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PREFACE

This book developed out of several series of leetures on monev
and bunking given before college classes by the author over a
period of about thirty years.

The plan of the book is, first, to explain the fundamental prin-
ciples of money and bank eredit ; second, to show how these prin-
ciples have been exemplified in certain classieal chapters in the
world’s monetary and banking history; aud, third, to apply the
principles in the hght of these experiences to our present-day
monetary and banking problems.

The historieal chapters represent a “‘ease” treatment. Instead
of giving a comprchensive historieal discussion of money and
banking in which each topic would of necessity be limited to a
very brief consideration, the book narrows the historieal field
covered to o few chapters of outstanding importance in the world’s
monetary and banking history and discusses these chapters much
more fully than does the usual textbook.

This work will consist of two volumes: the present one, dealing
chiefly with money, and a second one in proeess of preparation,
dealing chiefly with banking and coneluding with chapters on our
present-day problems in which the monetary and banking aspeets
are considered in their intimate interrelationships.

In the preparation of this volume the author has received val-
uable aid from a large number of his colleagues and former students
for which he is deeply grateful. The number is so large as to pre-
vent a citation of their names. In this group, however, he would
mention specifically Frank W. Fetier, Frank D. Graham, and
Otto Nathan, each of whom gave him valuable eriticisms on cer-
{ain chapters, and Charles R. Whittlesey, who read the entire
manuscript and whose suggestions were exceedingly helpful.

5. W. K.

PrINCETON, NEW JERSEY
September, 1935
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PART I
ELEMENTARY FACTS AND PRINCIPLES






CHAPTER 1

MONEY—ITS ORIGIN, FUNCTIONS AND
CLASSIFICATION

BARTER

Money is a comparatively modern device. Our earliest record
of coin money dates back only to the cleventh century before
Christ in China, although at that time man had been on the earth
probably a million or more years. There are savage people today
to whom money is unknown. Goods were exchanged long before
money existed, and the origin of exchange was in gifts. One would
make a present to another in the hope of obtaining a present in
return.  In the course of time the mores ecame to demand not only
a return present, but one of equivalent value. OQur modern customs
in regard to C‘hristmas and birthday presents are reminiscent of
these primitive forms of exchange.

The exchange of one commodity for another when neither com-
modity is money is called barter. For many thousands of years
of the world’s history barter was the usual method of exchange.
At the present time it is practiced on a large scale in the more
backward parts of the world. In advanced countries it is still
common. Farmers exchange cggs and butter for groceries, and,
in some communities in the United States, still give the local miller
grain for grinding their wheat into flour. In time of business de-
pression, when the functioning of the money and credit machinery
becomes obstructed, it may become very important. For example,
in the world economie depression beginning in 1929 barter played
an important réle in the ficld of international trade, one illustration
of which was the exchange in 1931 by the United States Farm
Board of 25,000,000 bushels of wheat for 1,050,000 bags of Brazilian
coffee.

In the history of trade, however, as the population grows and
the number of goods to be exchanged increases, barter, as a per-
manent method of exchange, breaks down. It becomes too cumber-
some. The chief trouble with it is what is known as “lack of double
coincidence” in desires. For effective barter, not only must 4

3



4 MONEY

want what B has to give, but B must want what A has to give;
and the wants of cach must be for such quantities of the respective
articles as to make an exchange possible and profitable for both
parties. A good illustration of the difficulty is the following, given
by W. Stanley Jevons in his Money and the Mechanism of Exchange:

“Some years since, Mademoiselle Zélie, a singer of the Théitre Ly-
rique at Paris, made a professional tour round the world, and gave a
concert in the Society Islands. In exchange for an air from Norma and
a few other songs, she was to receive a third part of the receipts. When
counted, her share was found to consist of three pigs, twenty-three
turkeys, forty-four chickens, five thousand coca-nuts, besides consider-
able quantities of hananas, lemons, and oranges. At the Halle in Paris,
as the prima donna remarks m her lively letter, printed by M. Wolowski,
this amount of live stock and vegetables might have brought four thou-
sand franes, which would have been good remuncration for five songs.
In the Society Islands, however, pieces of money were very scarce; and
as Mademoiselle could not consume any considerable portion of the
receipts herself, it became necessary in the meantime to feed the pigs
and poultry with the fruit.”

HicaLy FXCHANGEABLE (COMMODITIES

Under a barter economy some kinds of articles, in widespread
demand, are more easily exchanged than others. Arrowheads and
ornamental shells, for example, may be in great demand among a
primitive hunting people, cattle and sheep among a pastoral people,
and grain among an agricultural people. In cach case, the man
who has a supply of the most highly desired article is likely to
find no difficulty in exchanging it for the other things he wants.
It is the man who has the article that very few people want and
who wants an article that very few people have who has the most
difficulty in a barter régime. His problem is that of marketability.
Often his only way of getting the desired article is by a roundabout
series of exchanges. This is well illustrated by an incident told
by Henry L. Cameron in his book, All Across Africa:

“Syde's agent wished to be paid [for the boat] in ivory of which I
had none, but I found that Mohammed Ibu Sshib had ivory and wanted
cloth. Since I had no cloth, this did not assist me greatly until I heard
that Mohammed Ibu Gharib had cloth and wanted wire. This I fortu-
nately possessed. So I gave Ibu Gharib the requisite amount in wire;
whereupon he handed over cloth to Ibu Sahib, who in his turn gave
Syde's agent the wished-for ivory. Then he allowed me,to have the
boat.”
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In this way pcople come to sec that from the standpoint of
getting what one wants by barter it is a wise policy to keep a part
of one’s wealth always in the form of some of these widely desired
and highly cxchangeable objects, and this may even be true of
people who have no desire to use for their direct needs any more
of the particular article. A hunter, for example, may have all
the arrowheads he needs for his own hunting and yet be glad to
accumulate more for purposes of exchange after he learns that
arrowheads are highly exchangeable. In this way, articles of a
high degree of exchangeability come to serve as common media of
exchange. People receive them for the most part not with the
idea of using them directly, but of passing them on to others in
exchange for what they want.

Obviously, the highly barterable articles are different among
different peoples, and with the same people at different stages in
their history. It is common to divide economic history into stages,
each stage being characterized by the dominant type of economic
production of the period. The three principal stages through which
most peoples pass before reaching the modern manufacturing stage
are the hunting and fishing stage, the pastoral stage and the agri-
cultural stage. A distinet money economy is generally developed
by the time the manufacturing stage is reached.

In the hunting and fishing stage, the highly exchangeable ar-
ticles are commonly shells, skins, animals’ teeth, feathers, spear-
heads, arrowheads, fishhooks and the like. One of the earliest
Chinese books extant uses the expression “a hundred thousand
dead shell fishes” as synonymous with riches. Shells were widely
used among the early Chinese as articles of ornament, and hence
became highly barterable objects. It has been pointed out by
W. Vissering,! that in the Chinesc language “all the words denot-
ing buying, sclling, riches, goods, store, property, prices, cheap,
dear, and many others referring to money and wealth, are com-
posed of the ideographical sign which denotes the word shell.”
The high exchangeability possessed by so-called wampum shells
among the North American Indians is familiar to all students of
American history. Furs were highly barterable objects in the Hud-
son Bay region at the time of the Hudson Bay Company; beasts’
teeth among the Solomon Islanders, animal skulls among the
Michinsee, and arrowheads among the North American Indians.

1 On Chinese Currency, pp. 3 and 4.



6 MONEY

In the pastoral stage, while the popularity of ornaments may
persist, we find new articles standing high in the hierarchy of
exchangeability. Cattle, sheep and other domesticated animals
become the highly exchangeable goods. So they were among the
Hebrews at the time of the Patriarchs, among the Greeks at the
time of the Homeric poems, among the ancient Italians and the
Kelts. Our modern English words capital, chattel and cattle trace
their origin to a time when the principal form of wealth was kine,
which, when counted by the head (Latin, caput), were called
capitale. Our English word pecuniary from pecus (cattle) is a
monument to the early importance of cattle in exchange, as is
also our word fee, which appears to be cognate with the German
word vieh.

In the agricultural stage, various kinds of agricultural products
and implements become highly exchangeable goods: various kinds
of grain in carly Norway, bunches of rice on the stalk in the Philip-
pines, cacao in early Mexico and Central America, olive oil in the
Ionian Islands, rice and tobacco in the carly American colonies.

MoNEY DEFINED

A commodity may be in general demand and be highly barter-
able without being suitable to be called money. When and how
does money emerge in this process of evolution? The best answer
to this question is found in a classic passage by Francis A. Walker: !

“Tobacco early became the staple export of that colony [Virginia].
Since tobacco was in unfailing demand for shipment abroad, it was
readily taken at the country store. Every planter brought his tobacco
thither with perfect assurance, knowing that it would be taken as a
matter of course. Every week, or every month, the trader loaded up his
teams and sent his stock of tobaeco to the sea-shore, where, in the chief
towns, it was exchanged against West India goods, dry goods, hard-
ware, etc., imported from abroad. With these the teams returned
loaded ; and the planters took the rum, the molasses, the cloth, the boots,
the tools they wanted, to the amount of the credit given them for their
tobacco.

“Such a use of tobacco, however, did not make it money. The transac-
tions thus far described were merely instances of barter . . .

“But the fact that tobacco was thus freely taken at the country store
soon led to a further extension of its use in exchange which constituted
it money. Since it was so freely taken at the store, in exchange for goods
of every kind, it was freely taken between man and man throgghout the

1 Money in Its Relations to Trade and Indusiry, pp. 4 and 5.
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community. The lawyer and the physician did not hesitate to rcceive
their pay in tobacco, because tobacco was always good for groceries and
dry goods; while the fact that tobacco was taken not only by the store-

Cuinese KNIFE MoONEY
(Showing the evolution of the modern Chinese coins)

keeper but also by the lawyer and physician, made the farmer who
raised corn willing also to take it in exchange for his product.

“And so tobacco became money in Virginia. It was not, however,
until pretty much everybody took it, and took it as a matter of course,
that it was entitled to be called money.”

It is significant that one of the Chinese words for money means
“current merchandise.”

The constituting quality of money is, therefore, a very high
degree of exchangeability; and when, in any country, some one
article so clearly surpasses all others in the degree of its exchange-
ability as to be treated widely as a common medium of exchange,
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that article attains the right to be called money. Following the
lead of Francis A. Walker, therefore, we may define money as a
medium of exchange which is commonly accepted in payment for
goods and services without reference to the character or credit of
the person who offers it. Tersely expressed, ‘ money is as money
does.”

TransiTIONAL FOorRMS OoF MONEY

In the development from money, in the form of highly ex-
changeable commodities which had other uses than monetary uses,
to the modern specialized forms
of money which can be used for
monetary uses alone, there have
appeared numerous transitional
forms. A few illustrations will
make clear their character.

In ancient China, knives and
picces of cloth, being objects of
widespread demand, attained a
very high degree of cxchange-
ability. About the twclfth cen-
tury B.c., there gradually came
into use miniature models of the
knives made of metal, which
served as media of exchange, but
which had no use as commodi-
ties. In time the sizes of these
miniature knives were so reduced
that the entire blade and most
of the handle disappeared, leav-
ing nothing but the ring at the
end of the handle, which appears

Fisunook MoONEY to have been the origin of the

Chinese “cash.” This develop-

ment is shown by the five graphic reproductions of ancient Chi-
nese money on page 7.}

There was a similar development in India and Ceylon from real
fishhooks, which were used as money, to bent wires resembling

1 The first is a copy of a coin in the Princeton University Collection and the other
four are copied from William Ridgeway, The Origin of Metallic Currency and Weight
Standards, p. 157.
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fishhooks, but which had no value as fishhooks. Gradually this
so-called “fishhook currency’” developed into merely a double
straight wire, all resemblance to a hook disappearing, as shown
by the examples on the opposite page given by Ridgeway.!

Precious METALS A8 MONEY

Very early in history some of the metals became objects of such
universal desire as to attain that high degree of exchangeability
which made them money.

“With the exception of iron,” says Jevons,* “the principal metals are
peculiarly indestructible, and undergo little or no deterioration when
hoarded up or handed about. Each kind of metal is approximately
homogeneous, piece differing from piece in nothing but weight, the
differences of fineness being ascertained and allowed for in the case of
gold and silver. The metals are also perfectly divisible, either by the
chisel or the crucible, and yet a second melting will always reunite the
pieces again with little cost or loss of material. Most of them possess the
properties of cognizability and impressibility in the highest degree.
Each metal has its characteristic colour, density, and hardness, so that
it is easy for a person with very slight experience to distinguish one
metal from another. Their malleability enables us to roll, cut, and ham-
mer them into any required form, and to impress a permanent design
by means of dies.”

But of the various metals which have been used in uncoined
forms as money, including iron, tin, lead and copper, the so-called
precious metals, silver and gold, have been by far the most im-
portant. By reason of their beauty and scarcity and of the uni-
versal desire for ornamentation, gold and silver, like the beautifully
colored shells of more primitive peoples, very carly became objects
of wide desire and of high exchangeability. They became money.

According to Vissering, there is evidence of the use of gold bullion
as money in China as early as two thousand years before Christ.
In ancient Babylonia, Assyria and Egypt, the precious metals,
especially silver, circulated as uncoined ingots. They were taken
by weight. To this day the bulk of the larger transactions in
China arc effected by silver cast in the shape of shoes (sycees)
which pass by weight.

Many of our words for coins are monuments to the early prac-
tice of passing the precious metals by weight. The English pound

1 Ridgeway, William, The Origin of Metallic Currency and Weight Standards, p. 28.
2 Money and the Mechanism of Exchange, p. 41.
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sterling was originally a pound of silver; similarly, the French livre,
the Spanish onza and the Babylonian shekel, were units of weight;
while the drachma denotes ‘‘literally a handful,” and meant a
handful of small spits or skewers of silver.

COINAGE

The use of gold and silver in the form of ingots or of “dust”
as media of exchange involved serious inconveniences: first, there
was the inconvenience of weighing the ingots or the dust at every
transaction; and, second, there was the much greater inconven-
ience of ascertaining the degree of purity of the metals offered.
It is a simple task to weigh a nugget of gold or silver, but a very
complicated one to determine its fineness. It was such difficulties
and the frauds and uncertaintics that they involved that gave
rise to the desire for some authoritative stamp to guarantee that
the picee of metal, both in quantity and quality, was what it pur-
ported to be. Under such a guaranty, with picces of metal of
uniform size, the mere counting of the pieces would be sufficient
to determine their value.

While picces of metal of various shapes were often stamped in
very early times by private persons, merchants and others, as a
guaranty of their weight and fineness, the task of so stamping
them normally fell to the ruler. His stamp or seal would be better
and more widely known than that of a private person and would
inspire greater confidence. Moreover, from very early in the prac-
tice of this “art of coining,” profits were realizable, and the ruler
naturally seized upon it as a source of revenue. This is the origin
of our word seigniorage, which meant. the amount taken hy the
seigneur or lord to cover the expenses and the profits connected
with the coining of money.

Primary FuncrioN oFr MONEY

One of the most important things that money does and the
thing that constitutes an article money, as previously explained, is
to serve as a common medium of exchange for goods and services.
Let us now consider thé other functions of money.

SEcoNDARY FuNcTiONs OF MONEY

The secondary functions of money are the functions of- serving
as: (1) a common measure of value, (2) a standard of deferred
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payments, (3) a storchouse of value and (4) as bank reserves.
These four functions are largely derived from the primary function
of 2 common medium of exchange and are dependent upon it.

(1) A Common Measure of Value. The monetary unit is a unit
of value, and the money which embodies a monctary unit is a
common measure of value. As we express length in terms of con-
ventional units of length which we call the foot or the meter, and
as we cxpress weight in terms of conventional units of weight
which we call the pound or the kilogram, so we express value in
terms of a conventional unit of value such as the dollar or the
franc.

Just as in mathematics, fractions are reduced to a common de-
nominator in order to make them readily comparable; so in trade,
commodities of widely different character are made comparable,
as regards the quality of value they possess, by having this value
expressed in the value of a conventional unit, such as the dollar,
the pound or the frane, of an intermediate commodity called
money.

In every exchange, whether it be direct barter or purchase and
sale by means of money, cach of the two goods exchanged may
be said to measure the value of the other. The Indian who ex-
changes a fox skin for a tomahawk measures the value to himself
of the tomahawk in terms of the importance to him, namely, the
value to him, of the fox skin. He concludes that the tomahawk
is worth to him one fox skin and something more; that “something
more”’ being the motive for the exchange. The other Indian
estimates the fox skin as being worth to him one tomahawk and
something more; the “something more” in his case likewise being
the force which impels the exchange. The man who pays a dollar
for a book and the man who sclls the book for the dollar both
measure the value of the book by the value of the money, and
both measure the value of the money by the value of the book.

Any commodity must measure value in order to be exchanged
at all. A particular commodity, however, cannot become a common
measure of value except as it is widely exchanged, and as its value
becomes established in the public mind by numerous exchanges.
That commodity which is most widely cxchanged becomes the
common medium of exchange or money, as we have found, and
in the process of serving as a common medium of exchange it
becomes the common measure of value.
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(2) A Standard of Deferred Payments. Deferred payments are
payments that are postponed. A purchasc or sale is a two-sided
operation. If the seller reccives his money at the time he delivers
the goods, we call the transaction a cash transaction; if, on the
other hand, he delivers the goods today and does not receive his
pay until some time later, a debt is crcated and this debt is ex-
pressed in terms of money. The payment is deferred and the
money becomes the standard by which in the meantime the
amount of the debt is measured and expressed.

While debts might be expressed in bushels of wheat or tons of
coal or any other important commodity, they nearly always are
expressed in money. This is true because of the high degree of
exchangeability which money possesses. The importance of this
standard of deferred payments function will be appreciated if we
consider the hundreds of billions of dollars’ worth of debts in the
world today, comprising such things as bonds and mortgages, in-
surance contracts, bank deposits, bank loans and book accounts.

(3) A Storehouse of Value. The hoarding of money is today
usually of little importance, except in countries like India and
China where banking facilities are inadequate and often unsafe
and where the practice of hoarding is, thercfore, still widely prev-
alent. In more advanced countries, hoarding is often extensively
resorted to in times of financial crisis or of business depression,
when many people lose confidence in the customary forms of in-
vestment and in banks. During the world economic depression
beginning in 1929, the amount of hoarded moncy, particularly
gold coin, ran into many billions of dollars.

There is one advantage in keeping one’s wealth in the form of
hoarded money. It is that money is the most marketable com-
modity one can possess. In time of stress one may not be able to
sell bonds, or land or jewelry; he may not even be able to convert
his bank credit into cash or into the goods that he wants. But he
can always “sell”’ his money for commodities. Money is the most
‘““salable” of commodities. The function of serving as a store-
house of value is, therefore, obviously derived largely from that
of serving as a common medium of exchange.

The great disadvantage in using money in any considerable
quantities as a storchouse of value is its expensiveness. Hoarded
money is relatively idle. It does not yield interest, while-to keep
it safely is often difficult or expensive.
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(4) Bank Reserves. The fourth and last secondary function of
money is that of serving as bank reserves. This is the most im-
portant function of money in a modern advanced community,
but it is one that can better be understood after we have studied
the functions of a bank. Bank deposits and bank notes are usually
payable on demand in legal tender money, and hanks must, there-
fore, always have a certain amount of such money available to
meet the demands of their creditors. The cash held for this pur-
pose is called “the bank reserve” in the United States and “the
cash balance” in England and many other countries. Naturally, a
bank holds its reserve in the commodity that is used as a common
medium of exchange, namely, money, because the public wishes
its deposits paid in the most highly cxchangeable commodity
possible. A fuller discussion of bank reserves will be given later
(pp. 45-47 and 54-56).

CLASSIFICATION OF MONEY

From the functions of money we may derive its classifications.
All money serves as a common medium of exchange, possesses
value, and, in serving as a common medium of exchange, becomes
a common measure of value. In every monetary system there
exists a monetary unit, be it a pound of tobacco, an ornamental
shell, the dollar, the mark or the franc; and the kind of money which
independently embodies this unit and to which the values of the other
kinds of money are assimilated or adjusted is called the standard
money. All other kinds of money are non-standard money. Most
non-standard money has its value determined, at least in part, by
the fact that it is convertible either directly or indirectly on de-
mand into standard money.

Broadly speaking, there are two important classes of standard
money: (1) commodity money (sometimes called primary money),
and (2) standard fiduciary money.! Commodity money is any
kind of money of which the money value and the commodity value
are practically the same. Standard fiduciary money is standard
money whose value as money is appreciably greater than its value
as a commodity.

1 There is a third class of standard money which is important in the theory of
money, but not of great importance in practice. It is standard money which has a
value as bullion greater than its value as money and which by stringent laws is

prrevented from being melted down or exported. For want of a better name, we
may call it ““ depressed value money.” For examples, cf., 2nfra, pp. 101-103.
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CommopIiTY MONEY

While commodity money may consist of articles of merchandise
which have not been given any special form to mark them as
money, like the previously described tobacco money of colonial
Virginia, the cattle money of Greece in Homeric times, the gold
dust money used in many newly opened gold fields, or the sycce
silver “shoes’’ that circulate by weight in China, most of the
world’s commodity money in recent years has been in the form
of coin.

When two kinds of commodity money circulate side by side
with essentially equal privileges before the law and are tied to-
gether by a fixed legal ratio of equivalence, the monetary system
is called bimetallism—a subject to be considered later (pp. 83—
93). When there is only one kind of standard commodity money,
the system is called monometallism (pp. 69-81). 1f two valuable
metals like gold and silver, each in substantial proportion, were
combined in the standard money unit, the system would be called
symmetallism—a type of money of interest in monetary theory,
but one which has never been used in practice. Oceasionally there
are instances where two or more kinds of commodity money cir-
culate side by side without being tied together by any legal ratio
of equivalence,! each kind of money circulating at varying market
values in terms of the others. When there are only two kinds of
moncy of this type, the system is called a dual standard, and,
when there are more than two, we shall call it a multiple standard.?

Historically speaking, many different metals have been used as
standard money: iron in ancient Sparta, tin in ancient Syracuse
and probably also in early Iigypt, copper in early Palestine and in
carly Rome, and brass until recently in many parts of China. In
modern times, however, monometallism has been based mostly on
the so-called precious metals, silver and gold, with an increasing
preponderance of gold since the latter part of the last century.
Today a true silver standard exists only in Hong Kong and
Fthiopia. The legal restrictions on the exportation of silver from

1 For examples, cf., infra, pp. 94-96.

2 The term mulliple standard is often used to apply to what is described later
(pp. 103-107) under the term tabular standard. It is helieved that the meaning given
to the term multiple standard in the text is more appropriate. A word is needed to
designate this type of money system, and the expression multiple standard is co-
ordinate with the commonly used terms single standard and dual standard. There is,
furthermore, no need of two terms to designate the type of monetary system to
which the term tabular standard is commonly applied.
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China imposed by the Government in 1934 removed China, strictly
speaking, from the silver standard. The gold standard is the only
monometallic standard of importance in the world today. There
is, however, no cssential difference (so far as fundamental eco-
nomic principles are concerned) between the gold standard and
the silver standard or any other monometallic commodity standard.

StaNDARD Fipuciary MONEY

The nature of standard fiduciary money is somewhat more
difficult to explain. A fiduciary money standard is one in which
the money value of the monetary unit is substantially greater
than the value of the material of which the monetary unit is made.
India, for cxample, was on a fiduciary money standard from 1893
to 1898; ! for the monetary unit during that time, namely, the
silver rupee, in which India’s prices were expressed, had a money
value substantially greater than the value of the silver it contained,
while its value was not tied to the value of gold at a fixed rate.
During that time the value of the rupee did not change with
changes in the value of silver or with changes in the value of gold,
but it responded, independently of the value of gold and silver,
to variations in the demand for rupees and the supply of rupees.
The greenback period of the United States currency from 1862
to 1879 2 was a period of a fiduciary money standard, and, during
the World War, when all gold standard countries gave up the
gold standard, fiduciary money standards were in operation nearly
everywhere. In September,1931, when the Bank of England sus-
pended gold payments, England went on a fiduciary money stand-
ard, and, at this writing (1935), fiduciary paper money standards
exist in the great majority of the countries of the world.

The nature of these different kinds of standard money will be
considered later.

NoN-STANDARD MONEY

Non-standard money is comprised of various kinds of fiduciary
money, the value of which reflects the value of the standard money.
The supply of non-standard money in circulation is limited. This
money, which consists chicfly of bank notes, government notes,
fractional coins and unitary fiduciary coins like the American

1 For a description of this Indian standard, cf., infra, pp. 26-29.
2 Cf., tnfra, pp. 235-260.
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silver dollar, is usually convertible on demand into standard
money, or its gold or silver bullion equivalent, and is accepted as
the equivalent of standard money in payment of taxes and other
government dues. In these ways its value is maintained at a par
with standard money. In recent years gold coins have practically
disappeared from circulation throughout the world and the great
bulk of the money in active circulation now consists of non-
standard money.
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CHAPTER 1I

PRICES AND THE PRINCIPLES DETERMINING THE
VALUE OF MONEY

The central point of cconomic science—the point at which the
forces of production and the forces of consumption are focused—
is market price. In this chapter we shall consider in a very ele-
mentary way the nature of a market price, the relation of in-
dividual market prices to the so-called “price level,” and the
fundamental forces by which the price level is determined. These
subjects arc all large and complicated. Concerning their details
there is still much controversy among cconomists, but upon funda-
mentals there is substantial agreement. In a general discussion
of money such as this, only the outstanding principles can be
discussed.

PrINCIPLE OF PricE DETERMINATION

The underlying principle of price determination is the law of
demand and supply. In its simplest form this may best be ex-
plained by means of a hypothetical illustration. Assume an iso-
lated community to which once a month a supply of horses is
driven from neighboring places to be sold in the open market.
Assume that the horses brought in at any one time are all alike
and that the dealings are all open so that each bid on the part of
prospective buyers and each offer on the part of those who have
horses to scll are known to all parties interested; and, finally,
assume that cach person concerned acts on purely selfish motives.

On a certain market day cight horses are brought to the market
for sale by eight different persons, whom we shall eall prospective
sellers and whom we shall designate respectively by the symbols
S1, 82, 83, . . . 88. On the same day, we shall assume, there
come to the market ten prospective buyers whom we shall desig-
nate respectively by the symbols B1, B2, B3, . . . BI10.

Each of these prospective sellers and buyers has his own sub-
jective price for a horse. To each seller the subjective price is the
minimum number of dollars which he will take for his horse. He

17
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will naturally get all he can, but he will take his horse back home
rather than secll it below this minimum. To ecach buyer the sub-
jective price is the maximum number of dollars which he will pay
for a horsc. He will try to buy a horse as cheaply as possible, but
will bid up to this figure as a limit if necessary in order to get a
horse. He will pay no more; beyond that figure he would rather
keep his money than buy a horse. A subjective price may be de-
fined, therefore, as an individual’s estimate of the value of a com-
modity to himself in terms of his estimate of the value of money
to himself.

A subjective price makes no demand upon the circulating media.
A particular seller, S for example, may value his horse at $200,
but no one else may value it at anything approaching that amount,
so that no sale takes place. It is only when somcone else, say B,
a prospective buyer, places a higher valuation on the horse in
terms of money than S does upon $200; in other words, when
some prospective buyer’s subjective price for a horse is as high
as, or higher than, the seller's subjective price; that a sale of a
horse will take place. When two subjective prices overlap, in
other words, when both parties believe they would gain by the
transaction, a sale takes place. Then a market price emerges. A
market price is the number of money units at which an article
is actually snld. The proof of the market price is in the sale. Other
prices are merely subjective prices; they may be bid prices or
asked prices, but, strictly speaking, they are not market prices.

Let us assume that, on a particular market day, the subjective
prices, respectively, of the eight prospective sellers of horses and
of the ten prospective buyers are as follows:

S1 $100 B1 $175
S2 110 B2 165
S3 120 B3 145
S4 125 B4 140
S5 135 B5 138
S6 140 B¢ 120
S7 150 B7 105
S8 180 B8 100

B9 90

B10 80

In such a market, a moment’s thought will show, the market
price for the horses could not be less than $135 nor more than
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$138, because it is only within that range that the market would
be in equilibrium and that the number of horses offered and the
number bid for would be the same. Suppose, for example, that
an attempt should be made to fix the market price at $110, the
subjective price of S2. At that price only two horses would be
offered for sale, those of S1 and S2. On the other hand, there
would be six buyers (BI to B6) who would be willing to pay as
much as $110 for the horse, and competition of buyers would
immediately forec the price up.

Suppose, on the other hand, an effort should be made to fix
the price at the subjective price of B3, namely $145. At that
price there would be three buyers and six horses for sale, with the
result that competition among sellers would foree the priece down.

By similar tests it will be found that only between the subjective
price of S5, namely $135, and that of B5, namely $138, will the
number of horses offered by the sellers and the number bid for by
the buyers be the same. At any price within this so-called ““price
range,” namely, at any price between $138 and $135, there will
be the same number of horses offered for sale and bid for—in
this illustration, five—and ecach of five prospective buyers and
five prospective sellers would gain by the transaction. The price
range is the range of subjective prices within which the market
will be in equilibrium and at any point within which there will
be an equal number of commoditics offered by sellers and bid for
by buyers.

The forces which determine the precise point within the price
range at which the price will be fixed are similar to those which
determine the price range itself. The only difference is that the
determining utilities and disutilities which fix the moncy price
within the price range are those incident to the bargaining process
itself. They are the psychological disutilitics (or possibly pleasures)
of higgling and the money advantages of higgling.! Within this
price range, therefore, the market price is fixed at a point at which
both buyers and sellers estimate the disutilities of further higgling
to offsct the utilities to be gained by such higgling.?

1 For a discussion of this process, cf., article by the writer, * The Higgling of the
Market,”” Quarterly Journal of Economics, Vol. 17, pp. 670-677.

2 When the market is a large one, when many units of a commodity are being
offered for sale, and when competition on the part of both buyers and sellers is keen,
the price range becomes very narrow and may even contract to a point, namely, to
& definite number of dollars and cents.
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This is the law of price expressed in its simplest form, as it
would apply in a free, selfish, intelligent and perfectly competitive
market. It is, perhaps, needless to add that the conditions of ex-
change in the modern markets of real life arc far from meeting
these conditions. There are limitations of law, of custom, of ig-
norance, of altruism, of friendship and of various degrees of
monopoly control, that have to be taken into account in the study
of individual price movements in any market; but, under them
all, this fundamental law is at work and, for the purposes of a
brief account of the fundamental forces determining market price,
a statement of this underlying principle is sufficient.

Obviously, under the familiar principle of diminishing gratifica-
tion, the more money a man has, the lower will be his estimate of
the value to him of a unit of money and the higher his scale of
subjective prices for all kinds of goods, and the greater will be
the number of his subjective prices as a buyer that will be trans-
lated into market prices; in other words, the greater will be the
number of goods he will buy. When a man’s money income de-
clines, the reverse is true. On the other hand, the more units of a
particular commodity that come into a man’s possession, the lower
will be his cstimate of the value of each unit of the commodity
and, consequently, the lower will be his subjective price for that
commodity and the more likely will his subjective price as a seller
be translated into a market price.

Every change in taste, every alteration in the supply of com-
modities thrown on the market, every change in the supply of
money or of money substitutes and every change in their dis-
tribution among the people will cause the subjective prices
of buyers and sellers to vary and will, in consequence, bring
about changes in market prices. Such factors as these must be
taken into account in any explanation of the law of demand
and supply.

Tue Price LEVEL

Let us now turn from the subject of individual market prices
to that of the price level, which is a composite of a large number
of market prices of different commodities and which is usually
expressed in what is known as a price index number.

The idea may be expressed figuratively by the illustration of a
lake. The lake is deep in some parts and in some parts it is shallow;
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its bed is very uneven; its surface is roughened by the wind into
waves of different sizes with their alternate crests and troughs.
Prices of individual commoditics are perpendicular sections of
water extending from the bottom of the lake to the top. Some
terminate in wave crests, others in wave troughs. Some are in the
center where the lake is deep and some are near the shore where
it is shallow. The lengths of these perpendicular sections of water
are continually changing. Some are rising and some are falling.
However, just as there is no Jake level except that made by the
water in the basin of the lake, so there is no price level apart from
the aggregate of individual prices.

The price level, as well as individual prices, is continually
changing. When prices rise, the amount of goods which a dollar
will buy falls. If the price level should be doubled, the purchasing
power or market value of the dollar would have been cut in half;
if it should be tripled, the purchasing power of the dollar would
have been cut to one-third; and, if the price level should be cut
to one-third, the purchasing power of the dollar would have been
tripled. The purchasing power of money, thercfore, is obviously
the reciprocal of the price level. It rises as the price level falls and
falls as the price level rises.

Price INDEX NUMBERS

A device used for measuring movements in the price level and
their reciprocal movements in the purchasing power of money is
known as the ¢ndex number, and was apparently first used in 1750
by an Italian economist by the name of G. R. Carli. Carli used
it. to measure changes in the price level of three commodities,
namely, grain, wine and oil. Since this early beginning, there has
developed an elaborate technique of index numbers; and index
numbers are now used to measure many movements in addition
to price levels. Modern price index numbers often cover several
hundred commodities. Our leading American wholesale price in-
dex number, that of the United States Bureau of Labor Statistics,
includes 784 items.

The subject of the construction of index numbers is a large one
and hundreds of volumes have been written in recent years con-
cerning it. Some references to a few of the principal works on
this subject are cited in the bibliography at the close of this
chapter. For the purposes of this book it will be sufficient to



22 MONEY

show in an elementary way what is meant by an index number,
and perhaps the best way of doing this is to construct a very
simple one.

Let us take for an illustration four articles of food in a country
with a small population, say Chile, during the years 1913-1919.
The articles will be flour, sweet potatoes, butter and beans. The
prices selected will be prices collected from several leading mer-
chants in each of five important cities in Chile, say Santiago,
Valparaiso, Vandivia, Antofagasta and Arica, so as to be repre-
sentative of an entire country. Care will be taken that the same
grade and quality of goods will be used each time, and that all
prices will be cash prices. Price figures, it will be assumed, will
be colleeted at frequent intervals, say, once cach week for each
article in each city. An average price for each article in each city
will be computed for cach of the years covered by the index num-
bers, and these average yearly prices for cach article in each city
will then be combined in a simple average for all five citics to give
the average price per year for each of the articles for the country
as a whole. The prices for the year 1913 will be taken as the base
prices and, in each case, accordingly, the prices for that year will
be taken as a price index of 100. The prices for each of the following
years will be expressed in the price index in terms of the 1913
price as 100.

Let us assume that, computed in this way, the average annual
prices for each of the four commodities for the country as a whole
are those given in the following table under the heading of Prices.
The price indices for cach year are the percentages which the
prices of that year bear to the prices of the base year 1913. It
happens that in each case the quantity unit taken was 100 kilo-
grams, but, inasmuch as our index numbers are percentage
figures, the result would not be at all affected if some of the com-
modities were quoted in tons, others in meters, and still others by
the dozen.

The horizontal column marked Annual Index Number contains
the seven annual index numbers for the four commoditics. In
computing this index number, the price indices of the four com-
modities are added together and divided by four. In this way all
commoditics entering the index number are given equal impor-
tance. Such an index number is called a simple or unweighted
index number.
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ConsTRUCTION OF PrIcE INDEX NUMBERS

FLour PoraToEs BuTrTER Brans
100 Kl. 100 Kl. 100 KI 100 KL ANNUDAL
YEAR . — | . — INDEX
11,;((‘; Index ]I, :::): Index ll’;:::s Index ]l,;zg Index || NuMBER

1913 26 100 16 100 | 299 | 100 29 100 100
1914 43 165 9 56 | 341 114 35 121 114
1915 58 222 18 112 | 470 | 157 48 166 164
1916 35 134 9 56 | 375 | 126 48 166 120
1917 40 153 31 194 | 394 | 132 53 183 165
1918 43 165 19 119 | 331 111 45 155 137
1919 52 200 19 119 | 414 | 139 56 193 163

In general, however, weighted index numbers are preferable,
because, for most problems, different commodities have very dif-
ferent degrees of importance. If, for example, in this instance, we
were concerned with the cost of living in a particular class of
family, we might find that, on the average, the same amount per
adult was spent for butter and for beans, but that thc amount
spent for potatoes averaged twice as much as that spent for butter
or for beans and that the amount spent for flour averaged twice
as much as for potatoes. In that case, the index number for the
year 1914, for example, would be made up as follows:

Beans 121 X1 = 121
Butter 114 X1 = 114
Potatoes 56 X 2 = 112
Flour 165 X 4 = 660

8 = 1007

Dividing the total 1007 by the sum of the weights, which is 8,
we have an index number for 1914 of 126. In carefully prepared
index numbers, the system of weighting the different commodities
is often a complicated one involving an elaborate study of the
relative importance of the different articles for the particular
purposes in view.

Then, too, there arc numecrous methods of combining these
simple price indices into general index numbers. In the illustra-
tion we have taken a simple average or arithmetic mean; that is,
we have added the index numbers together for the different com-
modities and divided by the number of items in the total. Many
other methods may be used for making these combinations.
Some are better adapted for certain purposes and others for other
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purposes. For example, the median is obtained by arranging the
individual index numbers in the order of their size, beginning
with the smallest number and running up to the largest number
and then taking the middle figure—namely, the figure which has
an equal number of figures on each side of it. This figure is the
median and is taken to represent the series.

Another method is the geometrical mean, where the individual
indices are multiplied together and from the result the correspond-
ing root is taken. If eight indices were multiplied together, the
cighth root would be taken, and, if twenty were multiplied to-
gether, the twentieth root would be taken. For the purposes of
this study, we need not go into these refinements. The interested
reader will find them discussed in detail in the books on Index
Numbers referred to at the end of this chapter.

Experience has shown that, when a large number of commodities
is used in computing an index number, running often into the
hundreds in our modern index numbers, individual differences in
prices tend to be ironed out, so that the different methods of
weighting the various commodities and different methods of
combining the individual price indices usually do not give widely
different results.

Tue LAw oF DEMAND AND SUPPLY AND THE VALUE OF MONEY

The value of money, like the value of every other commodity
that is bought and sold in the market, is determined by the law
of demand and supply. This is a thoroughly well-established
economic law, and, although there are minor differences of in-
terpretation, its fundamental soundness is nearly everywhere
admitted. There arc a few persons, however, who, while admitting
that this law applies to the value of every other commodity, deny
its application to the value of money. In a book of this kind, the
contentions of this small group of economists need not be discussed
further than to say that the burden of the proof is certainly upon
those who claim that money alone of all economic goods does not
have its value determined by the law of demand and supply.

PrincipLE ILLUSTRATED BY COWRIE SHELL MONEY

In colonial days, cowrie shells or wampum beads were used
both as ornaments and as money among the North American
Indians. When used as money, the number of shells required to
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buy a bear skin, a tomahawk or a dozen arrowheads depended
upon the number of bear skins, tomahawks and arrowheads that
were available for exchange and equally upon the number of
cowrie shells that were available. At times, when, through the
discoveries of some fortunate persons, a large additional supply of
cowrie shells was thrown on the market, prices of goods in terms
of cowrie shells would rise. On the other hand, when the supply
of cowrie shells dwindled because few new ones were being found
and the old ones were being lost, broken, paid out to other tribes
or diverted 1o uses as ornaments, prices of goods in terms of cowrie
shells would fall. If the supply of cowrie shells remained un-
changed, while the number of skins, tomahawks, arrowhecads and
other goods the members of the tribe wanted to buy and sell in-
creased, the prices of these goods would fall, because at the old
prices there would not be enough cowrie shells to ““go around” in
effecting the exchanges of an inereased number of goods.

