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THE HARVARD INDEX OF ECONOMIC CONDITIONS: 
INTERPRETATION AND PERFORMANCE, 1919-31 

C. J. BULLOCK AND W. L. CRUM 

INTRODUCTION 

| N April I927 the REVIEW OF ECONOMIC STA- 

TISTICS published an article by C. J. Bullock, 
W. M. Persons, and W. L. Crum, reviewing the 
experience which our organization had had in 
constructing and interpreting its Index of Busi- 
ness Conditions. In that article it was pointed 
out that we found it necessary in I9I9 to con- 
struct for the post-war period an Index which was 
far from perfect, and to undertake, by testing 
out the best available methods and data, to per- 
fect that Index as fast as conditions permitted. 
After eight years of experience, it was stated, we 
found our Index still in process of development, 
and could see that certain changes were likely to 
prove desirable. In particular we pointed out' 
that not until the business cycle then under way 
ended in a major depression could we "survey 
the whole period back to I9I9 and undertake 
systematic revision of the Index" with the hope 
of securing a result that would be "regarded as 
final and as accurate as any that is ever likely to 
be obtained" from statistics relating to the diffi- 
cult times which followed the Great War that 
ended in I9I8. The present depression has now 
proceeded far enough to make it possible to 
undertake the revision which in I927 could be 
seen to be necessary, and in connection with this 
revision it seems desirable to review the perform- 
ance of the Index and our interpretation of it 
since Ig9I.2 Such a review, furthermore, will 
make it possible to explain various things con- 
cerning which we sometimes receive inquiries, 
and to deal with certain criticisms, some of them 
constructive and helpful, which our work has 
received from time to time. 

PART I. CONSTRUCTION OF THE 
HARVARD INDEX CHART 

The fundamental statistical inquiry from 
which the Harvard Index of General Business 
Conditions resulted comprised an examination 

of a large number of monthly series of economic 
data covering, with slight exceptions, the years 
I903 to I9I8. Dr. Warren M. Persons had gen- 
eral charge of this investigation, and published 
the report of the investigation and its results in 
articles in the January and April issues of the 
1919 volume of this REVIEW. Those articles 
present in detail the statistical methods by which 
our Index was constructed and the basis laid for 
its interpretation. 

The methods involved: (i) the examination, 
and so far as possible the correction, of each 
monthly series of economic data separately for 
seasonal variation and for secular (long-time) 
trend; (2) the charting of each series as thus cor- 
rected with a view to the study of its indicated 
cyclical fluctuations and their comparison with 
similar fluctuations of other series; (3) the classi- 
fication of the various series studied into groups 
according to the timing of their cyclical varia- 
tions so that each group would include only series 
which responded simultaneously, or approxi- 
mately simultaneously, to identical cyclical 
changes; (4) the construction, out of the series 
included within any such group, of a composite 
series reflecting the average course of fluctuation 
for the group as a whole; (S) the superposition of 
these composite indexes upon a single chart 
which would thus present, in the courses of its 
several curves, all of the main cyclical features of 
the economic movement as a whole. 

The index chart, in its final form pertinent to 
the pre-war test period I 903-I4, comprised three 
curves. Although no theory as to the interrela- 
tions of various aspects of the economic move- 
ment had been in mind when the investigation 
was undertaken, and although no particular 
groupings of the series or relations among the 
curves had been anticipated, the results showed 
that (i) each of the three curves was associated 
with a particular type of economic activity (one 
curve with speculative conditions, another with 
business conditions proper, and another with 
money and banking conditions), and (2) the rela- 
tions of the three curves to each other at any 

[132 ] 

1 This REVIEW, ix: 75. 
2 For a description of the present revision, see this REVIEW, 

xiv: 8o-87 (May I5, I932). 
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THE HARVARD INDEX OF ECONOMIC CONDITIONS I33 

given time appeared to afford a sound basis for 
forecasting. 

Possessing this pre-war investigation, the staff 
of the Committee on Economic Research faced 
the question of adapting these results to the 
situation existing at the close of the war and 
setting up for the post-war period a correspond- 
ing index chart which might be used as a current 
record of economic conditions and as a means of 
forecasting. It was at once recognized that, even 
under ordinary conditions, changes would be 
necessary from time to time in the construction 
of the index chart or certain of its curves. On the 
one hand the increasing attention given to the 
accumulation of statistical data and the con- 
tinuing study devoted to the reduction of addi- 
tional economic factors to statistical measure- 
ment and to the elaboration and improvement of 
statistical methods would inevitably afford op- 
portunities for improving the curves as estab- 
lished by our original investigation. On the 
other hand, the mere lapse of time, with the con- 
sequent lengthening of the statistical record for 
each particular series, would necessitate revising 
and improving each of the statistical adjust- 
ments made in preparing such series for inclusion 
in the index chart. Specifically, these improve- 
ments might be expected to include refinements 
of the seasonal adjustments, corrections in the 
estimated secular trends, and more precise 
measurement of the average intensity of fluctua- 
tion. Of these technical refinements, the most 
important and the most troublesome was likely 
to be in connection with the secular trends, which 
even under normal circumstances could not be 
determined with great accuracy or finality and 
might need revision at fairly frequent intervals. 

The reason for anticipating such revisions in 
the curves of the index chart was very clear when 
the Committee began publishing its work. At the 
close of the war, it was manifest that world-wide 
readjustments in economic affairs were inevitable 
and that the mere restoration or partial restora- 
tion of peace-time conditions would involve ex- 
tensive alterations in existing statistical rela- 
tionships. Such alterations were especially to be 
expected in the matter of estimated secular 
trends, and above all the most drastic changes 
were likely to appear in those statistical series 
involving a price factor. 

Another reason for expecting that frequent and 

extensive changes in our index chart would be 
necessary during the reconstruction period lay in 
the peculiar position of the United States with 
respect to the balance of international payments, 
the distribution of the world's gold stock, and the 
developing policy of the federal reserve system. 
With the great changes which had taken place 
during the war, the United States had become a 
creditor nation, and our former position in the 
world exchanges had been profoundly altered. 
The war had resulted in a vast increase in our 
stock of money gold, and, although in i9I9 this 
could not be foreseen, we were presently to ob- 
tain a very large further increase. Finally, the 
new banking system of the United States, al- 
though it had been set up before the war broke 
out, had never functioned under peace-time 
conditions, and we might look forward to an 
extended period of experimentation and develop- 
ment in bank policies. These several considera- 
tions chiefly, and possibly others, rendered it 
highly probable that the findings of our investi- 
gation of the pre-war test period might need to 
be altered with accumulating post-war experience. 

In I919, we began publishing (July Supple- 
ment to this REVIEW) a post-war index chart 
comprising three curves analogous to those which 
had been evolved for the pre-war period. The 
constituents of the several curves of this chart 
were somewhat different from the corresponding 
elements used for the pre-war chart, and certain 
modifications in the statistical procedure had to 
be adoDted.1 It was hoDed that these modifica- 

1 The constituents of the A, B, and C curves in this first 
post-war chart and in the standard pre-war chart (described 
in this REVIEW, Vi: I6-2I) were as follows: 

Post-war Pre-war 
A New York bank clearings A New York bank clearings 

Shares traded on the New Price of industrial stocks 
York Stock Exchange Price of 20 railroad stocks 

Prices of industrial stocks Yield of io railroad bonds 
B Bank clearings outside N. Y. B Bank clearings outside N. Y. 

Bradstreet's average of Bradstreet's average of 
wholesale prices wholesale prices 

Bureau of Labor wholesale 
price index 

Pig iron production 
C Rate on 4-6 months com- C Rate on 4-6 months com- 

mercial paper mercial paper 
Rate on 6o-9o day com- Rate on 6o-go day com- 

mercial paper mercial paper 
Average loans of N. Y. 

Clearing House banks 
Average deposits of N. Y. 

Clearing House banks 
The chief differences in statistical procedure related to the 
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134 THE REVIEW OF ECONOMIC STATISTICS 

tions would not impair the significance of those 
relations of the curves which had been estab- 
lished for the test period, and, although there 
could be no certainty that the post-war chart 
which was built up by making these assumptions 
would run true to form, all that could be done 
was to make the experiment and observe the 
results. 

