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British Commodity Prices, 1815 - 1914
The Rousseaux Price Indices of a Composite of Agricultural and - 30

Industrial Prices, 1815 - 1914, recalculated to a base 100 =
average of prices of 1810 - 19; and 25-year trend lines fitted

by the "Least Squares" method for 1815 - 39, 1840 - 64, 1865 - 89, - 20
1890 - 1914,
Source: B.R. Mitchell and Phyllis Deane, Abstract of British

Historical Statistics (Cambridge, 1962), pp. 471 - 3. - 10
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1800 - 1913 (Brussels, 1938).]
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Figure 1a. Gold production: Australia, South Africa, and the United States,

1834-1915
Source: Schmitz, Metal production, pp. 80-5
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Figure 4. US gold production and real price of gold, 1835-191§
Source: Report to the Congress, 1, tabs. SC-5, pp. 193-4, SC-16, pp.219-25
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Figure 1. Real GDP per worker (1913=100)

Sources: see tab. 2

Charles Feinstein, "What Really Happened to Real Wages?
Trends in Wages, Prices, and Productivity in the United

Kingdom, 1880 - 1913," Economic History Review, 2nd ser
43 (August 1990), 352.
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Figure 1. Banking concentration, 1870—1913.

Sources: See text.
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Figure 2. Annual returns: bank shares, 1870-1913.

Sources: See text.
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Chairman, said last weekend that

inflation is no longer the driving
concern of monetary policy in the United
States. He did not say deflation was,
though he might have.

There is no natural symmetry between
inflation and deflation. Rising and unsta-
ble inflation rates — say, beyond 4 per
cent — tend to lead to recessions as mon-
etary policy tightens, interest rates rise
and economies slow. In contrast, a rela-
tively small and constant rate of general
price deflation — say 3 per cent - raises
the spectre of depression, rather than the
milder corrective of a dip in the business
cycle.

That’s because, as Investment colum-
nist Donald Coxe argued in last Saturday’s
Report on Business, “Deflation is a condi-
tion in which the collective value of equity
— stocks and real estate — falls in relation
to the value of debt.” The size of loans and
monthly payments don’t fall just because
the value of the assets they finance de-
clines. General deflation reduces the
nominal value of assets, while the nomi-
nal value of debts remains unchanged.
(Falling prices for some goods and services
are normal in a market economy. General
deflation afflicts prices across the board.)

At the same time, deflation tends to re-
duce nominal incomes, either because
businesses :are selling assets at. lower
prices or because compensation is related
to their falling value. So companies and
individuals start defaulting on their debts,
and the lender inherits assets that must be
sold at a loss. The financial system groans,
credit nghtens and the vortex of depres-
sion sets in.

The dynamic is exacerbated by weak-
ening currencies, which can lead to rising
; interest rates, exported around the world,
that further depress demand. We saw this
happen in Canada last month, and it is
spreading. Rising interest rates, unrelated
to inflation, was described by The World
'Economic Forum last spring as the most
serious threat to the world economy.

Q lan Greenspan, U.S. Federal Reserve .

WILLIAM THORSELL
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In the 1930s, the Depression was fought
primarily by fiscal policy in the United
States — Franklin Roosevelt’s New Deal —
where government spending on public
projects tried to stimulate the economy.
In Canada, Alberta led the way in propos-
ing the use of aggressive monetary policy
— Social Credit — to stimulate demand

There is an anti-inflation
priesthood of academics,
journalists and cranks (no
necessary overlap) that
somehow equates falling
prices with virtue, no
matter what the cause or
effect.

and revive nominal prices. Premier ‘Wil-
liam Aberhart’s issuance of Alberta-only
currency was deemed to be ultra vires by
the Supreme Court of Canada, and died
an ignominious death, tainted by ridicule
over “funny money.” It took the Second
World War to wrench North America out
of the Depression, largely through fiscal
policy, with monetary policy coming fully
into its own in the 1980s.

Mr. Coxe worries that the current
generation of policy makers grew up on
inflation. “They all got their jobs because
of their demonstrated ability to fight infla-
tion. The problem is that this expertise is
virtually irrelevant for fighting deflation. It
is as if a man were hospitalized with pros-
tate cancer and was treated by a commit-
tee of seven world-class physicians — all
gynecologists.” The G7 central bankers
may be all too fixed on waging the last
nominal price war.

Mr. Greenspan refers to a strong
money-supply growth rate to justif3‘{ cau-

tion about lowering interest rates and in-
creasing liquidity. His critics point out
that more than half the U.S. dollars in ex-
istence circulate outside the United States
as a global reserve currency. Writing in
The Wall Street Journal last week, Bruce
Bartlett said the U.S. domestic monetary
base rose by only 0.6 per cent last year,
not the 6.1 per cent reported by the Fed,
because most of the new dollars went
abroad. Those dollars do not fuel domes-
tic inflation. Indeed, at 0.6-per-cent do-
mestic growth, .U.S. monetary policy is
contractionary.

In Canada, the inflation rate as mea-
sured by the Consumer Price Index is run-
ning below 1 per cent which, given
measurement  distortions,  probably
means zero. The International Monetary
Fund forecasts that inflation in industrial-
ized countries will be only 1.8 per cent this
year, while Japan has already slipped
below 0.5 per cent and-could well be in
general price deflation.

There is an anti-inflation priesthood of
academics, journalists. and cranks (no
necessary overlap) that somehow equates
falling prices with virtue, no matter what
the cause or effect. They embrace defla-
tion almost as a purge, a kind of moral
reckoning for perceived excesses in con-
sumption, enrichment and pleasure. The
banking crises precipitated by sudden im-
balances in nominal asset values and
nominal debts are celebrated as correc-
tives for reckless lending and feckless op-
timism. Bankruptcies of firms and
individuals are taken as signs of a properly
righteous economic deity at work.

This, along with almost no experience
with deflation since the 1930s, helps to ex-
plain the analytical silence that greets the
lamb of falling prices, disguising itself per-
haps as the wolf of incipient depression.
Where is the recipe for revival if general
price levels fall and continue to fall?
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