Cowrice shells were first used only as ornaments, such as neck-
laces, bracelets and bangles, and their use as money was a later
development. The universal demand for ornaments among the
Indian tribes using them made the cowrie shell a highly exchange-
able commodity. In time the shells became a common medium
of exchange and therefore money, in trade among the Indians
themselves and between the Indians and the colonists. Their
value was created by two sorts of demand, the demand for them
as ornamentis, and the demand for them as media of exchange.
With cither source of demand removed, their value would have
been less. Had the supply of these shells been strictly limited,
and had their use as ornaments fallen out of favor, their value
would have becn reduced, but the money demand alone would
have been sufficient to give them a value. That value would
have been the resultant of the interaction of the forces of the de-
mand for shell money and the supply of shell money. A sudden
increase in the supply of shells would have made shells less valu-
able in terms of other goods and therefore would have raised
prices. A sudden decrease in the supply of shells, on the other
hand, would have made shells more valuable in terms of other
goods and therefore would have reduced the prices of these
other goods. If the supply of goods to be exchanged for shell
money increased more rapidly than the supply of shells, prices
would have tended to fall, because there would not have been
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enough shells to go around at the old prices. If the supply of
goods, on the other hand, were greatly reduced through forest
fire, war or other cause, while the supply of shells was maintained
unchanged, prices of goods would have tended to rise.

Briefly, prices rose when the supply of shell money relative to
the demand for shell money (the number of goods to be exchanged)
rose, and prices fell when the supply of shell money relative to the
demand for shell money fell.

A good method of illustrating how the law of demand and
supply functions, in a régime in which money is used, is through
a brief examination of a classical chapter in the world’s mon-
etary history—the experiences of India during the period 1893
to 1898.

InpIA’S EXPERIENCE, 1893 TO 1898

India had been on a silver standard for many years prior to
1893, her monctary unit having been the rupee, which contained
180 grains troy of silver consisting of 165 grains of pure silver and
15 grains of copper alloy. This quantity of silver, 180 grains
eleven-twelfths fine, was known in India as a tola. There was
a coinage charge of 2 per cent, which is called brassage,' upon
the payment of which anyone could obtain at the Indian mint a
coined rupee for every tola of silver brought. Inasmuch as any-
one could have silver bullion in unlimited quantitics converted
into rupees at the slight expense of 2 per cent for coinage by
merely bringing the bullion to the Indian mints, a rupce could
obviously not have a valuc much more than 2 per cent above
the market price of a tola of silver. On the other hand, rupees
could always be melted down and converted into silver bullion
at a very slight expense, and bullion dealers, jewelers and others
were accustomed to melt them down for silver bullion whenever
it was profitable to do so. The result was that a tola of silver bul-
lion could never be worth much more than a full weight rupee,
because full weight rupees were convertible into silver bullion
without limit at the slight expense of melting down the coins.
Since, therefore, a tola and a rupee were always readily convert-

1 When the government (or other authority) that coins money charges for the
work of coining only enough reasonably to cover the expenses incident to coining,
the charge is called brassage. When the charge exceeds this amount, so that the
coining authority realizes a net profit on the transaction, the term applied is seign-
torage or seigniorage profit.
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ible, at a slight expense, the value of a rupee and the value of a
tola of silver bullion, in the principal markets of India, were always
approximately the same. This system made India a silver standard
country.

On June 26, 1893, the Indian Government closed its mints to
the coinage of silver on private account, and, after that date,
the Indian public was denied the privilege of taking silver bullion
to the Indian mints and of having it coined in unlimited quantitics
into rupees at the rate of one rupee for one tola of silver. The
plan was to divorce the gold value of the rupee from the gold value
of its silver content, i.c., of a tola of silver, by practically dis-
continuing the coining of rupees. It was a plan to “starve the
circulation,” by preventing the supply of money from increasing
while the population and trade were growing and the demand for
money was accordingly increasing. The Government, in other
words, by restricting and controlling the coinage of rupees, planned
to prevent the gold value of the rupee from declining as the gold
value of its silver content declined, and in fact, to raise the value
of the rupee to 16 pence of British moncy, equivalent to one-
fifteenth of a British sovereign. It was an application of the
economic principle of monopoly value, the Government in this
case enjoying a monopoly upon the supply of an economic neces-
sity, namely, money. The Government decided to regulate the
supply of that commodity on the market deliberately to such an
extent as to raise the value of that commodity, under the pres-
sure of an increasing economic demand for it, to a gold value of
16 pence.

The Government agreed to give rupees for British gold coin at
the rate of one rupee for 16 pence of gold, hut it did not agree to
give gold for rupees, nor did it have at the time any gold reserve
for such a purpose. Immediately upon the closing of the mints,
the fluctuations of the gold value of the rupee ceased to run paral-
lel with the fluctuations in the gold value of a tola of silver as
they had for many years previous. When the rupee became slightly
more valuable than a tola of silver, it was now no longer possible
to convert silver bullion into rupees at the rate of one tola to one
rupee by bringing silver to the mints and having it coined into
rupees, increasing the supply of rupees and thus bringing the
value of a rupee down to that of the market value of a tola
of silver.
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What happened to the gold value of the rupee will be seen from
the following chart.!

INpIAN CURRENCY REFORM

MONTHLY VARIATIONS IN EXCHANGE AND BULLION VALUES OF RUPEE
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Early in 1894, the gold exchange value of the rupee began to
move upward and continued to ascend, with minor interruptions,
until 1898; although the gold value of a tola of silver tended down-
ward for most of the period 1893 to 1898. Here was a silver coin
whose gold value as money was moving upward, under the pres-
sure of increasing demand for money upon a practically constant
supply of money, despite the fact that the gold value of its silver
content was rapidly declining and was continually far below the
value of the coin. At the beginning of 1898 the gold value of a

! The chart is reproduced from the author’s Modern Currency Reforms, p. 50.
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coined rupee touched 16 pence, while the bullion value of a tola of
silver was less than 10 pence.

Between 1894 and 1898 the gold value of the rupee as money
was raised from 14 pence to 16 pence by this process of starving
the circulation; that is, by keeping the monetary supply relatively
constant while the monetary demand was increasing. Aside from
food prices, which were boosted to cxtravagantly high figures in
India in 1896 and 1897 by a widespread famine, the general tend-
ency of prices in India for the period of 1894 to 1898 was down-
ward, this decline registering an increase in the value of the rupee
in comparison with commoditics as well as in comparison with
gold.

Concerning this experience, the Government of India wrote to
the Secretary of State for India, under date of March 3, 1898, as
follows: !

“Qur experience since 1893 has put beyond doubt one of the main
principles upon which the legislation of that year was made—a principle
which was challenged at the time-—namnely, that a contraction of the
volume of our silver currency, with reference to the demands of trade,
has the direct effect of raising its exchangeable value in relation to gold.
Before 1893, while the mints were yet open, the value of the rupee as
measured in gold continually declined with the decline in the value of
silver; but, since 1893, although the value of silver as a metal has con-
tinued, speaking gencrally, to decrease, the decrease in the value of the
rupee has been arrested. The main difference in the conditions of the
two periods was that before 1893 the amount of coin in circulation was
allowed to increase automatically so as to be sufficient to meet the de-
mands of trade at its reduced value, while since 1893, this automatic
increase being stopped, the value of the rupee has been determined
rather by the amount of coinage in circulation than by its intrinsic
worth.”

If, through the process of relative contraction of the currency,
namely, contraction relative to trade nceds, and without any
promise of future redemption in gold whatever, the rupec could
have its money value in terms of gold raised to an amount ex-
ceeding its value as bullion in terms of gold by 60 per cent, it
seems reasonable to believe that by a continuation of the same
process its money value could have been raised to still higher
figures, even though its bullion value had continued to decline.

1 Commission on International Exchange, Stability of International Exchange,
Report of 1903, p. 333.
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No APPRECIATION [EXCEPT FROM RELATIVE SCARCITY

Just as the value of money may be raised above the value of
its bullion content, and maintained above that value by preventing
the supply of money from increasing when the demand for money
is growing, so, similarly, can the value of money be kept below the
value of its bullion content by preventing the supply of money
from decreasing when the demand for money declines. There have
been numerous historical instances of the application of this
principle.

On November 17, 1906, for cxample, the gold value in the
London market of the amount of silver contained in a Philippine
silver peso was 13.2 per cent above the gold money value at which
the peso circulated in the Philippine Islands. The total expense
of shipping silver pesos from Manila to London at that time was
estimated to be about 1 per cent. Under such circumstances, it
would be expected that the large profits that would have been
realized by persons who gathered up the pesos from circulation
and cxported them in substantial quantities to London and New
York, where they could be sold as silver bullion, would have
quickly reduced the supply of pesos in the Philippine Islands and,
thereby, forced the money value of the pesos up to their value
as bullion. This is exactly what would have happened, had it
been possible to export these coins or to melt them down and
export the silver bullion obtained from them. But the Govern-
ment of the Philippine Islands did not wish to see its coins melted
down and sold in the silver market. It had fixed the gold value
of these silver coins at 50 cents United States currency and had
made them redeemable in gold exchange at approximately that
value, and it did not wish to sce the supply of coins reduced and
their moncy value pushed up to a point far above their original
gold value. The Government, accordingly, took drastic measures
to prevent the silver from being melted down or from leaving the
country as money, impdsing fines and prison penalties upon
any persons who should melt down these coins or who should
attempt to export them as money. The Philippine police
force was so efficient, and the penaltics for infraction of the
law were so severe that the law proved to be reasonably effec-
tive. This explains why for nearly two years the silver coins
of the Philippine Islands circulated at a money value considera-
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bly below the gold value of their silver content in New York
or in London.!

Changes in the bullion value of coins can only cause changes in
their money value through influencing the supply of money or
the demand for money. The law of supply and demand is funda-
mental. Ricardo’s dictum holds true, that ‘there can be no de-
preciation except from excess,” that is, from “relative redun-
dancy.” The reverse of this dictum is likewise true, that there
can be no appreciation except from relative scarcity.

TaE QUANTITY THEORY OF MONEY

Although the market value of every commodity is the resultant
of the interaction of the forces of demand and supply, the values
of different classes of commodities respond in different ways to
the interaction of these forces. To increase the supply of some
commodities on the market, for example by 25 per cent, would
result in a very small decline in their prices, because the demand
for them is so elastic that a slight decline in their prices would
stimulate a greatly increased demand for them on the part of
the public. This is particularly true of luxuries like jewelry and
other forms of ornaments. To increase the marketable supply of
other commoditics by 25 per cent, however, would result in
“breaking the market” and forcing a large reduction in price,
because the demand for them is so inelastic that very large price
reductions are necessary to stimulate small increases in the de-
mand. This is true of the so-called necessitics of life, such as salt
and bread.

For some classes of commodities, like fruit and vegetables, the
amount produced cach year is a very important factor in deter-
mining the market price, because the annual production repre-
sents practically the entire supply on the market. For other
commodities, which are of a highly durable character and of which
the marketable supply at any time is the accumulation of many
years, as, for example, silver and diamonds, the production for
the current year is a very minor factor in the forces determining
the market price.

1 For other illustrations of this principle, see Cairnes, J. E., Essays in Polutical
Economy, p. 25; Kemmerer, E. W., “Money and Prices,” American Economic Re-
view, Supplement, March, 1918, pp. 260-261; and Kemmerer, E. W., and Visser-

ing, G., Report on the Resumption of Gold Payments by the Union of South Africa,
pp. 536--537.
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Inasmuch as money is the most exchangeable of all commodities,
its possession gives the owner power to obtain from society any
other commodity on the market, provided he has money in suffi-
cient quantity to pay for it. Since man is a creature of unlimited
cconomic wants, money is consequently a commodity of an un-
limited and highly clastic demand.

Tae EQuaTiON oF EXCHANGE IN A SIMPLE MONETARY REGIME

Demand for money finds expression chiefly in exchange, and,
because money is the common medium of cxchange, it follows
that there is a greater degree of proportionality between the fluctu-
ations in the value of money and the strength of the forces of
demand and supply than there is in the value of any other kind
of commodity. To illustrate this principle, let us return to our
cowrie shell illustration. Assume that the shells are all alike and
that they are strung on strings of 10 shells to a string, and that
the monetary unit in which all prices are expressed consists of a
string of these shells.

Whenever an article is sold, the article passes from the seller to
the buyer and the money, in this casc strings of cowrie shells,
passes from the buyer to the seller. The price is the number of
strings of cowrie shells paid for an article. The price level, which
we will designate by P, is an average index number weighted
according to the volume of the different kinds of goods that are
bought and sold in the different years. Designate the number of
strings of cowrie shell money in circulation by M.

Obviously, the amount of exchange work a given number of
strings of cowrie shells can perform depends upon the number of
times the strings exchange hands, or upon what is known as their
“velocity” or “rate of turnover.” A hundred strings of shells
exchanging hands for goods twice in a year and lying idle the rest
of the time would do 200 units of money work in a year, while
another hundred that exchange hands for goods ten times in a
year would do 1,000 units of money work and therefore be five
times as efficient as the first hundred strings. The effective shell
money supply is obviously increased as truly by increasing the
average velocity of turnover, with the quantity of shells constant,
as it is by increasing the number of shells, with the average rate
of turnover remaining constant.

Let us designate the average number of times the strmgs of
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shells, M, are exchanged in the purchase and sale of goods during
the year by V, for “velocity of circulation.”

Designate the number of units of goods sold in a year by T,
which stands for transactions—a unit of each kind of goods being
the physical quantity of it that was worth on the average 10
strings of shells at the prices of the base year.

One could then say that P, or the average price, multiplied by
T, the number of goods units sold, would be equal to M, the
number of strings of shell money in the community, multiplied
by V, the average velocity or rate of turnover of this money for
the year. PT = MV. Dividing both sides of the equation by
T, we have P = —M—T—,Z This is the so-called “quantity theory of
money” or the “equation of exchange,” in its simplest form.

It is only the strings of shells that are passed from hand to hand
as money that directly affect prices. Shells used continually as
ornaments have no effect on prices, except as their purchase and
sale as commodities represent a demand for shell money for making
the payments. If, however, prices should fall and shells as money
should, therefore, become more valuable than some of the shells
used as ornaments, some ornaments would be broken up and the
shells taken from them would be strung on strings for money,
thereby coming into the money uses. These shells would then
influence prices, because they would increase the supply of shell
money. The opposite is likewise true. An increased demand for
shell ornaments might raise the value of shells in the ornament
use above their value in the money use and thereby lead to the
transfer of some shells from money uses to ornament uses. This
would reduce the supply of shell money, increase the value of a
string of shells and thus reduce commodity prices; and the process
would continue until the values of shells in both uses were again
made equal.

A Goup CoiNn REGIME

So far we have been assuming that all the money in circulation
consisted of strings of cowric shells. A moment’s thought, however,
will show that the principle would not be at all changed by as-
suming that the money, instead of consisting of beautiful shells
found in the country in limited quantities and useful also as orna-
ments, consisted of small pieces of gold. We may assume that
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gold instead of cowric shells was found in the territory of this
isolated tribe, that it was in wide demand for ornaments because
of its beauty, and that, because of this demand it became the most
highly exchangeable commodity among the members of the tribe
and therefore became money. Assume that, to simplify exchanges
by means of this money through avoiding the necessity of weighing
and testing the gold at each transaction, the chicf of the tribe
makes provisions for putting up the gold in small round discs of
uniform size weighing a little over 23 grains cach and bearing his
stamp as a guarantce that they are of full weight and pure gold.
Assume that anyone who has gold can take it to the chief and have
it cut into dises and stamped, without charge, and that there is
nothing to prevent the use of these dises for bracelets, necklaces
and other ornaments, or to prevent their being melted down for
these or other purposes whenever the owner so desires. The con-
ditions then would be practically identical with those assumed
for the Indian tribe whose money was exclusively cowrie shells,
but we would have a tribe with a gold standard currency and with
coined money. The law of demand and supply, as expressed in

the quantity theory formula, P = MTY » would apply here just as

truly as it did in the case of the cowrie shell money.

For convenience, let us call this gold disc a dollar.! Obviously,
the value of 23 grains of pure gold and the value of a gold dollar
would be practically the same thing under such conditions, just
as the value of five strings of cowrie shells as money and of fifty
cowrice shells as ornaments would be the same thing, because in
both instances they would be interchangeable without loss. Double
the amount of gold, other things equal, and its value would go
down, and commodity prices would rise. Cut the amount of gold
in half, other things cqual, and its value would rise, and commodity
prices would fall. As long as gold as money and gold as bullion
were interchangeable, without expense, 23 grains of gold in one
form could not be appreetably more or less valuable than 23 grains
in the other. This is what would be called ‘“standard commodity
money,” and would be essentially like our United States gold coins
as they existed prior to March, 1933. The tribe would be on the
gold standard—a subject discussed in Chapter VII.

1 The United States’ gold dollar prior to the breakdown of the gold standard in
early 1933 contained 23.22 grains of fine gold.
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IMPORTANCE OF VELOCITY FACTOR

The importance of V in the equation (P = MT-Y) is often not

appreciated. Ten thousand gold dollars in circulation in a tribal
territory like the onc assumed in the illustration, which pass from
hand to hand on the average ten times a year, do twice the amount
of exchange money work that the same amount of money would
do if it passed from hand to hand on an average only five times a
year. The cfficiency of moncy, like that of a freight car, depends
not only upon the load that it is carrying at any particular time,
but also upon the rate at which it is moving.

Broadly speaking, in communities where the population is
largely concentrated, where means of communication and trans-
portation are good, where business men are alert and active,
and where confidence in the business situation and prospects are
strong, the rate of monetary turnover is much greater than in
communities where the population is widely scattered, as, for
example, agricultural communitics, where means of communica-
tion and transportation arc meager, or in communitics where
business men are inactive, or confidence in the business situation
is low.

Then again, in & community where the money is depreciating
rapidly in value and where the public is expecting it to continue
to depreciate in the future, the rate of monetary turnover is
greatly stimulated, because people wish to get rid of their money
quickly before it depreciates in their hands—in other words, to
buy goods with their money before prices rise further; and this
artificially increased ratc of monetary turnover in turn stimulates
still further monetary depreciation. While, therefore, increasing
business confidence speeds up the circulation of money, decreasing
confidence in the money itself also increases the velocity of cir-
culation. In this connection, it is important to distinguish between
these two kinds of confidence. When, on the other hand, money
is appreciating in value and the price level is falling, people hold
back their money in anticipation of a further decline of prices.
The rate of monetary turnover is thus artificially retarded and
this retardation in turn increases still further the monetary appre-
ciation or the decline in commodity prices (P). Striking examples
of this situation occurred in the currency history of Germany,
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Austria and Russia during the FEuropean War and the years
immediately following.

In Chapter IV will be discussed the quantity theory of money
as it applies in a régime in which payments are made largely by
bank checks.
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CHAPTER III
THE ELEMENTARY BANKING FUNCTIONS

This chapter is devoted to a brief explanation of the commercial
banking functions of discount, deposit and note issue; and these
functions are explained at this point because a knowledge of them
is necessary for an understanding of the subjects to be discussed
later in this volume. The subject of banking, however, is the
field of Volume II.

A commercial bank is a concern which makes a business of
receiving the funds of others on general deposit and of using them,
together with its own capital funds, as a basis for credit which it
lends chiefly in the form of deposits and/or circulating notes. The
principal business of a bank is lending credit. It makes funds
available in the present and in exchange it takes claims for funds
available in the future.

CREDIT

The word credit has a variety of meanings; the Oxford Diction-
ary distinguishes twenty-one. Ftymologically, it comes from the
Latin word credere, meaning “to believe’” or “to trust,” and it
always carries with it the idea of trust or confidence placed in one
person by another. One mecaning of the cognate Italian word
credito is “reputation.” Here we are concerned only with the
restricted usage of the term credit that relates to banking oper-
ations.

From the standpoint of a bank, credit may be viewed from two
different angles, that of the bank as a creditor and that of the bank
as a debtor. As a creditor, the bank is concerned with ““the capac-
ity for credit” of its customers, actual and prospective. It wants
to know how much it can safely lend to each customer and the
amount and character of the collateral it should require. These
are questions that call for an understanding of the customer’s
moral character and business ability and demand a thorough
knowledge of the nature of his business and of his assets and
liabilities, subjects to be considered later. In this chapter we are

38
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concerned only with bank credit from the standpoint of the
bank as a debtor.

A bank may lend its eredit in a number of ways, of which the
principal are: (1) deposits, (2) bank notes, (3) current account
credits and (4) acceptances. The subject of bank acceptances
will be discussed later. The current account credit, that is, a
credit to be utilized by overdrafts on current account, is not em-
ployed in the United States, though it is common in most other
countries. It will be considered in connection with the subject of
banking in other countries. The nature of deposit and bank-note
credit may best be explained by assuming a bank comparatively
free from governmental restrictions as regards deposits, bank-
note issues, and reserves—a bank similar to the First or the Second
United States Bank—and by following a few simple operations
through the balance sheet.

DEposITS !

Let us assume that the bank is organized with a million dollars
of cash paid-up capital. It expends $150,000 for a banking house
and $15,000 for furniture and fixtures. When it opens for business,
its balance sheet stands, therefore, as follows:

RESOURCES LIABILITIES
Banking House . . . . . $ 150,000 Capital Stock . . . . . $1,000,000
Furniture and Fixtures . § 15,000
Cashin Vault . . . . . $§ 835,000
Total . . . . . . . $1,000,000 Total . . . . . . . $1,000,000

1 Classified according to the ownership of the funds, modern banking practice
recognizes three broad types of deposits; viz., the general deposit, the special deposit
and the specific deposit.

The general deposit is by far the most important class of bank deposits and is the
class referred to throughout the text of this chapter. 1t constitutes a debt payable in
lawful money by the bank to the depositor or to the depositor’s order. The money
which the bank holds as a reserve against its deposits and with which it cashes its
deposits belongs to the bank and not to the depositor. Legal title to the money (and
other assets of the bank) resides in the bank, but the depositor is a creditor of the
bank to the amount of his deposit, which is payable to him according to the terms
of the prevailing banking law and banking practice.

A special deposit is essentially a transfer of money or other property to a bank for
safe keeping. Legal title continues to reside in the depositor and is not transferred
to the bank. A special deposit exists ‘‘ where the whole contract is that the thing
deposited shall be safely kept, and that identical thing returned to the depositor.”

A specific deposit arises ‘‘ when money is deposited to pay a specified check drawn
or to be drawn, or for any purpose other than mere safe keeping, or entry on general
[deposit] account.” In the specific deposit * the title remains in the depositor until
the bank pays the person for whom it is intended, or promises to pay it to him.
. . . ‘A deposit is general unless expressly made special’ or specific.” Cf., Morse,
1, pp. 413-416.
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By the end of the first weck the bank has reccived deposits of
cash amounting to $140,000; and has discounted for various cus-
tomers $500,000 of sixty-day notes at 6 per cent, the borrower in
each case having left the entire proceeds of his discounted note on
deposit with the bank. The cash deposits of $140,000 add that
amount to the “cash in vault” as a resource, and the same amount
as a deposit on the liability side. A discount charge of $5,000
(amounting to 6 per cent for 60 days) of the $500,000 was made
by the bank for discounting the $500,000 of notes. This discount
is taken out in advance and the amount is entered as undivided
profit among the liabilities and is, like the bank’s capital, a liability
of the bank to its stockholders. The balance, $495,000, is entered
as deposits. The balance sheet then stands as follows:

REROURCES LIARILITIES
Banking House . 8§ 150,000 Capital Stock $1,000,000
Furniture and Fixtures $ 15,000 Undivided Profit . . . . § 5,000
Cash in Vault . $ 975,000 Deposits . . . . . . $ 635,000
Loans and Discounts . . $ 500,000
Total . . . . . . $1 640, 0,000 Total . . . . 31 ()40 000

It will be observed that of the $635,000 of deposits, $495,000
represents no cash payment to the bank whatsocver, but is merely
a book entry placing to the credit of depositors this amount, which
is the proceeds of the promissory notes which the bank has dis-
counted for them. The bank has merely loaned these customers
its credit, which they may check against as they will.  Suppose
that, during the next few days, there are a large number of applica-
tions from responsible business men for loans and that the bank
discounts for them $2,000,000 of paper, this time all 90-day
promissory notes, at 6 per cent, the entire procecds (amounting
to $1,970,000) being left for the time being entirely on deposit.
Here the bank is lending and placing to the borrowers’ credit on
deposit account $1,970,000, although its books showed at the time
the loans were made that it had only $975,000 of cash in its posses-
sion. These deposits, miorcover, are payable in cash on demand.
After this operation, the balance sheet stands as follows:

RESOURCES LIABILITIES
Banking House $ 150,000 Capital Stock . . $1,000,000
Furniture and Fixtures $ 15,000 Undivided Profit . . $ 35,000
Cash in Vault . $ 975,000 Deposits . .. . . $2,605,000
Loans and Discounts . $2,500,000 .

Total . . . .. .. $3,640,000 Total . . . . ... $3,640,000
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The bank has now loaned $2,500,000, although its total receipts
of cash from the beginning have been but $1,140,000 and it has
spent $165,000 of that for the banking house, furniture and fix-
tures. It still has on hand $975,000 in cash, but it owes depositors
$2,605,000. Obviously, if the depositors should all exercise their
legal right to draw out at once the full amount of their deposits,
the bank would not have enough money to pay much more than a
third of the amount demanded. There are sufficient resources, if
they were all turned into cash, to meet all possible demands,
paying cvery dollar of deposits; but the resources are largely in
the form of customers’ notes that will not be due for some time,
while depositors’ demands may be for cash.

As a matter of fact, however, the bank knows that there is
little likelihood that any very large percentage of deposits will be
withdrawn in any one day. It, furthermore, knows that every
day there will be receipts as well as withdrawals, since its customers
will ordinarily deposit the money and checks they reccive over
their counters cach day. The money the bank receives over its
counters in a day will often exceed that which it is called to pay
out; while checks on one depositor’s account which are deposited
by another depositor will eancel each other so far as the balance
sheet of the bank is coneerned, the transfers being effected merely
by debit and credit entries on the books of the bank. The result
is that a cash reserve equivalent to a small percentage of deposits
is likely to be ample to meet all demands of depositors and to
leave an adequate margin of safety.

Ordinarily, a borrower discounting paper at a bank does not leave
the entire procceds of the loan on deposit long. He usually checks
against the new credit at once and gradually reduces it; and, as he
does so, the bank loses some of its cash and has its percentage of re-
serve reduced. The bank in our illustration is still carrying a cash
reserve against deposits of over 37 per cent, despite its large loans.

Let us assume that, through presentation of checks over the
bank’s counter, $475,000 of cash is withdrawn. The balance sheet
then stands as follows:

RESOURCES LiaBILITIES
Banking House . $ 150,000 Capital Stock . . . . $1,000,000
Furmiture and Fixtures . $ 15,000 Undivided Profit . . . . $§ 35,000
Cash in Vault $ 500,000 Deposits . . . . . . . $2,130,000
Loans and Discounts . $2,500,000

Total . . . . . .. $3,165,000 Total . . . .. .. $3,165,000
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The percentage reserve is reduced from 37 to about 23.

The less rapidly a borrower reduces the deposit credit represent-
ing the procceds of his loan, and the larger the deposit balance he
maintains at the bank, the more profitable his account will be to
the bank. In a sense, the bank is having its cake and eating it, too.
It is lending the depositor at interest its own credit, namely, the
right to draw moncy on demand, and then keeping part of the
credit it has loaned. Borrowers who withdraw the proceeds of
their loans quickly and normally carry low deposit balances in
proportion to the amounts they borrow are not likely to receive
such favorable treatment from banks as customers who keep sub-
stantial balances in proportion to their loan accounts. The latter
class are the most profitable to the bank. Often banks make the
maintenance of a deposit balance of a certain minimum or average
amount a condition to granting a certain line of credit.

Bank Nortks

The second important form of bank credit is bank-note credit.
From the standpoint of the issuing bank, notes of the simplest
type of asset currency are essentially the same as demand de-
posits; although, from the standpoint of the public, there are
important differences that will be considered later. Such a bank
note is, like the bank deposit, a promise to pay lawful money on
demand. Like a deposit, it requires of the bank the maintenance
of an adequate cash reserve, and, like a deposit, it is readily trans-
ferable from person to person. The deposit is an implied promise
to pay, evidenced ordinarily by a pass book, the payment to be
made usually against checks properly drawn and signed in accord-
ance with banking law and established practice; the note is a
promise to pay engraved on a piece of paper which circulates as
money. Like the check, drawn against a deposit, the bank note
must be redeemed by the issuing bank in lawful money when
presented over its counter for redemption.

Under these circumstances, it should obviously be a matter of
little difference to a bank issuing such bank notes, whether a bor-
rower takes the proceeds of his loan in the form of a deposit credit
which he can check against or in the form of bank notes which he
can use directly as money. The similarity of these two forms of
bank credit may be made clearer by carrying through the balance
sheet a few operations involving bank notes.
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Suppose that, among the customers of the bank, there are
several factories employing laborers whom they pay weekly in
“cash.” These factorics, we will suppose, have sold heavily on
credit and, finding themselves short of ready funds for their pay-
roll, borrow of the bank $500,000 by discounting their 60-day notes
at 6 per cent. They take $300,000 of the proceeds of their loan at
once in the form of bank notes, which they pay over entirely to
their laborers in the Saturday pay envelopes, and they leave the
balance ($195,000) on deposit. The balance sheet of the bank will
then stand as follows:

RESOURCES LiABILITIES
Banking House . . . . . $ 150,000 Capital Stock . . . . . $1,000,000
Furniture and Fixtures . $ 15,000 Undivided Profit . . . . $ 40,000
Cashin Vault . . . . . $ 500,000 Deposits . . . . . . . $2,325,000
Loans and Discounts . . $3,000,000 Bank Notes . . . . . . $ 300,000
Total . . . . . . . $3,665,000 Total . . . . . .. $3,665,000

The percentage of reserve against demand liabilities (formerly
only against deposits, but now against deposits and bank notes)
will be reduced from 23 to about 19. So long as these bank notes
remain in circulation, namely, in the tills of merchants and in the
pockets of the people, they make no demand on the bank’s cash.
The bank, in giving its notes to the borrowers, has in effect swapped
its non-interest-bearing demand promises to pay, that circulate as
money, for the factories’ interest-bearing time promises to pay,
that do not circulate as money. In this way, the bank lends its
credit and realizes its profit. Whether the bank’s own demand
promises to pay are in the form of its own bank notes or of deposits
obviously makes very little difference to the bank. If bank notes
to the amount of $200,000 should be deposited at the bank by
laborers receiving them, the bank-note item in the balance sheet
would be reduced to $200,000 and the deposit item would be in-
creased to $2,525,000; but neither the total demand liabilities nor
the cash reserve would be affected, and the reserve percentage
would, therefore, remain unchanged at about 19. Returning to
the balance sheet as given above, if another factory in the town
should need $200,000 for payroll purposes and should obtain them
by checking against its deposit account with the bank, deposits
would be reduced from $2,325,000 to $2,125,000 and bank notes
would be increased from $300,000 to $500,000, but the bank’s
total liabilities and its reserve percentage would rcmain entirely
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unchanged. 1t is only when bank notes outstanding and deposits
combined are raised or lowered in relation to the cash on hand,
that reserve percentages arc affected. The interchange of deposit
liabilities and note liabilities has no effect on the bank’s reserve
position.!

DEerosiT vs. BANK-NOTE CREDIT

Although these two forms of circulating bank credit are funda-
mentally the same from the bank’s point of view, they are different
in important particulars from the public point of view. Let a
stranger in any city try to make purchases with his cheeks and he
will soon recognize that a check, however good, is a very different
thing from a bank note. Or, let anyone compare a cheek with a
bank note in its uscfulness for buying a railroad ticket or in buying
stamps at the post office. The bank note in a sound and well-
organized banking system is accepted everywhere in the country
as money, without reference to the character or the credit of the
person who is paying it, even though the place of payment may he
thousands of miles away from the office of the issuing bank and
although the bank may be entirely unknown to the person recciving
the note. While this is not true in countries with defeetive bank-
note currency, it is normally true in advanced countries. The
check is accepted only when the recipient has confidence in the
character and credit of the person paying it. The receiver of the
bank note is likely to pass it on to someone else in purchasing goods
or paying for services, and so it often remains “away from home”
(namely, from the issuing bank)—sometimes very far from home—
for long periods of time, passing through the hands of many people
who know little or nothing of the standing of the issuing bank or,
perhaps, of any other bank. Such a bank note is money.

Bank notes and other forms of money, as contrasted with bank
deposits circulating through the instrumentality of checks, so-
called “deposit currenty,” are used much more extensively by the
poor than by the well-to-do. Ordinarily, a check makes one pay-
ment, is deposited by the recipient at his bank, and is then “kept
home” or “sent home ”” and canceled. Its life is of brief duration.
People expect to scrutinize checks when they are offered and, for
the purpose of protecting themselves, they usually deposit or cash

1 This illustration, it should be repeated, refers to a simple type of asset bank-note
currency, and the operations mentioned would not be possible in this form, under a
bank-note system of the type existing in the United States at the present time.
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the checks promptly, thus “sending them home.” It would be an
unendurable nuisance to trade if bank notes had to be treated in
the same way. Bank-note holders, furthermore, are not in so good a
position to protect themselves as are depositors. One selects a
bank in which to keep his account, presumably with some knowl-
edge of the character of its officers and of its financial standing.
When there are many banks of issue, as in the United States, he is
not in position to examine the financial standing of all the banks
whose bank notes are paid to him. In case of bank failure, the
deposit loss is likely to fall in the main on financially broader
shoulders than is the bank-note loss; although the average amount
of the loss per creditor is likely to be much larger for depositors
than for holders of bank notes. Because of these and other differ-
ences, from the public point of view, between deposits and bank
notes, the government usually throws special safeguards around
the issuance of bank notes as a means of protecting the public.

In many jurisdictions bank notes enjoy a prior lien on the assets
of the issuing bank so that, in case of bank failure, bank-note
holders must receive their pay in full before anything is paid to
depositors or stockholders. Special guarantee funds are sometimes
set aside for the protection of note holders in case of bank failures.
Legal reserve requirements often cxist against notes where they
do not exist against deposits; and, when they cxist for both, they
are sometimes higher for notes than for deposits. The pledging
with the government of some special form of asset, like the United
States bonds against national bank notes in this country, has been
a common device for the protection of note holders. In recent years
there has been a strong tendency to give a monopoly of the bank-
note issue privilege to central banks, which are closely identified
with the financial interests of the state, and whose quasi-public
character is recognized. This is now the situation in most of the
leading countries of the world.

THE BANK RESERVE

A very important element in bank credit is the bank reserve.
The term bank reserve in the United States is used loosely and in a
variety of meanings. We speak of “cash reserve,” ‘‘deposited
reserve,” ‘“legal reserve,” ‘“actual reserve” and “sccondary
reserve.”” In the strictest and narrowest sense of the term, al-
though not in the sense in which the term is most commonly used,
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a true bank reserve would consist solely of legal tender money
actually in the possession of the bank, for it is only in such money
that a bank may legally pay its creditors—depositors and note
holders—if they so insist. These obligations, moreover, for the
most part are demand obligations, and failure to meet them on
demand is an act of insolvency. All kinds of money in the United
States today are legal tender.

From the previous discussion of the balance sheet, the function
of the bank rcserve has been made evident. The term bank reserve,
therefore, as used in this chapter,! means the money which a bank
carries in its own vaults and tills for the purpose of meeting de-
mands upon it for cash on the part of its customers. Cash in reserve
does not directly yield the bank a profit and therefore, other things
equal, the larger the proportion of its assets a bank keeps in the
form of “idle” reserve, the less the profit it makes. The profit-
making motive, therefore, continually operates to drive reserves
down to the minimum. On the other hand, a bank is a credit
institution and its own reputation for strength and solvency is its
greatest assct. Anything that impairs that reputation drives away
customers and tends to reduce profits. The financial standing of a
bank in a community is easily weakened and, when once weakened,
can only slowly and with difficulty be restored. The failure of a
bank to meet the demands of its depositors and note holders (except
in times of legal moratoria) is an act of insolvency and, even if it is
only temporary, is a serious blow to a bank’s prestige. These con-
siderations compel banks to carry sufficient reserves to meet all
probable demands and, in addition, to afford a substantial margin
of safety. There is here a continual conflict of motives, immediate
profits on the one hand and safety, prestige and long-run profits
on the other hand.

Because experience has shown that many banks in their zeal for
immediate profit will reduce their rescrves to dangerously low
figures, thereby imperiling the funds entrusted to them and
threatening the country’s whole delicate credit structure, and
because the banks which do this are for a time dangerous competi-
tors of more conservative banks which are better protecting the
public interests, we have found it desirable in the United States,
as have people in some other countries, to impose by law legal
reserve minima. Such minima are enforced by the laws of the

1 The term will be employed in a broader sense later.
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Federal Government and also by the laws of most of our states.
They virtually say to the banks: “ Each bank must decide for itself
above a reasonable limit what percentage of reserve it needs. This
percentage will vary from bank to bank, according to the character
of its customers and the type of business it chiefly serves. For each
bank it will also vary from season to season, according to the
seasonal changes in the business needs of the community. But
there are limits beyond which no bank can safely go without
endangering the public interest, and the rules of the banking
game are that those limits shall not be passed, except perhaps
temporarily under emergency conditions and subject to certain
penaltics.” In Volume II the facts concerning legal reserves and
actual reserves in different classes of banks will be considered. We
are here concerned only with the broad general principles involved.
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CHAPTER 1V
THE QUANTITY THEORY OF MONEY

This chapter is a continuation of Chapter II, which dealt with
the law of demand and supply and the value of money, the further
discussion of which was of nccessity postponed until the reader
could be made familiar with the clementary functions of a bank
discussed in Chapter I11

In Chapter II a régime was assumed in which money was the
ouly medium of exchange. This, of course, was an assumption
contrary to fact for any modern society, and particularly so for
advanced countries where the great bulk of the business is per-
formed by means of credit instruments.

NEGOTIABLE CREDIT INSTRUMENTS

As regards their relationship to the price level, negotiable credit
instruments may be grouped under two heads: (1) instruments
of postponed payment, and (2) instrumnents payable in money on
demand.

Negotiable instruments of postponed payment, from the cco-
nomic point of view, do not pay for goods and services or liquidate
debts; rather, they express and carry debts. Typical examples of
this kind of credit instrument are promissory notes and time bills
of exchange. A, for example, buys merchandise of B, and gives
him a promissory note payable in 90 days. B holds the note until
maturity, when A pays the amount by cash or by check. The
note in such a case, from the economic point of view, is not a
means of payment but an instrument for postponing payment.
The means of payment is the cash or check by which the final
settlement is made. Since instruments of postponed payment
do not call for payment until a future date, they necessarily
involve an element of interest, whether they call for interest
on their face or not, because in either case the present value
of the instrument is the amount due at maturity discounted at
the current rate of interest for the period the instrument has
yet to run.

48
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“Interest-bearing documents,” said Jevons, “ . . . are held in as large
quantities as possible, because the longer they are held the more intcrest
acerues. . . . They may be bought and sold for money, but are not
money themselves. They rather necessitate than replace the use of

money. . . .’}

Negotiable instruments of postponed payment are, thercfore,
best considered as commodities to be bought and sold, and not
as media of exchange. Their prices are elements in the gencral price
level, and vary inversely with market interest and discount rates.?

