion of income spent on consumption
oods. Restrictions on investment may force business enter-
prme& tc:t mv‘e%t ess than they would have done otherwise and,

lly to run down their capital. Generally speaking,

thase governr rent measures toward offsetting the increased gov-
ernment demand were more successful in World War II than
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they were in World War I. Nevertheless, they result only in a
mitigation of the excess demand of the government; they are
never adequate fully to offset that excess demand. In wartime
there will always remain a very considerable net additional de-
mand exercised by the government. Although this is not quite
accurate, one might, for purposes of convenience, assoclate this
net additional demand by the government with the amount of
the budget deficit.

If, at the outbreak of war, considerable unused resources are
available, they may be drawn into use first to meet the addi-
tional demand. But the increase in supply will at the same time
be accompanied by an increase in national income of the same
amount. As workers previously unemployed are finding jobs,
they will also receive incomes. A considerable portion of the
additional income, created by the employment of resources
previously unemployed, 1s likely to be spent on consumption
goods. Thus only a small proportion and not the total of the
resources previously unused can act to offset the net additional
demand on the part of the government. Hence, whenever the
additional government demand 1is large, as in any major war,
only a relatively small part of it can be met by drawing into use
previously unused resources. This partial offset 1s not likely to
reduce by much the net additional demand on the part of the
governmendt.

Whence, then, come the resources that are to meet this de-
mand on the part of the government? We may recall that we
have assumed a closed economy. The additional resources,
therefore, cannot come from abroad. To some minor extent,
they can be obtained by using up commodity stocks. But the
results obtainable in this way will be limited both in amount
and in time. Hence, the resources the government requires will
have to be found mainly by reduction in private consumption.
This reduction in consumption is brought about by the move-
ments of the price level. Total demand increased because of the
addition of government demand, facing a supply which is re-
duced or, at best, constant, will tend to push up the prices of all
commodities. Let us assume that prices were initially at a level
of 100. Now the government requires for war purposes a net
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additional amount of resources to the equivalent of, say, 10 per
cent of the gross national product. As a result of this increased
demand, prices will go up from 100 to, say, 125.

Why does this rise In prices free resources for government
use? The rise in prices reduces the real purchasing power of two
important groups of the population: (a) those with fixed in-
come from bonds, ete., and (b)) those with wage and salary in-
comes which, though not fixed, are not automatically and imme-
diately mereased when prices go up. While the real income of
these two groups of the population 1s reduced, the real income
of the remainder of the population, mainly the entrepreneurial
croup, 1s at the same time increased by the same amount, as-
I total production. There 1s thus not a reduc-
tion in real mcome but primarily a shift in real income. This
shift, however, will reduce consumption demand. It will do so
for two reasons. The important factor in this connection 1s that,
broadly speaking, those whose real income has been lowered are
the low-income groups, whereas those whose real income has

cone up are the high-income groups. The high-income groups are

rher rate of taxation; hence inflation
will tend to reduce the g
Zroups | to save a larg r proportion of their income.
wd deal of real income shifted by mflation will lead

likely to be subject to a hig
rovermment defieit; and high-income
will also tend to save a large
Hence, a good

to a reduction of consumption on the part of those who lose in-
come but not to an increase in consumption of those who gain
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the additional income. If the net amount of reduction in con-
sumption thus produced by a 25 per cent rise i prices equals
10 per cent of the gross national product, no further pressure on
prices will remain. An equilibrium position will have been
reached in which a reduced consumption matches the increased
demand on the part of the government.

The equilibrium will, however, be temporary. Wage-earners
will not be prepared to accept for any great length of time a 25
per cent reduction in real wages. Some time after prices have
gone up, most wages will tend to be increased, perhaps not fully
in proportion to the increase in prices but nevertheless consid-
erably. As a result of this increase in wages, a certain amount of
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real income will be shifted back from the entrepreneurs to the
wage-earners. By this fact, part of the stabilizing effect of the
original increase in prices will have been nullified. There will
agaln be excess purchasing power; prices will rise further until
a new temporary equilibrium is reached. But then wages will be
adjusted anew, and the spiral of increasing wages and increasing
prices will have started.