The chart in this form was used in our publi- 
cations until early in I923. (It appeared for the 
last time in the Weekly Letter, May 5, I923, 

p. II7.) During this period, it became increas- 
ingly evident that there were technical imper- 
fections in the chart and that the chief of these 
was a faulty estimate of the trend or normal for 
the B curve. Early in I923 we undertook a gen- 
eral revision of the chart in order to remove, so 
far as possible, this flaw and other defects which 
were evident though minor. These revisions 
were in the nature of technical changes, and it 
was not at any time supposed that they would 
alter the basic nature of the index chart or of any 
of its three curves. In other words, these changes 
comprised merely altered methods of carrying 
out the statistical refinements of the individual 
economic series out of which the curves of the 
chart were constructed.' 

This revised chart, which we began publishing 
in the spring of I923, was used with only slight 
modifications for several years. The principal 
changes were made in I926, when revisions of 
Curves B and C seemed to be required; in I927, 

when a new A curve was substituted; and in 

I928, when a modification in the B curve was 
made in order to reduce the apparent effects of 
speculative activity upon our bank debits data.2 

The most striking feature of this I923-3I 

chart, making due allowance for its several tech- 
nical revisions, was the remarkable rise of Curve 
A in I928-29. Even before the final upward 
surge of stock prices in I929 took place, the ele- 
vation of the A curve had become so great as to 
raise serious doubt concerning the validity of the 
trend correction being used. We were convinced, 
however, that what was taking place in the stock 
market was no ordinary cyclical expansion, but 
was in fact a veritable inflation of stupendous 
proportions. From this point of view, it was 
impossible to know how much, if any, of the 
sharp advance in Curve A could fairly be ascribed 
to an imperfection in our trend correction. We 
therefore refrained from revising the A curve 
trend after the change which was made in Octo- 
ber I928. 

Despite the distortion of the index chart by 
the phenomenal rise of the A curve during this 
period, the chart as a whole gave a correct pic- 
ture of the course of economic events and accu- 
rately indicated the basic difference between the 
high prosperity in general business and the violent 
inflation in speculation. Furthermore, the inter- 
relations among the curves; as will be developed 
more at length below, were in the main similar to 
those found for the pre-war test period. 

Beginning in I932, we have published a new 
index chart based upon a general revision of the 
several curves, the chief changes being in Curves 
A and B. While this new index chart again is of 
the same general character as those which we 
have used heretofore and is expected to show 
under normal circumstances the same relations 
among the curves as were found for the pre-war 
interval, it rests upon certain assumptions as to 
secular trend and is in that respect somewhat 
similar to the first post-war chart which we pre- 

allowances for secular trend. The war had worked such sweep- 
ing changes in normals that the trends calculated for the pre- 
war period could not be accepted for the post-war chart. In 
nearly all series involved in the new chart, it was necessary 
not only to make an estimate of the slope or rate of growth of 
the trend, but also an estimate of the level at which the trend 
line must be established after the war. The most troublesome 
case was that of commodity prices, and for this series it seemed 
necessary to assume a horizontal trend because the inflation 
which accompanied and followed the war was so extraordinary 
that current figures gave no adequate indication of peace-time 
normals. 

1 The essential changes included: (i) elimination of shares 
traded from Curve A, because the series was subject to false 
movements; (2) substitution of bank debits for clearings, in 
Curves A and B, because these new data seemed more signifi- 
cant; (3) the limited adoption of a new method of trend cor- 
rection - for commodity prices, division of a sensitive index 
by Bradstreet's index, and for money rates, division of com- 
mercial paper rates by bond yields. These changes are de- 
scribed in greater detail in this REVIEW, v: I87-195,e specially 
page 193. 

2 These several changes, with the dates upon which they 
occurred and the places in which detailed description is given, 
were as follows: 
Curve A: Weekly Letter, Aug. 13, 1927, pp. 2I4-I6; this 

REVIEW, ix: II6-20. (A revision of trend was made also 
in 1928. See this REVIEW, X: 208-12.) 

Curve B: Weekly Letter, March 20, 1926, pp. 77, 78; this 
REVIEW, viii: 64-68. Weekly Letter, September 22, 1928, 

p. 237; this REVIEW, X: 202-12. 

Curve C: Weekly Letter, March 20, 1926, pp. 77, 78; this 
REVIEW, viii: 64-68. 
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sented from I9I9 to early I923. The great un- 
certainty as to the normal level at this time of 
stock prices and as to the probable secular trend 
of stock prices in the near future made it seem 
wise in developing this index chart to assume a 
horizontal line of reference for stock prices.' This 
assumption of a horizontal trend for stock prices 
corresponds to a similar assumption made for 
commodity prices in I919. At that time it was 
commodity prices which had gone through a 
great period of inflation and for which corre- 
spondingly we had no basis of reckoning current 
normals. 

This new index chart will be used in Part III 
below as the basis of our interpretation of post- 
war economic movements. By exception, at 
those points where the new chart differs very 
strikingly from the charts which we were actually 
publishing as the record unfolded, we will make 
note of the differences in interpretation. In 
Part II which follows we will outline the perform- 
ance of the index charts as they actually appeared 
in our publications. 

PART II. PERFORMANCE OF THE 
HARVARD INDEX CHART 

The original post-war Index which we began 
publishing in I919 was an effective forecasting 
device. In fact, its service in forecasting was 
more satisfactory than its service in providing an 
accurate statistical picture of current conditions. 
Its accuracy in portraying current conditions 
was impaired by our lack of certainty as to trends, 
particularly with reference to commodity prices. 
It was therefore impossible, especially in refer- 
ence to the B curve, to determine from the chart 
whether the current level was in truth close to or 
far above (or below) normal. In our forecasting 
work allowance was made for this uncertainty, 
and the lack of knowledge concerning the correct 
trends was not a decisive bar to successful fore- 
casting. Over the period during which we used 
this chart the level of the B curve became pro- 
gressively misleading, and by the end of I922 it 
was obvious that a revision must be made. 

Even as a record of current developments the 
chart was a good first approximation, and its 
record of the movements of speculation and 
money was passably correct. As a forecasting 

device this first post-war chart was remarkably 
effective. It gave a clear warning (noted in this 
REVIEW, Monthly Supplement, December I9I9) 

of the approach and severity of the I920 crisis 
and the ensuing depression. It also gave (Ad- 
vance Letter, October I, I92i) an indication of the 
turn for the better which ushered in the vigorous 
recovery of I922. 

Early in I923 there were certain developments 
in the chart which might have suggested the 
prospect of a new cyclical decline. At this time 
the error in the level of the B curve was particu- 
larly confusing, and the change to the revised 
chart, which we began publishing in May I923, 

was an important step in clarifying the record 
and our interpretation of the existing situation. 
This revised Index was worked out for the whole 
period since the beginning of I919, and, except 
for the very striking change in the B curve record, 
did not alter extensively the picture for I9I9-22 

which had been afforded by the old chart. The 
new chart gave substantially the same forecast 
indications for I9I9-20 and I92I-22 as had been 
given by the old chart. 

In respect of the situation in the spring of I923, 

the new chart also suggested the possibility of a 
cyclical decline, and it is likely that a strict 
mechanical reading of the chart at that time 
might have led to a forecast of a new cyclical 
depression. On the other hand, we took account 
in our thinking of the new factors of the develop- 
ing federal reserve policy and the gold situation, 
and concluded that the tightening of credit which 
would ordinarily accompany a cyclical decline 
toward depression would not develop in the sum- 
mer of I923. As the summer passed, the chart 
presently gave evidence that no such credit strin- 
gency was developing. Money eased and the C 
curve declined, and we took this as confirmation 
by the chart itself that there would be no cyclical 
depression in the immediate future. 