The sccond class of credit instruments, namely, negotiable in-
struments payable in money on demand, is the class with which
we are especially concerned here. Such instruments consist prin-
cipally of checks, drafts and sight bills of exchange. Their char-
acters for the purpose at hand are essentially the same. A draft
may be looked upon as a check drawn by one bank upon another,
and a sight bill of exchange as a check drawn by one individual or
corporation upon another, other than a bank. For convenience
they will all be included under the term checks.

INFLUENCE oF CREDIT UPON THE PrickE LEVEL

A person can buy goods to the extent of his money and credit
combined, and a sound credit demand for goods is just as cffective
in determining their value as is a like money demand. The state-
ment of John Stuart Mill is apropos.

“The amount of purchasing power which a person can exercise is com-
posed of all the money in his possession or due to him, and of all his
credit. For exercising the whole of this power he finds a sufficient motive
only under peculiar circumstances; hut he always possesses it; and the
portion of it which he at any time does exercise, is the measure of the
effect which he produces on price. . . . Credit . . . has exactly the
same purchasing power with money; and as money tells upon prices not
simply in proportion to its amount, but to its amount multiplied by the
number of times it changes hands, so also does credit; and credit trans-
ferable from hand to hand is in that proportion more potent, than credit
which only performs one purchase.” *

On the other hand, every exchange performed by means of
checks represents an economy in the use of money, and by lessening

1 Money and the Mechanism of Exchange, pp. 240-241.

2 1f, for example, the market rate of discount is 6 per cent, the discounted price
of a 90-day note for $1,000 is $985; if the rate is 4 per cent, the discounted price is
$990.

3 Principles of Political Economy, Vol. I1, pp. 66, 75.
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the demand for money affects the money side of the equation,

P= MTI—, The demand for commodities expressed in the use of

checks and the economy effected in the use of money are, other
things equal, proportionate to the amount of the checks multiplied
by the rapidity of their respective circulations.!

CoNVERTIBLE PAPER MONEY

The influence of checks upon prices is not essentially different
from the influence of convertible government notes or bank notes.
Let us assume, for example, a country with a given amount of
business, a given price level, a given rate of monetary circulation,
and a circulating medium consisting of $2,500,000,000 of gold coin.
Suppose that the government should withdraw from circulation
$500,000,000 of this gold coin and make of it a gold reserve against
which it should issue $1,500,000,000 of government notes, similar,
for example, to the Dominion notes of Canada or to the United
States “greenbacks.” The notes would be secured by the reserve
fund and by the government’s credit. The monetary circulation
would be suddenly increased by one billion dollars. If the public
had confidence in the government and in the business situation,
the notes would circulate freely, prices would rise, exchange would
turn against the country, and, business remaining otherwise un-
changed, an amount of gold somewhat less than $1,000,000,000
would be exported from the country and go into the arts, yielding
in return an equivalent amount in foreign commodities and domes-
tic gold products. This return would be a net gain to the com-
munity. The billion and a half dollars of government notes would
circulate cxactly on a par with the gold coins, and, in being ex-
changed against commodities, would affect their prices in the same
way that the gold coins would. The effect of such an issue of cir-
culating notes upon prices would evidently be no different if it
were a banking institution instead of the government that estab-
lished the reserve and issued the notes. Nor would the reason
for the existence of the bank’s credit any morc than that for the

1 This statement requires one qualification: there are some check transfers, as for
example, the cashing of checks and many transfers between banks and between
banks and clearing houses, which do not affect the exchange of commodities, but
rather owe their existence to the credit mechanism of exchange itself, of which they
are part. Such checks should not be included in any statement of the equation of
exchange.
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existence of the government’s credit affect the principle. The
important consideration in either case would be, that the public
had confidence that the institution, whether government or bank,
which issued the notes, always could and always would maintain
their parity with gold. Furthermore, the effect upon prices would
be no different if the bank, instead of issuing notes against this
$500,000,000 gold reserve, should hold the gold as a reserve against
deposits, which in turn should give rise to a deposit currency or
check circulation equivalent to that represented by the circulation
of the government notes or the bank notes in the previous
illustrations.

TrE EQUATION OF ExCHANGE EXTENDED TO INCLUDE DEPOSIT
CURRENCY

If we designate the average price of all economic goods ex-
changed for money and checks by the symbol P (using the concept
of average price described on page 32), if we designate the volume
of checks paid for goods and services by C, and the average rate
of turnover of the checks so paid (weighted according to their re-
spective amounts) by E, if we designate the number of units of
goods sold by T, and if we use the terms M and V in the senses
previously described (pp. 32 and 33), the price equation, with the
use of checks assumed, would stand as follows:

MV +CE.
T

Most checks make only one purchase and then die. The payee
of a check rarely passes another person’s check on to a third party
in the purchase of goods. Almost always he deposits daily the
checks he receives, and makes his payments with his own checks.
The percentage of checks drawn that are endorsed by the payee
and paid to a third party for purchases is so small as to be negli-
gible. We may, therefore, safcly assume that the rate of check
turnover, E, is unity, which would transform the price equation
to the form:

P=

_MV+C

P="7

The check is the medium through which a bank deposit circu-
lates, and, in recognition of this fact, check circulation is usually
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called “deposit currency.” The cfficiency of bank deposits as
media of exchange, like the cfficiency of money, must be inter-
preted in terms of their rate or velocity of turnover. A merchant,
depositing daily in his deposit account his money and check re-
ccipts, would have a deposit turnover of twelve times a year if
his daily eredit balance should average $5,000 and his total pay-
ments by checks drawn against the account for goods and services
for the ycar should be $60,000. Iere we have the concept of ¢ the
rate of turnover of bank deposits” or of “bank deposit velocity.”
If, in the country as a whole, for a given year the average amount
of individual and government deposits subjecet to cheek, which
we shall designate by D, should be $20 billion, and if the volume
of cheeks, €, drawn against these deposits and paid out for goods,
should be $600 billion, the rate of deposit turnover (which we
shall designate by R) would obviously be 30. This rate of deposit
turnover is larger in years of active business than in years of slack
business, it is larger when business confidence 1s high than when
it is low, it is larger in times of liquid credit than in times of so-
called “frozen credit,” it is larger when the value of the monetary
unit is rapidly depreciating than when it is stable or appreciating,
it is usually many times larger in speculative centers, like the Wall
Street district of New York City, than in commercial and manu-
facturing cities, and is much larger in cities of the latter classes
than in agricultural communitics.

The following tables show the average annual rate of deposit
turnover as computed by the Federal Reserve authorities for:
(1) u large group of Amecrican cities exclusive of New York City
and (2) New York City: !

AVERAGE ANNUAL RATE oF TURNOVER OR VELOCITY OF BANK DEPOSITS

140 CenTers (OutsipE oF NEW York Crry)

Years Average
1919 N 34.4
1920 ..., ... .35.8
1921 e e e e .31.4
1922 .. . . . 308
1923 [ 32.4
1924 e e 31.5
1925 . .. . 327
1926 . eee. ... 339
1927 e v .. ... 350
1928 ...l 37.9

! (‘ompare chart, infra, p. 113.



THE QUANTITY THEORY OF MONEY 53

AVERAGE ANNUAL RATE oF TURNOVER OR VELOCITY OF
Bank Derosits—Continued

140 Centers (OutsipE oF NEw York CrTy)

Years Average
1929, ... .ooiiii et 41.6
1930. . ..o 34.9
1931 ... 28.8
1932 ... ... 25.4
1933¢ Ll 24.9
1934, . .o 22.7
New York Crry
Years Average
1919 . .. ...l .54.3
1920 .. .. P 52.4
1921, . ... ...l L 50.2
1922 .. ... ..., . 55.0
1923 e e ee.....56.3
1924 e . . . 55.0
1925 e e e e 617
1926 .. R T
1927 e .. 7L9
1928 . ... 93.5
1929 ... 1119
1930 . . .... . . . 095
1931 . 46.2
1932 - 1 38 §
1933 e e el 2303
1934 .. ...l 27.8

aSince * the bank hohiday ' of early March, 1933, the figures cover only 130 cities.

From the above explanation it will be seen that the C (of the
formula as given on page 51) is equal to DR, so that in its finally
revised form the formula would read:

MV +DR

P=="7

RELATIONSHIP BETWEEN VOLUME OF MONEY IN CIRCULATION
AND DErosITs

What relationship, if any, exists between D and M, namely,
between bank deposits subject to check and the amount of money
in circulation (exclusive of that held in bank reserves against
checking deposits)? More particularly, is there any reason to be-
lieve that, as a broad general proposition and under normal con-
ditions, D tends to be a function of M, increasing as M increases
and decreasing as M decreases? To this latter question an affirma-
tive answer may be given, both on theoretical grounds and on the
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evidence of statistical studies that have been made by the writer,
by Irving Fisher and by others.!

Two facts tend to give deposits a more or less fixed ratio to
money in circulation. They are: (1) the fact that the conveniences
and customs of the public in a given state of banking development
and banking law tend to the maintenance of a constant proportion
between the amount of money in active circulation and the amount
in bank reserves; and (2) the fact that, under like conditions, the
interests of bankers tend to cause them to maintain under given
economic conditions fairly constant ratios of cash reserves to
deposit liabilities.

Let us consider briefly each of these tendencies. The first tend-
ency has been well stated by Irving Fisher: ?

“ . . . individuals, firms, and corporations preserve more or less definite
ratios between their cash transactions and their check transactions, and
also between their money and deposit hbalances. These ratios are deter-
mined by motives of individual convenience and habit. In general,
business firms use money for wage payments, and for small miscellaneous
transactions included under the term ‘petty cash’; while for settlements
with each other they usually prefer checks. These preferences are so
strong that we could not imagine them overridden except temporarily
and to a small degree. A business firm would hardly pay car fares with
checks and liquidate its large liabilities with cash. Each person strikes
an equilibrium between his use of the two methods of payment, and
does not greatly disturb it except for short periods of time. He keeps his
stock of money or his bank balance in constant adjustment to the pay-
ments he makes in money or by check. Whenever his stock of money
becomes relatively small and his bank balance relatively large, he cashes
a check. In the opposite event, he deposits cash. In this way he is
constantly converting one of the two media of exchange into the other.
A private individual usually feeds his purse from his bank account; a
retail commercial firm usually feeds its bank account from its till. The
bank acts as intermediary for both. . . .

“There is, then, a relation of convenience and custom between check
and cash circulation, and a more or less stable ratio between the deposit
balance of the average man or corporation and the stock of money kept
in pocket or till. . . . If that ratio is disturbed temporarily, there will
come into play a tendency to restore it. Individuals will deposit surplus
cash, or they will cash surplus deposits.”

1 Cf., Kemmerer, E. W., Money and Prices, pp. 139-149; and Fisher, Irving, The
Purchasing Power of Money, Chap. XII.
2 The Purchasing Power of Money, pp. 50-52.
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RevLaTIONSHIP OF BANK REsSERVES TO VOLUME ofF DEPOSITS

Next, let us consider the tendency for the maintenance of a
more or less constant percentage of bank reserves to deposits. A
bank, we have found, is a concern the principal business of which
is to lend its credit. Its profits come largely from the fact that,
in any particular period of time, it is called upon to pay only a
small proportion of its deposit obligations, and that it can, there-
fore, lend out at interest a large part of the funds entrusted to it
by depositors. The right to receive money from the bank on
demand, and the privilege of transferring that right to others by
means of checks, are, for most purposes, as valuable to the de-
positor as the possession of actual money. Inasmuch as money
lent out yiclds the bank interest, while money in the tills (and
reserve moncey deposited in the eentral bank or banks) does not,
the bank’s cash reserve and its non-interest-bearing deposited
reserve tend to be reduced, by the desire for profits, to the lowest
point consistent. with safety. The percentage of reserve which a
bank needs to hold against its deposits varies with the bank’s
location, character and the sizes of its individual deposits, its
reputation, the general financial condition of the community it
serves, the state of business confidence at the time and the reserve
requirements, if any, imposed by law. It also varies from scason
to season according to the seasonal fluctuations in the production
and trade of the community the bank serves. But a bank must at
all times maintain a sufficient reserve to meet all probable de-
mands. A considerable margin of safety, morcover, is desirable;
for failure promptly to meet its obligations means either a damaged
reputation or bankruptey. The result is that banks find it to their
advantage to maintain reserves well in excess of the net amounts
they are actually likely to be called upon to pay out. These re-
serves are the necessary conditions to the billions of dollars of
check transactions that take place daily. The amount of money
continually tied up in bank reserves for the support of bank de-
posits is withdrawn from the community’s active circulating media,
and accordingly lessens the supply of money available for cash
transactions to the extent of the amount so withdrawn multiplied
by what would have been its rate of turnover were it in actual
circulation. These bank reserves, or cash balances, are important
stones in the foundation upon which ou
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deposit currency is built. Deposits and checks represent the right
to demand money and must be paid in money if the payee so de-
sires. Deposit currency may render money five, ten or a hundred
times more efficient, and in doing so may greatly change the value
of the moncy unit; but the fact still remains true, that prices,
however high or low they may be, are the value of commodities
in terms of the value of this money unit.

Each banker finds from experience what percentage of reserves
to deposits it is advisable for him to maintain; and, within the
legal reserve limits, if any are imposed, he attempts to order his
business so that his reserve shall not depart far, for any consider-
able time, from this most desirable proportion. If it tends to exceed
this proportion, he will, in his desire for profits, reduce his per-
centage reserve by increasing his loans and buying more securities.
If, on the other hand, the percentage of reserve tends to fall below
this most desirable proportion, the banker, in the interest of safety,
will increase his reserve percentages by curtailing or calling in
loans, by rediscounting paper or by selling securities. Experience
has shown, however, that this process of adjustment often takes
place very slowly, particularly in times of great business depression.

As a result of these forces every bank arrives at what it con-
siders a fairly normal percentage of reserves to deposits—a norm
that will be higher in some seasons of the ycar than in others—
and the average of these individual bank normal reserve percent-
ages (weighted according to the respective amounts of money in
the different reserves) would give the normal percentage of reserve
for the country at any time. In the absence of changes in the
banking laws of the country, or of banking practices, or in the
relative use of checks and cash as media of exchange, or of business
confidence, this normal percentage, with due allowance for seasonal
changes, would tend to persist, regardless of changes from year to
year in the amount of money in the country or changes in the
physical volume of trade.

To use the language of the formula, an increase in M would,
other things equal, tend to result in a proportionate increase in
the amount of bank reserves; while an increase in the amount of
bank reserves, since the percentage of reserves to deposits would
tend to persist, would tend to cause a proportionate increase in
D through bank loan expansion. If, for example, we suippose M
to be doubled, then D would also tend to be doubled and the
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doubling of M and D would be accompanied by a doubling of P;
provided, of course, that the factors V, K and T remained un-
changed. The opposite would take place if M were cut in half.
There is no reason why a change in M or D should result in en~
during changes in V, R or T. Except for short transitional periods—
a subject to be discussed later (p. 58)—these latter factors are
independent variables.

AssumpTiONS UNDERLYING QUANTITY THEORY

Static conditions, like those assumed above, are, of course, never
realized in the business world. Changes in banking laws from
time to time may result in great changes in normal reserve per-
centages, as did the banking legislation in the United States which
created and developed the Federal Reserve system in 1914 and
the years immediately following. Important changes in banking
organization, in the character of bank assets, in the average size
of banks and in the attitude of the public toward the use of bank
checks and cash would, of course, change the normal average per-
centages of reserves to deposit liabilitics. Like any natural law,
the quantity theory of moncy which we are here stating merely
tells what will happen under certain assumed conditions. It is a
statement of a fundamental principle that works under complex
and widely varying cconomic conditions. To the extent that con-
ditions are different from those assumed, allowance must be made
in applying the theory. To the student of money it provides a
useful brief formulation of the fundamental factors that directly
determine the general price level.

In the proviso, “other things being equal,” which must be so
strongly emphasized in every statement of the quantity theory,
two factors demand special emphasis. One is business confidence
in general, and the other is the public’s confidence in the country’s
money itself. These two factors will be considered briefly.

BusinEss CONFIDENCE

‘When business confidence is high, a bank can safely get along
with smaller percentage reserve than when it is low. There is
little danger of “runs’’ on the bank at such times, and cash with-
drawals are relatively small. Business is profitable and deposit
receipts continually tend to exceed withdrawals. Under such condi-
tions, the banks are encouraged to extend their loans and reduce
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their reserve percentages. When, on the other hand, business
confidence is low and the public are pessimistic as to the immediate
economic future, banks find it desirable to increase their percent-
age reserves as a measure of safety. They requirc more and better
collateral for loans and in other respects are more exacting in mak-
ing advances. The business public, moreover, fearing continued
depression, are reluctant to undertake new ventures, extend their
capital equipment or accumulate supplies for the future. The
business and banking philosophy of the time is to play safe and do
little. Funds are piled up in the bank because there is nothing else
to do with them. There is a high correlation between movements
in business confidence and movements in the ratio of deposit
currency to bank reserves.! Furthermore, in times of great pros-
perity and in times of economic stress and strain during which
there are pronounced movements in business confidence, there is a
strong correlation between the movements of business confidence
and of bank deposit velocities.? These velocities and business
confidence, for example, were both very high during the boom
years 1928 and 1929, and very low during the depression years
1930-1935. It is to a large extent through such influences of varia-
tions in business confidence upon reserve ratios and, probably
more importantly, upon deposit currency velocities, that the varia-
tions in the relative supply of the circulating media are caused
which explain the cyclical fluctuations in the general price level
with which the student of the business eycle is primarily concerned.

A moderate rise in the price level often stimulates business
confidence itself and this in turn may increcase temporarily the
rates of money and deposit turnover (V and R) and the supply of
goods sold (7). It was such a temporary stimulus that David
Hume apparently had in mind when he said in his Essays, Moral,
Political and Literary (published in 1742):

“Accordingly we find that, in every kingdom into which money
begins to flow in greatef abundance than formerly, everything takes a
new phase: labor and industry gain life; the merchant becomes more
enterprising, the manufacturer more diligent and skillful, and even the
farmer follows his plough with greater alacrity and attendance.”

1Cf., Kemmerer, E. W., Money and Prices, pp. 121-126, 144-145; Persons,
W. M., “Quantity Theory as Tested by Kemmerer,”” Quarterly Journal of Eco-
nomzics, February, 1908, p. 287; and Fisher, Irving, The Purchasing Power of Money,
pp. 276-279, 430-432. .

2 Supra, p. 35, and Kemmerer, E. W, “Controlled Inflation,” American Eco-
nomic Review, Supplement, March, 1934, pp. 90-100.
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PusrLic CONFIDENCE IN MONEY

The second factor for which allowance must be made under the
“ other things equal’ in interpreting and applying the equation of
exchange is the variations in the public’s confidence in the money
itself or in the public’s expectations concerning the future value of
the money. These variations find expression chiefly through
changes in the various factors in the right-hand side of the price
equation. The fundamental fact here is that, with money as with
any other commodity, people quickly drop things that they believe
are going to depreciate and cling to things which they believe are
going to appreciate. The point may be made clear by a few illus-
trations.

ProspeEcTs OF CONVERTIBILITY

Assume that the money of a country consists entirely of govern-
ment paper notes like our greenbacks of the years 1862-1878.!
Assume that these notes were originally convertible into gold on
demand, but that convertibility was discontinued some years ago
and that the notes are now circulating at a value of 65 cents’ worth
of gold to the dollar, that there are no prospects at the moment for
a resumption of gold payments, and that this 65-cent gold value is
entirely the resultant of the interplay of the forces of monetary
demand and monetary supply. Assume that the government of
the country is a strong one with a well-balanced budget, and en-
joying the confidence of the public. Assume further that this
government’s credit is such that it can borrow very substantial
sums of money in the domestic market at 5 per cent.

Now change the situation in one respect. Have the government
suddenly announce to the public that five ycars from the date of
the announcement it will resume gold payments at par and that,
in the interim, it will not increase the amount of money in circula-
tion. Assume that the public believe that this announcement will
be carried out.

On the above assumptions every dollar of paper money, in
addition to being paper money, becomes a promissory note to pay
one dollar gold, without interest, five years from date; and every
day that passes after that announcement, the date of maturity
comes one day nearer. Inasmuch as by hypothesis these notes are
the only money in the country, if the demand for moncy increases

1 Cf., infra, Chapter XIII.
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while the supply remains constant, the value of the paper dollar
will rise toward gold parity, under the force of the monetary
demand.! This promise of redemption five years hence, however,
has placed a lower limit to a paper dollar’s gold value, a limit
below which it cannot go appreciably at any time during these five
years, and that limit is the present value of the right to draw a
gold dollar on the date when gold payments will be resumed,
computed at the current market rate of interest, which we have
assumed to be 5 per cent. The present value of such a right to draw
a gold dollar in the future is:

Cents GoLp

5 years hence 78.1
4 “ 82.3
3 “ 86.4
2 ‘" " 90-7
1 year 95.2

The notes would be worth these values in gold as an investment
at the current rate of interest, and, if as money the notes should
fall below these present discounted values, they would yield more
than the current rate of return on other equally safe investments
to anyone withdrawing them from circulation and holding them
to the date when gold payments would be made. Whenever the
gold values of the notes as money fell below these investment
values, quantities of the notes would be withdrawn from circulation
and held as investments. This would reduce the M of the equation
and, as a consequence, tend to reduce P, or, in other words, to
raise the money value of the paper dollar up to the investment
value; but, it should be noted that this increase in the money value
of the dollar would be effected only through a reduction in M or
(if one prefers to consider hoarded money as money in circulation
with a zero rate of turnover) by a reduction in V, in harmony
with the principle of the quantity theory.

A Fricar FrRoM MONEY

Let us now view the subject from the standpoint of an antici-
pated depreciation in the value of the monetary unit. Anything
that causes the public to believe that the value of money is going
to fall rapidly, or, in other words, that prices are going to rise sub-

1 Supra, pp. 26-29.
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stantially for a considerable period of time, tends to increase the
rate of money and deposit turnover (V and R). If you belicve that
the value of money is going down rapidly in terms of goods, or,
stated otherwise, that the prices of goods are going up rapidly, it
is good policy ““to drop your goods and hang on to your money and
bank deposits.”

In Mexico in 1916, when the so-called Vera Cruz and Constitu-
tional Army paper money was depreciating rapidly and when the
Government was discriminating against the notes of the larger
denominations, but was forcing merchants to take the money
under heavy penalties for refusal, there was a mad rush to get rid
of this money quickly. Holders of the notes rushed to the stores to
buy with them anything they could, without much regard to
prices. Merchants, however, who charged unduly high prices, were
subject to heavy penaltics. Stories were told in Mexico City of
people crowding the stores and waiting on themselves. In one
store it was reported people took shoes in boxes from the shelves,
paying the prices named with little or no regard to the sizes of the
shoes or to the kinds—men’s, women'’s or children’s. Merchants,
on the other hand, cut down their clerical force during these days
and clerks who remained on duty in numerous casecs were instructed
to waste all the time they could in waiting on customers.

Similar situations cxisted in many European countries during
the period of rapid currency depreciation after the World War.
Pcople in Germany, Austria and Russia rushed to the shops to
spend their money as rapidly as possible to prevent its value from
fading away in their hands, for often in the short period of a few
hours prices rose by large percentages. At this time velocities of
money and of bank deposits were very high and were rapidly
increasing.

A pertinent illustration of the principle is the experience of Ger-
many with the paper mark in the latter part of 1923, at the time of
the introduction of the rentenmark, as described by Karl Helf-
ferich.! Before the depreciated notes of the Reichsbank were
stabilized at the rate of a trillion to one by the establishment of the
Rentenbank,? the public were losing confidence in the notes so
rapidly that the rate of monetary turnover increased enormously,
with the result that the gold value of the notes depreciated much

1 Statist (London), February 2, March 1 and March 8, 1924.
2 Infra, pp. 315 and 316.
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more rapidly than the rate of increase in the money supply and,
in conscquence, the gold value of the total amount of money in
circulation dropped precipitously. When confidence in the cur-
rency was restored by the establishment of the Rentenbank, the
abnormal and overstimulated rate of monetary turnover de-
clined, with the result that there was not nearly enough money in
circulation at the new and lower rate of turnover to maintain
current business at the cxisting price level, so that a substantial
increase in the amount of money in circulation was required to
prevent a great fall in prices. Speaking of this experience, Helf-
ferich said:
“Therefore it appears that in the first quarter of the stabilization of the
German standard, the circulation of money rose from 450 million to
about 2,350 million of gold marks—a five-fold increase—whereas the
circulation of money combined with the giro credit at the Reichsbank
rose from 670 million to 3,050 million gold marks—a 414-fold increase.
The stabilization of the GGerman standard therefore was not brought
about by a contraction of the money in circulation; on the contrary the
stabilization process was accompanied by an enormous increase in the
monetary circulation.”

It should be added that the stabilization was accompanied by
an enormous reduction in the rate of the monetary turnover,
which, according to the principle of the quantity theory, was
equivalent to a reduction in the monetary supply. In other words,
a great reduction in ¥V and D of the formula caused by a return of
confidence in the money had to be compensated by an increase in
M and D in order to prevent a fall in P. Always, therefore, in the
interpretation of the quantity theory as expressed in the equation
of exchange, and in the application of the equation to monctary
problems, the two forces, business confidence in general and the
public’s confidence in its money in particular, must be taken into
account.

THE INTEREST RATE AND THE PRICE LEVEL

An influence that affects directly every factor on the right side
of the quantity theory formula and which is in turn directly
affected by all the factors of the formula is the interest rate. This
influence of variations in the interest rate upon the factors that
determine the price level is one whose importance is only recently
becoming adequately appreciated by economists, and one which
offers a fruitful field for future studies.
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The bank-note element in M of the formula and the factor D are
circulating media whose volume is to a large extent determined
by the volume of bank loans. They grow out of bank loans and,
in a high degree, consist of non-interest-bearing circulating bank
debits, which the banks have given in exchange for the interest-
bearing non-circulating debits of their customers. In a country
like the United States, in which probably over 90 per cent of the
media of exchange consists of bank deposits circulating through
checks and in which bank notes constitute the principal element
in the money circulation (31), the great influence of variations in
the interest and discount rates charged by banks upon the supply
of the circulating media is obvious.

‘When, as a result. of increasing bank reserves or for other reasons,
the interest and discount rates charged by banks decline, or, in
other words, the “rental price of short-time capital”’ to the banks’
customers becomes cheaper, borrowing is encouraged, bank-note
and deposit curreney tend to expand, the demands for capital
goods tend 1o inerease and an upward pressure is exerted on the
price level. A rising price level, in turn, tends to increase business
confidence and thereby to increase the velocities of M and D. It
also stimulates the physical volume of business, T, but more
slowly. The result is an upward tendency in prices (P).! In this
price advance wages and many fixed charges lag behind most
commodity prices—a fact that tends to increase profits, stimulate
the demand for capital and thereby raise interest rates.

Rising commodity prices are synonymous with a declining value
of the dollar, and this means that loans contracted during a period
of rising prices give promise of being paid in a less valuable dollar
than the one loaned. Depreciation of the dollar eats into interest,
and sometimes consumes it entirely. It may even devour part of
the principal, resulting in what is known as negative interest.?

1 Low and declining interest rates may continue for a considerable length of time
without actually causing a rise in commodity prices, as repeated experiences have
shown. If, for example, the low interest rates are a factor in an economic and
financial policy on the part of the Government which the business world considers
dangerous, this policy may depress business confidence and thereby greatly reduce
the velocities of circulation of both money and deposits (V and R). This reduction
may more than compensate the expansion of M and D that was caused by the low
and declining interest rates. This subject will be considered more fully in the final
chapter of Volume II, with particular reference to American experience during the
economic depression beginning in 1929. Cf., Kemmerer, E. W., “Controlled Infla-
tion,”” American Economic Review, Supplement, March, 1934; and * Federal Reserve
Policy,” ibid., March, 1933, pp. 132-134.

2 Cf., Fisher, Irving, The Theory of Interest, pp. 40-44, and 493 and 494.
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Under such conditions and prospects borrowers become increas-
ingly urgent in their demands for loans, and lenders increasingly
reluctant to lend, with the result that the rate of interest required
to equilibrate supply and demand rises.

Rising intercst rates tend to have cxactly the opposite effects on
the factors in the quantity theory formula which declining interest
rates have. They tend to contract bank loans and thereby M and
D. They thus tend to depress P and thercby to weaken business
confidence, which in turn reduces the velocities, ¥V and R, with
consequent further declines in P.

While declining interest rates are a force exerted in the direction
of checking a fall in commodity prices and causing a rise, and while
rising interest rates, per contra, are a foree exerted in the direction
of checking a rise in commodity prices and causing a fall, there
are numerous other forces both economic and political always at
work, and what actually happens is the resultant of all of the
forces.

As a matter of recent historical experience, the movements of
commodity prices and of interest rates have frequently shown a
considerable direct correlation. For this the outstanding cause is
probably the facts that high business confidence stimulates the
velocities of M and D and thereby pushes up prices, while rising
prices stimulate the demand for capital and push up interest rates.
On the other hand, low business confidence reduces the velocities
and thercby depresses prices. Deelining prices, in turn, weaken
the demand for capital and depress interest rates.

With the background of this discussion of the relationship of
variations in confidence and in interest rates to the price level,
we are now prepared for a final statement of the quantity theory.

QuaNTITY THEORY RESTATED

Other things equal and business confidence and public confi-
dence in the country’s money remaining the same, an increase in
the quantity of money in circulation will result in a proportionate
increase in bank rescrves; and an increasc in bank reserves will
result in a proportionate increase in bank deposits. A decline in
the quantity of money in circulation will have the opposite effect.
The D of the formula is, therefore, a function of M, and, other
things equal, tends to increase and decrease as M increases and
decrcases and in the same proportion. This being true, the quan-
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tity theory of money, in spite of all the complexities of the modern
credit régime, still holds true as a gencral principle.

Changes in the quantity of money in circulation require time
to work out their influence on the price level, the principal buffers
being V and K. Of course, the “lag” is very different for different
classes of prices and for the prices of different commoditics. Whole-
sale prices normally respond more quickly than retail prices and
retail prices more quickly than wages. Moreover, among the
commodities of each group there are widely different degrees of
lag. Prices that are regulated by government, like those for rail-
way freight and passenger services, or for gas, water, clectricity,
strect car fares and the like, are often the last to respond to en-
during alterations in the relative money supply. The effect of
temporary alterations in the monetary supply is often limited
almost entirely to a few kinds of commodities which at the particu-
lar time happen to be the most sensitive. Like a pebble dropped
into a lake, the ripples it causes are impereeptible beyond a very
responsive and closely adjacent area.

The question of the relationship of money and credit instru-
ments to the price level has been a controversial one in the United
States for scveral generations. It cannot be said today that there
is general agreement among the majority of American cconomists
as regards the details of this problem. There are economists of
high standard in America who lean strongly towards the bullionist
school, as, for example, the late Professor James Laurence Laugh-
lin.! There are others, like Dr. B. M. Anderson, Jr., who accept a
so-called “social value theory” and see no truth whatever in the
main contention of the advocates of the quantity theory. There
are others who look upon the quantity theory formula as true,
but as merely a mechanical statement of a self-evident fact and
therefore of little use. And there are still others who believe that
the direction of causation is usually from the left-hand side of

the formula to the right; namely, from prices (P) to the relative

monctary and circulating credit supply <Aﬂ—;*—D£), and not in

the opposite direction as here maintained. Readers interested in

1 Briefly stated, the members of the bullionist school believe that the value of the
dollar is determined fundamentally by the value of the bullion content of the com-
modity money dollar, and that when a country’s money is not convertible on de-
mand in commodity money or bullion, its value depends upon and varies with the
prospects of such convertibility in the future.
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this controversy should read the references given in the bibliog-
raphy at the end of this chapter.

Despite much disagreement on the subject and many minor
variations in the form of expressing the quantity theory, I think
it can be said, without fear of successful contradiction, that a
large majority of scientific economists, both in the United States
and abroad, who have worked intensively in the field of mone-
tary theory, accept some form of the quantity theory of money;
although most economists belicve that the problem of the rela-
tionship between money, credit and prices is one that demands
much further study. On this subject, doubtless, the last word has
not yet been said.

We are now prepared to consider the principal types of mone-
tary standards, and this task will occupy the next three chapters
and Chapter IX. First, we will consider the Monometallic
Standard.
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CHAPTER V
THE MONOMETALLIC STANDARD

MONOMETALLISM DEFINED

Under a monometallic standard the unit of value consists of
the value of a fixed quantity of some one metal, in modern times
usually gold or silver. The metal constituting the unit is the stand-
ard metal, and all kinds of moncy are assimilated in value to the
standard unit. Their denominations are expressed in terms of
multiples or fractions of this unit.

The monetary unit in the United States, for example, prior to
the breakdown of the gold standard in early March, 1933, was a
gold dollar containing 23.22 grains of pure gold combined with
2.58 grains of copper alloy to give it proper wearing qualities when
comed. The gold monetary unit, therefore, had a gross weight of
25.8 grains and a millesimal fineness of .900. Prior to 1893 India
was on the silver standard, and her monetary unit, the rupee,
consisted of 165 grains of pure silver combined with 15 grains of
copper alloy. In the United States, under the gold standard, all
the different kinds of money (paper money, silver, nickel and
copper coins) were kept at a parity with the gold dollar, and a
dollar of any kind of money was cquivalent to a dollar of gold.
Likewise, in India prior to 1893, all the different kinds of money
(rupee notes, fractional silver coins and copper coins) were kept
at a parity with the silver rupee.

While, historically speaking, the world has had a much longer
experience with silver monometallism than with gold monometal-
lism—the English currency of 1821 having been the first national
currency in the world to be both legally and actually on a gold
monometallic basis—silver monometallism is no longer of any
importance in the world, the only two strictly silver standard
countries remaining being Ethiopia and the British colony of
Hong Kong. Except for China, moreover, which at least technically
gave it up in 1934, the silver standard has been of comparatively
little importance in the world since the latter part of the nine-
teenth century. The principles of monometallism may, therefore,
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best be explained and illustrated by reference to the gold standard.
The reader should bear in mind, however, that the same funda-
mental principles apply also to silver monometallism.

There are a number of varieties of gold monometallism, the
principal of which will be deseribed later, but the automatic gold
coin standard is the form of gold monometallism best adapted as
a starting point in an explanation of fundamental principles.
This, with minor qualifications, is the form of the gold standard
used in the United States, Fngland, France, Germany and many
other countries prior to the World War. In most of its essentials,
moreover, it was the monetary standard of the United States
from the end of the War until March 3, 1933.

THe GorLp COIN STANDARD

Under the gold coin standard, the unit of value is the value of a
fixed quantity of gold in a free gold market, and this gold is coined,
without appreciable coinage charge, into money which arculates
freely. For example, in the United States in 1932 the unit of value
was the gold dollar, consisting of 25.8 grains of gold, .900 fine.
This dollar was coined in gold pieces of the denominations of
$2.50, $5, $10 and $20. Gold picces representing a single unit or
dollar were coined from 1849 to 1889, but after the latter date
none were coined, except a few memorial picees. There was no
brassage charge for the process of converting standard gold bullion
(i.e., bullion .900 fine) into gold coin.!

Our mint and assay offices made charges to depositors of gold
bullion sufficient to cover such costs as those for melting, refining
and alloy.? Anyone could take standard gold bullion to any Ameri-
can mint and have it coined into gold coin, and receive for his
bullion the full amount of the coin into which it was coined (less
the above-mentioned charges) ; in other 'words, he could get, $18.60
of gold coin for each ounce of standard gold bullion he brought to
the mint. This was the equivalent of $20.67 for each ounce of
fine gold. Holders of gold bullion could have it converted into
gold coins or exchanged for gold coins or their equivalent in gold
certificates at the rate of $18.60 an ounce of standard gold at any
of the ten mint-service institutions operating in the United States.
Furthermore, owners of standard gold bars could sell them at

1 There was a small charge of /5 of 1 per cent for a time prior to January 14, 1873.
? Revised Statutes of the United States, Section 3524.
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practical gold parity for Federal Reserve notes at any of our
twelve Federal Reserve banks.

There were in the United States no restrictions or tariff duties
of any kind on the importation or exportation of gold.

Under such conditions gold coins in the United States could
not be worth appreciably more than the market value of the gold
bullion they contained. In other words, $18.60 in gold coin could
not be worth appreciably more than the market value of an ounce
of standard gold in the free markets of the world, because the
United States would give anyone gold coin in unlimited quantities
for standard gold bullion at this price, and gold bullion could be
freely imported and converted into United States gold coins.

It was cqually true that $18.60 of gold coins could not be worth
appreciably less in the American market than the market price
of an ounce of standard gold bullion in the international gold
market, because anyone having unworn gold coins in the United
States could melt them down and convert them into standard gold
bars, and could get an ounce of standard gold out of cach $18.60
worth of gold coin he melted down. These gold bars, or the gold
coins themselves, could be exported from the United States in un-
limited quantities and without any restrictions or tariff duties
whatsoever.

If gold bullion could always be converted into gold coin, and
gold coin into gold bullion, in unlimited quantities at this rate of
$18.60 for an ounce of standard gold, without appreciable expense,
and if both the coin and the bullion could be exported and im-
ported without restrictions, it is obvious that, in terms of market
value, an ounce of standard gold would always bhe practically the
same thing as $18.60. In other words, $18.60 of gold coin would
be a name for an ounce of standard gold with the Government’s
mint stamp upon it. Anything that affected the value of gold in
the world’s free gold markets would affect the value of every ounce
of gold in the United States and therefore of every dollar of
United States gold coin. If, as a result of new gold discoveries,
the supply of gold on the world’s market should increase greatly
relative to the demand for gold, the value of gold bullion in the
world’s markets would decline, and with it the value of all Ameri-
can gold coins; and, per conira, if the demand for gold in the world
for money, jewelry, plate, etc., should increase relative to the sup-
ply, the value of gold bullion in the world’s markets would rise,
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and with it the value of every American gold coin. But, whether
the value of gold rose or fell, an ounce of standard gold in the
United States was always cquivalent to $18.60, and an ounce of
pure gold always equivalent to $20.67. The value of gold in terms
of goods and services continually changes; but in a country that
is squarely on the gold standard, the price of gold never changes
to any appreciable extent. To say that the price of an ounce of
standard gold in the United States in 1932 was always $18.60 is
an identical proposition. It is like saying that a foot is always
twelve inches long.

Under the typical gold coin standard, just as the gold monetary
unit, say, the gold dollar or the sovereign, is always maintained
at a value practically equivalent to the value in a free market of
the gold bullion it contains, so, likewise, all the different kinds of
moncey in the country—namely, all kinds of paper money, silver
coins and minor coins of nickel and copper—are kept at a parity
with the gold monetary unit. Ten dollars of any kind of the na-
tion’s money, for example, is always maintained at a value equal
to ten dollars of any other kind of money.

Devices FOR MAINTAINING PARITY oF DIFFERENT KINDS
OF MONEY

For the maintenance of this parity four devices are commonly
used. They are:

(1) Limitation of the supply of fiduciary money. If any kind of
money is issued to excess relative to trade needs, it tends to de-
preciate in terms of other kinds of mouey; as, for example, the
famous Wood’s pennies in Ireland in the early part of the cight-
centh century,! and fractional silver coins in many parts of China
in recent years, coins which have been issued in such excessive
quantitics that it takes from twelve to thirteen ten-cent picces
to equal a silver dollar, Special provisions are often incorporated
in the monetary law to prevent excessive issues of fiduciary coins,
in addition to the provisions of law restricting the issues of bank
notes and government paper money. Examples of such provisions
arc: (a) a legal per capita limit, or a maximum total-amount limit
of such money that can be issued; (b) a provision that the amount
of such money in circulation can only be increased against the

1Dodd, A. F., History of Money in the British Empire and the United States,
p. 171,
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presentation to the government of an equivalent amount of gold;
(c) a legal requirement that the central bank shall accept such
money at par in unlimited amounts, sometimes coupled with the
stipulation that no increase in the circulation of such money
shall be made by the government without the approval of the
board of directors of the central bank.