In actual fact, this process is not likely to proceed by succes-
sive steps but rather gradually in a smoothly curved line. As the
mobilization of resources for war purposes progresses, the gov-
ernment will gradually require a greater share of national 1n-
come. Prices of some commodities in ample supply will initial-
ly remain unchanged; others will start rising immediately.
Gradually, also wage increases will occur, first in one industry,
then in another. Thus the index numbers of prices and wages
will both tend to go up in smooth curves.

It should be noted that inflation as described in the preceding
paragraph is not a rise in prices to a higher level, at which level
it would be compatible with the net additional demand of the
government. This would be so only if wages were not adjusted
at all and if one group of the population were to accept, for the
duration of the war, the reduction in real income and consump-
~ tlon necessary to satisfy the requirements of the government.
But as wages are adjusted from time to time, inflation will take
the form of a constantly rising price level. Thus the equilibrium
established 1s not, as in ordinary supply and demand analysis,
one of an equilibrium price level but one of an equilibrium rate
of increase of prices. This may be shown in a diagram similar to
that used in ordinary demand and supply analysis. We shall
presently refer to a diagram of this nature. In the simplest case
the rate of price increase per unit of time will be a constant, and
prices will accordingly describe a logarithmic curve over time.
The rate of price increase will be determined by two sets of
factors: (a) the extent of the net additional government demand
which, as we saw before, consisted of (1) the increase 1n demand
by the government for resources for war purposes, less (2) the
reduction in demand of the population imposed by the govern-
ment through such measures as Increased taxation, propaganda
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for increased saving at constant incomes, and restrictions on in-
vestment and (h) the degree to which and the speed with which
wage rates are adjusted to increases in prices, the progressive-
ness of the system of taxation, and the tendency to save in the
higher-income groups.

I'he larger the factor under (a), the net additional govern-
ment demand, the more rapid will be the rise in prices. Similar-
ly, the fuller and the quicker the adjustment of wages, the more
rapid will be the rise i prices. The two factors are shown In
Figure $4.
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Fig. $%.~—Rate of increase of prices as a function of net additional government de-
mand.

Line I shows conditions favorable to a limited rate of infla-
tion: slow wage adjustment, highly progressive taxation, a high
marginal propensity to save on the part of entrepreneurs. Line
1T has been drawn to reflect conditions that would lead to rapid
imflation. At the same level of inflationary pressure as expressed
by the net additional government demand, the price rise result-
ing 1in case I will be much less than that in case I1; e.g., 1f net
add i’t i("mél d em and iS 5 'p@r cent of gross national product, the
1] nerease will be 2 per cent per month
he diagram, but 10 per cent per month

however, that the greater slope of line
of inflationary pressure as

n case I I I t 1S pm%lm
[] may be offset by a smaller amount «
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shown along the horizontal axis. Thus, if I and I refer to two
countries, it may be possible that prices in both countries rise
at the same speed. This will occur if in country I mflationary
pressure is much greater. Country I might have the same rate
of price increase at a net additional demand of 25 per cent of its
gross national product as country II would at a net additional
demand of only 5 per cent of its gross national product.