As a matter of fact, recovery both in specula- 
tion and business presently appeared so that by 
the early months of I924 it seemed that the reces- 
sion of I923 was already a closed incident and 
that the period of cyclical prosperity, which had 
commenced with the recovery of I922 and had 
been interrupted in the spring of 1923, was con- 
tinuing. Presently, however, certain more or less 
sudden adverse factors assumed large impor- 
tance; chief of these were critical currency dif- 

1 More detailed explanation of the construction of this new 
index chart appears in this REVIEW, xiv: 80-87 (May I5, I932). 
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ficulties abroad and disquieting political develop- 
ments in Washington. A new recession both in 
speculation and in basic industry appeared, and 
by the summer of I924 certain types of activity, 
especially the production of basic materials, 
reached such a low level that in many quarters 
the year I924 was regarded as one of depression. 
The period of severely curtailed activity was, 
however, extraordinarily brief; there were no 
marks of credit stringency, and certain other un- 
mistakable characteristics of depression were 
notably absent. We therefore regarded I924 as 
a second case of intermediate recession; that is to 
say, as a second instance of a brief interruption in 
the period of cyclical prosperity which began in 
I922. Our index chart both in the fcrm which 
appeared at that time and in the prese-nt revised 
form supports this view. While the B curve in 
the I923-3I chart did, in fact, drop below the 
estimated normal for a few months in the sum- 
mer of I924, the extent and duration of this sub- 
normal period were so slight that it could not 
fairly be regarded as a cyclical depression. 

Numerous students of economic conditions 
interpreted the entire period from the spring 
of I923 to the late summer of I924 as a single 
cyclical decline ending in a minor depression. It 
is impossible to make any final decision as be- 
tween these two points of view. Our own opinion 
at the time was governed largely by the move- 
ments of the money curve, which revealed in 
neither year those evidences of credit strain which 
customarily attend cyclical declines into veritable 
depression. There was abundant evidence of the 
development of sufficient adverse influences early 
in I924 to produce a new impairment in confi- 
dence and recession in industry. The very exist- 
ence of these factors strongly suggests that the 
I924 recession was not part of the decline which 
was initiated in I923. 

For several years after I924, there was no 
change of a cyclical character in economic con- 
ditions.' During these several years following 
IQ24 business in the aggregate continued in a 

state of general but moderate prosperity. Specu- 
lation, while continuing an irregular advance, did 
not enter upon the period of violent inflation 
until after I927, and money remained continu- 
ously below the estimated normal and was on the 
whole remarkably stable. Toward the end of 
I927, an industrial recession then under way 
became sufficiently serious so that some com- 
mentators referred to it as a depression. It was 
unquestionably less severe than the recessions of 
I923 and I924, and our chart at no time indicated 
that it was of cyclical character. Subsequent 
developments have confirmed the conclusion, 
which we reached at the time, that this incident 
was not depression but merely another inter- 
mediate recession. 

During this period of general stability, mod- 
erate changes were made in our chart as respects 
some of its technical features. One difficulty at 
this period was the disquieting lack of agreement 
between the price factor and the business-vol- 
umes factor in our B curve. By I925 the depart- 
ure between the two constituents of the B curve 
had become so considerable as to raise a question 
concerning the correctness of the resulting aver- 
age. It seemed probable that the divergence 
could be charged mainly to an imperfect deter- 
mination of the trend of commodity prices. A 
revision which we made in I926 aimed to remove 
this difficulty. We assumed, in fact, a horizontal 
trend for commodity prices. Unfortunately, as 
subsequent developments showed, it was at 
about this time that the long downward course 
of commodity prices got under way and the 
assumption of a horizontal trend did not, indeed, 
correct or remove the divergence between the B 
curve constituents. There was also much uncer- 
tainty concerning the trend of Curve A, and a 
substantial revision in this curve was introduced 
in I927. The changes in the data used and in the 
trend applied to the data, while they appeared 
helpful at the time, were not such as to guard 
against the confusing shifts in level of the curve 
which occurred during the great speculative 
inflation of I928-29. In spite of these difficulties 
with the individual curves, the index chart gave 
a good account of economic developments during 
these years; and, if followed mechanically, the 
chart would have given a satisfactory forecast 

1 If, in fact, it were established that the 1924 episode was a 
cyclical depression and that the recovery beginning late in 
1924 was a cyclical advance from depression toward pros- 
perity, then the index chart used during those times may fairly 
be said to have forecast that recovery. The A curve had 
reached a low point in October 1923, and had advanced vig- 
orously after May 1924, while the C curve was declining from 
early 1924 to an exceptionally low level in October 1924. If 
we accept the interpretation of 1924 as a depression year, 

these movements of A and C were such as would unmistakably 
forecast a cyclical revival in B. 
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even of the extraordinary developments late in 
I929. 

By I928 economic conditions in the United 
States were entering upon a new phase - a phase 
marked by wild inflation in security markets and 
the beginnings of credit strain. By the late sum- 
mer of I928, the configuration of the index chart 
suggested the imminence of a cyclical decline. A 
sharp advance in Curve C had been accompanied 
by a considerable decline in Curve A, and Curve 
B was very considerably above normal. These 
relative positions of the curves, had they been 
read mechanically, would have indicated the 
approach of a cyclical decline into depression. 
As a matter of fact, they were not read mechan- 
ically, and the avoidance of a mechanical reading 
proved correct during the next eight or nine 
months. Presently the direction of Curve A was 
reversed, and the violent advance to inflation 
levels followed. This was accompanied by still 
further hardening of money rates and a con- 
siderable expansion in business marked by some 
evidences of an industrial boom. Again in the 
spring of I929, the chart gave a new and much 
more emphatic warning of a cyclical decline to 
depression. Curve A dropped sharply for a few 
months; and further sharp advances occurred in 
Curve C, already at a very high level. These 
developments in the chart pointed emphatically 
toward a reversal of the cyclical movement in 
business, and their mechanical reading would 
have spelled the coming of depression. Had the 
chart been taken at its face value in June I929, 

the forecast of a cyclical depression would have 
been unavoidable. 

It might fairly be held that the C curve alone 
would have told the story of the coming depres- 
sion. When it had risen very sharply above 
normal late in I928 and early in I929, it warned 
of the liquidation which must necessarily follow 
so serious a money strain. On the other hand, the 
use of the money curve alone might not have 
been satisfactory, particularly in a time when the 
apparent capacity for credit expansion remained 
large. When, however, we consider the course of 
the A curve, especially in its important decline in 
the spring of I929, and the high level of the B 
curve which reflected boom conditions in indus- 
try, it is seen that both these curves confirmed the 
indication afforded by Curve C. The chart as a 
whole unmistakably forecast the coming of 

depression, and we repeat that a mechanical 
reading of the chart in June I92'9 clearly foretold 
the coming of a major cyclical decline. 

From the end of I929 to the end of I 93 I, the 
course of development of the depression was 
accurately recorded by the chart, but the fore- 
casting of successive stages of this cyclical decline 
was obstructed by certain artificial factors. Im- 
mediately upon the coming of the stock market 
panic in late I929, the money market eased very 
sharply, and the credit stringency which nor- 
mally develops after the beginning of a cyclical 
decline into depression did not appear. It there- 
fore seemed likely that the business readjustment 
would be mild, and this probability was increased 
by the apparent revival in speculation in the 
early months of I930. The failure of this revival 
in speculation to continue and to be followed by 
a revival in business may have been the inevit- 
able result of the necessary readjustments inci- 
dent to rectifying the economic disorders created 
during the inflation. On the other hand, it seems 
probable that bad luck played an important role: 
there were during the summer of I930 several 
adverse developments, some of which might have 
been foreseen but certain of which could not have 
been foreseen; and the coming of these incidents 
all at the same time, or nearly the same time, 
emphasized and prolonged the slump in business. 

By early I93I a new start was made toward 
business recovery, and for a brief period the 
index chart forecast the coming of cyclical revival. 
This forecast, however, was presently set aside by 
the chart itself, and by early June of- I93I our 
Weekly Letters pointed out that the dominating 
factor in the situation had become the world- 
wide financial crisis with the resulting destruc- 
tion of confidence. So long as this crisis persisted, 
it was not to be expected that an index chart 
would show normal relationships or would pro- 
vide a normal means of forecasting. The crisis 
passed from one world industrial center to an- 
other with various manifestations and accom- 
panied by various contributory or resulting eco- 
nomic ills. By the autumn of I93I, the United 
States had become the center of the disturbance, 
as evidenced by the gold panic of September- 
October. The year I93I closed with economic 
conditions throughout the world still dominated 
by the financial crisis, and with no indication of a 
cyclical recovery apparent in the index chart. 
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PART III 
OUR INTERPRETATION OF THE INDEX 

In July i9i9,1 when we first presented our 
post-war Index, it appeared that pre-war rela- 
tionships between Curve A and Curve B were 
sufficiently restored to justify a tentative fore- 
cast of business expansion in the immediate 
future. This, our first forecast, was based solely 
upon our reading, or interpretation, of the Index; 
but it was not then our opinion that such chart- 
reading would provide an adequate basis for 
economic forecasting. 