(2) A second device used to maintain the parity of fiduciary
money is the simple one of making it interchangeable on demand
with gold at government or central bank offices. Thus, for ex-
ample, United States notes (greenbacks) and Federal Reserve notes
prior to March 3, 1933, were redeemable on demand in gold coin
at the United States Treasury in Washington.

(3) A third device is to make all such money acceptable in un-
limited quantitics in payment for {axes and other government
dues, so that, if it is issued to exeess, it quickly comes back to the
government. Provisions to this cffect are found in the monctary
laws of Chile and Peru.

(4) A fourth device is to make such money legal tender—
usually to a limited extent in any one payment—for private debts.

In the United States there was a general provision in the law
(Act of March 14, 1900, Scction 1), effective until the breakdown
of the gold standard in the spring of 1933, that “all forms of
money issued or coined by the United States shall be maintained
at a parity with this standard [gold dollar], and it shall be the duty
of the Secretary of the Treasury to maintain such parity.”

CHARACTERISTICS OF GoLp IN ITs RELATIONS TO THE
GoLDp STANDARD

Gold in its relation to a gold standard currency has three im-
portant characteristics, one of which, its fixed price, was explained
earlier in this chapter. The second is, that it has in the currency
system an unlimited market; and the third is, that the amount
produced tends to vary inversely as the general price level.

In a typical gold coin standard system, the mints offer to gold
producers and gold dealers a market, at a fixed price, for their en-
tire supply of gold, no matter how large it may be. Under our
former free coinage system, for example, in the United States, our
American mints were obligated to buy at the rate of $18.60 for
an ounce of standard gold (or $20.67 for an ounce of fine gold) all
the gold that was brought to them and this was true whether the
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amount were only a few thousand ounces, as it was for the ycar
1917, or over ten million ounces, as it was for the year 1904. Gold
in a gold standard country under a free coinage system and silver
in a silver standard country under a free coinage system are the
only instances we have in our modern, advanced communities of
an indefinitely continued, unlimited demand for a commodity at
a fixed price.

The third characteristic of gold in its relation to the gold stand-
ard is that the production of gold tends to vary, not with the “price
of gold,” as the production of other commoditics varies with their
prices, but with the prices of other commodities—namely, with the
general price level.

The value of gold is expressed in its purchasing power over
goods, that is, in the general price level. When the general price
level, expressed in terms of gold standard money, declines, say,
23.5 per cent, as il did approximately in the United States hetween
1929 and 1934, the value of gold increases about 31 per cent; in
other words, a dollar, or any other given weight of gold, say, an
ounce or a gram, buys 31 per eent more goods (of the kinds cov-
ered by the general price index number) than it did before. This
means dearer gold and cheaper goods. On the other hand, when
the gencral price level rises, say, 93 per cent, as it did in the United
States from 1913 to 1920, the value of gold declines 48 per cent
and a given weight of gold—a dollar, or an ounce—buys only
about half as much as it did before. This means cheaper gold and
dearer goods.

A rising price level means that the supply of gold is increasing
relative to the demand, and that the value of gold is falling. When
the value of any commodity other than gold, in a gold standard
country, declines, its price falls and producers’ profits tend to
decline, with the result that declining profits tend to reduce its
production and the falling price tends to stimulate its consumption.
These two forces react on the price and tend to bring it back into
equilibrium, or keep it in equilibrium, with the prices of other
commodities. When the value of gold falls, similar forces come
into play, but, since gold is the standard of value, these forces
appear in reverse form. The price of gold does not fall, but the
expenses of producing gold, e.g., the prices of cyanides, ¢gxplosives
and machinery and the wages of laborers in the mines, all tend to
rise, and this advance in the expenses of production reduces profits
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and automatically reduces the production of gold, thereby ulti-
mately lessening the supply on the market relative to the demand
and forcing up the value of gold; in other words, forcing down
commodity prices including the prices of mining supplies and
equipment and also wages.

Furthermore, when the value of gold falls and the commodity
price level rises, the price of the gold itself used in jewelry, plate,
ete., does not rise, although the cost of labor and other costs in-
volved in their manufacture and marketing will advance. This
means that the prices of articles made largely of gold do not ad-
vance in times of rising price level as rapidly as do the prices of
most other things, or as rapidly as do most wages and salaries.
Gold jewelry and other gold articles, therefore, at such times ap-
pear cheap as compared with other goods and this faet stimulates
demand for them, thereby increasing the flow of new gold into
the arts and diverting old gold from monetary uses into the arts.
At such times the hoarding of gold is also stimulated, particularly
in countries like India and China. All this tends to hold down
genceral prices and to foree up the value of gold until profits in the
gold mining industry again become normal.

But if the gold producer loses when the value of gold falls, that
is, when the commodity price level rises, it is equally true that he
gains when the value of gold rises, that is, when the commodity
price level falls. His day of prosperity is the time when other in-
dustries are suffering from falling prices. At such times, prior to
the disruption of our American gold standard in March, 1933, the
gold producers had still in the United States an unlimited market
at the mints and assay offices for selling their gold at the fixed
price of $18.60 an ounce of standard gold, while all their expenses
of production tended downward. This chapter was begun in 1932,
in the midst of the great world depression, and the gold mining
industry at that time was about the only important industry in
the world that was exceptionally prosperous.

Falling prices mean that the supply of gold has failed to keep
pace with the demand, and that as a consequence gold is becoming
increasingly valuable in terms of goods.! In periods of falling
prices natural forces, the reverse of those mentioned above, assert

1 The increased demand may be an enduring one or it may be purely temporary,
as, for example, a demand expressed in the form of widespread hoarding of gold
resulting from an economic crisis.
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themselves and ultimately force up prices by stimulating the pro-
duction of gold and by diverting large and increasing propor-
tions of the gold on the market away from the arts and into the
money uses. The rising profits of gold producers stimulate gold
production, while the fact that the price of gold remains unchanged
when other prices and wages are falling means that gold manu-
factures do not fall in price as rapidly as do most other things.
This makes them appear dear to the consuming public, and there-
fore lessens the demand for jewelry, plate, ete., and diverts into
the money uses much gold that would otherwise go into the arts.
Gold in the money uses is thereby made more plentiful and
therefore cheapened, and the commodity price level is given an
upward push.

CHARACTERISTICS OF GoLbp As A CoMMODITY

Gold, in addition to its characteristies just deseribed vis d vis
the gold standard, has as a commodity certain other character-
istics which have an important bearing upon its usc as a stand-
ard money metal. These are: (1) scarcity, (2) durability, (3) elas-
ticity of demand and (4) variability in production.

(1) Scarcity. Largely by rcason of its beauty, gold very carly
in the history of the human race became an object of keen and
widespread demand for ornament. The fact, however, that, al-
though gold is found almost cverywhere throughout the world,
both on land and sea, it usually can be obtained in substantial
quantities only by much effort and that nature is very niggardly
in her offering of gold to man, except in a few limited parts of the
world, makes gold a very scarce commodity. The entire twelve
billion dollars of monetary gold in the world today would represent
a cube only about 32.1 feet on a side. A universal demand for
gold for ornament and a widespread demand for gold for monetary
uses, coupled with this very limited supply, spell scarcity and high
values.

(2) Durability. Gold is a very durable metal, especially when
alloyed with a baser metal like copper, as it usually is. There is
gold in the world today that men extracted from nature thousands
of years before Christ. Ancient gold ornaments and coins may
be seen in almost any of the world’s leading museums. , Gold in
one form is continually being melted down to reappear in another
form. Doubtless there are modern gold coins and gold watches
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in the world today that contain gold that was dug out of the earth
thousands of years ago. Although the permanent losses of gold
through abrasion, shipwreck and similar causes, are substantial,
it should be remembered that, because of their high value, one’s
gold possessions are usually guarded carefully. The world’s present
total known supply of gold, therefore, is the accumulation of the
ages. Inasmuch, however, as the world’s gold production was
comparatively small until the Californian and Australian gold dis-
coveries of about the middle of the last century, by far the greater
part of the world’s present supply of gold has been produced since
1840. This point is illustrated by the following figures.

WorLp’s PropuctioN oF GoLp
(Millions of Fine Ounces)

‘ 7 AVERAGE Toran
Prriop ANNUAL
PropvetioN Number of Yrs Amount
1493 -1840 .38 348 132.34
1841-1890 498 50 249.00
1891-1934 17.63 44 775.50
1493- 1934 267 442 1,180.54

Gold being such a durable object and the world’s present stock
being the accumulation of the ages, the production of any one
year is a small pereentage of the total stock. Furthermore, since
a large part of the world’s known stock of gold—much more than
half—is in relatively unspecialized forms, such as coins and bars,
forms into which very little labor has been wrought, the major
part of the world’s accumulated gold at any time is a potential
supply on the market. It therefore takes a relatively long time
for changes in the amount of gold produced annually to affect
materially the market supply. The production of gold, for example,
in 1934, which was the largest annual production in the world’s
history, was only about 4 per cent of the world’s stock of monetary
gold at that time.

(3) Elasticity of Demand. Gold is a commodity of highly elastic
demand; in fact, it has the most clastic demand of any commodity
on the market in a gold standard country. The demand elasticity
of a commodity is an expression of the degree to which an increased
supply of the commodity can be thrown on the market without
depressing its market value, and, per conira, the degree to which
supplies can be removed from the market without raising its
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‘market value. The coefficient of demand elasticity expresses the
resistance of an article to changes in its market value when the
supply of the article on the market changes. All three of the
principal kinds of demand for gold are highly elastic; namely:
(1) monetary demands, (2) demands for ornamentation (including
jewelry) and (3) hoarding demands.

The monetary demand is obviously highly elastic, when the
mints of the country will buy all the gold presented to them at
any time, when the gold market is a world market and the costs
of shipping gold are small, and when the new gold appearing on
the market cach year is such a small percentage of the total gold
stock.

It should be added, however, that, in times of economic crisis
and financial tension, when the maintenance of the gold standard
itself is in jeopardy, this elasticity of demand is temporarily greatly
reduced. Small withdrawals of gold from the market and small
increases in the supply of gold thrown on the market at such times
may exercise a substantial influence on the value of gold.

The second important source of demand, namely, ornamenta-
tion, is likewise highly clastic. Primitive man’s first form of cloth-
ing was probably some form of paint or mud on his skin—in other
words, ornament. Clothing for protection came later. The desire
for ornamentation from that day to this has been universal. Gold
is the most widely treasured article of beauty. Most people in
the world would like to have more gold ornaments than they now
possess and would buy more if they should become cheaper. Very
small reductions in the value of gold ornaments (as compared with
other goods), thercfore, quickly stimulate an increased demand
and this demand acts as a buffer to depreciation.

The third important source of demand, hoarding, especially in
India and China, is likewise highly elastic. Gold to these people
who hoard it is the symbol of wealth in general. A given quantity
of gold jewelry is not only a commodity which gives direct enjoy-
ment to the Hindu farmer, but is also a blank check which he can
fill in at any time with the name of any commodity he may want
at its market price and which he can cash on demand. The capacity
of India and China to absorb gold and silver in hoards is well
known. For many generations India was known as the “sink”
of the precious metal. Since 1931, however, when India ‘went off
the gold standard and the price of gold in terms of Indian rupees



THE MONOMETALLIC STANDARD 79

advanced greatly, India’s hoarded gold has been poured onto the
world’s markets at rates even greater than those at which it was
previously accumulated.

This high degree of elasticity of demand is an important factor
in maintaining such stability of value as gold possesses.

The forces just described making for stability in the value of
gold are countered by other forces making for instability. Among
the latter is the fourth characteristic of gold which we shall de-
scribe, namely, the wide variability of its production when viewed
over any considerable period of time.

(4) Variability in Production. Only about 15 per cent of the
world’s gold production since the discovery of America took place
prior to 1850, so that we are primarily concerned with the gold
production since that date. From the following table it will be
scen that the production was nearly four times as great for the
decade beginning 1851 as it was for the preceding decade. This
was due to the enormous production of gold that came from the
newly discovered gold ficlds of California and Australia. During
the next decade, production fell off rapidly and then, during the
last decade of the century, thanks chiefly to the gold discoveries
in South Africa and Alaska, it practically doubled. Gold produc-

¥

VariaTions IN WorLp’s Gorp ProbuctioNn

AVERAGE
ANNUAL
PERIOD ProbucTioN REMARKS
000,000
Fine OuNces
1801-1810 0.57
1811-1820 0.37
1821-1830 0.46
1831-1840 0.65
1841-1850 1.76
1851-1860 6.45 Californian and Australian gold discoveries.
1861-1870 6.11
1871-1880 5.57
1881-1890 5.13
1891-1900 101.60 South African gold discoveries.
1901-1910 182.9
1911-1920 207.9
1921-1930 185.2 Decline caused by depreciation of gold con-
sequent upon the World War.
1931-1934 244.3 Advance caused by increase in value grow-
ing out of ‘‘scramble for gold” during
world economic depression.

Data taken from Annual Report of U. 8. Director of Mint.
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tion increased 80 per cent during the next decade, and, despite
the immediately repressing effects of the World War on gold pro-
duction, it increased over 12 per cent during the decade 1911-1920.
War-time and post-war inflation greatly reduced the value of gold,
with the result that production was lowered during the next dec-
ade. With the increasing demand for gold resulting from the
return of many countries to the gold standard after the War, the
value of gold again rose. Gold production has been increasing
continually since 1923. It is now well above its pre-war maximum
and has been greatly stimulated by the high value of gold resulting
from the world-wide scramble for gold growing out of the world
depression.

These wide variations in the world’s production of gold are an
important factor in explaining the rather pronounced secular
movements in the value of gold which constitute the principal
defect of our modern gold standard and which will be discussed
later in this book.

THE GoLp BULLION STANDARD

So far in this chapter we have been discussing that variety of
the gold standard called the gold coin standard, which was the
principal form of the gold standard employed in the leading coun-
tries of the world prior to the World War. During the decade
following the War, when most of the world returned to the gold
standard, many countries, including Great Britain, substituted for
the gold coin standard the so-called gold bullion standard. In
the gold bullion standard, as in the gold coin standard, all the
different kinds of money are kept at a parity with each other by
the devices previously explained (pp. 72 and 73). Furthermore,
all are kept at a parity with the gold monetary unit, which con-
sists of the value of a fixed quantity of gold. The paper money
of the country is usually made interchangeable with gold bullion
in the form of gold bars at one or more central offices. Redemption
is usually authorized only in substantial amounts, the minimum
being normally equivalent to several thousand dollars. The im-
portation and exportation of gold bars is permitted without re-
striction. The gold bullion standard is, thus, in all essentials, a
form of the gold standard, although it dispenses with the minting
and circulation of gold coins, and thereby effects substantial
economies in the monetary use of gold.
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Another form of the gold standard without a gold currency which
has come into prominence in recent years is the so-called “gold
cxchange standard.” Since, however, an understanding of this
monetary system involves an understanding of the principles of
foreign exchange, which are discussed later (Chapter VIII), our
study of the gold exchange standard will be postponed until
Chapter IX.
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CHAPTER VI
THE BIMETALLIC STANDARD'!

BiMETALLISM DEFINED

Although gold and silver had been used contemporaneously as
money in different parts of the world for many centuries, true
bimetallism can hardly be said to have existed prior to the early
years of the nineteenth century. Previous to that time silver and
gold had frequently circulated side by side—originally uncoined
and later in the form of coins—as a sort of dual standard. From the
dawn of the modern era, however, down to the fore part of the
nineteenth century, silver was nearly everywhere the prevailing
commodity money standard, and gold, when used as money,
usually circulated to a much smaller extent and rather as a highly
exchangeable commodity at continually varying ratings in terms
of silver. True bimetallism, moreover, existed in practice for many
years in the nineteenth century before any thoroughgoing theory
of bimetallism was worked out. In fact, the theory of bimetallism
was largely developed out of the controversies over the relative
merits of bimetallism and the single gold standard that were waged
in Europe, America and part of Asia during the last third of the
nineteenth century.

True bimetallism, in the usual sense of the word, exists when a
country opens its mints to the free and unlimited coinage of gold
and silver, at a fixed ratio of equivalence called the mint ratio,
giving to the coins of both metals (other than the fractional coins
whose coinage is usually limited) a like standing before the law.
The coins that enjoy the free coinage privilege are usually made
unlimited legal tender. Although bimetallism under a gold and
silver bullion standard, without the coinage of cither gold or silver
standard money but with the interconvertibility of paper money

! This chapter deals with the theory of bimetallism, while Chapters XIV and
XV discuss the experiences of France with bimetallism from 1803 to 1873, the expe-
riences of the United States from 1791 to 1873 and the silver controversy in the
United States, culminating in the Bryan ‘16 to 1’ campaign of 1896. The reader
desiring at this point a comprehensive picture of the bimetallic controversy down

to the economic crisis of 1929 should read the latter two chapters after reading the
present one.
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with gold and silver bullion at fixed rates of equivalence, has never
existed, such a system is possible and would be entitled to be called
“true bimetallism.” Just as we can have a gold standard without
the coinage of standard gold coins, so, likewise, we could have a
bimetallic standard without the coinage of standard gold and silver
coins.

Tue COMPENSATORY PRINCIPLE

The fundamental theory of bimetallism is found in the so-called
“compensatory principle,” which may best be explained by the use
of a hypothetical illustration. Let us first consider one country by
itself, so-called “national bimetallism,” and then a number of
countries leagued together with the same mint ratio, so-called
“international bimetallism.”

Assume that the weights of all gold and silver coins (other than
fractional - coins) are those that existed under our American law
prior to the monetary legislation of 1933; namely, 25.8 grains of
standard gold (i.e., gold .900 fine) to the dollar and 412.5 grains of
standard silver (i.e., silver .900 fine) to the dollar. These weights

would give a mint ratio of 16 to 1 (because 321518{) =16 1)- That

means that anyone taking to the mint standard gold can obtain
one dollar of gold for each 25.8 grains of standard gold which he
brings, and anyone, similarly, taking standard silver to the mint
can obtain a silver dollar for each 412.5 grains of standard silver.
At these rates an ounce of standard gold would coin into $18.60
480 grains . ..
(2——————5 3 a.ins)' and an ounce of standard silver would coin into
8gr
4.80 grains
$1.16 (412.5 grains)'

In order to simplify the illustration, let us assume that the
United States is one of nine countries in the world—all equally
important from the monetary point of view. Assume that each
country has a monetary circulation (in addition to its subsidiary
and minor coins) of two billion dollars. Assume that four of the
countries are gold standard countries, each with two billion dollars
of gold coin (or gold certificates against which 100 per cent gold is

1 The exact ratio they give is 15.9888 to 1. Here, as throughout this illustration,
slight fractions will be ignored to simplify the illustration. In actual practice, under
the bimetallic system, calculations must be made very exact, since slight fluctua-
tions are often of great consequence in the movement of the two metals.,
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held in reserve); that four of them are silver standard countries,
each with two billion dollars of silver coin (or silver certificates
supported by 100 per cent silver reserve); and that one country,
the United States, is bimetallic, one-half of its standard money
being gold coin (or gold certificates) and the other half silver
dollars (or silver certificates).

Adapting an illustration used by Francis A. Walker, let us
designate these countries by letter: gold standard, 4, B, C, D;
bimetallic standard, E; silver standard, F, G, H, I.

Let us assume at the beginning that the market ratio of gold to
silver is the same as the mint ratio; in other words, that in the open
market an ounce of standard gold costs just 16 times as much as an
ounce of standard silver. Anyonec, therefore, can bring gold to any
of the mints in unlimited quantities and receive $18.60 of gold coin
for each ounce of standard gold, and anyone can take silver to any
of the mints in unlimited quantitics and receive $1.16 for each
ounce of standard silver; while, in the open bullion market, stand-
ard gold bullion can he bought for $18.60 an ounce and standard
silver bullion for $1.16, whether the bullion is paid for in gold coin
or silver coin.

If, under these conditions, there should be a great increase in the
production of gold (without at least an equal increase in the demand
for gold or a proportionate decrease in the demand for silver) rela-
tive to the production of silver—such, for example, as took place in
California and Australia in the middle of the last century—the
value of gold would fall in terms of the value of silver; in other
words, the market ratio would decline below 16 to 1. To simplify
the figures of our illustration, let us make the extreme assumption
that the market ratio would temporarily decline to 15 to 1. This
would mean that an ounce of standard gold would exchange in the
market as the equivalent of 15 ounces of standard silver (or at
approximately $17.40), but that at the mint it would be received
as the equivalent of 16 ounces of standard silver (or at approx-
imately $18.60). Stated in the reverse way, it would mean that an
ounce of standard silver in the market would be equivalent to one-
fifteenth of an ounce of gold, while at the mint it would be received
as the equivalent of only one-sixteenth of an ounce of gold. Inas-
much as every commodity tends to seek the best market, newly
mined gold would come to the mint where it was greatly over-
valued in terms of silver as compared with the open market, while
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newly mined silver would go to the open market where it was
greatly overvalued in terms of gold as compared with the mint.
Furthermore, anyone could buy sixteen silver dollars in circulation
for sixteen dollars of gold coin and then melt down the silver
dollars and sell in the silver market the silver bullion thereby
obtained, at the rate of fifteen silver dollars in bullion for sixteen
dollars in gold, making a nice profit on the transaction and repeat-
ing it over and over again.! The existing silver coins would thus be
melted down and the silver would go into the arts at home or
would be exported; while their place in circulation would be filled
by new gold coins minted in part from newly mined gold, and in
part from a heavy importation of gold bullion and of foreign gold
coins that would be brought into the country to be sold at this
relatively high mint price for gold.

The circulation of silver dollars (and/or silver certificates) would
rapidly decline, and that of gold coin (and/or gold certificates)
would rapidly increase. Here would be an exemplification of the
principle of Gresham’s Law, the cheaper money, gold, driving out of
circulation the dearer money, silver.

How long could this process continue? The obvious answer is:
“Until the bimetallic country’s billion of silver dollars were all re-
placed by gold, at which time the country would find itself on a
de facto gold standard.” This is true, but this process of replacing
silver money by gold money would be retarded by two important
forces; namely: (1) the effect on the market value of gold of this
increasing use of gold money in the bimetallic country; and (2) the
effect on the market value of silver of the dumping on the silver
market of the vast quantity of silver coins withdrawn from circula-
tion and melted down in the bimetallic country. The market ratio,
which was assumed at the beginning to have gone to 15 to 1, would

1 Why this would be o is easily seen. A bullion dealer could withdraw from
circulation, say, $1,000 in silver dollars which (subject to allowance for abrasion
that we shall here ignore) upon being melted down would yield approximately
859 ounces of standard silver. The market ratio being 15 to 1, the dealer would sell
that silver in the market at the rate of !/1; the mint price for an ounce of standard
gold ($18.60), which would be $1.24 instead of $1.16, and which would give him on
the 859 ounces of standard silver sold $1,065, representing a gross profit of approx-
imately 614 per cent on the transaction. From this a few small expenses covering
abrasion, melting charges, transportation, etc., would have to be deducted. The
bullion dealer could now repeat the transaction, this time using the $1,065 he had
received instead of the $1,000 used in the first instance, and this would bring him an
additional 614 per cent gross profit, which he could again compound in the same

way, and so on so long as silver coins continued in circulation on a parity with gold.
Of course, there would not be one but many playing the game. ‘
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obviously be raised as the bimetallic country demanded more and
more gold, and supplied the market with more and more silver.
The market value of gold would go up and the market value of
silver would go down. As more gold was taken into circulation and
more silver thrown out, therefore, the ratio would rise toward 16
to 1, and if it should reach that figure before the bimetallic country
lost all of its silver dollars, the process would be discontinued, there
being no longer any profit to bullion dealers in continuing it; and
the country would still be on the bimetallic basis, although with a
much larger percentage of its money in the form of gold coin
(and/or gold certificates) than formerly, and a much smaller
percentage in the form of silver dollars (and/or silver certifi-
cates).

In the above illustration we have assumed that the market ratio
originally dropped to 15 to 1, while the mint ratio was 16 to 1. Asa
matter of fact, such a large difference would be utterly impossible
as long as bimetallism were maintained. A drop to 15.9 to 1 would
be more than sufficient to set the ahove forces vigorously into
operation.

If our bimetallic country could draw in enough gold and throw
out enough silver to restore the mint ratio before its supply of silver
dollars was exhausted, we would have an example of successful
national bimectallism. Its ability to do this would obviously depend
upon: (1) its relative monetary strength, namely, the amount of
gold it could draw in and the amount of silver it could pay out,
relative to the world’s stocks of these metals, and (2) the strength
of the outside forces operating to change the market ratio, namely,
the variations in the proportions of gold and silver produced from
year to year and the variations in the relative demands for the two
metals, both for use as money and for use in the arts.

The process above described would be reversed if silver instead
of gold were to become cheaper; say, as a result of a great increase
in the production of the white metal or a great decline in the
demand for it in the arts. If, under such circumstances, the market
ratio should rise materially above the mint ratio, for example, to 17
to 1, silver, the cheaper'and overvalued metal, would be drawn
into circulation, and gold, the dearer and undervalued one, would
be forced out, with the result that an ever increasing proportion
of the country’s money would be silver dollars (and/or silver cer-
tificates) and an ever decreasing proportion would be gold coins
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(and/or gold certificates). This process would continue until either
the market ratio were brought back to the 16 to 1 mint ratio, or
all the country’s gold money were driven out and bimetallism
gave way to the silver standard.

INTERNATIONAL BIMETALLISM

During the great bimetallic controversy of the last three dec-
ades of the nineteenth century, few economists of standing be-
lieved that national bimectallism, that is, the maintenance of a
bimetallic standard by one nation alonc, was feasible, although
many economists of standing believed in the economic soundness
of the arguments for international bimetallism based upon the
compensatory principle. Many of these, however, doubted the
political expediency of even international bimetallism.

International bimetallism differs from national bimectallism in
only one important respect; that is, instead of one nation’s under-
taking it alone, several nations arc leagued together in a monetary
union by an agreement according to which cach member of the
union maintains a bimetallic standard at one and the same mint
ratio as all the others. Of course, the larger the number of countries
that enter into such a monetary union and the stronger that the
countries are from the monetary point of view, the stronger will
be the bimetallic standard they will establish.

Reverting to our previous illustration of nine countries equally
strong from the monetary point of view, each with a circulation of
two billion dollars of standard commodity money, let us assume
that two of the formerly gold standard countries, C and D, and
two of the formerly silver standard countrics, F and @, join with
E to form an international bimetallic union at a mint ratio of
16 to 1. The line-up would then be as follows:

Gold Standard Bimetallic Standard Silver Standard
Countries Countries Countries
A B . CDEFQ HI

This would be a powerful bimetallic union and under it bi-
metallism would be many times as strong as when conducted by
one country alone. Why this is so a minute’s thought will make
evident. Let us assume that, after this bimetallic monetary union
is established, an enormous increase in the world’s production of
gold should occur (the world’s production of silver remaining fairly



THE BIMETALLIC STANDARD 89

constant). This would make gold cheaper in terms of silver and
would force the market ratio below the mint ratio, say (again
using an extreme illustration), from 16 to 1 to 15 to 1. Gold would
now be the overvalued metal at the mints and, being worth more
as money than as bullion, would move toward its best market,
that is, toward the mints of the five bimetallic countries. They
would all be saying that an ounce of gold was worth sixteen ounces
of silver, while the markets of the world everywhere else would be
saying that an ounce of gold was worth only fifteen ounces of
silver. Conversely, the mints of all five bimetallic countries would
be saying that an ounce of silver was worth only {¢ of an ounce
of gold, while all other markets in the world would be saying that
an ounce of silver was worth 1{5 of an ounce of gold. In the bi-
metallic countries silver would be worth more as bullion and gold
would be worth more as moncy.

In response to the profit-motivated operations of bullion dealers
previously described, silver dollars would be melted down and
thrown on the market, while gold bullion would be drawn into
the bimetallic countries from the world’s markets and coined into
money to take the place of the silver coins that were being melted
down and exported. Note, however, how much stronger would
be the position of the bimetallic standard here under international
bimetallism than it was in the case of national bimetallism. In-
stecad of one country withdrawing from circulation quantities of
the dearer metal, silver, and throwing it on the market to make it
cheaper and to force the market ratio back to 16 to 1, there would
now be five countrics and they could throw this dearer metal
out up to the limit of five billion dollars—five times as much as
under national bimectallism—before the supply would be com-
pletely exhausted and the bimetallic standard entirely broken
down.

Secondly, the league of five bimetallic countries would have
five times the demand for the cheaper metal, gold, that one country
alone would have had, and it could now absorb new gold up to
the maximum limit of five billion dollars before its supply of silver
would be exhausted.

Thirdly, in throwing out the dearer and undervalued metal,
silver, these five bimetallic countries would throw it into a much
smaller market than would one country under national bimetallism.
Now, the monetary demand for silver as standard money would
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come from only two silver standard countries (H and I), instead
of from four (F, G, H and I), from which it previously came, and
a given supply thrown on the market would for that reason much
more quickly depress the price.

Fourthly, in drawing in the cheaper and overvalued metal, in
this instance gold, the demand would be exerted on a much smaller
supply of monetary gold than before, in this case on the supply
of only two gold standard countries (4 and B, instead of as for-
merly, 4, B, C and D).

This mechanism of shifting the monetary demand of five im-
portant countries from whichever of the two metals at any time
tends to be dearer than the other, in terms of the mint ratio, and
of throwing vast quantities of that metal on the world market;
and of transferring that monetary demand to the metal which
tends to be cheaper, thereby absorbing from the world’s market
into the circulation of the bimetallic countries vast quantities of
the cheaper metal; would tend at all times to hold the market
ratio close to the mint ratio. The market ratio would, of course,
fluctuate now on one side and now on the other side of the mint
ratio, but, bimetallists maintain, it could not move very far away
from that ratio.

International bimetallism would not be an attempt, as some
critics claim, to nullify by governmental action the law of demand
and supply; it would be rather a utilization of that law. By con-
tinually shifting the brunt of the monetary demand of the bi-
metallic countries to the metal which was cheaper, according to
the mint ratio, and by withdrawing it from the metal which was
dearer, the mint ratio and the market ratio would be forced closer
together. Whether a given mint ratio could actually be maintained
would of course depend upon the strength of the bimetallic forces
above described, and upon the nearness with which the mint ratio
chosen approximated the real market ratio. If it were in the public
interest that the prices of potatoes and rice be kept in a fixed re-
lationship to each other, and if many millions of people would
shift from the use of potatoes as their chief vegetable to the use
of rice when the price of potatoes was above this fixed ratio with
the price of rice, and if they would shift from rice to potatoes
whenever the price of rice should be unduly high relative to that
of potatoes, a comparatively fixed relationship could be main-
tained (in the absence of any revolutionary changes in”the pro-
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duction of the two commodities); provided, of course, that the
ratio fixed were not an unreasonable one. The maintenance of
such a ratio would be easier, moreover, in the case of gold and
silver than in the case of potatoes and rice, because, as previously
pointed out, the annual production of the precious metals is such
a small percentage of the total supply potentially available in the
market that variations in production from year to year have rela-
tively little influence on their value.

The two chief advantages claimed for bimetallism over mono-
metallism are: (1) it provides a more stable monetary unit and
therefore eliminates or greatly lessens the evils of fluctuating
prices; and (2) it maintains fixed pars of exchange between coun-
tries on different metallic standards.

ARGUMENT THAT BIMETALLISM PROVIDES A MORE STABLE
MONETARY UNIT THAN MONOMETALLISM

(1) Silver and gold, when tied togcther so that their values in
terms of commodities must move together, give a broader mone-
tary base than does either one of them separately. The mass of
value to be influenced is greater. A commonly used illustration of
this argument for bimetallism was that of two tanks. It is used
in a simple form by Jevons in his Money and the Mechanism of
Exchange. He says:!

“Imagine two reservoirs of water, each subject to independent varia-
tions of supply and demand. In the absence of any connecting pipe the
level of the water in each reservoir will be subject to its own fluctuations
only. But if we open a connection, the water in both will assume a cer-
tain mean level, and the effects of any excessive supply or demand will
be distributed over the whole area of both reservoirs. The mass of
metals, gold and silver, circulating in Western Europe in late years, is
exactly represented by the water in these reservoirs, and the connecting
pipe is . . . [the French Bimetallic Law] which enables one metal to
take the place of another as an unlimited legal tender.”

In further support of this argument, bimetallists point out that
gold and silver are produced under very different conditions, and
that as a matter of history the periods of heavy production of one
metal have often been periods of small production of the other,
so that there has frequently been an equalizing process that made
for the stability of a standard based upon the two metals.

1P. 138.
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TeE Fixep PArR oF EXCHANGE ARGUMENT

(2) The service of bimetallism in giving the world relatively
fixed pars of exchange was a valuable one. It can better be un-
derstood after we have studied the subject of foreign exchange
(Chapter VIII). It will be sufficient here to note that, during
the period of the bimetallic controversy of the latter part of
the nineteenth century, there were a number of important sil-
ver standard countries in the world, as well as of gold standard
countries. In the gold standard countries, the price levels rose
and fell with the fall and rise in the value of gold, and in the silver
standard countries they rose and fell with the fall and rise in the
value of silver. The value of silver and the value of gold were
frequently moving in opposite dircctions, and the value of each
metal in terms of the other fluctuated widely. British prices, for
example, were quoted in terms of gold and Indian prices in terms
of silver. The Indian rupee price of a gold standard shilling and
the British shilling price of a silver standard rupee were con-
tinually fluctuating and often very widely. This was disturbing
to the trade between gold standard and silver standard countries,
and also to the international movement of investments. Under
an effective system of bimetallism the values of gold and silver
would be tied together and, if the ratio were, for example, 16 to 1,
a given weight of standard gold coin in any country would always
have a value in the international markets of the world approxi-
mately equal to 16 times the same weight of standard silver coin
in any silver standard country. This linking together of the
values of gold and silver, therefore, not only gave bimetallic
countries approximately fixed rates of exchange between them-
selves, but gave them fixed pars of exchange with all gold standard
countries and all silver standard countries, and likewise gave all
gold standard countries and all silver standard countries fixed pars
of exchange with each other. This would obviously be a great
advantage to all in the stabilization of international trade and
international investments. At the present time this argument is
of very little weight because the only true silver standard countries
in the world are Hong Kong and Ethiopia.!

A further consideration of the arguments for and against bi-

1 China’s monetary system is very close to being a silver standard, but since the

Chinese Government in 1934 imposed duties and other restrictions on the exporta-
tion of silver, China’s currency has not been a true silver standard.
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metallism will be found in the chapters that deal with the history
of bimetallism in France and the United States and with the
subsequent silver controversy (Chapters XV and XVI).
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CHAPTER VII
OTHER MONETARY STANDARDS

In addition to monometallic standards and the bimetallic
standard, there are a number of other kinds of monetary stand-
ards, with some of which the world has had very extensive expe-
rience, with others only a limited experience, and with still others
no experience at all up to the present time. A few of these types
of monetary standards will be briefly studied in this chapter.

MULTIPLE STANDARD

The term “multiple standard” is frequently used as synony-
mous with the term ‘‘tabular standard.” This, in my judgment,
is the wasting of a good name on a concept already well named.!

Here the term “multiple standard” will be used rather in con-
trast with the terms “single standard’” and ‘‘dual standard.”
When one commodity, as in the case of gold in France, silver in
Hong Kong or tobacco in colonial Virginia, is the standard, we
call it a ‘“‘single standard,” and, if the commodity is a metal, we
call it a ‘“monometallic standard.” If two metals tied together
at a fixed mint ratio constitute the standard, we call it a ‘‘bimetallic
standard”’; if two commodities serve as standards at the same time,
each separately, we call the system a ‘“‘dual standard’’; and, if
more than two commodities so serve, we should logically call the
system a ‘‘multiple standard.” A multiple standard may consist
of different kinds of standard metallic money, or of different com-
modities, or of different kinds of standard paper money, or even
of several kinds of money belonging, respectively, to two or more
of these classes. In colonial Virginia, for example, at one time to-
bacco, Spanish coins and British coins all served as standard money
at the same time.

Probably the best examples of the multiple standard in the
world are to be found in various parts of China. In Shanghai,
China, for example, in 1929 there existed side by side: (1) “Big
money,” which consisted of large silver dollars and of paper money

1 For a discussion of the tabular standard, see pp. 103-107.
94
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10-cent and 20-cent pieces, which were divisions of the ‘“big dol-
lar” and which constituted a silver standard system. (2) “Little
money,”” which consisted of 20-cent and 10-cent silver pieces con-
taining relatively much less silver to the dollar than did the “big
dollar.” These small denomination coins were not divisions of
the big dollar, but circulated at from $1.20 to $1.30 to the big
dollar according to the scarcity or redundancy of the two kinds
of money. Some kinds of goods were usually quoted in terms of
big money, and others in terms of little money. The small transac-
tions of the market places were mostly carried on with “little
money”’ and copper coins. (3) Sycee silver, which consisted of
silver bullion put up in the form of so-called ‘‘shoes” that circu-
lated by weight, the weight being expressed in various units
represented by different kinds of so-called ‘““taels.” Large whole-
sale business transactions were usually effected in terms of silver
bullion expressed in terms of taels, and the value of each of the
different kinds of taels, which was continually changing, was daily
quoted in terms of big money. Big money, little money and sycee
silver each represented a variety of the silver standard. (4) A
large proportion of the petty transactions of the Chinese in Shang-
hai, as well as in most other parts of China, were effected by means
of copper coin. These coins were minted freely in different parts
of China and their values tended to vary with the variations in the
value of copper. They were practically a copper standard and the
number of copper cents to the silver dollar varied daily. Each day
the Shanghai press quoted the number of copper cents which were
equivalent to a big dollar and a little dollar. In 1929, in Shanghai,
a little dollar was quoted a good share of the time in the neighbor-
hood of 320 to 330 cents. In many parts of China today most of
the transactions in the market places and the petty shops are
effected by means of copper coins on the copper standard. (5) An-
other kind of money in Shanghai (and other port cities of China),
introduced in 1930, is the Chinese customs gold unit, which is a
strictly gold standard unit in terms of which customs duties are
payable.

In 1930 all these kinds of money circulated side by side; each
was quoted daily, at continually changing prices, in the Chinese
markets in terms of all the others. The *cheaper’” money did not
drive out the “ dearer,” because no one kind was cheaper. Each
circulated at its current market exchange value in terms of the
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other. Obviously, here was not one standard, but many standards,
namely, a “multiple standard.”

DuaL STANDARD

The dual standard exists when currencies on two different
standards and without any permanent legal value ratio between
them circulate side by side, each independently of the other at
market rates varying one with the other. During the seventeenth
and eighteenth centuries, gold and silver coins frequently circulated
side by side in this way in Europe. Silver usually dominated, but
gold was quoted in terms of silver and many transactions were
effected with gold. In 1919 the writer saw such a dual system in
full operation in the city of Guatemala in Central America. Here
the principal money at that time consisted of depreciated bank
notes—fiduciary standard money—issued by a few local banks
and circulating in the neighborhood of three to four cents United
States currency to the peso. Along with them there circulated
large quantities of United States money, the peso value of the
United States dollar varying from day to day and the exchange
rate being regularly quoted in the daily press. In buying goods,
one could pay in one or the other money as he desired at the cur-
rent market rate of the day. In the early days of the American oc-
cupancy of the Philippine Islands and of Puerto Rico, there existed
such dual currencms, the local silver standard or fiduciary stand-
ard money of the country circulating side by side with United
States gold standard money.