We have dealt so far with conditions that lead to a constant
rate of inflation, that is to say, to a movement of prices along
an exponential curve. As a matter of fact 1t is likely that infla-
tion, when 1t has lasted for a certain period of time, will become
more rapid. This will be so for two reasons: (1) Workers who
have been caught time after time by rising prices after each ad-
justment of wages will insist on a more rapid adjustment of
their money wages in the future. If in the beginning the lag may
have been one-half year, 1t will tend gradually to be reduced to
three months, one month, a week, and, ultimately, even as little
as a day. As a result of this and other factors tending toward
more rapid adjustment, the curve in Figure 44 will tend to be-
come steeper. Gradually the curve, which initially may have
been at the level of line I, will tend in the direction of line 1/
and even beyond that. (2) To the net additional demand on the
part of the government (which may remain constant), further
factors will be added as inflation proceeds. Manufacturers and
traders who have seen prices rising for a long period of time will
tend to anticipate further price rises and buy for inventory.
Consumers, rather than saving part of their income, will spend
the part previously saved on additional consumption goods,
either for immediate consumption (since ‘“money loses its value
anyway ) or for accumulation of stocks of consumption goods.
The result of these various actions on the part of the population
will be the same as if the government had absorbed a larger pro-
portion of the nation’s annual output for war purposes. The
point of intersection on the steeper curve caused by the factors
under (1) will therefore be moved further to the right, owing to
the factors mentioned 1n this paragraph. For both reasons the
equilibrium rate of price increase will tend to be higher.

Figure 44 will readily make clear what the extreme position
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will be. If, ultimately, prices and wages are adjusted immediate-
ly——1f, in other words, the monetary mechanism permits the
covernment no longer to reduce anybody’s real income by any
finite rate of 1ncrease in prices per unit of time—prices will tend
to increase at practically an infinite rate. As curve 71 becomes
steeper and steeper, 1t may finally coincide with the vertical
axis of the diagram. At that point any positive net additional
demand will lead to an infinitely high rate of price increase: any
I::e*rpmuiimzlz‘ir* line to the right of the origin will intersect the
vertical axis in a point “infinitely far away.” Strictly speaking,
of course, prices cannot inerease at an infinitely fast rate. Vari-
ous cases 1 history, however, closely approximate this situa-
tion. I n the conditions of hyperinflation in Germany after the
srld Mm and 1n Greece, Hungary, and China after

| War II, prices in the last stages did increase at rates
which for all I M*i 1cal purposes may be described as infinite. In
certain other countries, such as 1in Poland and Austria after
Vorld War I, inflation came very near to this point.

fi .H ﬂ II F}W ‘(l-m*; 1"[ ‘T‘ 1\ Yflﬁ Ir\ ..01 &‘?" I ; Im‘ \I‘ _ L TEY
1' II! E‘ l- :I_g. ' ﬁ; ,:” FU S _i L 'l - . 1 i { .t,,, 'L ' L ._J:

The reader mav have observed that no reference has been
made <o far to the quantity of money, whereas usually an ex-
planation of inflation runs primarily in terms of that quantity.
We have pref e:*m*eﬁd to give our exposition initially in real terms
because in that way a clearer msight 1s gained into the shift 1
real resources wh mh 15 at the basis of any process of inflation.
The quantity of monev does, however, come 1n at two points.
The government defieit 1s normally financed to a considerable
extent by the ereation of moneyv either directly by the issue of
covernment paper or indirectly by the sale of government debt
to the central ban ¢s. Thus, i1f we said that

< or commercial bank
the rate of increase of prices per month was a function of the
amount mf net additional government demand, we might also
have said that the rate of increase of prices was a function of
the increase in the quantity of money per month. By the same
token we might say that the level of prices, which is the cumu-

r time of the price Increases, is a function of the quan-
tity of money, which is the cumulation over time of the in-
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creases in the quantity of money. There 1s nothing in this argu-
ment, however, that would lead to the conclusion that the in-
crease in prices and the increase in the quantity of money would
be proportional, as most theories have held in the past and as
has also been found to be approximately true statistically. No
such proportional relation may be assumed since we have seen
that the rate of price increase depends not only on the net ad-
ditional demand on the part of the government but also on the
responsiveness of the economy (the slope of the curve in Fig.
44). Thus it may be, particularly in modest inflations, that
prices increase less than proportionally to the quantity of mon-
ey and that, accordingly, the velocity of circulation is reduced
(assuming a constant volume of output). In periods of rapid in-
flation, on the other hand, prices may often tend to increase
faster than the quantity of money, thus leading to a decrease
in the velocity of circulation. Here certain limits exist. The
velocity of circulation cannot be reduced infinitely. If, there-
fore, the mechanism of inflation had in itself the tendency to
make prices increase much faster than the quantity of money,
a pressure on the banks would result to increase the quantity of
money, not to finance the government deficit, but to accommo-
date the needs of the population at the increased level of prices.
The quantity of money will then tend to follow the level of
prices.