In the first issue of the REVIEW OF ECONOMIC 

STATISTICS (I:8) it was pointed out that eco- 
nomic statistics record movements that result 
from the operation of various forces, some of 
which are recurring and regular while others are 
occasional and accidental. Regular or recurring 
forces produce such phenomena as secular trend, 
cyclical movements, and seasonal variations. 
But in addition to these the statistician finds 
"residual variations due to developments which 
affect individual series, or to momentous occur- 
rences, such as wars or national catastrophies, 
which affect a number of series simultaneously." 
It was evident that, so far as "the statistical 
data themselves go, it is impossible to dis- 
tinguish " between irregular and accidental move- 
ments and the regular and recurring cyclical 
fluctuations in which the student of economic 
conditions is chiefly interested. This considera- 
tion, and perhaps others, led to the conclusion 
that statistical data alone might not always 
enable us to distinguish cyclical and irregular 
fluctuations, so that "interpretation of the fluc- 
tuations in the light of contemporaneous eco- 
nomic events is necessary." We started, then, 
with the belief that a statistical index of economic 
conditions needed to be supplemented by inde- 
pendent economic analysis. 

Further on in the same issue (I:36) it was 
pointed out that statistical or other data relating 
to past times may mislead the student of present 
economic conditions because some new factor or 
factors, such as changes in economic organization 
or usage, may have altered conditions so as to 
change the significance of such data. This con- 
sideration, of course, gave another reason for 
believing independent economic analysis neces- 

sary; and during the year I919 economic condi- 
tions were found to be so unusual that we were 
obliged to publish a number of special articles 
dealing partly or wholly with conditions that had 
been changed by the Great War. Among these, 
for example, were an elaborate study of this 
country's balance of foreign payments, and a 
study of the post-war level of commodity prices. 
Examination of the first volume of this REVIEW 

shows that resort was had so frequently to eco- 
nomic analysis that by the end of the year our 
organization took it as a matter of course that 
such analysis was a necessary supplement to our 
reading of the Index of Business Conditions. 

The view which we expressed met with general 
concurrence and practically no criticism. Indeed, 
if we had proposed at that time to base our inter- 
pretation of current events and our forecasts of 
economic developments exclusively upon the 
reading of the index chart, we should, so far as 
we could then or can now judge, have found few 
supporters and innumerable critics. Yet exami- 
natiorl of the first three volumes of this REVIEW 

shows that, during the short post-war cycle 
which ended in the depression of I92I, the per- 
formance of our Index was better than our eco- 
nomic analysis. In a very difficult time the Index 
provided a basis for a successful forecast, while 
for one reason or another much of our economic 
analysis proved inadequate and misleading. 

Of the various studies with which we supple- 
mented the Index during these three years, per- 
haps the one which looks best torday is that deal- 
ing with the great change the war brought in our 
balance of international payments. This, how- 
ever, did not prove to be a determining factor in 
the major developments of this period; and it did 
not seem to exercise an influence commensurate 
with its basic importance until a few years later, 
when post-war inflation came to an end and the 
world gradually returned to the gold standard. 
The factor of major importance at the time in 
question can now be seen to have been money 
and credit inflation which ran its usual course 
and produced the natural result. Under such 
conditions, which the Index recorded imperfectly 
but with sufficient accuracy for practical pur- 
poses, the mere reading of our chart resulted in a 
satisfactory economic forecast. 

When business recovery became clearly evi- 
dent in I922, it seemed perfectly clear to us that t This REVIEW, Monthly Supplement, July I9g9, p. 6. 
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a new factor had entered into the economic situ- 
ation, which made it very necessary to continue 
independent economic analysis. Up to that time 
the federal reserve banks had been fully occupied 
with the serious tasks imposed upon them by the 
Great War and its immediate aftermath. In 
I922, however, with the gradual return of pros- 
perity, the federal reserve authorities were free 
for the first time to develop credit policies suited 
to normal times; and to this obvious duty they 
very properly turned their attention. In the last 
half of I922, sales of government securities seem 
to have been resorted to in order to moderate 
stock speculation; and early in I923 a deliberate 
effort was made to check a rise of commodity 
prices and other developments which were evi- 
dently thought to have an inflationary tendency. 
At this time, indeed, the Department of Com- 
merce and certain business organizations took 
steps to moderate business activity, with a view 
to accomplishing what was later described as a 
process of cutting off the peaks and filling up the 
valleys that would otherwise be caused by the 
business cycle. How far these efforts were justi- 
fied and what came of them, we need not now 
consider; but it is clear that they introduced a 
new factor which seemed to make it absolutely 
necessary to supplement our index chart by inde- 
pendent study. 

The result was that, in the spring of I923 when, 
following the rise of Curves A and B, our money 
curve rose above the normal level, we minimized 
its importance for the future course of industry 
although recognizing its connection with the 
rather sharp decline of stock prices. We realized 
that an effort was being made to check such ex- 
pansion as might later lead to depression, and 
therefore looked on the resulting developments 
in industry as a temporary recession rather than 
a real depression. During the next twelve months 
of business recession, a reversal of federal reserve 
policy brought a quick return to easy money, 
which seemed to lay the foundation for the recov- 
ery of business that took place in the last half of 
I924. At this time our economic analysis seemed 
justified; but whether it gave us a better result 
than simple reading of the Index would have 
given is not clear. Without the knowledge of 
what the new factor (federal reserve policy) was 
doing, a technical or mechanical reading of the 

index chart might have led to a forecast of a 
major business depression. Upon the other hand, 
the emphasis we placed on the ability of the re- 
serve authorities to ease the reaction resulting 
from their attempt to control "inflation" led us 
to minimize the importance of the recession in 
business activity which actually took place.' It 
is easy, after the event, to speculate about what 
one might have done if he had followed a dif- 
ferent course of procedure; but only a person who 
has had no experience with economic forecasting 
will venture a confident opinion upon what he 
or his organization would have done in such an 
assumed case. Probably we should have been 
severely criticized by most readers if we had not 
given serious attention to the new and unprece- 
dented factor which was affecting credit policies 
and conditions in the United States. 

From I925 to about the middle of I927, with 
the gradual return abroad to the gold or gold- 
exchange standards, international financial rela- 
tions appeared to have become stabilized, and our 
economic analysis yielded substantially the same 
results that a technical reading of the index 
chart would have given. During this time the 
federal reserve authorities left the money market 
very much to itself; but it developed that credit 
conditions and commodity markets throughout 
the world were largely dependent upon the con- 
tinued export of capital from the United States, 
which enabled debtor countries to settle adverse 
trade balances without exporting any substantial 
amount of gold and- thereby weakening their 
credit structure. The improvement of economic 
conditions throughout the world at this time was 
very real; but it had an artificial basis, namely, 
the ability and willingness of the Ulnited States 
and other creditor countries to lend to their 
debtors money with which to pay interest on 
foreign debts - a process which could not con- 
tinue indefinitely. 

Under such conditions, money rates in coun- 
tries having the gold standard, the movements of 
international exchanges, and the prices of inter- 
national commodities, were greatly affected by 
the rate of interest prevailing in New York, and 
therefore by federal reserve policies. Not without 
truth could it be said for some years that com- 

1 For further discussion of this interesting period see above, 
p. 136. 
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modity prices and the purchasing power of gold 
depended upon the New York rediscount rate.' 
From all this it followed that the federal reserve 
authorities faced a very great responsibility. 

If war times are left out of account, the theory 
and practice of central banking had always 
pivoted chiefly upon the simple plan of following 
the state of the exchanges. Undue credit expan- 
sion that tended to produce inflation would natu- 
rally start an outflow of gold; and under such 
conditions an increase of bank rates would tend 
to check both inflation and presently the export 
of gold. Under opposite conditions, lower bank 
rates would help industry to recover from a de- 
pression and also check any gold inflow occa- 
sioned by previous high interest rates and low 
commodity prices. The technique of the opera- 
tions was sometimes complicated; but the prin- 
ciples were simple. What has not always been 
realized since I922 is that pre-war theories of 
central bank control were based upon the assump- 
tion of a balanced state of the world's exchanges, 
that is, a condition by which the leading countries 
of the world through exchange of goods and serv- 
ices of many kinds were able, one year with an- 
other, to settle their international accounts with- 
out undue demands upon gold reserves and ex- 
cessive strain upon credit structures. 