Multiple and dual standard currency systems are inconvenient
and confusing, and are not to be advocated. They often exist for
short periods of time during the transitional periods from one
currency to another. They have played an important réle in
monetary history and the manner in which they have functioned
throws light on a number of controversial questions in monetary
theory.!

FipuciARY MONEY STANDARDS
Fiduciary money standards have played an important réle in
the world’s monetary systems—in fact, nearly every country in
the world has experimented with them—and at this writing (1935)

1 Cf., Kemmerer, E. W., Modern Currency Reforms, pp. 171-177, 279-290 and 324-
346.
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most of the leading countries of the world are on fiduciary paper
money standards. Under a fiduciary money standard, the stand-
ard unit of value consists of a monetary unit whose value is sub-
stantially greater than the value of the material of which the unit
is made, and varies, for the most part, independently of variations
in the value of that material. The unit of value may be embodied
in a coin or in paper money. In both cases the underlying principle
determining the value of the money unit is the same, namely, the
so-called principle of monopoly value. The nature of the fiduciary
standard can, perhaps, best be explained by reference to the fidu-
ciary coin standard.

A good example of a fiduciary coin standard is the Indian rupee
from the closing of the Indian mints to the free coinage of silver
June 26, 1893, down to the virtual establishment of a 16d. gold
par in 1899. As previously explained (pp. 26-29), during this
period the supply of money in India was kept fairly constant and
as the demand for money increased during a considerable part of
this period, with increasing population and increasing business,
the value of the money unit rose. Although the silver rupee was
not redeemable in gold during this period, its money value as meas-
ured either by sterling exchange rates or by commodity prices,
rose far above the bullion value of its silver content, and fluctu-
ated for most of the time without appreciable regard to the fluctu-
ations in the value of silver. During these years the rupee was
not a silver standard eoin, because its value did not vary with the
valie of silver as it had previous to the closing of the Indian mints;
nor was it a gold standard coin for its value did not depend upon
the value of gold or vary with the value of gold as it came to do
later. It was a case of scarcity value. As the amount of business
to be done increased, while the supply of rupees was kept down,
the gold value of the rupee rose and commodity prices fell. This
was true, although for most of the time the gold value of the silver
content of the rupee was falling; and for part of the time the
world value of gold itself was rising.

There is no evidence that the vague prospects that the rupee
would at some indefinite future time be given a fixed gold value of
16d. materially affected the money value of the rupee during the
greater part of the period 1893 to 1898.1

1 A more detailed account of India's experiences with the fiduciary standard at
this time is given in the author's book on Modern Currency Reforms, pp. 35-71.
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ProsPECTIVELY CONVERTIBLE FIDUCIARY STANDARD MONEY

Prospects for future convertibility, however, may be elements
in the demand for fiduciary money that affects it§ value. Such
prospects may affect the acceptability of money among some
people, and therefore the extent of its use and the rate of its
turnover. Prospectively convertible fiduciary standard coins can-
not depreciate in value materially below their present worth as
an investment, according to the estimates of the market, just as
they cannot, in a free and open market, depreciate materially
below the bullion value of their constituent material. In the latter
case, they would cease to be money through being melted down
and sold as bullion, and, in the former, they would cease to func-
tion as money through being withdrawn from circulation and held
as an investment. The point will be made clear by the following
illustration.

Assume that a country adjoining the United States, say Mexico,
has a monetary circulacion consisting entirely of silver coins and
of silver certificates (against which silver coins, dollar for dollar,
are kept in reserve); assume that all coins contain 34 of an ounce
of pure silver to the dollar; that the silver standard prevails with
free and unlimited coinage of silver, that the gold price of silver
bullion in the United States is ruling at about $1.00 an ounce,
and that the United States is on the gold standard as it prevailed
prior to March, 1933. Under such circumstances, the Mcxican
dollar would be worth approximately 75 cents United States gold.
At this stage assume that Mexico decides to adopt gradually the
gold standard, as India did from 1893 to 1899, and, to this end,
closes her mints to all further coinage, limiting her monetary circu-
lation absolutely to the circulation of the date on which the mints
are closed. Assume that on closing the mints the Mexican Govern-
ment announced that, beginning five years hence, the Government
would make all silver coins convertible into new Mexican gold
standard coins on demand, the new gold standard coins to be of
the same weight and fineness as the former gold coins of the
United States.

If the population of Mexico should grow rapidly during these
five years and if business should increase greatly, the gold value
of the Mexican dollar would rise above 75 cents of United States
gold coin, under the pressure alone of an increasing demand for
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money against a constant supply. Even were the gold price of
silver to fall, during this period, far below $1.00 an ounce and
were the promise of future convertibility to be revoked, such an
increasing demand against a constant supply would force up the
gold value of the Mexican silver dollar (assuming the value of
gold itself to remain stable) and would force down the Mexican
commodity price level. The gold value of the Mexican dollar
might in this way even be forced up beyond the value of a United
States gold dollar and American exchange in Mexico go to a dis-
count.

If the Mexican Government should agree, however, to give
new silver dollars on demand at any time for United States gold
coins or their gold bullion equivalent, dollar for dollar, the Mexi-
can dollar would not rise appreciably in its gold value above a
United States gold dollar, because the supply of Mexican dollars
could be increased indefinitely, after this point were once reached,
by the presentation of gold.

If, on the other hand, immediately after the mints were closed
and the promise of redemption in gold five years hence was made,
there should occur a strong business reaction in Mexico with a
consequent great decline in the demand for money, the gold value
of the silver dollars would tend to depreciate, and, if it became
less than the gold value of the silver bullion in the dollar, these
silver dollars would be melted down.

Under these circumstances, what limit, if any, would there be
to the possible depreciation of these dollars, assuming that no
restrictions were placed upon their being melted or exported?
Obviously, there would be two possible lower limits, and de-
preciation could not go appreciably below whichever of the two
was at that particular time the higher. These limits would be:
(1) the gold value of the bullion content of the dollar in the local
market; and (2) the investment value of the Government’s promise
to redeem the silver dollars in gold in the future.

If two years after the mints were closed the gold price of an
ounce of fine silver fell to 60 cents United States currency, the
Mexican silver dollar could not depreciate in its gold value appre-
ciably below 45 cents United States currency, because it would be
worth approximately that amount melted down as silver bullion.
On the other hand, if the Mexican Government’s promise to re-
deem in gold at a date now only three years distant were con-
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sidered by the market to be absolutely good, and if the market
rate of interest in the community on an investment of that kind
and estimated degree of safety were 5 per cent, the Mexican dollar
could not depreciate below the present worth at 5 per cent of a
promise to pay one gold dollar three years hence, which, at inter-
est compounded semi-annually, would be approximately 86 cents
United States gold. If it should fall below this gold value, anyone
withdrawing Mexican dollars from circulation at such a low value
and holding them for three years would presumably realize upon
his investment more than the current market rate of return
(assumed to be 5 per cent). Dollars would accordingly be quickly
withdrawn for investment purposes until the decrease of the
supply in circulation should force their gold value up to at least
this investment value minimum. In other words, the supply of
money would be reduced relative to the demand and the value
of the money would rise.

If the value of the bullion content of the dollar should be higher
than the investment value, that bullion content value would de-
termine the lower limit of possible depreciation and, if the invest-
ment value should be the higher, that would determine this limit.
Neither of these factors, however, would fix an upper limit to
the possible appreciation of the silver dollar and it is perfectly
possible that the monetary demand might be so strong as to raise
the money value of the Mexican silver dollar in terms of gold and
commodities so far above either the bullion value or the invest-
ment value that neither of these values would exercise any influ-
ence whatsoever upon the value of the silver dollar. They might
merely fix lower limits to the possible depreciation of money
which had actually appreciated far above those limits and of
whose future depreciation the public had no fears.

Rarely is there a definite promise to redeem a fiduciary money
upon and after a certain definite future date, although in most
fiduciary monetary systems future redemption has been expected.
The investment value in such cascs is determined by the varying
estimates of the market as to the time and conditions of redemp-
tion. This estimated investment value of the market may or
may not be a factor in determining the purchasing power of the
money. If it is, its influence is made effective through decreasing
or increasing the supply of money in circulation.

The principles underlying the circulation and value of fiduciary
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standard paper money are essentially the same as those just ex-
plained for fiduciary standard coin, except for the fact that the
paper money possesses no value in the substance of which it is
made corresponding to the bullion value of fiduciary coins. In
the case of all kinds of fiduciary standard money future deprecia-
tion or appreciation is sometimes discounted. If the public antici-
pates a decline in the value as a result of prospective new issues
or for other reasons, it attempts to pass on its money to others
by increased purchases of commodities, gold bullion and ex-
change before the decline takes place. This increases the rate of
monetary turnover and hastens the depreciation. The opposite
takes place when a sudden rise in value is expected.

In later chapters some historical examples of fiduciary paper
money standards will be considered (Chapters X-XIII). At this
writing, with the widespread breakdown of the gold standard,
fiduciary standards exist in most of the countries of the world.
The term ‘“managed currency,” so widely used today, usually
(though not necessarily !) refers to a fiduciary money standard.

THE DEPRESSED VALUE COIN STANDARD

Another kind of standard of which monetary history contains
a few examples, all of brief duration and for periods of temporary
currency maladjustment, is what we may call for lack of a better
name ‘‘the depressed value standard.” This is the opposite of a
fiduciary standard, where the value of the monetary unit is main-
tained above the value of the bullion of which the unit is made by
keeping the money supply relatively scarce. Here there is a
superfluity value instead of a scarcity value. Ordinarily, for ex-
ample, when the value of the silver bullion in a silver dollar be-
comes worth more in the open market than the dollar itself is
worth as a coin or when the value of the gold in a gold dollar be-
comes worth as bullion more than a dollar of gold coin is worth,
the coins are melted down or exported, and this melting or expor-
tation reduces the monetary supply and thereby raises the value
of the dollar as money to parity with the market value of its
bullion content. It sometimes happens, however, that govern-
ments, in order to prevent their coins from being melted or ex-

1In modern times even gold standard currencies are nearly all more or less

managed through central bank operations such as changing discount rates, ‘‘ open
market operations’’ and the manipulation of exchange funds.
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ported at such times, impose heavy penalties on melting or expor-
tation and thereby maintain the monetary supply at an artificially
high level.! A good example of such a depressed value coin stand-
ard is the experience of the Union of South Africa from 1917 to
1920.

On July 9, 1917, a law went into effect in the Union of South
Africa prohibiting the use of gold other than as currency, and on
August 28, 1917, an Executive Proclamation was issued prohibit-
ing, with certain qualifications and except with the permission of
the Controller of Imports and Exports, the exportation of gold in
the form of coin, bullion or ornament. Meanwhile, the gold sov-
ereign continued to be the monetary unit of the Union of South
Africa, gold coins continued to circulate freely, and the paper
money of the country, although it was being issued in very large
quantities, continued to be convertible on demand in gold sov-
ereigns. However, since the exportation of gold coin was rigidly
restricted—although there was considerable smuggling out of the
country—gold coin was dammed up in the country and not per-
mitted to flow out into the world market. Its value in the Union
of South Africa was artificially depressed, and with it the value of
the other kinds of money, which were being maintained at a parity

1 An experience of this kind in the Philippine Islands in 1906 has already been
cited (p. 30). Another striking illustration of the principle was encountered by the
author in Mexico in 1917.

During the autumn of 1917 in Mexico there circulated freely throughout the
Republic, at par with Mexican gold coins (which at that time were circulating at a
scarcity value), silver half pesos, and fractional silver coins of lower denominations.
The principal silver coin in Mexico was the tostone or half peso. On September 20,
1917, two tostones in Mexico circulated everywhere as the equivalent of one gold
peso, but the silver they contained was worth in the New York silver market at the
current market price of silver 70 cents of United States money. Here then was a
situation in which silver coins containing 70 cents’ worth of silver were circulating,
peso for peso, as the equivalent of gold coins containing approximately 50 cents’
worth of gold and which were themselves circulating at a value equivalent, according
to New York exchange rates, to approximately 56 cents gold. Just as the gold coins
could not depreciate to their bullion value because they were so scarce, their supply
being strictly limited, so the silver coins could not appreciate to their bullion value
because they were so plentiful, their melting down or exportation being prohibited
under heavy penalties. Their supply could not be reduced and so they circulated
at the value determined by demand and supply, with little or no regard to the value
of their bullion content. Cf., The American Economic Review, Supplement of
March, 1918, pp. 258-262.

Both the Philippine experience and the Mexican experience cited here show how
money may have a superfluity value as well as a scarcity value; but in the Philippine
instance the money possessing this superfluity value was not the standard money,
and in the Mexican case silver coins possessing a superfluity value circulated along
with gold coins having a scarcity value, and the standard itself was really a fiduciary
gold coin standard. While the two experiences, therefore, illustrate well the nature
of superfluity value, they are not examples of a depressed value coin standard.
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with gold coins. Professor C. S. Richards of the University of the
Witwatersrand of the Union of South Africa says concerning this
experience:

“Throughout 1919 the banks were agitating for the Government to
issue a proclamation making their notes inconvertible, for during all this
time, owing to the continuous depreciation of paper due to its over-issue,
the banks had been increasingly called on to honour their promises to
pay, and the sovereigns thus obtained were smuggled abroad and sold
for more than the foreign currency equivalent of a South African pound.
In order to meet this demand for sovereigns the banks were obliged to
buy raw gold in London at a premium, that is, paying more than a
South African pound for each 113 grains, and getting it coined in the
usual way at the London mint. In other words, the penalty which they
had to pay for issuing too much paper was that they had to buy a certain
number of sovereigns at 26s. or 28s. and pay them out at 20s. The ex-
change position was also naturally affected.” !

Here, the monetary unit did not consist of a fixed quantity of
gold in a free market, but of a gold coin whose value was de-
pressed by excessive issue of convertible paper money accom-
panied by restrictions on the exportation of gold. Its value was
far below the bullion value of its gold content in a free market.
Here was a clear case of a depressed value coin standard.

THE TABULAR STANDARD

The tabular standard is a device for giving a stable standard of
value for the payment of debts, particularly long-time debts. It
is concerned directly only with the standard of deferred payment
function of money, and may be employed while any other kind of
monetary standard is serving for the medium of exchange.

Suggestions for the use of some standard, other than the medium
of exchange standard, for deferred payments have been made from
time to time over a period of centuries by writers on economic sub-
jects. Most of the earlier suggestions for such a different stand-
ard contemplated the use of only one commodity. Adam Smith
thought that he had discovered in labor a stable standard of de-
ferred payments. Labor, he said, ‘‘never varying in its own value,
is alone the ultimate and real standard by which the value of all
commodities can at all times and places be estimated.” Smith
realized to some extent, however, the practical difficulties in the

1 Report submitted by Edwin Walter Kemmerer and Gerard Vissering on The
Resumption of Gold Payments by the Union of South Africa, p. 537.
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way of employing in current business such an abstract standard,
for he said later:

“. . . the current prices of labour at distant times and places can scarce
ever be known with any degree of exactness. Those of corn, though
they have in few places been regularly recorded, are in general better
known and have been more frequently taken notice of by historians and
other writers. We must generally, therefore, content ourselves with
them, not as being always exactly in the same proportions as the current
prices of labour, but as being the nearest approximation which can
commonly be had to that proportion.”

Accordingly, he measured the variations in the value of silver by
fluctuations in the price of grain, being convinced that over long
periods of time the value of grain was the more stable of the two.

As a result of such causes as the impairment of coins through
clipping, plugging and sweating, debasement of the unit of value
by governments and wide fluctuations in the value of silver and
gold, we find that in the seventeenth and eighteenth centuries
resort was occasionally made to some other commodity than gold
and silver as a standard of deferred payments. For example, an
act of Parliament in 1576 (18 Elizabeth, cap. 6) declared that

“For the better maintenance of learning and the better relief of scholars
in the Universities of Cambridge and Oxford, and the colleges of Win-
chester and Eton. . . . no Master or chief ruler of any college . . . after
the end of this present session of Parliament, shall make any lease for
life, lives, or years, of any farm, or any their lands, tenements, [etc.] . . .
except that the one-third part at the least of the old rent be reserved
and paid in corn for the said colleges . . . that is to say, [paid] in good
wheat after six shillings and eightpence the quarter or under, and good
malt at five shillings the quarter or under, to be delivered yearly, . . .”

Subsequent to that time the price of wheat rose greatly with the
result of making those colleges far richer than they would other-
wise have been, the rents and endowments expressed in money
having sunk to a fraction of their ancient value.!

In the latter part of the eighteenth century and the fore part of
the nineteenth, we find a number of economic writers referring to
the use of a group of commodities, instead of money or one com-
modity, as a standard for long-time debts. One of the clearest of
these early statements was that of G. Poulett Scrope in 1833.2
Scrope called his plan a tabular standard, and in describing it laid

1 Jevons, W. Stanley, Investigaiions in Currency and Finance, pp. 92 and 93.
3 Principles of Political Economy, p. 406.
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down all the essentials of the tabular standard as it is understood
today.

The plan, broadly speaking, is to have prepared by the govern-
ment an official index number of prices of a group of staple com-
modities. This index number should be published at short inter-
vals, say, weekly or monthly. The law would then permit or
require time contracts calling for the payment of money to be ad-
justed on the basis of these index numbers. If, for example, the
index number should rise from 100 January 1, 1933, to 125 Janu-
ary 1, 1938, a loan for $1,000 contracted on the former date and
due on the latter would call for a payment of $1,250 (in addition
to interest) on January 1, 1938, because, according to the index
number, it would require $1,250 on the latter date to buy the same
quantity of the commodities covered by the index number as
$1,000 bought when the contract was made five years before.
The borrower, in other words, would be paying to the lender
25 per cent more dollars than he borrowed, but the same pur-
chasing power in terms of the official index number. If the index
number, on the other hand, should fall during the five years from
100 to 80, the borrower would cancel the principal of his obliga-
tion at maturity by the repayment of only $800. The amount of
interest due periodically would also be adjusted on this index
number basis.

We have had in this country at least two actual experiences in
the use of such a standard, although rather crude ones. The two
experiences were in Massachusetts during the eighteenth century
and were the outcome of evils arising from depreciated paper
money. The first of these was with Governor Shirley’s so-called
“equity bills of 1742, and the second was with the so-called
‘““Massachusetts depreciation notes of 1780.” !

ADVANTAGES OF TABULAR STANDARD

The two chief advantages of a tabular standard are:

(1) It would assure a more stable income in purchasing power
to persons and institutions having funded incomes, such as interest
on bonds and mortgages, dividends on preferred stock, pensions
and annuities. To such people and institutions the rising cost of

1 The reader interested in these interesting experiments with the tabular standard
will find a detailed description of them in an article written by Willard C. Fisher,
*‘The Tabular Standard in Massachusetts History,” Quarterly Journal of Economics,
Vol. XXVII (1912-1913), pp. 417-461.
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living would have its teeth drawn. The purchasing power of their
principal and income would be comparatively constant.

The purchasing power income of life insurance would likewise
be stabilized, and a man who took out insurance for the protection
of his family would be freed from the present danger that is so
discomforting that an amount of insurance that may seem ade-
quate when taken out may prove altogether inadequate when paid
to the beneficiaries, because of being whittled away year by year
through a possible depreciation in the value of the monetary unit.

(2) It would tend to lessen the frequency and the severity of
economic crises and depressions. Under present conditions, a de-
preciating dollar, as expressed in rising prices, unduly stimulates
industry, increases demand for capital, and leads to excessive
speculation, which in turn leads to collapse and panic. Then come
periods of liquidation, stagnation and readjustment, followed by
overexpansion, again culminating in overspeculation and panic.
On the other hand, when the dollar appreciates and prices fall,
the debtor classes are burdened, business is depressed, and there
follow long periods of comparative stagnation in business enter-
prise. Under the tabular standard these alternate periods of fever
and chills would tend to become of less importance. When prices
fell, the debtor would pay less dollars in settlement of his debts,
and the creditor would nced less. When prices rose, the creditor
would receive more dollars in payment of his credits, and the
debtor would be able to pay more.

DEFECTS OF TABULAR STANDARD

(1) The tabular standard is more complicated and cumbersome
than any of our present monetary standards of deferred payments,
and cannot be so readily understood by the masses of the people.
The use of such a standard in long-time contracts has been possible
for many years, since there have existed in this country and in
most other advanced countries carefully prepared price index
numbers readily available to the public. There is nothing, for
example, to prevent men today from making loan contracts agree-
ing that, at the maturity of the loans one or more years hence, the
number of dollars shall be repaid that, according to the Bureau
of Labor Statistics index numbers of wholesale prices, shall then
have the same purchasing power over commodities a$ that pos-
sessed by the amount loaned when the loan was made. And vet.



OTHER MONETARY STANDARDS 107

despite the recognized evils of rapidly rising and rapidly falling
prices as concerns the equities between debtor and creditor in
long-time contracts, very few, if any, such contracts have been
made in recent times.

(2) A second difficulty is that it would cause confusion and
hardship in setting a different standard for long-time credits from
that used in cash transactions and short-time credits. A manu-
facturer who was selling his products for cash and providing his
capital by borrowing money on tabular standard contracts would
frequently experience great difficulties in meeting obligations which
he could not calculate in advance. Imagine the difficulties of rail-
road companies if they were compelled to pay their bonds on a
tabular standard basis, while their incomes came mostly in cash,
and their freight and passenger rates were controlled by govern-
ment commissions. It would be difficult to fix wages on a tabular
basis, and, if they were not so fixed, the laboring man whosc mort-
gage was fixed on such a basis would suffer when the price index
number was rising rapidly, and benefit when it was rapidly falling.
His wages would usually lag behind these price movements both
on the rise and the fall. The compulsory adoption of this plan
for long-time debts would probably bring into business a larger
amount of uncertainty, risk and confusion than it would eliminate.

(3) A third difficulty concerns the relations of the trade of the
tabular standard country with other countries. The adoption
of a tabular standard in the United States, for example, if
Europe were on the gold standard, would bring an element of
uncertainty and risk into our foreign trade, foreign credit and
debit relations and the international exchanges. To be broadly
successful the tabular standard would need to be adopted by all
the leading commercial nations of the world, on the basis of an
international agreement, and an international index number would
need to be agreed upon. At present there is not the remotest
prospect of any such action being taken.

If anything ever comes of the tabular standard, it is likely to
develop out of the gradual but optional adoption of such a standard
in individual contracts. There is no tendency in that direction at
the present time. In saying this, however, it is not meant to imply
that general price index numbers may not some day become im-
portant factors in regulating the value of the standard monetary
unit. That is another story.
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Tre ComMmobpIiTy DOLLAR !

The concept of a “commodity dollar” in the sense in which
the term is usually employed today has been suggested from time
to time over a period covering more than a hundred years.

The American astronomer, Simon Newcomb, suggested a com~
modity dollar plan in 1879, and an Englishman, Aneurin Williams,
worked out such a plan in considerable detail twelve years later.
Little attention, however, was given to these early proposals.
Irving Fisher formulated a commodity dollar plan independently
in 1911 and he, more than anyone else, is responsible for the sub-
sequent development of the plan and for arousing public interest
in it. Although a number of varicties of the commodity dollar
plan appear in present-day discussions, the plan as developed by
Fisher in his book on Stabilizing the Dollar is the one that is best
known. It is the plan considered in this chapter. The formulation
of the plan runs briefly as follows.

A PranN 1o Give THE DorLLAR A Fixep VALUE

Our present unit of weight is a fixed weight, the pound; our
unit of length is a fixed length, the foot; and our unit of content
is a fixed content, the quart. But for our unit of value prior to
1933, when we were on the gold coin standard, we used not a
fixed value, but whatever value happened to attach at the time
to a fixed weight of gold, namely, to 23.22 grains of pure gold, which
was the gold content of the dollar. Since the value of gold is con-
tinually changing under the impact of world forces of demand and
supply, our gold unit of value was not fixed but variable, and this
instability in the value of our monetary unit was a serious defect.

To meet this difficulty the commodity dollar plan provides that
the weight of the dollar shall be changed from time to time, with
the object of making the dollar always buy approximately the
same quantity of goods; in other words, of giving it a fixed value
or purchasing power. To the minds of the advocates of the com-
modity dollar it is a misnomer to call it a “rubber dollar.” In
fact, their object is to transfer ‘‘the rubber”’ from the value of the
dollar, which is its most important quality, to the weight, which
in itself is comparatively unimportant.

1 This discussion of the commodity dollar is a reproduction, withr some revi-

sion, of the chapter on this subject contained in the author’s book, Kemmerer on
Money, Second Edition.
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The commodity dollar at the beginning would be made equivalent
to a certain weight of gold. It would not be coined, but would ecir-
culate in the form of notes which would be convertible on demand
into varying amounts of gold bullion known as ““the bullion dollar.”

How THE VALUE oF THE CommopiTY DorLLar WourLp BE
DETERMINED

The government would maintain a price index number covering
the principal commodities in our economic life. At stated regular
intervals, perhaps every two months, this index number would
be published. When it rose, the weight of the bullion dollar would
be increased, and when it fell, the weight of the bullion dollar
would be decreased. For example, if the plan were inaugurated
with a bullion dollar of 23.22 grains of gold, and if at the end of
the first two months the price index number was found to have
risen from 100 to 101, so that it would then require $101 to buy
the same composite group of commodities that could have been
bought by $100 two months before, the bullion dollar would be
increased in weight, say, by 1 per cent, or from 23.22 grains of
pure gold to 23.452 grains, and all bullion dollar notes would now
become convertible into a bullion dollar of this increased weight.
If at the end of the next two months the commodity price index
number showed another advance, the weight of the bullion dollar
would again be increased and this process would be continued
every two months until the advance in commodity prices was
checked and the price index number was forced back to 100. On
the other hand, whenever the commodity price index at the end of
any two-months period was found to be below 100, the weight of the
bullion dollar would be decreased, and a reduction would be made
every two months until the index number was forced back to 100.

“How can we know,” asks Fisher, “that if the index number is one per
cent above par, a one per cent increase in the weight of the gold dollar
will be just sufficient to drive the index number back to par? The answer
is we do not know, any more than we know, when the steering wheel of
an automobile is turned, that it will prove to have been turned just
enough and not too much.”

If the first correction is not enough or if it is too much, the index

number when next computed will tell the story, and the necessary
corrections will be continued every two months until they accom-

plish their purpose.
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The government would purchase gold bullion, paying for it by
bullion dollar notes at its reserve fund offices at the rate of one
bullion dollar note for cach bullion dollar, and, on the other hand,
it would sell bullion dollars on demand for bullion dollar notes at a
price slightly higher than a one-dollar note for one bullion dollar.
This difference between the government’s buying rate for bullion
dollars and its selling rate, which it is proposed at the beginning
should be 1 per cent, is intended to prevent dangerous speculation
in gold in anticipation of a rise or fall in the gold content of the
bullion dollar. The requirement that the weight of the bullion
dollar should not be raised or lowered more than 1 per cent at a
time is intended to prevent excessive speculation in gold in an-
ticipation of a rise or fall in the gold content of the bullion dollar.
This 1 per cent charge, Fisher maintains, would eat up all the
profits a speculator might otherwise expect to make by buying
gold from the government just beforc an anticipated reduction
in the size of the bullion dollar and selling it back after the reduc-
tion; or by selling gold to the government just before an antici-
pated rise in the bullion dollar and buying it back after the rise.
Fisher believes that the expenses and risks involved in any ex-
tensive speculation in bullion dollars for a longer period than two
months would not be justified by the probable gain.

CRITICISMS OF THE PLAN

Since Fisher first put forth his plan in 1911, there has been a
large amount of controversy over it. It has been vigorously assailed
by economists in this country and in Europe and has been ably
defended by Fisher and by a number of other economists. The
plan has been modified from time to time to meet objections that
have been raised. A detailed and critical presentation of the ob-
jections to the plan is impossible within the limits of this book.
I shall confine myself, therefore, to a brief summary of what I
believe to be the prineipal valid objections to the plan.

A Long Per1op oF RisiNG PriceEs WouLp DANGEROUSLY
DErLETE THE GoLDp RESERVE

The ratio of the bullion dollar reserve to the volume of notes in
circulation would continually decline during periods when the
commodity price level was tending upward, for, as thé weight of
the bullion dollar was increased, the number of bullion dollars
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represented by the gold reserve existing at the time the increases
were made would decline. Experience has shown that rising prices
may continue over long periods of time. Furthermore, the price
advances that would need to be checked might often be very pro-
nounced from year to year, or even from month to month. Our
wholesale price level, for example, rose almost continually from
1896 to the summer of 1920, reaching a maximum in May, 1920,
of 260 per cent above that of the year 1896. Within that period
there were at least three months in which the monthly rise was
6 per cent or over and at least six months in which it was over
4 per cent. Of course, the opposite would take place when com-
modity prices were falling and the weight of the bullion dollar
was being progressively reduced. Then the percentage reserve
would be increased.

SeeEcuLATION IN GoLp WourLp TEND TO DEFEAT PLAN

A second objection that has been frequently urged is that, at
times when the commodity price level was tending strongly up-
ward or downward, the plan would give rise to heavy speculation
in the bullion dollar that would render impossible the price ad-
justments sought. The proposed difference of 1 per cent between
the government’s buying and selling price for the bullion dollar
and the restriction of changes in the price to 1 per cent every two
months were incorporated in the plan to meet this difficulty, but
it is very doubtful if they would prove effective at times when the
commodity price level was tending strongly in one direction or
the other over substantial periods. This difficulty is discussed
at some length by Dr. B. M. Anderson in his article, “On the
Practical Impossibility of a Commodity Dollar,” published in the
Chase Economic Bulletin of December 13, 1933, from which the
following quotation shows the general linc of reasoning:

“We take first the case of falling prices. We shall assume that prices
have fallen 2 or 3 per cent and that the tendency is still downward, so
that we can confidently expect that for the next two or three months
the redeeming authority will progressively lighten the gold content.
Will not foreigners withdraw their money from our markets, turning
their cash in American banks into gold in order to avoid the loss of 2
or 3 per cent which they can clearly anticipate? Will not speculators
rush to turn in their dollars for gold, anticipating that at a later time
they can turn back the same gold to the redeeming authority and get
more dollars for it? Will not everyone, who has foreign payments to
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make, hasten te purchase foreign exchange, thereby increasing the
foreign drain upon our gold? And will not all of these transactions
operate to reduce the money supply of the country—since it is by turn-
ing in paper money that the gold is obtained from the central authority?
And will not all these operations withdraw money from bank reserves,
tightening the money market, raising rates of interest on short loans,
reducing the credit available for the carrying of commodities and
securities? But is tightening the money market the correct procedure
when one wishes to raise prices?”’

CoMmmopiTy DoLrarR WouLp BRING GREAT INSTABILITY INTO OUR
ForEIGN TRADE

If the plan were a national one, in effect only in the United
States, its operation would bring a large element of uncertainty
and speculation in all of our foreign trade. Fluctuations in ex-
change rates between the United States and other countries would
be wide. From the standpoint of foreign commerce, we would
be in much the position of a country like China a few years ago,
which was on the silver standard when most of the rest of the
world with which it carried on trade was on a gold standard. This
difficulty would be largely overcome if the plan were adopted, on
the basis of an international price index number, by all the leading
commercial nations of the world, but the prospect of such an in-
ternational adoption is exceedingly remote. Twenty-one years
ago, in answering this and other criticisms of the plan, Fisher
said:?!

“I am sure I am under no illusions as to the possibility of the early

adoption of any plan to standardize the dollar. This may require
centuries . . .”

On the other hand, if the plan were made international in scope,
changes in the bullion content of the commodity dollar would
affect prices much more slowly than under a purely national
system. The reason would be that foreign trade among the nations
concerned would not be materially affected by changes in the gold
content of the dollar, through the stimulus to exports and the
retardation of imports that a reduction in the gold content of the
dollar would cause under a purely national system, and through
the stimulus to imports and the retardation of exports that an
increase in the dollar’s gold content would cause.?

1 The American Economic Review, Supplement, March, 1913, p. 46.
* Infra, pp. 136-139.
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PowkgRrFuL PsycuorogicaL FacTors TuAT AFFECT PRICE
MoVEMENTS ARE IGNORED BY PrLAN

Perhaps the most weighty objection to the plan is that it in-
volves a highly mechanistic theory of the relation of money and
bank credit to prices, and in doing so underestimates the great
influence of changing human emotions, feelings and prejudices,
hopes and fears on the movements of our commodity price level,
particularly in periods of economic and political stress and strain.

In Chapter IV it was pointed out that the price level was the
resultant of the interaction of the supply of our circulating media,
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140
New York City

120}

100 |-

60}

BANK HOLIDAY, MARCH 1933

4F

¢ %

4"‘\,’\ v '\'M s
140 Cities*

Qutside New York

*To March 1933
10 Less Cities Thereafter

1 1 1 L ! L

0 A "l I Il 1 L L 1
1919 20 21 '22 '23 24 °25 ’26 '21 ’28 ’29 '30 '3l ‘32 ’33 ’34 '3

consisting of money and of bank deposits subject to check, and
of the demand for these circulating media represented by the
physical volume of goods and services to be exchanged, and it was
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noted that the supply of the circulating media was not only a
question of the volume of money and of bank deposits, but also
of the velocities at which this money and these bank deposits
circulate. We have figures in the United States on a monthly
basis covering approximately sixteen years that show the velocities
at which the demand deposits of member banks in some 141 cities
have circulated.! These figures vary widely from city to city and
from time to time in each city. As previously noted, they are
high when business is active and when the confidence of business
men in the economic situation and prospects is strong. They are
low in times of business depression and when the business public
is full of doubts as to the economic outlook. In times of boom or
of crisis and business depression, they move up and down with
the movements of business confidence.? Deposits that are not
moving are similar to money that is hoarded, so far as their in-
fluence upon prices is concerned. The preceding chart shows the
movements of velocities for New York City, for 140 important
cities exclusive of New York City and for these 140 cities and New
York City combined. The fluctuations during the last seven
years have been enormous.

Errorts TO EXPAND THE VOLUME OF MONEY AND OF DEPOSIT
CURRENCY AND THEREBY TO RAISE PRricEs NULLIFIED BY
DECLINING VELOCITIES

Since the crises of 1929 and early 1930, the National Govern-
ment and the Federal Reserve authorities have made vigorous
efforts to check declining prices and bring about a price advance
by means of heavy, open-market purchases of Government secu-
rities by the Federal Reserve banks, for the purpose of glutting
the member banks with reserve funds and of forcing a strong credit
expansion. The supply of money in circulation for a long time
has been larger than it was in the boom year 1929. Rediscount
rates at the Federal Reserve banks have long been maintained
at an extremely low figure, and a most liberal rediscount policy
has been followed in order to enforce credit expansion. The Na-
tional Government, through the Reconstruction Finance Cor-
poration and numerous other governmental agencies, has made

1 Since the “bank holiday’ of March, 1933, the figures cover only 131 cities.

2 For a study of the relationship between business confidence, deposit velocities
and prices, see the author’s article on “‘ Controlled Inflation,"” American Economic
Review, Supplement, March, 1934. See also supra, pp. 57 and 58.
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enormous advances of credit to the public, with the hope of bring-
ing about a strong rise in commodity prices. Except for a few
months, however, chiefly in the fore part of the year 1933, business
confidence continued very low from the collapse of October, 1929
to the end of the year 1933, and the velocities of bank deposits
moved strongly downward. During most of this period the efforts
at deposit currency expansion were more than nullified by the
rapidly declining velocities, and, despite all these efforts, prices
continued downward almost continuously from 1929 to the spring
of 1933.

Here is an excellent illustration of the difficulty of controlling
commodity prices merely by the mechanics of increasing the
volume of money in circulation and the volume of reserve bank
credit. ““You can lead a horse to water, but you can’t make him
drink.” Even if bank credit is cheap and plentiful, responsible
business men will not use it if they have little confidence in the
business situation and prospects, and if, in their judgment, ex-
tending their business gives promise of losses rather than profits.
The Government and the Federal Reserve banks may to a con-
siderable extent control the volume of money and of deposit cur-
rency in an inconvertible paper money régime, but they cannot
control the velocities. These velocities are questions of business
confidence and prospects,! of hopes and fears, of emotions and
prejudices. They are matters of class feeling and of mass psy-
chology. This is the principal reason why in critical times like
those of the years 1930-1935 the commodity price level could not
be controlled through regulating the supply of money by changing
from time to time the weight of a bullion dollar.

Poritics AND THE CoMmopITY DOLLAR

Closely related to this obstacle to a successful functioning of a
commodity dollar standard is the political obstacle. Commodity
prices are affected with tremendous public and class interests.
Their ups and downs are matters of vital concern to every class
in the community—the farmer, the manufacturer, the business
man, the professional man and the housewife. Taking human
nature as it is today and American politics as it is, any board at

1 Here we are speaking of confidence in the business situation and prospects.
Confidence in a country’s money is a different thing. When confidence in business is
low, velocities are low, but when confidence in a country’s money is very low,
velocities tend to be high. Then we have *'a flight from money."” See pp. 60-62.
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Washington that should try to control our commodity price level
in the manner contemplated by the proponents of the commodity
dollar would find itself continually under heavy political pressure,
both from Congress and the public at large. Under this pressure
a scientific and disinterested administration of such a plan would
frequently break down. The commodity price index number,
which the authorities would be trying to maintain at approxi-
mately 100, would be made up of the prices of a larger number of
individual commodities. At all times the prices of some of these
commodities would be rising and those of others would be falling.
Producers of goods whose prices were falling at a time when the
general price level was rising would resist by strong political pres-
sure action by the authorities at Washington to increase the weight
of the bullion dollar and thereby to push down the price level,
which .would tend to drag down still further the already declining
prices of their products. What would happen, for example, in a
case where the Government’s price index numbers were rising
while the prices of wheat and cotton, under the influence of un-
usually large crops or of unfavorable markets, were rapidly falling?

CONCLUSION

All in all, under present-day economic and political conditions
in America, a price level anchored to a commodity of universal
demand, such as gold—a commodity of which there is always an
enormous marketable supply, and of which the annual product
is but a petty percentage of the world’s accumulated stock—is
likely to be much more stable and dependable than a price level
controlled by any such mechanism as that of the commodity
dollar. Such a dollar may work in a model state of a distant
utopian future. It would have hard sledding in the United States
of today.
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CHAPTER VIII
THE PRINCIPLES OF FOREIGN EXCHANGE

The subject of exchange divides itself into two parts, foreign
exchange and domestic exchange. The first concerns itself with
payments between different countries, and the second with pay-
ments between places within the home country. Inasmuch as
political boundaries do not limit the operation of economic laws,
the fundamental economic principles that govern foreign exchange
are the same as those that govern domestic exchange. Persons
familiar with foreign exchange, therefore, will have no difficulty
in understanding domestic exchange. Although a few comments
on domestic exchange will be made in this chapter, the chief con-
cern here will be with foreign exchange. Further consideration of
the subject of domestic exchange will be given later (in Volume II)
under the discussion of the clearing and collection system of the
Federal Reserve banks. The subject of foreign exchange itself
may be divided into two parts: first, exchange between countries
on the same standard; and, second, exchange between countries on
different standards. In this chapter we shall study these two gen-
eral types of foreign exchange in their order, including in the dis-
cussion of exchange between countries on the same standard cer-
tain general facts and principles that apply to both.