In attempts to explain the movements of the general price
level, use 1s often made of the formula developed by Professor
- Irving Fisher. We may review this method in the light of the
discussion in the preceding pages. A number of variants of the
formula have been used. We select the simplest of these; with
respect to the more complicated ones, considerations similar to

those which we will develop apply. The simplest formula is as
follows:

MXV=PXT,

in which M equals the quantity of money, V equals the velocity
of circulation of money, P equals the general level of prices, and
T equals an index of the physical volume of production. The
formula expresses the fact that the amount of all payments
made 1s equal to the value of all commodities and services sold.
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It disregards changes in the quantity of turnover sold on credit;
this simplhification 1s of little consequence for our analysis.

It 15 well known by now that this formula should be consid-
ered as an 1dentity if each of the four quantities mentioned is
properly nterpreted. Therefore, there can be no question
whether the formula 1s right or wrong. It must always be right.
What mayv he discussed, however, 15 the question whether the
formula can be used for the explanation of the fluctuations of
one of these four variables on the basis of the three others. An
explanation 1 a statie theory, as the one we are now discussing,
should then be a reduetion to autonomous factors. Sinee all four
vartables in this formula are economie variables, none of them
can, strictlv speaking, be considered as an autonomous variable.
Some of them, however, mayv be autonomous by approximation.
It all depends upon the question whether, 1in certain situations,
three of these four variables may, with sufficient approximation,
he considered as autonomous variables to provide an explana-
tion of the developments of the fourth variable. Such situations
are possible, and we may mention a few of them.

1. If M s determined by pressing causes, such as war condi-
tions dictating the ereation of additional money, while 17 1s
eiven by the relatively stable payvment habits of the population
and T by the teehnieal limits of production, then one may in-
deed sav that, approximately, the movement of P 1s determined
by that of the three other variables. In that sense the formula
has often been a I ;}l ied-and, with the (J11 alifications stated,
properly applied--to the situation during World War 1.

. If P, in an open economy, 1s riet@rmnwd primarily by the
movement of the rate of exchange, 17 again by payvment habits,
| T by the productive cap: 1c~xtv of the country, the formula
may similarly I‘,‘m I;N:-ts*f to m‘:plmn fluctuations in the quantity of
money. The s1 he in which “the banks follow the
needs of t f th e needs h eing determined in this case
r y th ¢ f @Mt OT'S m wh mh we have referred. In this way the for-
"nh }wm applied to certain periods in the early twenties.’

Imng ’.”It}l 4 1nore h!llitf:‘( i pl‘ﬂ)l&lﬂ III W’hich not the

vhole but only part of 1t 15 su bject to analysis, t he
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concept of datum may be somewhat modified.? Thus, for in-
stance, in dealing with a depression 1n a small country it may
be that the course of prices and turnover 1s determined by con-
ditions abroad and that the volume of money is primarily de-
termined by development in the economy in the immediate past
and by the policy of the central bank. In that case, the formula
may be used to determine V. It may be used to show that in a
period of depression the velocity of circulation will have a tend-
ency to fall; usually the product PT will fall more rapidly than
M. In a period of recovery and boom, on the other hand, the
velocity of circulation will tend to increase: P1 will increase
more rapidly than M. This phenomenon will also occur in a
closed or nearly closed economy; in this case, however, P and T
cannot be considered as determined by foreign factors. Even
then one might still say that, of the four variables, V' is least of
all determined by autonomous factors and may therefore be
considered most as the “‘effect” of the other variables.