But the Great War left the world's exchanges 
out of balance; and our federal reserve authori- 
ties, when they undertook to formulate policies, 
found themselves in a real predicament. This 
country possessed abnormally large gold reserves 
which brought with them a real threat of un- 
sound credit expansion. If such expansion 
threatened, the ordinary rules of central banking 
dictated a firm money policy relentlessly pursued 
until it achieved the desired result. But such a 
policy naturally involved disturbance of Ameri- 
can security markets, and other conditions which 
would check the flow of capital from the United 
States both to debtor countries and to others that 
might find themselves temporarily embarrassed. 
It meant a rise in dollar exchange and a deprecia- 
tion in most other currencies. It spelled higher 
money rates in countries struggling to recover 
from the terrible depression which followed the 
Great War. It meant also, inevitably, declining 

prices in international commodity markets. And, 
finally, in the fall of any year, it meant lessened 
demand and lower prices for agricultural exports 
from the United States. Under such conditions 
the established rules of central banking, premised 
upon a balanced state of the world's exchanges, 
were of little help; and the reserve authorities, 
confronted with novel problems, seem, perforce, 
to have contented themselves with dealing as 
best they could with situations as they occurred. 

Worst of all was the fact that high money in 
the United States, by checking the export of 
capital, meant inevitably a renewal of gold im- 
ports and an increase of our already excessive 
gold stocks. Such imports would not only injure 
the countries sending the gold but would tend to 
counteract whatever efforts our federal reserve 
authorities might make to check undesirable ex- 
pansion in the United States. Under normal con- 
ditions gold imports resulting from an increase of 
central bank rates relieve the country that re- 
ceives them and do not injure the countries from 
which they come. Under existing conditions, 
they injured both the country that gave and that 
which received. 

In our publications we called attention repeat- 
edly, between I925 and I927, to the extent to 
which economic conditions throughout the world 
were influenced by the New York rediscount rate, 
and the difficulties which this awkward fact 
raised for the student of general economic condi- 
tions. For a year or more, a discount rate of 4 
per cent at New York appeared to be the level 
upon which financial stability depended. A lower 
rate seemed a direct encouragement to specula- 
tion and- unnecessary credit expansion in this 
country; while a higher rate had undesirable 
repercussions abroad. That rate in New York 
required in some cases, such as Great Britain, the 
maintenance of a bank rate higher than was de- 
sirable in view of the existing industrial depres- 
sion. Under these conditions we were more than 
ever convinced that independent economic anal- 
ysis was an indispensable adjunct to our inter- 
pretation of the index chart. 

For the year I926 our Index (Chart i) shows 
the A and B curves at a level approaching, but 
usually not equalling, one cycle unit above nor- 
mal, which is a level indicative of prosperity that 
has not yet gone to the lengths of undue expan- 

1 See chart published in this REVIEW, XiV: IoO (June I5, 
I932). 
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CHART I.-- IHE INDEX OF GENERAL ECONOmiC CONDITIONS, JANUARY I919 - JUNE I932 
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sion.' With money rates substantially below nor- 
mal, the picture which the chart gives for that 
year is perhaps as satisfactory as any that it will 
ever record. In I927 the stock market, according 
to Curve A, entered upon a frenzied rise which 
culminated in the panic of I929. Business, how- 
ever, while maintaining a better average than in 
the previous year, did not go above the level of 
one cycle unit above normal, which apparently 
can be taken as marking the upper limit of safe 
expansion. In the middle of the year, evidences 
of financial strain began to appear in Europe; and 
the federal reserve authorities, in view of the 
approach of the fall season when our agricultural 
exports are moving in large volume, decided to 
make money easier. Increased purchases of ac- 
ceptances and of government securities were be- 
gun; and on August 5 the rediscount rate at New 
York was reduced from 4 to 3Y2 per cent. The 
effect on foreign exchanges and international 
money and commodity markets was immediate; 
without doubt the policy accomplished the de- 
sired end of facilitating the marketing of our 
agricultural surplus in the fall of the year. What 
would have happened if the reserve authorities 
had not intervened, no one can ever know; but it 
is a reasonable speculation that, with all the con- 
ditions as they were, a financial crisis of consid- 
erable severity might have developed in Europe, 
which might have led to very unfavorable reac- 
tions in other countries including the United 

States. At the time, the student of current con- 
ditions could only see a possible European crisis 
averted and a continued favorable outlook for 
economic developments in the United States. In 
the stock market, however, the results of the easy 
money policy of I927 were most unfortunate, 
since from that time dated the frenzied rise of 
prices to a level which made ultimate disaster 
inevitable. 

Early in I928 the federal reserve banks re- 
versed their policy, and sought to check credit 
expansion by reducing their security holdings and 
advancing rediscount rates. For a time their 
efforts were only partially effective, because they 
continued until May to purchase acceptances 
liberally, thus offsetting in part the effect of the 
sharp reduction of their holdings of government 
securities. Nevertheless by June credit expansion 
was checked and money rates, as shown by the 
abrupt rise of our C curve, had risen above 
normal for the first time since I923. At this time, 
with the reserve banks' holdings of acceptances 
and government securities very small, with mem- 
ber bank borrowings very large as they were sure 
to be under such conditions, with money rates 
high and certain to rise with any increase of de- 
mand, credit expansion was definitely checked 
and the outlook for the fall months was far from 
promising. This condition was reflected in the 
decline of our A and B curves around the middle 
of the year. Moreover, high money rates were be- 
ginning to check the outflow of capital from the 
United States and to cause some foreign central 
bank rates to turn more or less sharply upward. 

1 The chart we were then using (Weekly Letter, vi: i) 

showed the A curve at a much higher level and the B curve 
at a substantially higher level than is shown by the revised 
chart we are now using. 
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The federal reserve authorities faced the same 
problem they had encountered in the summer of 
the previous year, but in aggravated form. The 
crop-moving season was at hand, money rates 
were high, and financial conditions were becom- 
ing difficult abroad. Maintenance of a firm 
money policy during the next six months would 
certainly have brought a severe reaction, inter- 
national in its effects and capable of assuming the 
proportions of a major depression. Under such 
conditions it was decided again to give temporary 
relief during the fall months; and this was accom- 
plished by liberal purchases of acceptances. 
Temporarily credit conditions eased, as is shown 
by the horizontal movement of our C curve in 
the late fall; and both speculation and business 
responded by advancing toward neW high levels, 
as reflected in the movements of our A and B 
curves. If we had read the Index mechanically 
in the summer of 1928, we should have forecast 
a serious recession, and possibly a business de- 
pression; but it was tolerably clear that the fed- 
eral reserve authorities would relieve credit 
conditions as they had done in the previous 
year; and we therefore continued to count upon 
business prosperity. So far as that year is con- 
cerned, our reliance upon independent economic 
analysis was thoroughly justified. 

In the fall of I928, in preparation for a forecast 
of the year I929, we began by reviewing carefully 
the credit situation (Weekly Letters, vii: 2I3-I6, 

26I-64). The significance of the sharp rise of 
money rates was brought out, and the depend- 
ence of future credit conditions upon federal re- 
serve policies was emphasized. Since, however, 
the reserves of the federal reserve system were 
still ample and admitted of much further expan- 
sion, we conduded that business prosperity was 
not at an end and that I929 would be a year of 
general prosperity. Nevertheless we pointed out 
that, with speculation and business activity at 
their existing high levels, a temporary reaction 
seemed probable sometime during the coming 
year. At that point, clearly, it would have been 
better to adopt a mechanical reading of the index 
chart. In the last quarter of I928 Curves A and 
B had reached very high levels, and money had 
risen more than one cycle unit above normal. 
Such conditions in times past had spelled busi- 
ness depression; and if we had disregarded the 
troublesome new factor of ample gold reserves 

which would enable the reserve system to give 
further relief, we should have made an unfavor- 
able forecast which would have been entirely cor- 
rect. But a new factor was clearly present, and 
one which in the critical autumns of I927 and 
I928 had been effective. Therefore, continuing 
the methods of interpretation which we had fol- 
lowed since I919, we forecast another year of 
business prosperity, though one likely to be inter- 
rupted by a temporary recession. 