EXCHANGE BETWEEN COUNTRIES ON THE SAME
STANDARD

CLassEs OoF Goops IN FOREIGN TRADE

Importers must pay for what they buy abroad, and exporters
must be paid for what they sell abroad. It isin making these pay-
ments that the foreign exchange business functions. From the
standpoint of foreign exchange, five broad classes of exports and
imports may be distinguished, which may be designated as:
commodities, securities, services, treasure and travel.!

1 The United States Department of Commerce publishes every year a Trade
Information Bulletin on * The Balance of Payments of the United States,” in which
the volumes of the various items in America’s international balance sheet for the
preceding year are estimated.
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(1) Commodities (using the term in its narrower meaning) covers
agricultural, forestry, mineral and animal products and manufac-
tures. These comprise the bulk of the so-called “visible” items of
foreign trade and, aside from “treasure,” are the only items in-
cluded in the usual statistics of imports and exports.

(2) Securities. As here used, the term covers stocks, bonds,
debentures, long-time notes and the various kinds of short-time
notes, government treasury bills, certificates of indebtedness and
acceptances which are bought and sold in the international mar-
kets. Interest figures large in this item; so, also, do dividends.
Most of these securities represent physical goods. A thousand
shares of Pennsylvania Railroad stock, for example, constitute a
certificate of ownership (subject to the liens of the Company’s

creditors) of ﬁ—}—bﬁ of the property of the Pennsylvania Railroad

Company, consisting in large part of roadbeds, tracks, stations and
rolling stock; while $500,000 in Pennsylvania Railroad bonds con-
stitute a lien on this same property to the amount of the bonds. In
both cases, however, the value is more than that of the physical
property. It is the value of a going concern, in which the physical
property is an important factor. The cxportation of these secu-
rities, therefore, from the standpoint of foreign exchange, is equiv-
alent to the exportation of a part of the Pennsylvania Railroad.

(3) Services. Services are important items in foreign trade.
Foreign ships and railroads, for example, in 1933, rendered us
approximately $65 million of freight services for carrying American
goods. Such services were imports for the United States and ex-
ports for the foreign countries rendering them, as truly as would
have been the shipment to American merchants of an equivalent
value in English woolen goods or Colombian coffee. An important
service which England exports is marine insurance; another one is
certain banking services rendered foreigners by England’s great
international banking-houses. When American engineers render
professional services in South America worth a million dollars,
those services are as truly exports from the United States that
must be paid for by South Americans as are shipments of a million
dollars’ worth of locomotives. Some of their compensation will be
received by the engineers while they are in South America and
used up by them for expenses incurred there; but the greater part
will probably be remitted by them to the home land.
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Under this head comes one of the principal items in our so-called
“invisible trade”; namely, a substantial part of the services of
recent immigrants. There are millions of immigrants in the United
States who remit funds back home every year. They give labor
services in the United States, for which they receive a wage com-
pensation. Much of this compensation, however, they do not use
up in the United States, but send home to dependents or for their
own saving and investment. The value of their services over and
above the part they consume and retain in the United States is,
from the standpoint of foreign exchange, an American import from
their respective home countries, which we must pay for by some
kind of export. The amount of these remittances for the depression
year 1934 was approximately $124 million.

(4) Travel. The fourth type of export and import arises from
international travel. If an Englishman should receive from a
French dealer a case of wine worth two thousand francs, it would
clearly be an import for lingland and an export for France of a
value of approximately two thousand francs.! In some way or
other a remittance of this amount would have to be made from
England to France. Suppose, however, that the Englishman, who,
we will assume, has been in the habit of importing a case of this
wine every year, spends a vacation this year in Paris, buys his case
of wine there and consumes it there. It would not then figure in the
import statistics of England or the export statistics of France; but,
from the standpoint of foreign exchange it would be equivalent
to a shipment of a case of winc from France to England (less ship-
ping charges, cte.). It would require payment by the Englishman
as truly as if he imported it into England and, since he is assumed
to be on a vacation in France and therefore to be rendering the
French people no equivalent economic services, the means of
payment would have to come directly or indirectly from England.
The goods and services consumed abroad by American travelers
in the depression year 1934 are estimated to have amounted to
$292 million. These are American imports ‘“headed off,” as it
were, and consumed without getting here. From the standpoint
of foreign exchange, they are important items of importation for
the United States and of exportation for foreign countries. Euro-

1 The Englishman, of course, receives somewhat more than the Frenchman ex-
ports, because to the value of the wine in France must be added the value repre-
sented by shipping and insurance expenses, customs charges and the like.
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peans traveling in the United States give rise to similar exports by
the United States and imports by Europe, but this item is relatively
small, having amounted in 1933 to only $71 million. In some coun-
tries, as, for example, Switzerland and Egypt, wherc the tourist
travel is large, one of the principal items of export consists of goods
and services consumed by foreign travelers.

(5) Treasure. Gold and silver bullion constitute the principal
items under this head; in fact, the only items under the term
“treasure’’ as that term is usually employed in trade statistics.
Gold and silver are commodities as truly as are the goods men-
tioned in the first group and, like them, move from the cheaper
market to the dearer market under the impetus of the same funda-
mental economic forces. They are referred to separately because
they are the world’s principal standard money metals and, as such,
perform functions worthy of special consideration. During the
World War and for a number of years thercafter, there was a
considerable international movement of paper money. Such
money in international trade may best be classified as treasure,
although this is a highly euphemistic term for some of it.

MEgANs OF PAYMENT

Obviously, every export is also an import and every import an
export. They are the same thing viewed from opposite angles.
In every case of foreign trade, under normally functioning business,
the exporter must be paid for the goods exported and the importer
must pay for them. How are these payments made and received?
The answer in its simplest form can best be given by limiting our-
selves for the time being to the trade between two places, say,
New York City and London, and by inquiring concerning the
various methods that might be used, bearing in mind that in
actual practice the major part of these payments are cffected in a
very small number of ways. The discussion will be based upon
conditions as they existed prior to the departure of England and
the United States from the gold standard during the period 1931~
1933.

If payments were made directly in gold, vast quantities of gold
would be continually in transit, ships carrying gold from New York
to London passing ships carrying gold from London to New York.
The expenses by way of interest during time of transit; packing,
cartage, freight, insurance and abrasion would be very large.
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Because this method of making payments in gold is so expensive,
merchants in international trade many centuries ago devised
methods of making payment through the machinery of written
bills of exchange; and later, when the cable and the radio came
into operation, also through the use of “cable and radio bills of
exchange” or transfers. This is a refined form of barter and re-
quires the shipment of relatively little gold.

If exporter A in New York were shipping $100,000 of cotton to
importer B in London, and if importer B in London were shipping
£20,000 of cloth (pounds sterling being taken in the illustration for
convenience at a round figure of $5.00) to A in New York, it is
easy to sce how the one transaction would offset the other. It
would be a case of simple barter. Or, suppose A in New York were
shipping cotton to B in London, and B in London were shipping
the cloth to C in New York, the settlement of both accounts
could be made without the shipment of any cash, if B would in-
struct C to pay A the $100,000 that C owes B for the cloth.
This process might be made a more roundabout one involving
many others, say, D, E, F and G; but the principle would be the
same.

Three different types of difficultics would arise from this method
of making payment: (1) the amount due in one direction would
almost never be equal to the amount due in the other. B, for exam-
ple, might owe A $100,000, but A might owe B only $50,000
(£10,000). The dates when the obligations came due would also
be likely to be different, one transaction being perhaps a cash
transaction and the other one calling for payment, say, in ninety
days. (2) The different parties in the import trade and export
trade would often not know each other; A would not know C, nor
would he know D and E to whom B would be shipping goods. Un-
less B were shipping to him, he might not even know that B was
shipping goods to the United States. (3) If A knew that B was
shipping goods to the United States and knew C, the party to whom
he was shipping, he might not be willing to accept an order of pay-
ment from B on C in lieu of a direct payment from B.

Such difficulties are easily met in practice through the use of
middle men in each country, namely, bankers and exchange
brokers, who make a business of buying and selling bills of exchange
and who, therefore, furnish a market for bills of different kinds and
amounts. This is the foreign exchange market.
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TueE BiLr oF EXCHANGE

A bill of exchange is defined by the American Uniform Nego-
tiable Instruments Law as ‘‘an unconditional order in writing
addressed by one person to another signed by the person giving it,
requiring the person to whom it is addressed to pay on demand or
at a fixed or determinable future time a certain sum in money to
order or to bearer.” The following is an illustration of a simple
trade bill:

New York, N. Y.
September 10, 1935

£10,000
Ninety days after sight of this First of Exchange (Second un-
paid) pay to the order of The Thirtieth National Bank of New

York City Ten Thousand Pounds Sterling. Value received and
charge to our account.

The Royal Textile Company, United States Cotton Export

London, England. Company,
New York City.

In this bill the United States Cotton Export Company, the
drawer, which has exported £10,000 worth of raw cotton to the
Royal Textile Company of London, the drawee, orders the drawee
to pay, ninety days after this bill is presented to it for its O. K.
or acceptance, the £10,000 it owes the United States Cotton
Export Company, to the order of the Thirtieth National Bank of
New York, which is the payee. The drawer is selling the bill to
the Thirtieth National Bank and hence makes that bank the
payee.

Bankers buy the bills of exchange offered by exporters in New
York and send them to their foreign branches or representatives in
London, who present them to the drawees for acceptance and
ultimate payment or for immediate payment if the bill so requires.
The bills bought by the American banks may be in amounts vary-
ing respectively from a few dollars to many millions of dollars.
The proceeds realized when the bills are paid, or discounted in
advance of payment, in London are paid to the credit of the
New York bank’s account with its London representative.

The New York bank is supposed to know what persons to trust
and to what extent it is reasonable to trust them in tht purchase
of their bills of exchange, because the buying and selling of credits
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is its business and it has a credit department whose chief function
is the studying of the credit standing and responsibility of the
bank’s customers, actual and prospective. In the analysis of the
safety of a particular bill of exchange the bank also has the benefit
of the advice of its London representative, which is in a position
to pass judgment on the credit standing of the London importer.

The funds paid in London at maturity, or in discount in advance
of maturity, of those London bills bought by the New York bank
provide funds in London to the credit of the New York bank
against which it may scll its own drafts on London to importers
in New York who have payments to make in London. These
drafts may obviously be made out for any amount within the limit
of the funds available in London.

In this way bills of exchange calling for payment for exports and
bank drafts used in paying for imports are made to offset each
other through the intermediation of banks, with the result that
international trade becomes, to a large extent, a process of bartering
exports for imports. The mechanisms by which this bartering
process is cffected, of course, take a variety of forms. The above
description represents one of the simplest and commonest.!

RATES oF EXCHANGE

A rate of exchange is merely one kind of price. It is usually the
amount of money of one country charged for a bill of exchange
per unit of the money of a second country in which the bill is
payable. A sterling rate of 4.87, for example, means $4.87 for each
pound sterling covered by the bill.

1 For a description of the various kinds of bills of exchange, and an account of the
legal responsibilities of the parties to the bill, namely, drawer, drawee, payee and
the different endorsecs, the reader should consult a book treating the Law of Nego-
tiable Instruments.

A classic work in this field is Daniels on Negotiable Instruments. For most stu-
dents, however, the brief discussion of negotiable instruments in E. W. Huffcutt’s
Elements of Business Law, or that in C. H. Bush's Uniform Business Law, will be
adequate.

2 The methods of quoting exchange are different in different countries. Rates are
sometimes quoted in terms of the foreign money. Prior to the World War, for exam-
ple, French exchange in the United States was usually quoted in terms of the num-
ber of francs to the dollar. Sometimes two methods are used for the same exchange
in a given country. Moreover, the methods of quoting are changed from time to
time. The student should familiarize himself with the methods employed for the
exchanges in which he is interested.

It is, however, fortunately becoming increasingly the custom in the United States
to quote all the foreign exchanges in terms of the number of United States cents to
the foreign unit and for this reason it is now much simpler to understand tables of
foreign exchange rates than it was a few years ago.
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MinT Par

The fundamental rate in the exchanges of all countries actually
upon a gold basis is the so-called ‘“mint par,” which is the ratio
of the pure gold content of the monetary unit of one country to
that of the monetary unit of another country. For example, the
sterling mint par prior to September 21, 1931, was obtained by
dividing the number of grains of pure gold contained in the sov-
ereign, namely, 113.00156, by the number contained in a dollar of
United States gold money, namely, 23.22, which gave a mint par of
4.8665.!

Facrors DETERMINING EXCHANGE RATES

We are now prepared to consider some of the basic factors in the
determination of an exchange rate. For the sake of clearness, let
us begin with the cable rate, because it involves no interest; al-
though we should recognize that for most exchanges the demand
rate is the dominant rate. Assume for the moment a condition
contrary to fact, that all international payments are made through
cable transfers. Assume that the time is the middle of August and
that, in the broad sense of the terms, exports and imports are
approximately equal. As autumn approaches and the exports of
our American cereal and cotton crops take on larger and larger
proportions, an increasing amount of sterling exchange is thrown
on the New York market.

In other words, those selling cotton, wheat and other American
commodities to London merchants sell them for English money
and therefore have pounds sterling coming to them. Sell goods to
people in England, sell English money, is the normal rule. The
rate of exchange is merely the United States currency price in
New York for a pound sterling of English money to be delivered in
England at a certain time, in the case of cable transfers imme-
diately.

In the fall our exports normally greatly exceed our imports;
exporters, therefore, we may assume, had more pounds sterling
to sell than importers cared to buy at the mint par rate of, say,
4.8665. The New York price of a pound sterling, therefore, moved

.1 Calculated in the same way, the French mint par at that time was 3.9179; the
German, 23.82; and the Italian, 5.2632. The mint pars of the principal countries of
the world, together with the recent movements of New York exchange fates in these
countries, are published by the Federal Reserve Board each month in the Federal
Reserve Bulletin.
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downward. It went from 4.8665 to 4.8660, then to 4.8600, ete.,
until it reached 4.8465, which we will assume to have been the
gold-import point rate at that time for cable transfers. Beyond
this point the cable rate could not go, under the conditions as-
sumed, in an unrestricted market for gold.

GoLp-IMPORT POINT

What is meant by the gold-import point? When the exporter
was selling his sterling bill for $4.8465, he was virtually sclling
British gold at a discount of 24 of 1 per cent (exactly 2 cents on
the equivalent of $4.8665), since the pound sterling, which was
coined in the form of the British sovereign, contained 4.8665 times
as much pure gold as the United States dollar. Under the conditions
assumed, two American cents to the amount of gold in a sovereign
was sufficient to pay all the expenses incident to shipping gold
bars from London to New York and of there converting them into
United States money; that is, the expenses for packing, carting,
shipping, insurance and interest during the time of transit of the
gold from London to New York, and of converting the gold bars
into United States money in New York. The result was that, if
the American exporter of wheat were compelled to sell in New
York, by cable, for immediate delivery in London, the pounds
sterling due him there for less than $4.8465 to the pound, he could
more profitably have obtained his pay in London in Bank of Eng-
land notes, converted them into gold bars in London, had the gold
bars shipped to New York and then had the bars exchanged for
United States money at the Federal Reserve Bank. In actual
practice the exporter of wheat did not do this, but there were
banks and bullion brokerage houses which made a business of
importing gold whenever the exchange rates were such as to
yield them a reasonable profit on its importation. And this
is true today, although England is no longer on the gold stand-
ard, and gold is not now permitted to circulate in the United
States.

The gold-import point is not a fixed point. It declines as interest
rates and shipping and insurance expenses rise, and it rises as they
fall. It is affected by mint charges (when coinage is involved),
brokerage charges, taxes and other minor expenses, all of which
vary from time to time. Some concerns, moreover, are able to
import gold at slightly lower expenses than others, and some will
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work on a smaller margin of profit than others.! Gold embargoes,
moreover, and other less open restrictions, are sometimes imposed
by the authorities against the free exportation of gold when the
exchange market would be otherwise favorable to such exportation.
Sometimes gold is imported, it is claimed, at a loss on the transac-
tion itself, with the expectation on the part of those importing it
of realizing a profit on stock exchange operations as a result of the
“bullish” effect on the stock market which gold importations
frequently have.

At this writing in 1935 there are few countries on the gold
standard and the free markets for gold in the world are very
limited.

GoLp-ExporRT PoOINT

The gold-export point comes into play under conditions essen-
tially the opposite of those described in connection with the gold-
import point. When imports of goods are large relative to exports
and American buyers of British goods are making heavy purchases
of pounds sterling in order to pay in England the British money
they owe for the goods they are importing, the price of a pound
sterling, namely, the rate of exchange, rises. Buy goods in England,
buy pounds sterling.

When both England and the United States were on the gold
standard, the more pounds sterling importers bought, other things
equal, the higher the price of a pound sterling. Under those condi-
tions, when the demand for pounds sterling on the part of American
importers exceeded the supply of pounds sterling thrown on the
market by American exporters at the current rate the dollar price
of a pound sterling rose; in other words, the rate of exchange
advanced toward the gold export point. If, for purposes of illustra-
tion, we assume that it costs two cents to ship the amount of gold
in a sovereign (the equivalent of $4.8665 United States gold coin)
from New York to London,? that is, 24 of 1 per cent, then,
when the cable rate in New York on London advanced above this
point, say, to 4.8865, it became profitable for foreign exchange

1 Most standard books on foreign exchange contain itemized computations of the
costs that enter into the determination of the gold shipping points. See, for example,
A. C. Whitaker, Foreign Exchange, Chap. XX; and Ira B. Cross, JDomestic and
Foreign Exchange, Chap. XI.

2 Actually the expenses of shipping gold from New York to London were often
different from those of shipping it from London to New York.
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operators to ship gold from New York to London, selling it on the
London gold market for British money and selling cable exchange
in New York against the British money so received. Importers
having large payments to make in London could afford to make
their payments through the instrumentality of shipping gold to
London (incurring all the expenses of making such shipments),
rather than pay cable transfer rates appreciably above $4.8865.
In practice, of course, it was not the merchants but the bullion
brokerage houses and large exchange banks that made such ship-
ments. :

Gold movements in a free market in international trade take
place under fundamentally the same conditions as do the move-
ments of other commodities. It is simply a case of a commodity
seeking the best market, gold differing from other commodities
chiefly in the fact that it is the most salable commodity in the
international market, a fact that makes it the money of inter-
national trade.

Assuming 4.8465 to have been the gold-import point and 4.8865
to have been the gold-export point, it will be observed that gold
was imported when it was more valuable in the United States than
in London by about 0.4 per cent, that is, by enough to pay all
shipping expenses and yield a profit; for, obviously, if $4.8465 of
United States money bought English money with a gold equivalent
of $4.8665 of United States money, a given amount of gold in the
form of United States money was worth more than in the form of
English money. Other goods are imported under exactly the same
conditions; that is, when they are dearer in the United States than
abroad by an amount sufficient to pay shipping expenses and to
yield the importer a reasonable profit. On the other hand, the gold-
export point, assumed to have been 4.8865, meant that in the form
of money it took 4.8865 of our dollars to buy the amount of gold
in a sovereign, which was the quantity of gold contained in $4.8665
of our gold coin. Gold in London, therefore, in the form of standard
gold bars was more valuable than gold in New York by about
0.4 per cent and, since this difference was enough to cover all
shipping expenses and to yield a reasonable profit to the shipper,
gold moved from the cheaper market, New York, to the dearer
market, London, until the lessened supply in the United States and
the increased supply in England made further shipments un-
profitable.
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If the United States exported gold to England at a rate of
4.8865, then England imported gold from the United States at
4.8865 (equivalent to about 4s.1.14d. to the dollar), so that rate
was our gold-export point and England’s gold-import point. In
the same way, 4.8465 (equivalent to 4s.1.24d. to the dollar) was
our gold-import point and England’s gold-export point.

DeMAND AND USANCE EXCHANGE

So far in the discussion of foreign exchange, we have been assum-
ing cable rates, in order to eliminate as far as practicable for the
time being two other factors contained in most exchange rates,
namely, insurance and interest. In doing this, however, we should
note that in practice the demand rate and not the cable rate is the
dominant sterling rate. It is now time to consider briefly these
two factors.

(1) Insurance. Whenever a period of time elapses between the
purchase of a bill of exchange and its payment, an element of risk
enters. If A in New York draws a clean bill (a bill without docu-
ments attached as security) at sixty days’ sight upon B in London
for £10,000 and offers to sell it, before it is accepted by B, to
Bank X in New York, Bank X will obviously not wish to buy it
unless it believes A to be good for the amount of the bill. The
bank will naturally pay a better price for a bill drawn by a concern
of high financial standing than for one drawn by one of lower
standing. The risk involved in such a purchase is reduced after B
accepts the bill, provided B is looked upon as a concern of high
financial responsibility. Banks, however, often place their sole
reliance upon the financial standing of the drawer of the bill, whom
they usually know, rather than upon the drawee in a foreign coun-
try, whom they often do not know. Endorsements on the bill also
lessen the risk involved in buying it as they increase the number of
persons contingently: liable for its payment. In this connection,
one financially important name may be of much more consequence
than half a dozen unimportant ones. Even large concerns, however,
may find their paper discriminated against in the form of un-
favorable rates when they throw an unduly large amount of it on
the market. The larger the risk involved in buying a bill, ac-
cording to the estimate of the market, the lower thg rate, other
things equal, that will be paid for the bill. This difference
represents a sort of insurance charge for protection against proba-
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ble loss in handling bills and commonly goes by the name of
insurance.?

A large part of the bills in the market are documentary bills;
that is, bills with documents attached, such as warehouse receipts,
bills of lading, insurance papers, invoices, government inspectors’
certificates and securities. These documents protect the purchaser
of the bill in the control of the merchandise or securities during
the process of shipment until the bill is paid by the drawee or, at
least, until the drawee assumes responsibility by accepting it. In
the case of demand bills, documents are released only on payment;
in the case of time bills they may be released on acceptance or
only on payment according to the instructions on the bill. Whether
the documents shall be released on acceptance or only on payment
depends largely upon the financial reputation of the drawee. Of
course, the character of the goods being shipped and the character
of the protection to the purchaser of the bill otherwise given by
the documents attached are important factors in the insurance
element of the exchange rate.

(2) Interest. The third element in the exchange rate is interest.
Whenever an appreciable period of time elapses between the date
when the bill is sold and the date when it is payable, an item of
interest is involved whether it is expressed in the contract or not.
Interest figures even in demand bills, because time is required for
the transit of the bill. Interest for time of transit is a large item
when the places are distant, as, for example, in the case of a bill
drawn in Manila on New York City. A ninety-day sight bill in
New York on London may require anywhere from five to fifteen
days to reach London and be accepted, depending upon the fre-
quency of sailings, the specd of the steamer on which the bill
travels and the delays at both ends of the trip. If we assume
seven days as the normal time and add the three days of grace

1 “The price which is paid to a merchant of undoubted position for his sixty
days’ sight bill on a foreign country, will be higher than that which is granted for a
second-rate bill on the same place. The purchasers of bills must be induced, by a
concession in price, to take an article of inferior security. They must be indemnified
for the greater risk. Credit is a very important element to be considered in the rate
of exchange; and so notorious is this amongst those engaged in international trade
that the price at which exporting houses can sell their foreign bills, is looked upor
as an unerring test of the credit which they enjoy among their neighbours. Thut
credit causes a difference in the value even of such foreign bills as are drawn on the
same day, rendering it difficult to give any exact or definite quotation of the pric
of long-dated paper; and, further, it operates on exchanges generally in times o
commercial panic or excitement, and causes the prices of all bills to fall.” Goschen
Viscount, Theory of the Foreign Exchanges, p. 56.
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customary in England on time bills, we arrive at a hundred days
between the time of purchase by the New York bank and the
time of payment by the drawee in London. This would mean
that, if the New York bank should wait for its funds in London
until the ninety-day bill matured, it would be deprived for 100
days of the use of the money it paid for the bill. Clearly, then, it
should pay a lower rate for a bill drawn on the same concern and
with the same security payable in a hundred days than one pay-
able by cable, and the difference should be equivalent to the market
interest on the dollar value of a pound sterling for 100 days.
Inasmuch as a sight bill requires the same time in transit as a
ninety-day sight bill, which we have assumed to be seven days,
the nincty-day sight bill should have a rate lower than the sight
bill by the amount of interest on the dollar equivalent of a pound
sterling for ninety-three days. There are no days of grace on a
sight bill.

For what market should the rate of interest be taken, New
York or London? Since the bill in the illustration is assumed to
be payable in London and to be discounted there, it is the London
rate that controls. If it were dollar exchange drawn in London
on New York, payable in dollars and discounted in the New York
market, it would be the New York discount rate that would
control.

In every bill of exchange, then, involving any appreciable time
before payment there are three elements: (1) pure exchange, that
is, the premium or discount from the mint par represented by the
cable rate; (2) insurance against risk; (3) interest at the market
rate, usually that of the place where the bill is payable.!

Our future comparisons will be based upon the sight rate,
which, although containing a few days’ interest, is, as previously
noted, in practice, usually the basic rate.

ForeEiGN ExcHANGE AND THE DIscOUNT MARKET

Foreign exchange rates and discount rates arc closely related.
The differences between the rates for demand bills and the rates
for time bills are chiefly a matter of the interest for the life of the
bill; and ‘““the spreads’” between time rates and the demand rate,

1In every rate of exchange there is also a fourth element, an administrative
expense to compensate the banks or exchange brokers for their services in connec-
tion with the transaction. On large transactions this item is of comparatively little
importance.
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therefore, vary with the market rate of discount. This is inevi-
table, for, if the ninety-day rate were lower than the sight rate
by more than the amount of the discount on a pound sterling
for ninety-three days at the current rate of discount in London,
bankers would profit by buying ninety-day bills, discounting them
and selling demand drafts against the proceeds, thereby forcing
up the ninety-day rate and forcing down the demand rate until
they were again in equilibrium; that is, until they differed by
only the interest on a pound sterling for ninety-threc days at the
current rate. If, on the other hand, the ninety-day sight rate
were not lower than the sight rate by as much as the interest for
ninety-three days on a pound sterling at the current rate of dis-
count, bankers would make a profit by selling ninety-day sight
bills, buying demand bills with the proceeds and lending the pro-
ceeds of the demand bills in London, at the market rate of discount.
This would soon restore equilibrium by foreing down the rate for
nincty-day sight bills and forcing up the rate for demand drafts.
A high discount rate in London attracts money to London for
investment, thereby increasing the demand for sight drafts, and
decreasing the supply through decreasing the discounting of long
bills in London, thus pushing up the demand rate. A low discount
rate has the opposite effect. It reduces the flow of money to London
for investment and increases the flow of London funds to other
places where higher money rates prevail.

DoLLAR EXCHANGE

Prior to the War most of the exchange operations in connection
with our trade with the Orient and Latin America were conducted
by a triangular process through London.! The effecting of these
American exchange operations through the instrumentality of the
London exchange market was due chiefly to the fact that there
was a good discount market in London for such bills and a well-
organized system of acceptance houses and exchange banks for
carrying on the business. Neither of these existed in New York.
As a result, bills drawn on London were more salable in Latin
America or in the Orient, or salable on better terms, than bills
drawn on New York or on any other financial center. After the
War, however, this situation changed and dollar exchange, that

1 For a typical example of such an exchange operation, see Escher, Foreign
Exzchange Explained, Chap. XIV.
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is, exchange drawn in dollars and discounted in New York, as-
sumed greater importance. This was brought ahout chiefly by
three forces: (1) the establishment of the Federal Reserve system,
which furthered the development of an American discount market;
(2) the enacting of new laws in the United States favorable to
the acceptance of bills by banks, so-called “bank acceptances”;
and (3) the influence of the War on the rclative credit positions of
New York and London.

SoME MoNETARY ForcEs IN FOREIGN TRADE

Between two countries like the United States and England the
fundamental monetary forces operating in the exchange market
may be seen if one isolates the two countries and asks himself
what forces would come into play to prevent one of them, say
the United States, from being denuded of its money supply if it
should for some time import from the other, say England, more
merchandise, securities and services than it should export to her.
It is assumed that both countries are squarely on the gold standard
and that there arec no restrictions upon the flow of gold between
them. The more important forces at work are shown in the

following table:

United States

(1) Excess imports into the United
States from England will push up
the demand exchange rate from,
say, the old mint par 4.8665 toward
the gold-export point, say, 4.8865.
All other exchange rates in the
United States on England will tend
to move upward, in harmony with
the basic demand rate.

(2) As the exchange rate rises (from
4.8665 to 4.8865) American import~
ers, who make their payments
through the purchase of London
drafts, will incur an increasing ex-
pense in the fact that they will be
compelled. to pay a continually
higher price in American money for
the pounds sterling required of
them to pay for the goods they are
importing. This will tend to reduce

England

(1) Excess exports from England
to the United States will push doun
the demand exchange rate from the
mint par 4.8665 toward the gold-
import point 4.8865. All other ex-
change rates in England on the
United States will tend to move
downward in harmony with the
basic demand rate.

(2) Decreased American imports
are decreased British exports. As
the exchange rate falls (from 4.8665
to 4.8865) those few British export-
ers who obtain payment by selling
in London drafts drawn in dollars
on the United States, will suffer
slightly, because they will be com-
pelled to give an increasing amount
of United States money for each
pound sterling thev obtain. This
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United States

the imports of the kinds of mer-
chandise, securities and services on
which the margin of profit nor-
mally realized is very small.

(3) A rising exchange rate will give
a slightly additional profit to Amer-
ican exporters, who obtain their pay
by selling in New York the pounds
sterling due them in London (i.e.,
their sterling bills), for they will
receive an increasing amount of
American money for each pound
sterling due them. This will tend
slightly to increase exports, par-
ticularly of the kinds of merchan-
dise, securities and services on
which the margin of profit nor-
mally realized is very small.

(4) Relatively large demands in the
United States for pounds sterling
in London, namely, for sterling
drafts, or relatively large payments
by American importers against
dollar exchange drawn upon them
or for their account by British ex-
porters, cause a flow of funds
to New York exchange banks,
strengthening bank reserves and
thereby tending to reduce call rates
of interest and, more tardily, time
rates.

Obviously, a large part of these
payments to New York banks rep-
resent merely transfers of funds
from one bank account to another,
and the actual increase of banking
funds that takes place is represented
solely by the net flow of money
- from active circulation into the
banks.

(5) Increasing bank reserves induce
New York banks to reduce their

England

will tend to reduce the exports of
the kinds of merchandise, securities
and services on which the margin
of profit normally realized is very
small.

(3) Increased American exports are
increased British imports. As the
exchange rate falls (from 4.8665 to
4.8865) thosc few British importers
who make their payments in the
United States by buying in England
dollar drafts on the United States,
will realize a slightly additional
profit through the larger amount of
American money they will receive
for each pound sterling. This will
tend slightly to increase imports of
merchandise, securities and services
of the kinds on which the margin
of profit normally realized is very
small.

(4) Relatively large payments by
London banks to British exporters
against sterling drafts drawn by
American banks on their London
correspondents, or against the sale
to London banks of dollar exchange
drawn by or for the account of
British exporters, decrease the sup-
ply of bank funds in England, re-
duce bank reserves and thereby
tend to increase interest rates on
demand loans, and, more tardily,
on time loans.

Obviously, a large part of these
payments by London banks to
British exporters represent merely
transfers of funds from one bank
account to another, and the actual
decrease of banking funds that
takes place is represented solely
by the net flow of money from the
banks into active circulation.

(5) Reduced bank reserves cause
London banks to call in loans made
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United States

indebtedness to the Federal Re-
serve Bank and, in turn, encourage
reductions in the New York Federal
Reserve Bank’s discount rates.

(6) Increasing bank reserves and
declining interest and discount
rates spell an easier money market.
This causes a rise in business con-
fidence, stimulates business activ-
ity and increases the rates of mone-
tary and deposit turnover (V and
R of the equation of exchange).

(7) Declining interest rates, rising
business confidence and increasing
rates of monetary and deposit turn-
over stimulate speculation, encour-
age increased purchases of securities
and commodities, and thereby force
up the prices of the more sensitive
securities and of staple articles of
produce and later of those which
are less sensitive.

(8) Rising security and commodity
prices encourage increasing pur-
chases in the cheaper market, Eng-
land, and still further accentuate
the forces already mentioned.

On the other hand, a counter
force is set up in the form of in-
creasing sales and exportation of
United States securities and of
certain American export commod-
ities to British speculators, inves-
tors and merchants, who buy in
anticipation of further price ad-
vances.

(9) The decline of interest and dis-
count rates in the United States
tends to cause a flow of loanable
funds out of the country.

MONEY

England
to discount houses, acceptance
houses and similar institutions,

which, in turn, increase the de-
mands on the part of those institu-
tions for loans at the Bank of Eng-
land and encourage advances in the
Bank of England’s discount rates.

(6) Decreasing bank reserves and
rising interest and discount rates
spell a tighter money market. This
causes a fall in business confidence,
retards business activity and de-
creases the rates of monetary and
deposit turnover.

(7) Rising interest rates, declining
business confidence and decreasing
rates of monetary and deposit turn-
over retard speculation, reduce pur-
chases of securities and commod-
ities, and thereby force down the
prices of the more sensitive secu-
rities and staple articles of produce
and later of those which are less
sensitive.

(8) Declining security and com-
modity prices encourage increasing
sales in the better market, the
United States, and still further
accentuate the forces already men-
tioned.

On the other hand, a counter
force is set up in the form of in-
creasing purchases and importation
of United States securities and
staple American import products
by British speculators, investors
and merchants, who buy in antici-
pation of further price advances.

(9) The rise of interest and dis-
count rates in England tends to
cause a flow of loanable funds into
England.
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United States

(10) Low interest and discount
rates, large bank reserves, high
rates of monetary and deposit turn-
over, high security and commodity
prices, and high exchange rates, all
spell relatively redundant money,
and therefore relatively cheap
money. Such money seeks a better
market, exchange rates finally reach
the gold-export point, and gold is
exported.

(11) The outflow of gold reduces
bank reserves and possibly also
monetary circulation. It tends to
increase interest and discount rates.
It exercises a depressing influence
on husiness confidence and there-
fore tends to reduce rates of deposit
and monetary turnover and to
lessen speculation and business ac-
tivity. It tends to decrease prices,
at first of the more sensitive secu-
rities and staple commodities of in-
ternational trade, and later of the
less sensitive securities and com-
modities. The high gold-export
point exchange rate puts a slight
additional burden on imports and
gives a slight exchange premium to
exports. All these are forces which
tend to discourage imports and to
encourage exports.

Of course, if at the time gold is
being exported the Federal Reserve
Bank replaces the gold that is going
out of the country by the expansion
of Federal Reserve notes and cir-
culating deposit credit, through
extending its open-market pur-
chases and its rediscounts, the
forces above mentioned may be
thereby weakened or possibly even
entirely offset by this policy.

England

(10) High interest and discount
rates, low bank reserves, low rates
of monetary and deposit turnover,
low security and commodity prices,
and low exchange rates, all spell
relatively scarce money and there-
fore relatively dear money. Such
a market attracts money from
abroad, exchange rates finally reach
the gold-import point, and gold is
imported.

(11) The inflow of gold increases
bank reserves and tends to decrease
interest and discount rates. It
tends to increase business confi-
dence and therefore rates of de-
posit and monetary turnover. It
stimulates speculation and business
activity. It tends to increase prices,
at first of the more sensitive secu-
rities and staple commodities of
international trade, and later of the
less sensitive securities and com-
modities. The low gold-import
point exchange rate puts a slight
additional burden on exports and
gives a slight exchange premium to
imports. All these are forces which
tend to discourage exports and to
encourage imports.

Of course, if at the time gold is
being imported the Bank of Eng-
land adopts a policy of impounding
gold and of refusing to expand bank
note and deposit credit upon it, the
new gold will be sterilized and the
forces above mentioned will be
weakened or possibly even entirely
offset by this policy.

Every force mentioned in the above table is at all times an

actual or potential factor in the exchange situation.

Although
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exchange rates and prices are never in complete equilibrium, a
movement in any direction tends to set up corrective movements
in the opposite direction, so that there is always going on a struggle
of forces working toward the establishment of equilibrium. It
may happen, of course, that forces in one direction may be so
strong that any particular gold standard system—or any other
monetary system, for that matter—will break down before counter
forces have come into play with sufficient strength to turn the
tide.

The condition assumed in preparing the above tabular state-
ment, namely, that the United States and England were isolated
from the rest of the world, each carrying on foreign trade solely
with the other, is, of course, contrary to fact. The trade of these
two countries is only part of a world-wide international trade situa-
tion, the different parts of which are always tending toward
equilibrium. Money markets in both countries are influenced
greatly by conditions in places in other parts of the world, so that
it is common for interest rates and price movements to move
sympathetically in England and the United States, rather than
oppositely, and even a slight lag is likely to be quickly corrected
by arbitrage transactions. None the less, the forces brought out
in the above statement—albeit in an exaggerated way—are con-
tinually at work, and it is such forces that under normal conditions
maintain an orderly functioning of foreign exchange markets and
prevent currency systems from breaking down as a result of
international transactions.

ARBITRAGE

Arbitrage, in the ficld of foreign exchange, consists of the pay-
ment of money from one country to another country, through
the intermediation of a payment to and a payment from a third
country. It is a roumdabout method of payment resorted to be-
cause it is found to be cheaper than the direct method on occasions
where the exchanges are out of equilibrium. Obviously, equilibrium
tends to be restored by such transactions. Sometimes there may
be more than one intermediary country. Payments to Paris and
Berlin are often made by remittances through London; and, in
the past, payments from the United States to London were fre-
quently made through Paris, and sometimes through Berlin and
Amsterdam.
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The character of a simple arbitrage transaction is shown in
the following illustration, which is assumed to have taken place in
early 1931.

Suppose a St. Louis banker wished to remit 125,000 francs to
Paris, and that the best rate he could obtain in St. Louis on Paris
was 3.91 cents to the frane, so that 125,000 X 3.91 cents, or
$4,887.50, would have been required to make the remittance.
Suppose that he found that demand drafts in St. Louis on London
were selling for 4.84, and that cable reports from London gave
the London sclling rate for checks on Paris as 125 francs to the
pound sterling. For £1,000 in London he could buy a check on
Paris for the desired amount, i.e., 125,000 francs; while at 4.84
the cost in St. Louis of the check on I.ondon would be but $4,840.
This is less than the $4,887.50, the cost of remitting directly, by
$47.50. From this gross profit there would be slight deductions
for commission to the London bank through which the London
part of the transaction was effected, for revenue stamps in London
and for interest on extra time required.

Arbitrage bankers watch the international exchange rates very
closely, eager to take advantage of every slight variation from
equilibrium. Since the amounts transmitted are often large, and
the transactions normally require but very short periods of time—
sometimes an important arbitrage transaction can be effected by
cable within a few minutes—a slight margin of profit, say, 14 of
1 per cent, or even less, often yields a substantial profit.

ExcHANGE FUTURES

Most cxchange contracts are ‘“spot” contracts, that is, con-
tracts for immediate delivery of the draft, bill or cable transfer;
but in our principal exchange markets a large business in futures
is continually being transacted. A future has been defined by
Whitaker as follows: !

“ . .. a contract under which one of the parties agrees to deliver, and
the other to take a stipulated amount and kind of exchange (as £10,000
bankers’ sight sterling) at an agreed future time, for a price (i.e., at a
rate) determined upon when the contract is made, but payable on the future
date when the exchange is actually delivered. The motive of either party
may be to make an outright speculation, or it may be only to make a
hedge against some risk of exchange assumed in connection with an

1 Whitaker, Foreign Exchange, p. 286.
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independent transaction already put through or decided upon: and one
of the parties may have the speculative motive and the other the motive

of hedging.”