It will be clear from the preceding remarks that the Fisher
formula cannot be used as the only theory to explain certain
phenomena if less than three of the four magnitudes— P, T, M,
and V—are wholly or nearly wholly determined by autonomous
factors. If, for instance, two of these factors are determined, one
would require one additional relation 1n addition to the Fisher
formula, in order to specify the magnitude of the other two
variables. In other words, additional theoretical considerations
would be necessary; the theory implied in the Fisher formula

should not be considered as incorrect but rather as incomplete
in that case.

INFLATION IN AN OPEN ECONOMY

We have dealt, so far, with inflation in a closed economy. We
must now generalize our treatment and incorporate in it the
phenomena that occur in a country which has foreign trade.
This mtroduces two new elements. First, the resources to meet
inflationary pressure in a country are now no longer necessarily
hmited to the domestic supply of goods and services. Foreign
resources may be available to the country either as a result of

2. Cf. chap. ix.



PERIODS OF WAR AND INFLATION

149

foreign loans or by the use of the country’s gold and foreign-
exchange holdings. Second, an open economy is characterized
by an additional variable—the rate of exchange.

We shall deal first with the case in which the rate of exchange
1s constant as a result, for instance, of the central bank’s supply-
ing gold or foreign exchange at the gold-export point. In that
case, part of the inflationary pressure will be met by the use of
foreign resources. Imports will increase as a result of increased
demand for commodities in general and possibly also as a result
of a tendency of prices within the country to rise compared to
prices abroad. Hence part of the inflationary pressure will be
drained off; the pressure will be reduced by the amount of the
import surplus. Furthermore, if there is a general feeling that
prices will continue to rise and that the rate of exchange will
continue to fall, a flight of capital 1s likely to occur; foreign ex-
change i1s bought from the central bank, in exchange for
local currency, for speculative purposes. As long as the de-
mand can be met, it will also exercise a deflationary pressure,
inasmuch as demand which might otherwise have been exercised
for domestic resources will now be satisfied by tforeign resources.

The use of foreign resources permits a country to have a tem-
porary deficit in its balance of payments. But when the ex-
change resources have been exhausted by inflation or, even
earlier, when the government is no longer prepared to support
the rate by losing reserves, an equilibrium in the balance of pay-
ments will have to be established. In periods of serious inflation
in the past this equilibrium was established almost always by
a free rate of exchange. When demand for foreign commodities
became too strong, deprecmtlon of the currency ensued auto-
matically.

Deprematmn, or an increase In the price of foreign exchange, B
means an increase in terms of the national currency of the prices
of imported commodities and a decrease in terms of foreign cur-
rency of the prlces of exported commodities. Hence depreciation
will tend to increase the volume of exports and to decre ase the
Volume of 1mp orts. In nor mal clrcums ta,nces th is wﬂl an
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shows characteristics similar to those of a normal market: a
price is found by balancing supply and demand, with demand
depending negatively and supply positively on price, the equi-
librium price being found at the point of intersection of the de-
mand and the supply curve. We treated the market for com-
modities by reference to autonomous supply and demand fac-
tors. We may apply the same terms to the exchange market.
The most important autonomous demand factor, in a period of
war or in the immediate postwar period, 1s the strong autono-
mous need for imports. In wartime the need may be for arma-
ments, raw materials, and foodstufls. After the war it may be
for reconstruction goods, for foodstufts, and for restocking. This
demand often originates by the creation of credit in the country,
the inflationary pressure thus created spilling over into the ex-
change market. It is a matter of choice whether to consider the
creation of credit or the autonomous import needs as the factor
determining demand. Much will depend on whether one con-
siders the credit creation as necessary and inevitable or not.
Similarly, in the case of reparations payments, one may consid-
er either the imposition of these payments or the way in which
they were met by inflationary domestic financing as the cause
of the additional demand for foreign exchange.