In the light of the experience of the last three 
years, we can now see that the trouble was not 
that we tried to take account of new factors and 
to supplement our Index by independent eco- 
nomic analysis, but that our analysis was not 
sufficiently broad in its scope. It was confined 
substantially to economic conditions as they had 
developed in the United States, and did not take 
account of the unfavorable effects which high 
money rates in this country and the cessation of 
capital exports were producing in Europe and 
elsewhere. Financial and economic disturbances 
in Europe had frequently been contributing fac- 
tors to business depressions in the United States; 
but never before had high money rates and real 
financial stringency developing in this country 
been a major disturbing factor in the economic 
life of the world. For such a development we 
should have been prepared, in view of all the 
attention we had given since I919 to the unbal- 
anced condition of the world's exchanges; but we 
had seen the intervention of the federal reserve 
authorities prove effective in averting serious sit- 
uations in the fall of I927 and the fall of I928, 

and we counted upon similar action in I929 if, 
as seemed likely, it should become necessary. The 
real difficulty lay not in the fact that we em- 
ployed independent economic analysis but that 
we did not carry such analysis far enough to 
enable us to interpret the international situation 
which was developing. Had we possessed in the 
fall of I928 such charts of European money and 
credit conditions as we have since developed and 
are presenting in our current publications, our 
economic analysis would have pointed to the 
same conclusion as that which a mechanical read- 
ing of the Index indicated. 

In short, from I919 to I929, our Index proved 
a more reliable guide than such independent eco- 
nomic analysis as we were able to make under the 
unusual conditions produced by the Great War. 
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Of these conditions, probably no others are so 
important as those that center around and flow 
from the unbalanced state of the world's ex- 
changes. Until, in one way or another, a state of 
equilibrium is restored, forecasting economic con- 
ditions in this or any other country will be a task 
of unusual difficulty and one accompanied by un- 
usual risks. Our new data and charts will provide 
better guidance than we had in 1929; but, under 
existing conditions, in cases where the reading of 
the Index gives a different result from that ob- 
tained by economic analysis, we shall follow the 
former and present such a forecast as a mechani- 
cal reading of the Index gives. 

The performance of our Index since I929 now 
requires attention. Early in I930 the decline of 
the money curve and the rise of the speculation 
curve forecast a recovery of business, which, as 
the B curve indicates, seemed to be getting under 
way by the spring of that year. Then came a 
renewed decline of business and speculation to 
new low levels which can be attributed partly to 
new unfavorable developments in many parts of 
the world and partly to the fundamental diffi- 
culties affecting the exchanges, and therefore the 
financial stability, of various important countries. 
Early in I93I, with money rates in this country 
declining to new low levels, a temporary upturn 
in speculation, and temporary signs of stabiliza- 
tion of our B curve, the Index for a single month 
gave a favorable indication, which, however, was 
immediately reversed. For this reversal it is now 
clear that the financial disturbances resulting in 
the breakdown of the gold standard in so many 
countries, and culminating in the great drive 
against the dollar, were so far responsible that 
they may be considered almost the sole factor 
worthy of remark in this brief review. If any 
other factor is to be mentioned in a survey of 
conditions in the United States, it should be the 
failure of Congress to take prompt action last 
winter to set our own house in order and restore 
confidence in the soundness of our national 
finances. Months of delay, practically inevitable 
under our political system but made worse by the 
unsound character of many of the measures advo- 
cated, have certainly deferred the restoration of 
confidence and so tended to retard recovery and 
prolong the depression. 

Interpretation of the movements of our Index 
in 1932 is foreign to the purpose of the present 

article, and is sufficiently provided in the appro- 
priate articles in this REVIEw and the Monthly 
Supplements. It is enough, in this place, to point 
out that no index can forecast the results of a 
breakdown of exchanges, credits, and monetary 
standards in so many of the leading countries of 
the world. It may, however, record the restora- 
tion of financial stability when that comes to 
pass, and may then again provide a basis for 
helpful forecasts. Pending that desired develop- 
ment, it may be expected to record the general 
direction of economic movements, and thus sim- 
plify the interpretation of the confused and per- 
plexing events brought to us by the news of the 
day, the week, or the month. 

PART IV 
THE CHART OF CREDIT CONDITIONS 

The preceding account of our interpretation of 
the Index of Economic Conditions in the United 
States can be given greater clearness and force by 
presenting a chart showing the most essential 
data relating to credit conditions in this country 
from I92I to 193I. This chart gives a synoptic 
view of the total volume of bank credit, the 
amount and kinds of reserve credit outstanding 
at any time, and, finally, the movement of gold 
into and out of the United States. Thus it pro- 
vides some of the most essential data used in 
the independent economic analysis with which 
we have sought to supplement the evidence fur- 
nished by our Index during the last thirteen 
years. 

Part I, at the top of Chart 2, shows member 
bank assets. We have assumed that the move- 
ment of the assets of the member banks of the 
federal reserve system represents with sufficient, 
though not necessarily complete, accuracy the 
movement of bank credit in this country. Such 
credit we have preferred to measure by assets, 
namely, loans and investments, rather than by 
deposit liabilities, because of the questions that 
usually arise about the nature and significance of 
time deposits whenever deposits are under dis- 
cussion. If the total of the demand and time de- 
posits had been used, the result shown by the 
chart would not have been materially different. 
We have given both the figures for all member 
banks, which are available only for the dates of 
call, and for reporting member banks, which are 
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published every week.' The general result is the 
same in both cases; but at a few points the weekly 
figures, naturally enough, disdose certain devel- 
opments which the other series, on account of the 
dates of call selected, does not reveal. This is 
notably the case in the last quarter of I929, when 
the weekly figures show a sharp rise and decline 
of which the other series gives no trace. Owing to 
a change in reporting the data, a break occurs in 
both series in the last half of I928; but, as the 
curves show, this is of no substantial importance. 
In measuring the expansion of member bank 
assets, and so of bank credit, in the United States, 
it is better to use the weekly figures for the re- 
porting member banks, since these are likely to 
be more significant for any particular date. 

Part II of the chart shows, first, the total earn- 
ing assets of the federal reserve banks, and then 
the proportion of those assets consisting of dis- 
counts and rediscounts. The rise and fall of the 
top curve shows accurately the fluctuations in 
total federal reserve credit outstanding, which, 
be it remembered, since it is reserve credit, forms 
the basis for the expansion of credit by member 
banks, and so is the principal factor determining 
the amount of means of payment available in the 
United States. The changes recorded in the 
second line, showing discounts and rediscounts, 
measure accurately the degree in which member 
banks are obliged to resort to borrowing in order 
to maintain their existing volume of loans and 
investments. Finally the space between the two 
lines, which represents, of course, the amount of 
acceptances and government securities purchased 
by the reserve banks in their open market opera- 
tions, measures the amount of reserve credit 
which the federal reserve authorities at any time 
voluntarily place at the disposal of the money 
market. As the amount of this credit increases 
(that is, as the distance between the upper and 
lower curves widens), the reserve authorities 
make reserve credit abundant, and thereby 
enable member banks either to repay their bor- 
rowings or, if they so choose, increase their loans 
and investments. In both cases the immediate 
result is that credit becomes easier. On the other 
hand, when the space between the two lines 
narrows. it means that the reserve authorities are 

decreasing their investments purchased in the 
open market, and are thereby decreasing the 
amount of reserve credit available to member 
banks without borrowing. Whenever, therefore, 
these two lines approach, the reserve authorities 
are following a policy of firm money, which if 
continued, will tend to check credit expansion. 

Part III of the chart shows the amount of 
govemment securities ("investments") and bills 
bought (" acceptances ") by federal reserve banks 
as a result of open market operations. Since the 
amount of acceptances available is limited in va- 
rious ways, the holdings of govemment securities 
usually show the greater changes in years when 
the reserve authorities are actively engaged in 
carrying out major policies, as in I922, I924, 

I927, and I930. But, in the last quarters of I928 

and I93I, sharper changes occurred in acceptance 
holdings than in holdings of government secu- 
rities. 