Futures are more important in exchange between countries on
different monetary standards, where fluctuations in rates are wide,
than between countries on the same standard, where the range of
possible variations in rates is narrowly limited by the shipping
points. This subject will be discussed later in this chapter.

EXCHANGE BETWEEN COUNTRIES ON DIFFERENT
STANDARDS

In exchanges between a country on the gold standard and a
country on the silver standard, or between a country on the gold
or silver standard and one on a fiduciary money standard, or be-
tween two countries on different fiduciary money standards, there
are no narrow limits of possible fluctuations like those fixed by the
“gold points” in exchanges between two gold standard countries,
or the “silver points” in exchanges between two silver standard
countries. Between such countries the fluctuations in exchange
rates that may take place are practically limitless, and those that
do take place within short periods of time are often wide. These
variations give rise to problems that justify a separatc considera-
tion of the exchanges between countries on different monetary
standards.

EXCHANGE BETWEEN A GoOLD STANDARD COUNTRY AND A
SILVER STANDARD COUNTRY

In exchanges between a gold standard country and a silver
standard country, there are no fixed mint pars of exchange and
the limits of the possible fluctuations of exchange rates vary widely
and are fixed roughly-by the market price of silver in gold standard
countries and the market price of gold in silver standard countries.
Since there are no limits to the possible fluctuations in these prices,
there are no limits to the possible fluctuations in exchange rates.
When there are no restrictions on the exportation and importation
of gold and silver, and when coinage is free in both the gold
standard country and the silver standard country, exchange rates
in a gold standard country on a silver standard country move
roughly with the gold price of silver, rising when the price of silver
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rises and falling when it falls. In a silver standard country, sim-
ilarly, rates on a gold standard country move roughly with the
movements in the silver price of gold. Silver moves into and out
of a silver standard country and into and out of the monetary
circulation in such a way as to tend to keep the value of a given
quantity of silver approximately the same within the country and
abroad and approximately the same in the form of coin and in
the form of bullion. If the value of silver in the world’s silver
market goes down, more silver is shipped to the silver standard
country and more is coined, for more money is needed to give
expression in monetary form to this reduced value of silver, with
the result that the price level rises. If, on the other hand, the
value of silver in the world’s market rises, the inflow of silver to
the mints of the silver standard countries falls off and silver coins
are exported or melted, thereby reducing circulation and bringing
down the price level, for, obviously, less money is needed in silver
standard countries to do a given amount of money work when the
value of silver, and therefore of silver money, rises.

Since 1873, when effective bimetallism ceased to exist in the
world, the price of silver in terms of gold has fluctuated widely,!
and, as a consequence, there has been great instability in exchange
rates between silver standard countries and gold standard coun-
tries. The evil effects on trade of widely fluctuating exchange
rates, whether they be in silver exchanges or in paper-money ex-
changes, are partly mitigated by the practice of exporters and
importers of fixing their exchange forward and of the banks in
covering forward exchange purchases by forward exchange sales,
or by ‘“hedging.”

An idea of some of the evil effects of wide exchange fluctuations
and of a common method of meeting them may be had from the
following hypothetical illustration, adapted from the writer’s book
on Modern Currency Reforms.?

1 Infra, p. 350.

2 The only important silver exchanges in the world for many years have been
those of China and the British colony of Hong Kong. The National Government of
China in 1934, by placing taxes and other restrictions on the exportation of silver,
discontinued, strictly speaking, the silver standard in China. Furthermore, since
the Chinese exchanges are very complicated, they do not submit themselves readily
to purposes of clear illustration of the fundamental principles with which we are
here concerned. For this reason I have chosen for illustration the simpler silver
standard system that existed in the Philippine Islands at about the time of the

American occupation. Since 1903 the Philippines for most of the time have been
on the gold standard. During the silver standard period, exchange rates in Manila
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Prior to 1903 the monetary unit of the Philippines was the
Mexican silver dollar, containing approximately 79 per cent of an
ounce of fine silver (or 85 per cent of an ounce of British standard
silver, i.e., silver .925 fine). Under this silver standard régime,
let us suppose that on January 1st a hemp dealer in the Philippines
contracts to deliver a given quantity of hemp in New York by
the fore part of April at a total price of $10,000 payable in New
York City,! to be forwarded so as to arrive in New York at about
the time of the arrival of the hemp.2 Suppose also that, at the
time these arrangements are being made, the Manila bank’s buying
price for such demand bills is Pfs. 2.50; that is, they will give
Pfs. 2.50 for each dollar of the bill. At this rate, the exporter
would receive for his hemp bill Pfs. 25,000. Assume that he knows
at about what price he can buy the hemp in the Philippines and
that he calculates that he can buy it and deliver it in New York
at a total cost in the Philippines of Pfs. 23,000. This would leave
him a net profit of Pfs. 2,000. Accordingly, he buys the hemp as
planned during January and February, obtaining the funds by
means of an overdraft at his Manila bank, sccured by a pledge
of the hemp as purchased. He ships it the first of March, drawing
at the same time a sight bill on the consignee for $10,000, and
offers to sell this bill to his Manila bank. Meanwhile, however,
let us assume that the price of silver has risen and that New York
exchange has, therefore, fallen, so that the rate now for such
demand bills is Pfs. 2.20, instead of the Pfs. 2.50 upon which the
merchant had based his calculations. Being compelled to sell at
Pfs. 2.20, that is, to receive only Pfs. 2.20 for each dollar coming
to him, instead of the Pfs. 2.50 which he expected, he obtains for
his bill of $10,000 only Pfs. 22,000, instead of his estimated 25,000.
Thus, his expected profit of Pfs. 2,000 is changed into a loss of
Pfs. 1,000, and this, despite the fact that he bought the hemp

were usually quoted in terms of the number of foreign money units to the Philippine
peso, as, for example, a shilling and seven pence to the peso, or forty cents United
States money to the peso. To simplify the illustration and avoid confusion, the rates
will be quoted here in the form most widely used in the United States today, namely,
the number of units of local money to each unit of foreign money, in this case the
number of Philippine pesos and centavos to a dollar of United States money.

1 Throughout this illustration, the dollar mark (8) will signify United States
dollars, and the symbol Pfs. (officially used in the Philippines) will sxgmfy Philippine
gilver standard pesos.

? In practice such a transaction would usually have been financed through a
;t:;}:ng letter of credit opened in London by the consignee through his New York
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at the calculated price and definitely contracted for its sale before
he purchased it.

If, however, in the interim, the gold price of silver had fallen
and the exchange had risen from Pfs. 2.50 to, say Pfs. 2.80, he
would have received Pfs. 28,000 for his $10,000 bill, and his profit
would have been increased from his expected Pfs. 2,000 to Pfs.
5,000. The hemp exporter would thus gain by a rise in exchange
and lose by a fall; but he would run a great risk and such risk-
taking as this is not his business. He is a hemp dealer, not an
exchange speculator.

Let us take a similar illustration from the side of the importer.
A Manila wholesale shoe merchant buys by cable order, on Jan-
uary 1st, 5,000 pairs of cheap shoes in the United States at $2.00
a pair, when exchange is at Pfs. 2.50. The shoes are to be delivered
in Manila in sixty days, and the merchant is to pay for them by
cable in New York funds thirty days after their delivery. The
local market for shoes of this kind, let us assume, is such that the
merchant can sell them at Pfs. 6.00 a pair, which would yield
him a gross profit of a peso per pair or a total of Pfs. 5,000. Allow-
ing Pfs. 2,000 for expenscs, he would have a net profit on the
transaction of Pfs. 3,000 (which would be equivalent with exchange
at Pfs. 2.50 to $1,200). He closes his contracts on both sides; that
is, he buys the 5,000 pairs of shoes at $2.00 a pair and agrees to
deliver them to Philippine retailers at Pfs. 6.00 a pair. But, during
the next three months, let us assume, there is a substantial drop
in the price of silver and a corresponding rise in New York ex-
change, the price of cables rising from Pfs. 2.50 to Pfs. 3.00. The
merchant has realized Pfs. 30,000 for the shoes, and he now goes
to his Manila bank to purchase his cable transfer on New York
in favor of the shoec manufacturer for $10,000. At an exchange
rate of Pfs. 3.00, however, this sum costs him Pfs. 30,000, instead
of the Pfs. 25,000 which he had counted upon in figuring exchange
at the earlier rate of Pfs. 2.50. When he adds to this the Pfs. 2,000
for expenses, he finds that his anticipated net profit of Pfs. 3,000
has been transformed into an actual net loss of Pfs. 2,000.

Even had he not contracted in advance for the sale of the shoes
in Manila for Pfs. 6.00 a pair, he would probably have suffered,
because the mere fact of a rise in exchange does not make it pos-
sible to sell the shoes at a higher price. The local currency wages
and incomes of most persons who buy shoes have not been appre-
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ciably affected by this sudden rise in exchange, nor is their demand
for shoes thereby increased. In the course of time such a rise in
exchange (resulting from a depreciation of silver), if it were per-
manent, would influence the supply of shoes on the market through
lessening their importation and thereby tend to raise the local
currency price of shoes. But at best this influence works slowly—
often too slowly to be of much benefit to the merchant who has
already imported a large stock—for of imported goods like shoes
there is usually a considerable supply kept on hand. Then, too,
there may be the alternative of importing the goods from silver
standard countries with which exchange has remained practically
constant. One must not assume, as Americans thinking in terms
of United States currency so commonly did when the Philippines
were on the silver standard, that the price of shoes would rise
promptly and in exact proportion to the fall in exchange. The
responsiveness of prices, even of goods imported from gold
standard countries, was usually slow. Retail and wholesale prices
cannot fluctuate with daily, or even weekly or monthly, movements
of exchange—and that is particularly true in an oriental and
tropical country like the Philippines where inertia and custom
play such important roles.

If, in the above illustration, exchange had fallen to Pfs. 2.00,
instead of rising to Pfs. 3.00, the importer would have been able
to buy his $10,000 cable transfer to New York for only Pfs. 20,000,
thereby raising his anticipated net profit from Pfs. 3,000 to
Pfs. 8,000—an increase in the net profit as measured in United
States currency from an anticipated $1,200 to an actual $4,000.

Obviously, the fall in exchange which was so harmful to the
exporter was pro tanto favorable to the importer; while the rise
in exchange which was so favorable to the exporter was pro tanto
harmful to the importer. A rising exchange stimulated exporta-
tion and inhibited tmportation; a falling exchange stimulated
importation and inhibited exportation. Either called for an ad-
justment in currency shipments; and either tended toward a one-
sided and artificial stimulus to trade which was not in the interest
of healthy trade development.!

1 Cf., “The Influence of Falling Exchange upon the Returns Recelved for Na-
tional Products " Argument submitted to the Monetary Commissioni of the Repub-
lic of Mexico, Apnl 18, 1903, by Charles A. Conant, Jeremiah W. Jenks and Edward

23119“11 Printed in Report of Commaission on International Exchange, 1903, pp- 431~
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ForwARD EXCHANGE CONTRACTS

The above illustrations, although representing a common inter-
pretation of the handicaps under which Philippine foreign trade
was conducted during the period of the silver standard, greatly
exaggerate those handicaps. As a matter of fact, the exporter of
hemp, unless he deliberately planned to speculate in exchange,
would have gone to his bank at about the time that he contracted
with the New York merchant for the sale of his hemp and would
have made a contract for the forward sale of his hemp bill at a
definite price. He would have agreed in January to sell his hemp
to the New York merchant at so many dollars per bale, and at the
same time would have agreed with his Manila bank to sell the
dollars he was to receive in New York, i.e., his New York bill of
exchange, at a definite price in local currency, say, at a rate of
Pfs. 2.40 to the dollar. Then, no matter what happened to ex-
change, he would have been safe. If exchange fell to Pfs. 2.20, he
would not have suffercd—that would have been the bank’s affair,
not his If it rose to Pfs. 2.60, he would not have profited. He is
not a speculator in silver, but a dealer in hemp, and he would have
shifted this speculative risk to the shoulders of those whose busi-
ness it is to handle risks. A similar policy would have been fol-
lowed by the importer of shoes. When in January he made his
contract to buy the shoes in New York for $10,000, he would have
made a forward contract with the bank for the purchase of $10,000
to be laid down in New York, say 90 days hence, when payment
for the shoes should fall due, at the exchange rate of, say, Pfs. 2.60.
If, in the interim, exchange rose to, say, Pfs. 2.80, he would not
thereby have lost, and, if it fell to, say, Pfs. 2.40, he would not
have gained. The price at which he was to buy his New York
dollars would have been fixed, and the risk of loss or chance of
profit arising from exchange fluctuations would have been shifted
to the bank.

The bank itself, however, in making these two forward contracts,
one for the delivery by the bank threc months hence of a cable
transfer of $10,000 on New York, and one for the delivery to the
bank in Manila of a demand bill which would be paid in New York
three months hence, would also have avoided the risk arising from
exchange fluctuations. It would have ‘“hedged.” The $10,000
bought from the exporter at the rate of a dollar for each Pfs. 2.40
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it would have sold to the importer at the rate of Pfs. 2.60. The
profit to the bank would have consisted in the difference between
the buying rate and the selling rate—here, for simplicity of illus-
tration, assumed to be much larger than would normally have
been the case.!

Let us now turn to the paper money standard exchanges.

PapEr MONEY STANDARDS

Prior to the World War the paper money exchanges, although
considerable in number, were comparatively unimportant, for
the great bulk of the world’s foreign trade was between gold
standard countries. During the War and for some time there-
after, most of the world was on some form of a managed paper
money standard. Between 1922 and 1929 nearly all of the leading
countries returned to the gold basis. Then, beginning in 1930,
under the pressure of the world economic crisis, a large part of
the world again abandoned the gold standard and at this writing
most countries are on a depreciated paper money standard. The
evils of this situation are so serious that it is reasonable to expect
a return on the part of the leading countries to a fixed gold hasis
within a few years. For the time being, however, the paper money
exchanges are of great importance.

With countries on different paper money standards, there are
no fixed pars of exchange and no shipping points that correspond
to the gold points of gold standard countries. The value of the
paper money unit is a question of the supply of money relative to
the demand. There are no limits to the possible fluctuations in the
" value of such inconvertible paper money determined by the stuff
out of which the money is made. ‘“The sky is the limit,” there-

11t should be repeated that the transactions were generally nothing like so sim-
ple in practice as in the above hypothetical illustrations. Most of the exchange
business at that time (but not now) was done through London and comparatively
little directly with New York. Sterling exchange dominated the market. Exports,
moreover, were financed largely by time bills, which were later discounted in Lon-
don, not by demand bills. The banks did not * cover’’ each day their forward con-
tracts for the purchase of exchange with forward contracts in like amount for its
sale. Each bank studied its own situation and made its forward contracts according
to its own circumstances and its anticipation of the future silver and exchange
market. If the bank was conservative, it kept both sides of the account about
equal, that is, it covered all of its forward contracts with reasonable promptness.
On the other hand, if it was willing to speculate—and oriental banks generally did
speculate in exchange—it oversold sterling when it expected silver to rise, thereby
expecting to receive its pay in an appreciating local peso; and it overbought sterling
when it expected silver to fall, thereby expecting to pay for its sterling in a de-
preciating local peso. '



THE PRINCIPLES OF FOREIGN EXCHANGE 149

fore, of possible variations in exchange rates when one or both of
the countries concerned have paper money standards—a fact
that will be realized if one studies the fluctuations of exchange
rates in New York on, say, Berlin or Vienna, for a few years after
the Armistice.

Exchange rates are very sensitive prices. If a country issues
paper money to cxcess, one of the first signs of depreciation will
be a rise in exchange rates above the gold-export point, followed
by heavy exportations of gold. Prices of most other things do
not respond to excessive issues of paper money anything like as
quickly as do the prices of foreign monetary units, such as pounds,
franes and marks, prices which we call exchange rates. Further-
more, different classes of prices, as, for example, wholesale prices,
retail prices, wages (i.e., the prices of labor), interest rates (i.e., the
rental prices of capital) and rates of public service corporations,
respond differently to the influence of increasing issues of paper
money, as do also the prices of different articles within each of
these groups.! Given sufficient time, the prices of all goods and
services will rise (under the influence of paper money issues)
until they reach a new equilibrium at a level at which they will
bear roughly the same relationship to each other that they bore
before the paper money depreciation began. But the speed with
which different prices in a paper money country adjust themselves
to this new equilibrium level varies greatly, and the prices of gold
and of foreign monecys (i.e., foreign exchange rates)—articles
which are bought and sold in large quantitics under keen compe-
tition in a world’s market—respond very quickly.

It is these varying degrees of lag in the responses of different
prices to variations in the relative volume of paper money circula-
tion that cause the great disturbances in international trade that
take place during periods of international monetary instability.

A ParErR MONEY STANDARD COUNTRY AND A
GoLp STANDARD COUNTRY

This point may be illustrated by reference to the exchange
situation between France and the United States before the War
and in July, 1921. In 1913 both countries were on a gold standard
and had been for many years. Their commodity prices were, there-
fore, in approximate equilibrium, so far as goods entering the in-

1 Cf., pp. 246250 and 290-295.
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ternational markets were concerned. A franc had a gold equivalent
of 19.3 cents United States money, so that, broadly speaking, com-
modity prices in France expressed in francs were numerically
about five times as high as they were in the United States where
they were expressed in dollars.

The value of gold (as measured by its purchasing power over
commodities at wholesale in the United States) was about 32 per
cent less in July, 1921 than for the year 1913. This means that,
had France still been on a gold basis, her price level, like that of
the United States, should have been 47 per cent higher in July,
1921 than it was for the year 1913.! But France was on a paper
money basis in July, 1921 and the gold value of the paper franc,
as measured by New York exchange rates on Paris (bankers’
checks), averaged about 7.77 cents for the month. If French prices
had risen from 1913 to July, 1921 proportionately to the deprecia-
tion of the gold value of the paper frane, they would have been in

July, 1921, 1.4%7_19._33’ or 3.65 times as high as they were in 1913;

and they would have been 27%’ or 2.48 times the July, 1921 level
of United States prices, as expressed in index numbers. These
figures would represent what Gustav Cassel has named ‘““the
purchasing power parity.” Average wholesale prices in France in
July, 1921 were actually only 3.32 times as high as they were in
1913, and only 2.24 times as high as they were in the United States
in July, 1921.2 Retail prices in Paris were only 3.06 times as high
in July, 1921 as they were in July, 1914.3 Wages in general and the
prices of a great many articles of home production had not ad-
vanced anything like as much as had the general price level.

Here is a situation that placed a substantial premium on ex-
ports from France to the United States. Whereas, in 1913, we
received a franc for every 19.3 cents of our money, in July, 1921
we received 2.48 francs for this amount, but wholesale prices in
general had only risen to 2.24 times what they were in 1913, giving
an average additional profit due to the lag in price adjustments
of nearly 10 per cent, and a much greater exchange profit in the

1If the dollar was worth 32 per cent less in purchasing power, it was a 68 per
cent dollar as compared with 1913, and with a 68 per cent dollar pricés should have
been 47 per cent higher because the reciprocal of .68 is approximately 1.47.

2 Cf., Index numbers of Bulletin de la Statistique Générale.
3 There was practically no change in the price level between 1913 and July, 1914.
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numerous cases where the lag was greater than the average. This
extra profit gave an artificial stimulus to exports from France to
the United States, thercby tending to force up prices of home
products in France until they were brought into equilibrium with
the new level of exchange rates, at which time the extra exchange
profit would disappear.

On the other hand, this lag in price adjustments to rising ex-
change rates severely handicapped the import trade of France
with the United States. French money had a greater purchasing
power at home than abroad. The people of France in July, 1921
had to pay on an average 2.48 franes for 19.3 cents of United
States money, whereas they should have paid only 2.24 francs if
they were to get the full value of their money as measured by its
purchasing power at home. Prices in gold standard countries
seemed to them unreasonably high, and they accordingly tended
to curtail their imports. This created a scarcity of goods in France
and lessened the outflow of funds for the payment of imports, both
of which forces tended to force up home prices to the new equilib-
rium set by exchange rates.

This retardation of imports and stimulus to exports would
have been more effective in these early post-war years in France
and in other paper money countries, in restoring the price equilib-
ria, had it not been for two impeding forces: (1) the great need
for foreign-produced raw materials to get industry started after the
ravages of war, and (2) the continuation by governments and by
banks of an inflationary policy for a long time after the Armistice.

Later, after the United States gave up the gold standard in the
spring of 1933, and subsequently (in January, 1934) stabilized
the gold value of her dollar at approximately 59 per cent of its
former value, while France remained on the gold standard at the
pre-depression gold value of the frane, the situation just deseribed
was reversed. In the United States the prices of gold and of French
exchange quickly rose about 69 per cent (the reciprocal of .59 is
1.69) above what they were in February, 1933 (the last month in
which the United States was on the old gold standard). Commod-
ity prices in general, however, advanced much more slowly. Be-
tween February, 1933 and January, 1935, for example, wholesale
prices in France declined approximately in the ratio of 100 to
86.5, and had the wholesale commodity price index number in
the United States ‘“taken up the slack” represented by the re-
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duction of the gold content of the dollar to 59 per cent of its former
weight, the American price index number should have been 69 per
cent higher in January, 1935 than the corresponding price index
number of France. Using February, 1933 as a base of 100, it
should have been 1.69 X 86.5, that is, 146, which is 46 per cent
above the American index number of February, 1933. It actually
was only 32 per cent higher. In other words, commodity prices
were far out of equilibrium as between France and the United
States. Our American price level was too low for “a 59-cent dol-
lar.” In terms of purchasing power gold was worth much more
in the United States than it was worth in France. American prices
to the Frenchman seemed low as compared with what they were
formerly, while French prices to the American seemed high. Itx-
ports from the United States to France were thus stimulated, and
the French people were encouraged to travel in the United States
where ‘“‘a franc goes much farther than it used to.” On the other
hand, commodity imports from France into the United States
were discouraged and American tourists’ travel to France was
falling off greatly. On cvery side American travelers were saying
that ““a dollar doesn’t go anything like so far in Paris as it used
to.” At the same time, there was a strong flow of gold from the
cheaper gold market, France, to the dearer gold market, the
United States. All this tended to bring the commodity price
levels in the two countries back into equilibrium with the ex-
change rates, in other words, to bring back to parity the internal
and the external purchasing power of the dollar, but this process
takes time.

Two PapErR MoONEY COUNTRIES

The principle above discussed applies cqually between two
paper money countries, in one of which depreciation is more rapid
than in the other. Temporarily, in such cases, exports are stimu-
lated from the country with the more rapidly depreciating mone-
tary unit and the imports to that country are retarded. A case
in point was that of France and Germany in the fall of 1921.
Then the rapidly declining German exchange rate in Paris stimu-
lated the importation of German products into France and re-
tarded the exportation of French products into Germany.

When paper money becomes scarcer and exchange rates fall,
there is the same sort of lag in the declines of different classes of
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prices and of different prices in each class. At such a time the
phenomena described above are reversed. Exchange rates in the
home paper money country give a higher gold value to the mone-
tary unit than that expressed in the home price level. Local
prices are temporarily out of equilibrium with world gold prices—
they are too high. Imports are stimulated and exports are re-
tarded until the prices adjust themselves to the newer and lower
equilibrium.

All maladjustments, it should be emphasized, are but tempo-
rary, and they automatically correct themselves unless prevented
from doing so by artificial restrictions placed on the flow of goods,
securities, or specie, or by progressive inflation or deflation.
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CHAPTER IX
THE GOLD EXCHANGE STANDARD

The gold exchange standard is a variety of the gold standard,
since the unit of value is the value of a fixed quantity of gold in a
free gold market. Its outstanding characteristic is, that it provides
for redemption of the various forms of fiduciary money in drafts
on gold funds located abroad, rather than in gold coin or gold
bullion at home. The gold exchange standard is a monetary
standard that has come into prominence since the beginning of the
present century, although instances of practices closely akin to
those of the modern gold exchange standard are found over a
century ago.! At the time of the outbreak of the World War, the
gold exchange standard was in operation in India, the Philippine
Islands, Java, the Straits Settlements, Nicaragua and a few other
countries.

All varieties of the gold standard broke down during the period
of the World War. With the world’s gradual return to the gold
standard during the decade after the War, the gold exchange
standard became very popular, and the principles of the gold ex-
change standard were incorporated in varying degrees in the cur-
rency systems of a majority of the gold standard countries of the
world. The gold exchange standard was favored by the Financial
Commission of the International Conference held at Genoa in 1922.

OBJECT OF GoLD EXCHANGE STANDARD

The object of the gold exchange standard is the extension of the
principal advantages of the gold standard to countries not finan-
cially able or, for other reasons, not willing to use gold coins, in
any considerable degree, as media of exchange, or to redeem their
fiduciary money in gold bars. The gold exchange standard is
essentially a mechanism for providing a gold standard without a
gold currency. Usually in gold exchange standard countries the
money in circulation is mostly paper and silver.

1 Cf., for example, the currency plan for British colonies and dependencies out-
lined in a Treasury Minute of February 11, 1825, described by E. H. D Arndt in his
Banking and Currency Development in South Africa, p. 45.
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THE PRINCIPLE OF THE GOLD EXCHANGE STANDARD AS
EXEMPLIFIED IN THE EXPERIENCE OF THE
PHILIPPINE ISLANDS

Probably the nearest approach to the *Simon-pure” gold ex-
change standard which the world has seen was the currency of the
Philippine Islands as it was administered from 1905 to about
1910, under the Philippine Gold Standard Act of October 10, 1903.
This system will, therefore, serve well for purposes of illustration.!

At the beginning of this period the currency of the Philippine
Islands consisted chiefly of fiduciary silver pesos, fractional silver
coins, minor coins of nickel and copper, silver certificates issued
by the Government and supported by a 100 per cent reserve of
silver pesos held in the vaults of the Government Treasury, and a
few million pesos of bank notes. There was some United States
money in circulation, but gold coin was rarely scen. Under Amer-
ican control no Philippine gold coins were minted and those which
had been minted many years before, under the Spanish régime,
had long since disappeared from circulation.

The Philippine Coinage Act, passed by the United States Con-
gress March 2, 1903, had declared that the unit of value of the
Philippine Islands should be a theoretical gold peso (not coined)
consisting of 12.9 grains of gold, .900 fine, and therefore exactly
equivalent to 50 cents of United States gold coin, and had required
that the silver peso and all the fractional coins of the Islands
should be kept at parity with this gold monetary unit.

For maintaining the parity of Philippine silver coins with gold
at this rate, the Philippine Gold Standard Act of 1903 created a
special reserve fund known as the Gold Standard Fund. This
fund was composed of the proceeds of a loan which the Philippine
Government floated for the purpose, of all seigniorage profits
realized in the coinage of the new money, and of certain other
profits incidental to the administration of the currency. It was a
trust fund, kept separate from all other government funds, and
to be used exclusively for the maintenance of the gold parity of

1 Unfortunately, for a time during later years, every fundamental principle of
the gold exchange standard was ignored by those in authority in the Philippine
Islands, with the result that the Philippine gold exchange standard suffered severely.
The system was later restored, however, and today is functioning in a manner
similar to that of this earlier period. Cf., E. W. Kemmerer, Modern Currency Re-

forms, pp. 314-323 and 365-382, and George F. Luthringer, The Gold Ezchange
Standard in the Philippines.
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the Philippine currency. The law provided that part of the fund
should be kept in Manila and part in New York.

For the maintcnance of the parity three forms of redemption
were provided in the law, the principal one—the only one that
concerns us here—being mandatory, and the other two incidental
and optional with the Government.! The principal form of re-
demption was in gold drafts on New York. The Philippine Treas-
urer was directed to sell, on demand, for Philippine currency,
drafts (in sums of $5,000 or more) on that part of the Gold Stand-
ard Fund kept on deposit in New York banks, charging for the
same a premium of three-fourths of 1 per cent for demand drafts
and of 11§ per cent for telegraphic transfers. It was likewise
provided in the law that the bank in New York, which acted as
the depository of the Gold Standard Fund should sell drafts (in
sums of 10,000 or more) on that part of the Gold Standard Fund
held in the Treasury vaults in Manila, payable in Philippine cur-
rency, charging for them the same premium rates.

All Philippine currency brought to the Philippine Treasury for
the purchase of exchange on New York, pursuant to the above
provisions of law, was required immediately to be withdrawn from
circulation, and physically kept in the Treasury vaults. The money
so withdrawn from circulation—with certain qualifications that
do not concern us here—could not be paid out again, except in
response to drafts drawn by the Gold Standard Fund depository
bank in New York, on the fund in Manila, or for the purchase of
silver to provide a needed increase in coinage.

The object of the sale of drafts was to provide a means for the
maintenance of the parity, and, to that end, of automatically
adjusting the currency supply to the varying demands of trade,
without the necessity of introducing gold coins into circulation;
in other words, to create “a gold standard without a gold cur-
rency.” Every legitimate function of a gold currency, except that
of shipment to and from other countries in making international
trade payments, could be performed as well by the Philippine
silver and paper currency as by gold coin. In fact, this Philippine
silver and paper currency was better adapted than gold coins
would have been to the needs of Philippine trade and to the tastes

! For a more detailed account of this system including an explanation of the
other two forms of redemption, cf., the author’'s Modern Currency Reforms, pp. 317-
323. rd
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of the great majority of the Filipino people. Some provision,
however, had to be made for the performance of this function of
money of making international trade payments that could not be
performed by Philippine fiduciary money. This function of money,
or of bullion promptly exchangeable for money on demand, is not
only important because it provides a means by which foreign trade
payments arc made, but it is still more important because it is
through the performance of this function that the currency supply
is adjusted to the currency demand, and that the parity of the
currency is maintained by a reduction in the circulation in times
of relative redundancy of the currency and an increase in times
of relative scarcity.

When, in the trade among gold standard countrics, the balance
of payments becomes strongly unfavorable in one of them, ex-
change rates rise to the gold-export point, registering a relative
redundaney of the home currency, and gold is exported. Likewise,
when in the trade among gold standard countries the balance of
payments becomes strongly favorable in one of them, exchange
rates fall to the gold-import point, registering a relative scarcity
of the home currency, and gold is imported. All the expenses of
shipping gold, including packing, cartage, freight, insurance, in-
terest and loss from abrasion are borne by the shipper.

Under the gold exchange standard, as it existed in the Philippines
in 1905, this fundamental principle was recognized. The premium
charged by the Government in Manila for dollar exchange on
New York, and the premium charged by the Government’s de-
pository bank in New York for peso exchange on Manila, were
fixed to represent as nearly as possible the actual commercial
costs of shipping gold bars between the two cities.!

When, for example, exchange rates in Manila on New York rose
to the gold-export point, the actual gold was not exported, as it
would have been under similar circumstances in the United States,
and other gold coin or gold bullion standard countries, but the
Philippine Government gave the would-be gold exporter, in ex-
change for his Philippine currency in Manila, a draft entitling him
to the gold credit in New York, and charged him as a premium

1 Shortly after the Philippine Gold Standard Act was passed, the rates charged
in New York for peso exchange on Manila were reduced, to prevent settlements
being made by the shipment to Manila of United States paper currency, which

could be imported into the Philippines more cheaply than could gold bars and which
circulated in the Islands.
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for the draft simply the amount which the actual exportation of
the equivalent in gold bars from Manila to New York would have
cost him, had he exported the gold himself.

The Philippine pesos paid to the Government for the draft (ex-
clusive of the premium) were equivalent to the amount of gold
he would have shipped. They (including the premium charged)
were withdrawn from circulation by the Government and stored
away in the vaults of the Gold Standard Fund—a procedure which
reduced the circulation of Philippine currency as effectively as
the actual exportation of an equivalent amount of Philippine coins
would have done.

When, on the other hand, exchange rates in Manila on New
York fell to Manila’s gold-import point (which would mean that
in New York rates on Manila had risen to New York’s gold-export
point), the depository of the Philippine Gold Standard Fund in
New York gave the would-be gold exporter in New York, in ex-
change for his gold (or its equivalent in United States currency)
a draft entitling him to the equivalent in Philippine pesos laid
down in Manila, and charged him (for the credit of the Philippine
Gold Standard Fund) a premium sufficient to cover the expenses
that he would have incurred under the gold coin standard, had
he actually shipped the equivalent in gold bars from New York
to Manila. When the drafts on the Gold Standard Fund were
presented in Manila for payment, they were paid in pesos, physi-
cally withdrawn from the vaults of the Gold Standard Fund, and
this payment increased the Philippine currency circulation as truly
as would the importation into the Islands of an equivalent amount
of Philippine gold coins.

The system was just as automatic in its regulation of the money
supply to the needs of trade as a gold coin or gold bullion standard
would have been, although there was no gold coin in circulation
in the Philippines, and no gold reserve was required there. Aside
from such official transfers as those for the army and navy (which
in practice interfered somewhat with the perfect functioning of
the system), the Government had nothing to do with commercial
exchange, except at the gold (or currency) shipping-point rates.
These points represented the limits of fluctuation in the gold ex-
change value of the peso which the Government imposed. When
exchange rates rose to the gold-export point, the Philippine Gov-
ernment virtually said: “So far they may rise and no‘farther. A
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further advance would signify a depreciation of our peso below
its legal gold par if we were on a gold coin standard, and it will
be so interpreted under the gold exchange standard; therefore, we
will sell on demand gold drafts on New York (in sums of $5,000
and multiples thereof) in unlimited quantities at these gold-export-
point rates, and will relieve the currency redundancy by with-
drawing from circulation the pesos paid to us for these drafts.”
On the other hand, when exchange rates in Manila fell to the gold-
import point (later the United States paper currency import point),
the Government virtually said: “So far they may fall and no
farther; a further decline would signify an appreciation of our
peso above its legal gold par if we were on a gold coin standard,
and it will be so interpreted under the gold exchange standard;
therefore, we will sell on demand pesos laid down in Manila (in
sums of $10,000, and multiples thereof) in unlimited quantities
at these gold (or currency) import point rates, to be paid for by
gold or its equivalent in New York. This will relieve the currency
scarcity in the Islands by pouring pesos into circulation from the
Gold Standard Fund.” Commercial exchange rates, therefore,
could not rise or fall appreciably beyond these respective limits;
and between them the Government had nothing to do with ex-
change. That was the exclusive field of the banks.

ADVANTAGES OF GoLD EXCHANGE STANDARD

The advantages of the gold exchange standard over a strict
gold standard for a country like the Philippines are twofold.

First is the advantage previously mentioned, that the gold ex-
change standard enables such a country to have a circulating
medium of the kind best adapted to its needs. Gold coin is not
well fitted to the needs of a country the great bulk of whose trans-
actions are small. Silver and paper are much better.

The second advantage is that of economy, and this is a matter
of great importance for many countries, which cannot afford the
luxury of a gold coin or even of a gold bullion standard. Although
possibly a larger gold reserve is needed under the gold exchange
standard than would be needed under a strictly gold coin standard
in a country having a large circulation of gold coin along with its
fiduciary money, the net expense is not proportionately so large.
This is true for several reasons: (a) The money of circulation is
all fiduciary money and therefore much less expensive than if a
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large part of it were full-weight gold coins. No gold coin and no
gold bars are hoarded, and no gold reserve is maintained in the
country to meet the possible demands of would-be hoarders. Con-
version of local money into gold is made only through foreign
drafts of which the minimum amount sold is the equivalent of
$5,000. (b) Under the gold exchange standard the reserve is more
effective than under the gold coin standard, being all in one reser-
voir (e.g., the Gold Standard Fund), where every dollar can be
immediately used in time of need; whereas gold coin in circulation
and gold bars in private hands may be difficult to mobilize in
emergencies, for the very emergency that creates the demand for
the gold is likely to cause the public to cling to it more tightly.
(c¢) The premiums realized by the Government on exchange or-
dinarily yield the reserve fund a good profit. For example, the
premiums on exchange realized by the Philippine Government for
the six fiscal years 1905-1906 to 1910-1911 were ¥1,106,768 on
an average circulation of about £41,700,000. (d) Part of the re-
serve fund is capable of carning interest—namely, that part de-
posited abroad. The Philippine Government, for example, realized
as high as 4 per cent on that part of the Gold Standard Fund
kept on deposit in the United States, and its interest earnings on
that part of the fund for the five years ending June 30, 1910,
amounted to 1,437,942,

Ixcept under unusual circumstances, the reserve fund under the
gold exchange standard continually increases in amount. This is
true, because (aside from the slight expenses connected with the
currency administration that are usually charged to the reserve
fund) money is never paid out of the fund cxeept in return for
a larger sum paid in. A demand draft on New York for $10,000
sold in Manila by the Government, when the premium was three-
fourths of 1 per cent, reduced the fund in New York by $10,000,
but increased the fund in Manila by $20,150; and, vice versa, a
New York draft on the fund in Manila for 20,000 decreased the
fund in Manila by 20,000, but increased the fund in New York
by $10,075. When the fund is temporarily reduced for the pur-
chase of silver (or nickel or copper) to meet the need of new coin-
age, the fund is later increased by the amount withdrawn and
by the net seigniorage profit on the coinage in addition.!

1 Losses incurred on the recoinage of worn coins are usually chargeable to the
reserve fund, but this item is small when all the coins are fiduciary, as they usually
are in gold exchange standard countries.
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The only times when the reserve fund is materially depleted in
amount (aside from remotely possible losses by theft or by failure
of the depository bank or banks) are times of extreme business
depression, when, because of a great decline in business, the cur-
rency needs of the country may fall off decidedly and remain far
below normal for a considerable period of time. Under such con-
tingencies, the silver peso reserve in Manila (continuing our illus-
tration) might be greatly increased as a result of continually heavy
purchases in Manila of drafts on New York, and the gold part of
the fund in New York might be correspondingly depleted by the
payment of these drafts. If the depression were so severe that
the movement was not checked by the usual forces before the
danger point were reached, the gold fund in New York could be
replenished through the forward sale in New York by cable from
Manila of a few million ounces of silver to be obtained by the
Government through the breaking up of the excess pesos held in
the peso part of the fund in Manila. The gold proceeds of this
sale of silver bullion would be deposited to the credit of the fund
in New York. Here the fund would suffer a loss of the difference
between the nominal or money value of the pesos broken up and
sold and the price obtained for the silver bullion, to which would
be added the expenses of the transaction. It would be the opposite
of a seigniorage profit—a sort of negative seigniorage. Such a
measure would be adopted only as a last resort, and the need of
doing so would be evidence that for existing trade needs too many
pesos had been coined.

Under ordinary circumstances the depletion of the gold fund
in New York would be checked before it had gone far by forces
analagous to those that prevent an undue exportation of gold from
a gold coin or gold bullion standard country. They are notably:
(1) a tightening of the money market in Manila through the with-
drawal from active circulation and from bank reserves of the large
quantities of pesos physically deposited in the Gold Standard
Fund’s vaults in Manila; (2) the stimulus given to merchandise
exports by the prevailing high exchange rates; and (3) the re-
tardation of merchandise imports caused by the same high rates.

THE QUALIFIED GOLD EXCHANGE STANDARD

A qualified form of the gold exchange standard, which assumed
great importance after the War, is one that is administered not by
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the government but by the central bank. In this form, the prin-
cipal money of the country consists of notes issued by the central
bank, and the only central reserve used for maintaining the gold
parity of the currency is that of the central bank, a large part of
which is kept in foreign financial centers, such as New York and
London, in the form of bank deposits and of highly liquid, short-
time paper, such, for example, as bankers’ acceptances. Under
this system, the central bank obligates itself to sell drafts on say
New York, at all times on demand, at the gold-export point, and
provides for the sale of drafts by its agent in say New York, on the
central bank at home, at all times on demand at the gold-import
point. These gold points mark the limits, as in the gold coin or
gold bullion standard, beyond which exchange is not permitted to
go. Between these points, the central bank, like any other bank,
may, of course, conduct an ordinary foreign exchange business.