In periods of advanced inflation such as the German and the
French inflations atter World War I, an additional factor tended
to increase the autonomous demand, namely, the lack of confi-
dence 1n the national currency. Thus an additional speculative
element of demand was added to the existing demand for im-
ports. As the rate of exchange increased steadily, there was a
tendency to convert holdings of national currency into foreign
exchange 1n order to make an exchange profit.

In a market for an individual commodity it is normally as-
sumed that appropriate price adjustment will bring the market
into equilibrium. With respect to the foreign-exchange market
in a period of inflation, two very important qualifications of
this statement should be mentioned, however.

1. Depreciation may not lead to an equilibrium position if the
foreign demand for the export products of the depreciating
country and that country’s own demand for imports are insuf-
ficiently elastic. Depreciation will decrease the volume of 1im-
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ports and hence, assuming constant prices in terms of foreign
currencies, the foreign-currency value of imports. Depreciation
will merease the volume of exports, but it will not necessarily
merease the foreign-curreney value of exports. It will do the
latter only 1if the inerease in the volume exported is proportion-
ately greater than the decrease mm price, expressed in foreign
currency. It 1s conceivable, therefore, that the country would
sutfer a loss (i terms of foreign curreney) in its export proceeds,
and this loss might exceed the savings in foreign currency on
mports. In that case, depreciation would worsen a country’s
halance of pavments, and the rate of exchange, instead of bring-
11 t*mllllhrmm by an mitial fall, would tend to fall further and
further. Although 1t 15 concervable, 1t 15 not very probable that
the |

balance of pavments of a country would be unstable with
respect to the rate of exchange in the way indicated. A constant-
v falling rate of exchange 1s, nevertheless, a real possibility
which has oceurred frequently i the last twenty yvears. The ex-
planation of this Nwmxmm on must be found along the following
Lines.

2. We have seen that moa closed economy the equilibrium es-
tablished by anmitial rise in prices may be only temporarv. The
same applies in an open economy with respect to changes in the
rate of exchange. The equilibrium 1 the balance of payvments
established by an mitial fall in the rate of e*»..(*}mngv may also be
nly temporary in character. Domestic price adjustment which
follows depreciation will tend to raise demand for resources
eseneral, and henee for imports in particular, and will thus lead
to a renewed pressure on tl ance of payvments. As long as m-

e ba
Hlationary conditions continue, the mitial fall in the rate of ex-
change may lead to further and further declines. The price of
foreign curreney, like the o imnmtrc* pz mv uuiwm W 1II r1Se fm*thm*
and further: in the simplest case, |
nential curve. The rate of increase of domest i(& P-E’E 1ces a ml mf ‘-the
price of foreign exchange will depend on the factors which we
mention in our discussion of inflation in a closed economy. The
fall of the exchange rate may be accelerated as capital flight
adds additional demand for foreign exchange to the demand
th ciit mmlt s from the import need of commodities.

With respeet to fluctuations in the rate of exchange during
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periods of inflation, reference is often made to the “purchasing-
power parity’’ theory. In a somewhat oversimplified form, this
theory holds that the rate of exchange for the dollar in a foreign
country should be equal to the ratio of the purchasing power of
the dollar to the purchasing power ot the currency of that coun-
try. If a certain basket of goods costs $100 1n the United States
and 30,000 francs in France, the rate of exchange of the dollar
should be 300 francs. '

This theory has this in common with the quantity theory,
that it, too, appears to give a much simpler solution for the ex-
change-rate problems than the much more general theory of the
formation of exchange rates we have just developed. It differs,
however, from the quantity theory in that it cannot be consid-
ered as strictly accurate. It should be considered rather as an
approximation. Strictly speaking, it will hold only for commodi-
ties that can be purchased in both countries and can be trans-
ported between them and other countries without cost, duties,
etc. For the total of all goods 1n the economy this condition is
clearly not fulfilled; the very existence of international trade
presupposes that the two countries do not produce the same
commodities. If, however, the two countries do not produce the
same commodities, the theory should be given in a somewhat
more refined form.