Finally, Part IV of the chart shows monthly 
changes in our gold stock, after allowance for 
earmarking, from I922, when comparable figures 
begin, down to I93I. These movements, of 
course, depend upon a variety of conditions, most 
of them beyond the control of the federal reserve 
authorities; but, under the conditions that have 
prevailed since the war, they have been very re- 
sponsive to interest rates in the United States. 
Therefore the reserve authorities, when they 
tighten money, have usually turned the flow of 
the yellow metal toward the United States; and 
gold exports have usually come to an end not 
long after money rates have risen in this country. 
The huge exports of I93I fall, of course, in a 
special category, and need not be further consid- 
ered at this point. 

Synoptic examination of the four parts of this 
chart shows that, following the depression of 
I92I, the deflation of total bank credit came to 
an end in March I922; and that then began an 
expansion of credit which, tapering off in the 
early months of I923, came to an end about 
fourteen months after it started. Part II shows 
that in I922 the space between its upper and 
lower curves widened, which meant that the re- 
serve authorities, by increasing their invest- 
ments, placed additional reserve credit in the 
market and thereby facilitated the expansion of 
member-bank credit. Part III shows that this 
increase of reserve credit took the form chiefly of 

1 Usually there have been four dates of call annually for 
member banks. In the last half of I928, a break in the data 
occurs. For a description of the revision, see Federal Reserve 
Bulletin for January I929, pp. 6, 7. 
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increased purchases of government securities, 
and Part IV shows that gold imports were con- 
tinuous throughout I922 and therefore favored 
the expansion of bank credit. 

Part III of the chart shows very strikingly the 
change of federal reserve policy late in I922 and 
early in I923, when the reserve system made a 
great effort to check credit expansion which was 
believed to be likely to cause what was then 
termed "inflation." Holdings of government 
securities between the summer of I922 and the 
summer of I923 decreased very greatly, with the 
result that, although there was some growth in 
acceptance holdings due probably to the desire to 
encourage the development of the acceptance 
market, the distance between the upper and 
lower lines shown by Part II decreased until by 
the middle of I923 they had come very close 
together. This meant that member banks had 
been compelled to make substantial borrowings 
from the reserve system. Under such conditions, 
credit expansion by member banks came to an 
end; and Part I records a slight decline in loans 
and investments in the third quarter of I923, and 
then a movement that was nearly horizontal until 
the second quarter of I924. 

This check to the increase of credit occurred 
in spite of continued gold imports which would 
naturally have tended to cause credit expansion. 
It came about because member banks, as Part II 
discloses, used the gold to reduce their indebted- 
ness at the reserve banks, with the result that 
by the end of 1924 that indebtedness fell to the 
lowest figure shown since the end of the war. 
At this time, not unnaturally, it began to be 
said that the United States was "burying" the 
gold which came to it, was "sterilizing" gold, 
and was impeding the return of other countries 
to the gold standard. All this, however, is foreign 
to the main purpose of this article; whatever may 
have been the intent and whatever the other 
results, there can be no doubt that the firm 
money policies of the reserve system in I923 did 
contribute powerfully to check the expansion of 
bank credit and did lead member banks to use 
imported gold for reducing their indebtedness to 
the reserve system. 

Without referring again to the four parts of the 
chart, and leaving the reader to locate the curves 
to which reference is made, we may next follow 

the results of the easy money policy pursued 
during I924. The investments of the federal 
reserve banks increased largely; the spread be- 
tween their total assets and the discounts and 
rediscounts widened; and a sharp increase fol- 
lowed in the loans and investments of reporting 
member banks. At the same time, gold imports 
into the United States diminished, then ter- 
minated, and presently were followed by sub- 
stantial exports. Such conditions facilitated the 
reestablishment of the gold standard in Great 
Britain, and contributed greatly to the upturn 
of speculation and business recorded by our 
Index of General Economic Conditions in the 
last half of 1924. Early in I925 the policy of 
extremely easy money came to an end; and a 
more normal relation was established between 
the total earning assets and the discounts and 
rediscounts of the reserve banks. Almost im- 
mediately, also, the expansion of member bank 
credit came to an end, a result to which both 
gold exports and the firmer money policy of the 
reserve system contributed. 

For something over two years, the total vol- 
ume of reserve bank assets and the proportion 
represented by discounts and rediscounts showed 
little change except the usual seasonal variations. 
Gold imports were resumed, but on a modest 
scale compared with former years, and with an 
occasional month that showed a slight outflow. 
Under such conditions an increase of member 
bank credit was natural; and this was made 
easier by the fact that at this time a considerable 
part of the expansion took the form of an increase 
of time deposits which required only a 3-per-cent 
reserve. By the middle of 1927, loans and 
investments of member banks had risen to a 
fairly high level. From the low point reached in 
I922 to the figure attained in March I927, the 
increase for all member banks had been about 
37 per cent, or about 6 per cent per annum. This 
had brought inflation in real estate and in secu- 
rity markets, but not in commodity prices or 
commercial inventories, so that business was 
prosperous and the B curve of our index chart 
had not yet reached a dangerously high level. In 
such a period, not unnaturally, the reserve 
authorities had been content to leave conditions 
largely to themselves; and changes in reserve 
policies were not factors of major importance 
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for those who undertook to forecast economic 
conditions. 

The easy money policy adopted by the reserve 
authorities in the latter part of I927 is reflected 
by a widening of the distance between the two 
curves showing reserve bank assets and by a 
more rapid expansion of loans and investments 
of reporting member banks. This expansion 
occurred in spite of large gold exports over a 
period of many months, some of them resulting 
from the easy money policy that had been 
adopted and some due to special conditions that 
need not be enumerated. Early in I928 the re- 
serve authorities set out to check further expan- 
sion, and by the middle of the year the distance 
between total assets and the volume of discounts 
and rediscounts had narrowed to such a degree 
that the growth of member bank assets was 
checked and in the third quarter a slight reduc- 
tion of such assets occurred. 

A more liberal policy in the fall of I928 widened 
the margin between total assets of the reserve 
banks and the volume of discounts and redis- 
counts, permitting further increase of member 
bank assets, which was facilitated also by the 
renewal of gold imports. In the first half of I929 

a policy of firmer money again narrowed the 
margin between the two classes of reserve bank 
assets, and checked for some months the expan- 
sion of credit. But by this time gold imports had 
become large, so that around the middle of the 
year, when stringency threatened, money rates 
temporarily eased, and a moderate expansion of 
credit occurred. At the end of the summer, the 
reserve authorities again increased their open- 
market operations and widened the margin be- 
tween the total assets of the reserve banks and 
their discounts and rediscounts. This time, how- 
ever, the stimulant proved unavailing, and a 
severe recession began which finally developed 
into the present great depression. 

This review of the banking chart will make it 
clear that between I922 and I929 there was 
introduced into the economic life of the United 
States a new factor for which the history of the 
country furnished no precedents. It was not 
strange, therefore, that the developments of the 
period, which our publications duly reflected, 
increased our belief in the necessity for economic 
analysis and made us reluctant to depend upon 
a purely mechanical reading of our Index. 

PART V 
THEORIES OF ECONOMIC CYCLES 

In the construction and interpretation of our 
Index of Economic Conditions we have not been 
guided by, and so far have not sought to develop, 
any general theory of economic cycles. We 
started with the fact that the modern world is 
subject to alternating periods of prosperity and 
depression, which result in the phenomenon 
known as the economic cycle. So far as the sta- 
tistical record goes, it shows that economic cycles 
have been of varying length, and we have never 
asserted their periodicity.' We have sought, by 
using the available data, to study the sequences 
existing between certain adjusted series of sta- 
tistics reflecting economic conditions; and we 
have found cyclical movements which we have 
sought to describe and, so far as possible, to inter- 
pret. But a general theory of economic cycles is 
beyond the scope of any work we have yet under- 
taken. 