In that case, two periods, I and II, have to be compared, and
the change 1n the rate of exchange from the first period to the
second has to be taken as the object of explanation. A different
package of commodities for each country 1s considered. This
package has a price in the country in period I and in period II.
For each country the price change in terms of its national cur-
rency tor its package may be calculated, and these price changes
are compared. If, for instance, the price increase in the one
country 1s three times as large as the price increase in the other
country, the rate of exchange between the two countries would
have changed, at a ratio of one to three, according to the pur-
chasing-power parity theory. The value of the currency of the
country in which prices have risen most would have fallen to
one-third its previous value in terms of the currency of the
other country. '

Various objections may be raised against this theory as an
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1A

do not move together, and the ratio of price increases observed
will depend therefore on the package of commodities taken.
Perhaps this objection Is not the most serious one since it may
he assumed that, generally speaking, the movement of prices of
the most important commodities in any one country will be at
least approximately parallel. But two other sets of factors may
make possible, or necessary, a rate of exchange which deviates
from that caleulated on the basis of the purchasing-power parity
theory. Both these factors follow from a shift in the position of
demand and supply curves of the countries under consideration.

a) If a country has a high level of investment (for instance, in
order to reconstruet war damage), its demand curve will
move to the right and, with a similar price ratio as i a prewar
period, 1t will require more mmports. If, at the same time, there
1s no similar high investment activity in the rest of the world,
the country under consideration will have an 1mmport surplus
even though its rate of exchange may be at its purchasing-power
parity level.

H) Structural changes may affeet both the demand and the
supply curves for international trade of the country itself or of
foreign countries. Exhaustion of the country’s natural resources
will move its supply curve to the left, and an increased prefer-
ence for forelign commodities compared to domestic commodi-
ties will
will lead to a deterioration of the country’s balance of payments
at a constant price ratio. The same effect will result from move-
ments of the supply or the demand curve in foreign countries
in the opposite direction, such as the discovery of more pro-
ductive natural resources abroad or the development abroad of
a preference for national, as against mmported, commodities.
On this account, too, the balance of payments may be in dis-
equilibriumn, notwithstanding the fact that the exchange rate 1s
at the purchasing-power parity point. In all such cases the equi-
[ibrium rate, i.e., the rate which would bring the balance of pay-
ments into equilibrium,® would be different from the purchasing
power parity.

In view of these limitations, the purchasing-power parity

Assuming that there is an equilibrium rate. Cf. p. 151, supra.
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theory can be considered only as an approximate theory of the
rate of exchange, valid only in cases of large price discrepancies.
Where the price discrepancies are relatively small, the disturb-
ing factors mentioned above may tar outweight any disequili-
brating tendency resulting from price disparity.

We must make a further observation with respect to the pur-
chasing-power parity theory, and one which is similar to an ob-
servation made earlier with respect to the quantity theory: the
purchasing-power parity theory may be considered as a theory
of the rate of exchange only if the causes to which this theory
links the rate, that is, the price changes in the two countries,
may be considered as autonomous. In the period immediately
after World War I there were indeed good grounds to consider
the process of causation in this way. Prices were to a consider-
able extent determined by monetary conditions resulting from
war financing; they could be considered approximately as
autonomous factors. Other situations are conceivable, however,
where this i1s by no means the case. If, for instance, the rate of
exchange of a smaller country is linked by law to the value of
the currency of another, larger, country, then 1t may be quite
possible that the price level in the smaller country is practically
determined by prices in the leading country and the legally
determined rate of exchange. In that case the rate of exchange
cannot be explained on the basis of purchasing parity, but
rather the level of prices in one country can be explained on the
basis of prices in the other country and of the rate of exchange.