When our Index was set up in I919, it showed 
three curves which exhibited a certain sequence 
of movements resulting in corresponding lags 
which gave a satisfactory account of the move- 
ments of speculation, business, and money during 
the eleven years prior to I9I4. The World War 
destroyed these sequences and lags; but in I919 

they reasserted themselves, and upon them we 
based our interpretation of the post-war Index.2 
For reasons explained above, we have at various 
times attributed great importance to the move- 
ments of Curve C, our money curve; but we have 
not thereby committed ourselves to the theory 
that money rates are the sole determinant of the 
course of speculation ahd business. We have not 
denied to speculation and business any causal 
influence upon money, nor have we failed to take 
into account that the three factors shown by our 
index chart are in constant interaction.3 We 
have taken it for granted that economic factors 
are always in interaction; and, when we have 
spoken of the movements of any one of our curves 
as a cause of the movements of either or both of 
the others, we have meant merely that, at the 
time in question, the influence of the factors rep- 
resented by one curve was considered dominant. 

That we have made little use of current the- 
I See this REVIEW, ix: 76. 
2 See this REVIEW, ix: 77; also above, pp. I32, I33. 

3 This REVIEW, ix: 79, 80. 
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ories concerning economic cycles, and have not 
sought to develop a theory of our own, does not 
mean that we have had no interest in such 
theories. On the contrary, we have always been 
interested in the theories which, for more than a 
hundred years, various writers have advanced 
to explain fluctuations in trade; and we have 
found some of them helpful in the interpretation 
of movements recorded by our Index. We have, 
however, found no general theory which seemed 
adequate to explain all the significant facts re- 
vealed by current study of events, and more and 
more have been impressed with the fact that 
much more detailed study of the evidence will be 
necessary before any general theory of economic 
cycles can be formulated. 

Examination of the various theories of econ- 
omic cycles, which have often been critically 
reviewed,' shows that, as has sometimes been 
pointed out, they are on the whole more com- 
plementary than contradictory. Most of the 
writers, at least, have seen something of the 
truth, but have exaggerated the significance of 
the factors they have chosen to emphasize, and 
have not taken adequate account of other facts 
and considerations which they have either mis- 
understood or ignored. In some cases this ten- 
dency toward a one-sided theory can be explained 
by an excessive desire, to which economic theor- 
ists are often prone, to be "'original," which 
means that some aspect of the subject, previ- 
ously overlooked or insufficiently emphasized, is 
seized upon and developed into something that 
is offered as a new theory. In other cases a nar- 
row and one-sided view is due to the fact that, 
from actual experience or the study of history, 
writers have learned that certain particular 
factors have been of very great and perhaps of 
dominating importance in certain economic 
cycles, and have therefore, not unnaturally, 
based a general theory upon them. 

Until the painful readjustments that followed 
the great wars which ended in i8I5, economists 
had paid little attention to the subject of hard 
times. They knew about the Mississippi Bubble 
and the South Sea Company, and about other 
disturbing events of the eighteenth century; but 
they were interested chieflv in general causes 

making for national opulence. Progress in opu- 
lence in the long run depends upon increased 
production of commodities and increase of cap- 
ital. To the fluctuations of economic conditions 
which, in the shorter run, produce the alternating 
phenomena of good and bad times, they gave 
little attention. Jean Baptiste Say's "Theory of 
Markets," which lays it down that the general 
demand for products is in direct proportion to 
the amount of production, and that, under a 
regime of freedom, production will readily direct 
itself into the proper channels, sufficiently repre- 
sents their views. 

In I8I9, with industry relapsing into its 
second post-war depression, Sismondi advanced 
the theory that hard times are due to overpro- 
duction and oversaving; and a new chapter in 
economic literature was opened. One who reads 
the pages of Sismondi and his immediate suc- 
cessors will find in them most, though of course 
not all, of the arguments of modern theorists of 
the overproduction school: the mistakes of com- 
peting producers ignorant of what their compet- 
itors are doing, overproduction due to excessive 
pressure of capital seeking investment, the ten- 
dency of production to outstrip purchasing 
power available to absorb the current output of 
consumers goods, and inequality in the distri- 
bution of incomes which limits consumption of 
the laboring classes. Later writers have supplied 
additional details and suggested new points of 
view; but the root of the matter, after all, is 
found in Sismondi. 

Later, with the great spread of banking insti- 
tutions in the nineteenth century, and better 
opportunities to study the phenomena of money 
and credit, it was not strange that another school 
of theorists arose, who found that what they 
termed business crises were chiefly if not wholly 
phenomena of credit. In a society where ex- 
changes were effected only by barter, production 
and consumption might be expected to run 
parallel courses, and cyclical fluctuations would 
not occur. But when money and credit are intro- 
duced, purchasing power comes to depend upon 
the amount of money in circulation, and still 
more upon the volume of bank credit based 
thereon. An inflow of money which makes pos- 
sible the expansion of credit, or such an expan- 
sion of credit as under favorable conditions can 
occur without an inflow of money, increases pur- 

1 Two of the latest reviews of these theories may be found 
in W. C. Mitchell's "Business Cycles" (I927), pp. I-6o; and 
W. M. Persons' "Forecasting Business Cycles" (I93I), 
Pp. 2I0-42. 
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chasing power and therefore affects demand, 
commodity prices, and the volume of production. 
Under the stimulus of increased credit, over- 
extension of production can and does occur; and 
the only remedy is reduced production which 
inevitably comes about as soon as credit expan- 
sion has reached the limit finally set by bank 
reserves. 

It seems fairly obvious that this second theory 
calls attention to factors neglected by Sismondi 
and his followers, and that, whatever may be 
thought about certain details, it is a useful com- 
plement of the first theory. The institutions of 
money and credit must be recognized as separate 
factors making their own contribution to the 
whole process of the production and consumption 
of wealth. At the same time the processes of 
production and consumption must be accorded 
the status of independent factors; independent, 
that is, in the same relative sense as that in which 
the term has been applied to money and credit. 
Neither set of factors can be disregarded by any 
theorist who desires a general theory of economic 
cycles. 

A third theory readily enough occurred to per- 
sons observing the same phenomena upon which 
the previous theories were based. Production 
increases when producers take an optimistic view 
of the future, and contracts when pessimism re- 
places optimism; and the same thing is true of 
bank credit. Psychological factors, in other 
words, explain, or at least go far to explain, fluc- 
tuations in production and changes in the volume 
of credit; and thus economic conditions seem to 
depend upon emotions which have the power to 
spread through the business community and pro- 
duce mass phenomena which we call economic 
cycles. That there is great force in this conten- 
tion seems obvious; and it is clear that the same 
relative independence should be accorded to the 
psychological factor in the problem that we 
accord the factors emphasized in the previous 
theories. Maladjustments in production, expan- 
sion or contraction of credit, and changes in mass 
psychology, should be regarded as complemen- 
tary interacting forces contributing to a common 
result, namely, fluctuations in the economic life 
of society; and nothing is gained, while much may 

be lost, by stressing unduly any one factor. 
It is impossible in this article to review the 

other theories, or indeed to take adequate ac- 
count of all the variants of the theories just pre- 
sented. We find much of value particularly in 
the theory that the innovator may disturb the 
economic equilibrium, and that fluctuations in 
trade are part of the price we pay for progress. 
Worthy of consideration also is the so-called 
"profits theory," which centres attention upon 
the r6le that changes in profits play in increasing 
production, expanding credit, swelling capitaliza- 
tion of business enterprises, and in various ways 
contributing to the boom which is finally followed 
by depression. 

Without agreeing with all details or every 
variation in formulating the underlying theory, 
we believe that valuable work has been done and 
is still going on, from which in time a satisfactory 
general theory of economic cycles will emerge. 
But for the work of forecasting more is needed 
than a general theory. Under any theory, the 
measurement and recording of significant current 
developments in the economic world would be 
necessary for a forecast, and to this work we have 
devoted most of our energy and resources. Our 
measurements have revealed certain sequences in 
significant economic phenomena, which we have 
interpreted as best we could; and we believe that 
the continuation and improvement of such 
measurements will contribute not a little to the 
development of a satisfactory general theory. 
Here, as in so large a part of the field covered by 
economic theory, we believe that speculation 
based upon general observation, and historical 
study of a qualitative and not strictly quantita- 
tive character, will yield less for some time to 
come than quantitative investigation of the facts 
of economic life from which our theories must be 
derived. In this belief, and not on account of any 
lack of appreciation of the important contribu- 
tions which many writers have made to the sub- 
ject of business cycles for a century past, we have 
chosen as our special work the construction and 
current interpretation of our Index; and for this 
reason we shall continue to devote our limited 
resources to the work upon which we embarked 
in I9I8. 
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