Under this system, in order to assure a contraction of the cur-
rency when heavy sales of drafts at the gold-export point are
depleting the gold reserves held abroad, the law usually provides
that the central bank must pay a tax which increases progressively
as its percentage of gold reserves declines below a certain point,
and that the equivalent of this tax must be added to the bank’s
discount rates. These requirements tend to enforce a contraction
of the currency when the currency is relatively redundant and
when, under the gold coin or gold bullion standard, currency con-
traction would be effected by gold exports. Under such require-
ments, the central bank can expand its credit and increase its
note circulation, when its reserves are low and declining, only at a
progressively increasing expense to the borrowers and at a pro-
gressively declining rate of profit to itself.

PervU’S QUALIFIED GoLp EXCHANGE STANDARD OF 1931

The following provision of the Law of 1931 creating the Central
Reserve Bank of Peru—a law which has since been modified in
certain particulars under the influence of the economic depression—
will serve as an illustration of a typical qualified gold exchange
standard.

The Central Reserve Bank of Peru had a monopoly of the note
issue privilege in Peru and was required by law to maintain the
parity of its notes with gold at the rate of the equivalent of 28 cents
United States gold to the monetary unit, the sol. For this purpose,
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the Bank was required to maintain ‘“a normal legal minimum re-
serve of 50 per cent of its notes outstanding and deposits com-
bined.” Aside from a small amount of silver coin which might be
included, the reserve consisted of “any or all of the following
items”’ in such proportions as the Board of Directors may decide:
(1) gold bars and gold coin in Peru, and ‘“‘earmarked” gold held
in banks of high standing situated abroad; (2) deposits payable
in gold or its equivalent on demand in banks of high standing in
New York and/or London; (3) bankers’ acceptances of high stand-
ing maturing in not more than ninety days from the date of ac-
quisition by the Central Reserve Bank of Peru and enjoying a
ready market in New York and/or London. (Not more than two-
fifths of the normal legal minimum reserve could be invested in
this form.)

The notes of the Bank were redeemable on demand at the Bank’s
head office in one or both of the following forms, the particular
form or the proportion of the two forms in which redemption was
made being at the option of the Bank: (1) gold bars at parity;
(2) demand drafts on New York or London, payable in gold or
the equivalent. On said drafts the Bank was permitted to charge
premia above the gold parity of the sol with the United States
gold dollar and the pound sterling respectively, which did not
exceed the amount necessary to cover all expenses involved in
shipping gold bars in substantial quantities from Lima to New
York or London, as the case might be.

The law also required that “to avoid appreciation in the gold
value of the Peruvian monetary unit, the Central Reserve Bank
of Peru shall pay out its own notes on demand in exchange for:
(a) gold bars of approximately 100 per cent fineness” and foreign
gold coins at their gold parity weight in pure gold; and (b) against
foreign gold credit paid to the account of the Central Reserve
Bank’s legal reserves in the banks of New York and London in
which the Bank maintained such reserve accounts; “Provided,
that, for each payment of notes in Lima against the aforementioned
deposits abroad of gold and its equivalent, the Bank may charge a
premium sufficient to cover the expenses that would be involved
in shipping gold bars in substantial quantities from said foreign
cities to Lima.”

The Peruvian Law provided a tax on reserve deficiencies, the
rate of which increased progressively as the reserve declined below
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the normal legal minimum of 50 per cent. Whenever this reserve
deficiency tax was imposed, the Law provided that there should
be added to the respective rediscount rates, discount rates and
interest rates charged by the Bank, in addition to whatever in-
crease in such rates might be necessary to raise the lowest rate to
7 per cent per annum, a percentage equal to at least one-half of
the percentage rate of the tax imposed upon the reserve deficiency.
This tax and these enforced advances in the Bank’s discount
rates, it will be observed, put progressive brakes upon currency
and credit inflation.

The gold exchange standard, as we have noted, possesses certain
real advantages over the gold coin or the gold bullion standards.
It is less expensive, in that it avoids the tying up in central bank
vaults or government vaults of proportionately such large reserves
of gold as does the gold standard, reserves that do not yield a
return in interest, and in that it makes difficult the obtaining of
gold for hoarding, which so often involves an economic waste. In
economizing the use of gold, the gold exchange standard not only
serves the country which adopts it, but may well render an interna-
tional public service in the future, if we should reach a time, as
some fear, when the world’s gold production shall prove inadequate
for the world’s monetary needs. For many countries, particularly
those in which revolutionary upheavals are likely to be frequent,
the gold reserve of the central bank would actually be safer if
kept abroad than it would be if kept in the central bank’s own
vault at home.

Di1saDVANTAGES OF THE GoLpD EXCHANGE STANDARD

Despite these obvious advantages, the gold exchange standard
has, since the economic crisis of 1929, lost much of the prestige
which it formerly enjoyed. The principal criticisms that may be
raised against it are the following.

(1) In effecting an economy in the use of gold, critics claim that
it often carries too far the pyramiding of gold reserves. Take, for
example, a small country on the gold exchange standard in which
the normal legal minimum gold reserve of the central bank against
its notes and deposits is 40 per cent and in which commercial banks
are required to maintain in the central bank deposited reserves of
15 per cent against their own demand deposits. Assume that the
demand deposits of the commercial banks of the coufitry are $100
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million and that the bank notes outstanding issued by the central
bank are likewise $100 million.

If the central bank were required to hold its entire legal gold
reserve in its own vaults, it would need $40 million in gold reserve
for its notes and $6 million (40 per cent of $15 million) for its
deposits, a total of $46 million, or an average gold reserve against
central bank notes outstanding and demand deposits of commer-
cial banks combined of 23 per cent.

Assume that, under the gold exchange standard, the central
bank is permitted to keep all of its own normal legal minimum
reserve in a New York City national bank and that it actually
does so. The $40 million reserve required against the notes would
be deposited in the New York City bank, which, under American
law, would hold against this deposit a 13 per cent reserve, or $5.2
million; but this reserve would be in the form of a deposit in the
New York Federal Reserve Bank, against which the New York
Federal Reserve Bank would be required by law to hold a reserve
of 35 per cent in lawful money, which we will assume to be gold,
as in practice it would largely have been prior to 1933. Thirty-
five per cent of $5,200,000 is $1,820,000. The actual gold reserve
“held somewhere” against the $100 million of bank notes out-
standing in the country having the gold exchange standard would,
therefore, be 1.82 per cent, as contrasted with the 40 per cent
required under the gold coin or gold bullion standard.

As regards deposits, the central bank in the gold exchange
standard country would deposit its $6 million gold reserve in the
New York City national bank, which would, in turn, maintain a
13 per cent reserve against this deposit, or $780,000. This reserve,
however, would be in the form of a demand deposit in the New
York Federal Reserve Bank, against which that Bank would be
required to hold a reserve of 35 per cent, or of $273,000. The
amount of gold reserve “held somewhere,” therefore, against the
$100 million of deposits in the commercial banks of the gold ex-
change standard country would be $273,000, as contrasted with
$6,000,000 under the gold coin or gold bullion standard. The decline
would have been from 6 per cent under the gold coin or gold bullion
standard to less than .3 per cent under the gold exchange standard.

Combining note liabilities of the central bank and deposit lia-
bilities of the commercial banks, the percentage of gold reserve
actually held somewhere under the gold coin or gold bullion
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standard would have been 23, and under the gold exchange stand-
ard 1.0465—a percentage nearly 22 times as large under the gold
coin or gold bullion standard as under the gold exchange standard.

Of course, this estimate needs certain qualifications, to give an
accurate picture. The commercial banks of the gold exchange
standard country would in practice have kept some till money in
addition to their deposited legal reserve and the central bank would
likewise in practice have kept some till money at home (in addition
to its available unissued bank notes) and would normally have
kept a deposited reserve abroad somewhat in excess of the 40
per cent legal requirement. Furthermore, the New York City
bank would normally have held a reserve somewhat above the
legal requirement and the New York Federal Reserve Bank would,
in turn, usually have carried a gold reserve very substantially
above the normal legal minimum. It should be remembered,
however, that, under the gold coin or gold bullion standard, some
excess reserve likewise would also have been kept.

The illustration is a fairly representative one and, when all
necessary qualifications are made, probably does not much exag-
gerate the greater degree of pyramiding which is done under the
gold exchange standard than under the gold coin or the gold bullion
standard. In some qualified gold exchange standard countries the
law permits only part of the legal gold reserve of the central bank
to be held on deposit abroad and requires part—sometimes a
major part—to be maintained in physical gold at home or in
earmarked gold abroad. In such countries the amount of gold
legally required to support a given volume of note and deposit
liabilities is substantially increased over that required in countries
where all the legal reserve may be a deposited reserve.

(2) The second objection to the gold exchange standard is, that
it does not automatically function so effectively, that is, does not
set up as efficient a sct of forces of checks and balances in ‘“the
foreign country ”’ as does the gold coin or the gold bullion standard.
In the home country, the gold exchange standard may be as
automatic and as efficient in its functioning as the gold coin or
gold bullion standard, but not in the foreign country. Under the
gold coin or gold bullion standard, one country exports gold at
its gold-export point and another country receives the gold at its
gold-import point. The currency is contracted in the country
exporting the gold and expanded in the country indporting it.
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Under the gold exchange standard, the currency is normally con-
tracted in the country selling the drafts on its gold standard re-
serve located abroad, but is not expanded in the country in which
the reserves are held. Furthermore, when exchange goes to the
gold-import point, the currency of the gold exchange standard
country is normally expanded under the gold exchange standard
as cffectively as it would be under the gold coin or gold bullion
standard, but the currency of the foreign country in which the
bank is located that holds the gold reserve is not deereased when
the bank sclls a gold exchange standard draft on the gold exchange
standard country. In the foreign country these operations usually
mean merely the debiting of one bank deposit account and the
crediting of another.?

(3) A third objection—or more correctly, a group of objections—
to the gold exchange standard grows out of the fact, that the gold
reserves of a country are less in control of its own authorities when
the reserves are deposited or otherwise invested abroad than when
they are kept physically in the home country. This fact may
mean sometimes greater insecurity for the gold reserves.

The legal title to gold in a central bank’s own vaults resides in
the bank and the gold itself is in the bank’s own control. The
legal title to the bank’s gold reserves that are deposited in a foreign
bank (aside from ‘‘earmarked’’ gold) resides in that foreign bank
and the home central bank is merely a creditor of the foreign
bank for the amount deposited on deposit account. The foreign
bank invests the funds and usually invests them in the country
where it is located. If the foreign bank fails, the home central
bank merely participates in the ultimate distribution of the assets
pro rata like any other creditor. Furthermore, the foreign deposit
is payable in the money of the country in which the depository
bank is located. If that country’s currency should depreciate, the
depositing central bank would lose. In this way, many gold ex-
change standard countries suffered severely—the losses amounting
to tens of millions of dollars—when England suspended gold pay-
ments in September, 1931 and their deposited gold reserves sud-
denly ceased to be payable in gold and became payable in a greatly
depreciated paper pound. Similar losses by foreign central banks,

1 For a further elucidation of this difficulty, the reader is referred to the Report
of the Gold Delegation of the Financial Committee of the League of Nations,
pp. 13 and 14.
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although on a much smaller scale, were suffered when the United
States gave up the gold standard in 1933. These experiences were the
greatest shock which the gold exchange standard had ever received.

Moreover, the deposits in any country representing the reserves
of foreign central banks are likely to be highly volatile. The
amounts of the individual deposits are usually large and are or-
dinarily concentrated in a few markets, notably New York and
London. Most of them, furthermore, are demand deposits. Heavy
pressure for gold redemption (purchase of gold standard reserve
drafts) often arises suddenly, perhaps from an economic or political
crisis, so that the large calls upon gold reserves cannot always be
anticipated by the depository banks. If the crisis should be in-
ternational in character, the strain upon gold reserves deposited
in a world money market would be still further aggravated. This
sort of drain on London was the immecdiate cause of the break-
down of the gold standard in England in the autumn of 1931.
Two generations ago, the eminent British economist, Walter
Bagehot, after saying that recently London had become the sole
great settling-house of cxchange transactions in Europe, added,
“and we may reasonably presume that in proportion as we aug-
ment the deposits of cash by foreigners in London, we augment
both the chances and the disasters of a run upon England.”

Another phase of the problem is the claim, that funds in a foreign
market will always be administered with primary reference to the
needs of that market rather than to the needs of the country which
deposited the funds. These needs are sometimes in conflict. India,
for example, with its qualified gold exchange standard, normally
had very large reserve funds in the London market. The imme-
diate interests of the London market as to discount rates, sale of
Council Bills and other financial policies were very different on
occasion from those of India in relation to India’s enormous re-
serves. This was the source of vigorous criticisms on many occa-
sions by Indian economists and financiers. For example, S. V.
Doraiswami a few years ago said: !

“. . . the three hundred and fifteen millions of Indians do not exist for
the benefit of London bankers. . . . This manipulation of India’s exchange
and currency, not for the benefit of India but solely for the benefit of London
Joint-stock bankers exchange bankers and bullion dealers should no longer be
tolerated.”

1 Indian Finance, Currency and Banking, pp. 36-37.
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Then there is the matter of political risk. A country naturally
hesitates before locating its gold reserve—the foundation stones
of its currency and credit systecm—in a forcign country. What
would happen, it asks, if the country in which our gold reserve is
located should go to war with us? Would it not at once seize our
gold reserve and bring down in a crash the currency and credit
structure built upon it? The cxperiences of the Great War were
not very reassuring on this point. It is a point that has been fre-
quently stressed in discussions of the gold exchange standard for
China. Of course, this danger ordinarily does not apply in the
case of a colony or dependency which keeps its reserve in the
mother country, and it has little weight in cases where danger of
war between the two countries is remote.

FuTure oF THE GoLp EXCHANGE STANDARD

The gold exchange standard has certain decided merits, of which
cconomy is the most important. It also, as we have just seen, has
certain shortcomings. Its future is in doubt. Probably, however,
it will continue to be used extensively by smaller states and by
colonics and dependencies, and will be to a large extent given up
by the great nations of Kurope. The practice followed by many
countries on the qualified gold exchange standard—for example,
Germany, Poland and Colombia (from 1923 to 1930)—of requiring
a certain proportion of the gold reserve to be kept physically in
the form of gold will probably be increasingly followed in the
future. It is, moreover, desirable that the peculiarly volatile char-
acter of deposited foreign gold standard reserves be recognized
both by law and by banking practice. Banks holding such de-
posited reserves should be required to maintain against them
larger percentages of reserves than they are required to hold against
ordinary domestic deposits. As in the past, these reserves will be
deposited chiefly in commercial banks, rather than in the central
bank, because of the all-important fact that commercial banks can
pay interest on such deposits, while it is generally considered un-
sound banking policy for a central bank to pay such interest.
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CHAPTER X
THE FRENCH ASSIGNATS

The French Assignats of 1789-1796 are the classical example of
a fiduciary paper money standard. Here, in the brief space of
seven years, France made a series of experiments with paper
money in which most of the numerous devices that the world
has invented down to the present time for preventing the depre-
ciation of inconvertible paper money were tried and tried vigor-
ously. Many of the monetary panaceas so widely advocated in
the United States during the economic depression of 1929-1935
were tried out in France during these years.

To the student of monetary science it is an illuminating chapter
in monetary history, although as ‘““a laboratory experiment” it
suffers from a lack of much of the important data which advanced
countries now have and which are so desirable as aids in interpret-
ing such monetary experiences—such data as index numbers of
prices, wages and the physical volume of production, and figures
for volume of credit, interest rates and trade movements.

CoNDITIONS PRECEDING THE ISSUE OF THE ASSIGNATS

France, during the greater part of the eighteenth century, had
both silver and gold in circulation, but silver greatly preponder-
ated. In 1726 the legal ratio had been fixed at 143¢ to 1, but this
ratio had for some time undervalued gold, and had led to its
gradual disappearance. In 1785, therefore, the ratio was changed
to approximately 1514 to 1, with the object of attracting more
gold; and the existing gold coins were recoined at this ratio.
The metallic monetary unit was the silver lwre (franc), which
was divided into 20 sous. Gold was coined by the Government
and circulated along with silver, but there was no free coinage of
gold. The system was that of a dual currency.

The year 1788 was economically unfavorable for France. A hail
storm had severely damaged the crops, and manufacturing in-
dustries were depressed, while the Government’s finances were in
a weak condition. Grain transactions were being regulated by the
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Government and coined money was being widely hoarded. At
about this time the amount of money in circulation, including
that in hoards, was estimated at approximately two billion livres.

The immense proportion of the nation’s wealth in the hands of
the privileged classes consisting of the Church and the nobility—
classes whose members amounted to something like 270,000 out
of a total French population of about 25 million—was increasingly
arousing the jealousy and exciting the wrath of the populace.
The estimates of M. de la Goree place the wealth of the Church
in 1789 at approximately three billion livres and the annual in-
come at about 85 million livres. But this sum “was nearly doubled
by the dues levied on the faithful . . .” ! The State, being in
severe financial straits, seized this vast Church property in Oc-
tober, 1789.

Threatened by war from abroad, facing a popular upheaval at
home arising in part from excessive taxes, and suddenly coming
into possession of such a valuable domain, the State naturally
looked about for some method of ““cashing in” on its new posses-
sions. Obviously, it could not scll the lands on any large scale,
for the very Revolution that led to their seizure was threatening
the property and security of the wealthy classes—the only people
who would normally have the means of buying. The return to be
received by the Statc’s working the lands itself would be uncertain
and slow. What could be more natural under such circumstances
than proposals that the Government provide itself with revenue
by issuing paper money on the security of these lands?

It is true that a couple of generations before France had suf-
fered disastrously from John Law’s paper money schemes and
that after that experience her people were determined never
again to be drawn into the paper money whirlpool. Of this expe-
rience, Andrew D. White said: 2

“ ... There were then sitting in the National Assembly of France

many who owed the poverty of their families to those issues of paper.
Hardly a child in the country had not heard the men who issued that
paper cursed as the authors of the most frightful catastrophe France
had then known. It was no mere attempt at theatrical display, but a
natural impulse, which led a thoughtful statesman, during this debate,
to hold up in the Assembly a piece of paper money, and to declare that
it was moistened with the blood and tears of their fathers.”

1 Madelin, Louis, The French Revolution, p. 8. .
2 Paper Money Inflation in France, p. 5.
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The memory of people, however, is short. They may remember
yesterday, but they forget the day before. In nothing is this
more true than in regard to paper money disasters. Conditions
are always ‘“so different” that the ‘previous experiences afford
no lessons.” And this is what happened in France.

The first serious threat of paper money was an edict of the
King dated August 16, 1788, creating a form of short-time, interest-
bearing paper, intended to circulate as money. It met such a
storm of public protest, however, that it was revoked within a
month. Thereafter, for the better part of a year, frequent sug-
gestions of paper money encountered vigorous opposition. With
the outbreak of the Revolution, however, the advocates of paper
money became much stronger and the opposition gradually
weakened.

Mirabeau, who previously, as an opponent of paper money, had
declared: “Paper money is a hold-up, or a loan made at the point
of the sword,” now became one of its strongest advocates. He
could see no other way cffectively to finance the early stages of
the Revolution, and he urged vigorously the issue of paper money,
despite dire prophesies of disaster on the part of the opposition.
Of this advocacy the historian, von Sybel, says: ! his “only object
was to gain breathing time for the formation of a strong govern-
ment.”

The popular argument, which has been almost universally put
forth throughout history, when paper money issues have been
under consideration—the argument of money scarcity—was re-
peatedly advanced. Ivery man knew that he himself did not
have enough money, and, from this fact, the conclusion was
natural that there was not enough money in circulation. Claviére
maintained that there was an urgent nced for more money
in circulation, and Martineau said that busincss was stagnant
and that the sole cause was lack of sufficient money in cir-
culation.

FIRsT IsSUE OF ASSIGNATS

The first issue, which was for 400 million livres, was decreed
by the National Assembly December 19, 1789; the second issuc,
also for 400 million livres, came in April, 1790; and, by the end of

1 von Sybel, Heinrich, History of the French Revolution, in four volumes, trans-
lated by Walter C. Perry, Vol. I, p. 146.
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1791, the total amount issued (less the amount withdrawn and
burned) was 1,490 million livres.
According to White,! the Assignats

“were engraved in the best style of the art. To stimulate loyalty, the
portrait of the King was placed in the centre; to stimulate patriotism,
patriotic legends and emblems surrounded him; to stimulate public
cupidity, the amount of interest which the note would yield each day-
to its holder was printed in the margin; and the whole was duly garnished
with stamps and signatures, showing that it was under careful registra-
tion and control.”

Being interest-bearing, these early Assignats were not a true
form of paper money. They were for the most part in large de-
nominations; namely, in notes of 1,000, 500 and 200 livres, respec-
tively. The need for money of smaller denominations for ordinary
retail trade and wages had to be met for some time by small de-
nominations of coined money and by billets de confiance—a form
.of paper money issued in small denominations by various munici-
palities. Decrees of October, 1790 and May, 1791 authorized issues
of Assignats in denominations of 50 and 5 livres. By December,
1791, however, the agitation for Assignats of the smaller denomina-
tions had become so strong that the Assembly approved issues in
denominations of 50, 25, 15 and 10 sous.

EArLY IssueEs BORE INTEREST

The Assignats of the first issue bore interest at the rate of 5 per
cent per annum, and they were not legal tender. The Assignats
of the second issue, that of April 17, 1790, were made legal tender,
but, since they bore interest at 3 per cent per annum, they had a
substantial investment character. After October 1, 1790, the pay-
ment of interest on all Assignats ceased, and, from that time for-
ward, the Assignats were full-fledged paper money.

ASBIGNATS SECURED BY LAND

For the security of the Assignats, the vast domains of the
Church lands were pledged, and, at a later date, to these pledged
domains were added the seized domains of the émigrés. The Assig-
nats were made redeemable in these lands. When paid in for the
purchase of State lands, they were to be withdrawn from circula-
tion and destroyed. Mirabeau maintained that the Assignats

10p. cit., p. 7.
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were in their essentials bills of exchange, payable in land at sight,!
were ‘‘in essence territorial,” 2 and were ‘“representations of the
national domain, which itself is the foundation of wealth.” In the
debate in August, 1790, Chabroux said:

“The Assignats are of the essential symbol of the land which is the
source of all value. . . . Therefore it is evident that the creditors of

the State will not suffer loss from accepting them.” 3

As the Revolution progressed and it became increasingly im-
portant for its success that the financial interests of the agricultural
classes should be identified with it, the further issue of Assignats
was justified also as a means of getting the land into the hands of
the people. This, it was agreed, would turn the new landlord
class against the old privileged classes and cement it to the Revo-
lution.

The land was sold on the installment plan, payments being
extended over long periods of time, and much of it was sold in
very small parcels to poor people. Land sales accounted for the
retirement of large quantities of Assignats during the years 1790
to 1792.

THE MEASUREMENT OF FLUCTUATIONS IN THE VALUE OF
THE ASSIGNATS

In a study of the Assignats, as in the study of any other cur-
rency, onc of the first questions to raise is: How stable was their
value? Obviously, stability in value is one of the first criteria of
the goodness of any moncy.

There are, broadly speaking, three different methods of measur-
ing the extent of the depreciation of the Assignats; namecly:
(1) the market prices in terms of Assignats at which gold and
silver were bought and sold in France; (2) the exchange rates in
France on countries with a metallic money standard; and (3) the
prices of staple commodities in France. Unfortunately, the statis-
tical data available for all three of these criteria are very inade-
quate. Furthermore, in none of them did there exist anything
approaching a free market throughout most of the life of the
Assignats.

1 Gazelte National ou Moniteur universel, Sept. 28, 1790, p. 1121.

2 Ibid., Aug. 28, 1790, pp. 990-991.
3 Ibid., Aug. 29, 1790, p. 996.
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THE PrICE oF GOLD AND SILVER

Early in the Revolution the Government prohibited the expor-
tation of gold and silver bullion and coin, and this prohibition
was maintained, with heavy penalties, at a time when there was a
pronounced flight of capital out of the country seeking refuge
from the dangers of the Revolution. This prohibition tended to
dam up specie within the country and, by restraining its natural
flow to the best foreign markets, to depress its value. On the
other hand, the extreme insecurity in which property of all kinds
found itself during the Revolution stimulated greatly the demand
for forms of property such as gold and silver, which embodied
large values in small bulk and which, therefore, could be casily
hidden and would presumably maintain their values substantially,
regardless of political events in France, and be readily marketable
when conditions should again become normal. There was, there-
fore, a scramble for gold and silver for hoarding throughout the
Revolution analogous to the scramble for gold of the period of the
world crisis of 1929-1935 which pushed up the value of gold
throughout the world. Hoarding of gold and silver became so
common in France that at one time for a brief period it was made
punishable by death, and, in the latter part of 1792, according to
White,! “even the bell-metal sous, obtained by melting down the
bells, appear to have been driven out of circulation.” But we are
getting ahead of our story, for the depreciation of the Assignat
down to the end of 1791, as measured by any of the criteria avail-
able, was not large. These instances are given merely to show that
the prices of gold and silver in terms of Assignats were not the prices
of a reasonably free world market, and were not, therefore, a safe
criterion of the fluctuations in the value of the Assignat.

ForelGN ExcHANGE RATES

Much the same should be said of rates of exchange on the princi-
pal foreign markets, London, Amsterdam and Hamburg. Since
international movements of gold and silver were not free and
since both foreign commerce and foreign exchange operations
were greatly restricted—during the Reign of Terror, for example,
the banks had to turn over to the Government all of their avail-
able foreign credits and the Government took over control of the

1P, 27.
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export and import trade—foreign exchange rates did not afford a
true picture of the value of the Assignat.

CommopITY PRICES

The best criterion of variations in the value of money is to be
found in scientifically prepared price index numbers covering a
wide and representative group of commoditics and services. Un-
fortunately, this period was before there was an appreciable de-
velopment of the use of price index numbers, and none were com-
piled in France at the time. However, in April, 1796, the Council,
in connection with its efforts to solve the problem of providing a
basis for the equitable settlement of debts, adopted a resolution
calling for the construction of local tables of depreciation, a reso-
lution that became law in June, 1797. M. Caron has recently pub-
lished thesc original tables, and, on the basis of them, Harris has
constructed a number of series of depreciation indices for various
Departments separatcly and for the 83 Departments combined.
These are the indices here used.?

The Treasury reported to each Department the values of gold
and silver, and each was instructed to obtain information as to
the local prices of land, merchandise, food, gold and silver. These
price quotations served as the basis for computing the local values
of the Assignat and the Mandat. The period covered was 1791
to 1796.

By reason of the limited amount of the price data collected, of
the controlled and artificial character of many of these prices, of
the differences in the qualities of the same commodity at different
times and in different Departments, and of the widely different
prices often existing at the same time in the different Departments,
these price indices are far from satisfactory as a measure of the
fluctuations in the value of the Assignat.

Taken together, these three classes of figures (i.e., the price of
specie, foreign exchange rates and commodity prices) are the
best criteria we have. Moreover, broadly speaking and during
the major part of the period 1791 to 1796, the three series
of figures tell essentially the same story, although the extent
of the depreciation shown by the local price tables rules some-
what less than that shown by the Treasury tables for deprecia-

1 A description of the method of constructing these indices and graphs represent-
ing them will be found in Harris, The Asstgnats, Chap. V.
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tion in terms of specie. There are, moreover, a number of in-
stances of temporary differences of considerable magnitude in
the direction of the movements shown by the three series of
figures.

Into a detailed discussion of the reasons for the major fluctua-
tions in the value of the Assignats—a highly controversial sub-
ject—and of the decline of this value to practically zero by 1796,
limitations of space prevent us from going.!

Orx PERIODS IN THE HISTORY OF THE ASSIGNAT

The life of the Assignats may be conveniently divided into
six periods for which the following table gives the outstanding
facts as to the volume of notes issued, the amounts in circula-
tion and their value.?

TaABLE 1. DEPRECIATION OF THE ASSIGNAT

VALUE AT VALUE AT
END oF END or
Notes Notes 1N PErIOD!: PERIOD:
EMiTTED CIRCULATION | ACCORDING | TREASURY
Prriop BY END OF AT END OF 10 LocaL |Fl1GURES FOR
PrRIOD PERrIOD Price SPECIE
(000,000) (000,000) TABLES VaLug
(% of 1790 | (% of 1790
Value) Value)
Livres Livres Luwres Lavres
(1) 1790-1791 1,860 1,490 86 77
(2) Jan.—May, 1792 2,200 1,660 72 58
(3) June-Deec., 1792 2,750 2,250 75 72
(4) Jan.-Aug., 1793 4,950 4,050 39 22
(5) Sept., 1793-July, 1794 || 8,450 7,200 41 34
(6) Aug., 1794-Nov., 1795 19,700 .8 8

I am indebted to Professor Harris for the privilege of repro-
ducing here his chart showing the course of the depreciation of
the Assignat.?

1 A table giving the monthly figures from March, 1790 to March, 1793 and from
August, 1795 to March, 1796 for the price of specie in Paris, for Paris exchange rates
on Amsterdam and for Paris exchange on London is given by C. U. Falkner in his
Das Papiergeld der franzosischen Revolution, 1789-1797, pp. 36-37. A chart showing
the movement of exchange rates in Hamburg on Paris, for the period January, 1789
to June, 1796, will be found in Hermann Illig, Das Geldwesen Frankreichs zur Zeit der
Ersten Revolution bis zum Ende der Papiergeldwihrung, p. 63.

2 Harris, pp. 166-187.

3 For the purpose of reproducing the chart it was necessary jo redraw it. In
mechanical make-up it has been slightly changed.
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VALUE oF AssigNAT, 1789-1796
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FirsT PERIOD

Reasons for ‘Early Stability. As has been so frequently the case
in other countries with issues of inconvertible paper money, the
early issues maintained their value remarkably well. The depre-
ciation from 1789 to the end of 1791 was very moderate and most
of it took place in 1791.

Variations in the value of money, we have found,! must be ex-
plained by the interaction of the forces representing the supply of
money and the demand for money. Prominent among these fac-
tors are those representing the amount of money in circulation,
the rate of monetary turnover, the extent to which credit instru-

1 Supra, Chaps. IV and VI.



182 MONEY

ments are used as media of exchange and the physical volume of
business to be transacted. For France during this period and, in
fact, during the entire period of the Assignats, we have no satis-
factory figures for any of these factors. We know how many
Assignats were put into circulation, but we have no idea to what
extent specie continued to circulate. 'We have no measure of the
physical volume of business and little knowledge of the extent of
the usc of credit instruments as media of exchange. About all we
know of rates of monetary turnover is that the rate for specie
tended downward since much of the specie was being hoarded
and thercfore had a rate of zero, while the rate for the Assignats
rose cnormously when confidence in them was declining rapidly.
Without attempting, therefore, to evaluate the various factors
that tended to sustain the value of the Assignats during these
early years, we may cite among them the following:

(1) Demand for Money. The demand for money as repre-
sented by the physical volume of business to be done was appar-
ently well maintained during these years. Food markets were
normal and agriculture was stimulated by freedom from taxation
and from many feudal exactions that were lifted by the Revolu-
tion. Jaurds maintains that industry held its own, but on this
point there is much difference of opinion.?

(2) Coins Withdrawn from Circulation. Under the forces which
express themselves in Gresham’s Law, increasing amounts of the
metallic money of the country were withdrawn from circulation
and hoarded during this period, and, except for the coins of small
denominations, the coins that circulated had in general a low rate
of circulation. The rest between jumps from one hoarder to another
was usually a long one. This meant that the Assignats did not
represent a net increase in the volume of money in circulation,
but were to a large extent during this period a substitute for the
coins that were withdrawn.

(3) Early Assignats Bore Interest. During a great part of this
period, the Assignats were interest-bearing obligations of the
State rather than money in the true sense of the word, and,
since they yielded interest to the person who retained them, there
was a tendency to hold them as investments. This fact made
their rate of circulation or velocity lower than it otherwise would
have been.

1 Cf., Harris, p. 169.

’
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(4) Assignats Chiefly in Large Denominations. The great bulk
of the Assignats during much of this period were in the form of
notes of large denominations, denominations of 1,000, 500 and
200 livres, and it was not until October 8, 1790, that the Govern-
ment authorized the manufacture of the modest sum of 140 million
livres in denominations below 100 livres. Money of large denomina-
tions proverbially circulates more slowly than money of small
denominations. All are familiar with the English expressions,
“the nimble sixpence” and ‘“the slothful sovereign.”” These
Assignat notes of large denominations must have been incon-
venient for most transactions and therefore must have circulated
on the average very slowly. A reasonable number of notes of such
high denominations, for use in large transactions and in reserves,
makes for monetary efficiency; too large a proportion of a country’s
currency in large denominations, however, makes for inefficiency.

(5) Acceptability for Purchase of Public Lands. Possibly the
acceptability of the Assignats in the payment of public lands may
have had some influence on the willingness of the public to re-
ceive them and hold them and therefore on the demand for them,
and in this way to have supported their value during this period.
It is certain that many people at the time believed that such ac-
ceptability for the purchase of land was a foree in upholding the
value of the Assignats. It is easy, however, to exaggerate this
influence, and many economists, such, for example, as William
Nassau Senior, Edwin Cannan and H. Illig, believe that this
acceptability for the purchase of land was not a factor in the
demand. To a large percentage of the public even at this day,
““a dollar is a dollar’’; which means that they look upon the value
of money as fixed, and believe that all changes of prices are due to
changes in the values of the goods that are bought and sold. The
great bulk of the people in France who received Assignats paid
them out again promptly. They could not afford to hold them and
they were not interested in the purchase of land. They were only
concerned with the fact that the ‘“other fellows” should receive
them at current prices. Few accumulated them for the purchase
of land and those few probably would have accumulated metallic
money for the same purpose, had there been no Assignats and had
the Government otherwise offered its land for sale on equally
favorable terms. The convertibility of the Assignats into land
resulted in the withdrawal from circulation of many Assignats,
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but the net volume of Assignats in circulation was continually
increasing, and one of the justifications for the increase was this
very convertibility. As the Assignat depreciated, the prices of
the land were raised. Moreover, no matter what kind of money
was in circulation, it would have been used to purchase public
lands and other goods at current prices, and, even without the
Assignats, a price-fixing policy like the Maximum would pre-
sumably have been tried. It seems very doubtful, therefore,
whether the convertibility of the Assignats into land either
created an additional demand for money or on balance, reduced
the supply of money in ways materially to sustain their value.

' Seconp PERIOD

From January to May, 1792, the volume of the circulation in-
creased only moderately and, although, during these five months,
economic conditions in many respects improved, the Assignats
continued to depreciate during most of the period. Concerning
this period Harris says: !

“ After January it became apparent that the outbreak of war was im-
minent. Hence the public dishursed their Assignats quickly and hoarded
commodities. The same fear induced the farmers and traders to hoard
their supplies. The results . . . were food riots everywhere, impeded
circulation of products, and higher prices. . . . People were beginning
to lose confidence in the paper money. The Minister of War complained
in January of the refusal of the meat contractors to accept the Assignats.
. . . The Minister of Interior received complaints from a local official
of the refusal of workers to accept them. The Committee of Agriculture
and Commerce was informed in April that farmers were selling grain at
prices reduced by one-half, upon the condition that payments be made
in gold and silver.”

TrHIRD PERIOD

The third period extended from June to December, 1792. Dur-
ing these seven months, the volume of Assignats in circulation
increased about 40 per cent, but the value of thc Assignat, as
measured by recorded local prices, prices of gold and silver, and
foreign exchange rates, was well sustained. This period was char-
acterized by military successes for France and by the seizure and
“placing back of the Assignats’” of the vast domains of the
émigrés who had left France before July 14, 1789, and had not

1Pp, 171 and 172.
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returned. There were frequent riots and some eight hundred
people were massacred in Paris on August 10. In the same month
came the deposition of the King. Orderly marketing under such
conditions was utterly impossible and food supplies were every-
where hoarded. Quoted prices of staple commodities were largely
nominal and speculation was widespread.

FourtH PERIOD

This period extending from January to August, 1793 was char-
acterized by an increase of over 100 per cent in the volume of
Assignat circulation and by an enormous depreciation in value,
although there was a small increase in value during the latter
part of the period.

Describing the general background of these eight months,
Harris says:!

“The faith in the French Republic fell to a new low point during this

period. January brought the execution of the king, and February the

bread riots and the opening of hostilities with England. . . . Three de-
cisive military defeats were the lot of the Government in the month of

July, which also saw the introduction of the Reign of Terror. And

finally in August came the surrender of the largest fleet of France with
the capitulation of Toulon, as well as the uprising in Lyons.”

From a monetary point of view, the most significant events of
this period were the introduction of “the Maximum,” the increas-
ing tendency to hoard commodities and specie, the growth of cap-
ital investments, and the demonetization of Assignats of the larger
denominations. Each of these items will be considered briefly.

The Maximum. During 1792 and early 1793, as we have seen,
prices had been rising rapidly, and this was particularly true of
grains and other staple food supplies. The result was a heavy
burden on the Government in its purchases of provisions for the
army, and great hardships to the general public. There were
numerous food riots, and mobs in Paris repeatedly seized supplies
of food from the shops. The washerwomen of Paris, protesting
against the high price of soap, urged that all merchants who were
refusing to sell goods for Assignats at fair prices should be punished
by death. On April 18 the fixing by law of maximum prices was
proposed by representatives of the Department of Paris, and early
in May the Convention agreed on the Maximum laws. The decrees

1P. 176.
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authorized districts to make requisitions on municipalities and
communes, and authorized municipalities and communes to make
requisitions on individuals. These requisitions were to be made at
fixed prices. The Maximum for grain in each locality was based
upon the average price of grain in that locality for the period from
January to April, 1793. The Maximum was to be a decreasing one
and farmers were to receive for their grain prices that decreased
progressively during successive months. By the end of the year
the principle of the Maximum was extended to many other neces-
sities, including foods, fuel, cloth and leather. How this worked
will be discussed in connection with later developments.’

The Forestalling or Hoarding of Commodities. The introduction
of the Maximum accentuated a practice that had already become
common, namely, the withholding of commoditics from the mar-
ket. Farmers were refusing to sell and were hiding their produce.
Vigorous laws against this practice were passed, but they had
little effect.

“In the same way as corn, all other goods now began to avoid the
market: the cafés in Paris, e.g. were suddenly without sugar, because no
dealer dared to confess that he had a supply sufficient for the demand.
It was still more alarming that there were good reasons for fearing that
the same thing would happen in the case of bread, at no great distance
of time. . . . On the 15th of August, therefore, direct compulsion was
added to indirect, and powers were given to the conventional commis-
sioners to make a certain requisition of corn from every acre of land.” 2

Large Capital Investments. A third phenomenon of this period
of inflation, one that was very common in Germany during the
inflation period following the World War, was the strong movement
for investments in durable goods. The prices of all classes of
commodities were tending strongly upward, but the law, with the
aid of heavy penaltics, was striving to hold down the prices of
staple goods. The export of capital from France and the hoarding
of gold and silver were prohibited under heavy penalties. The
value of paper money faded away rapidly in one’s hands. What
was more natural than to invest one’s money quickly in durable
goods, like land, buildings, furniture and jewelry? Referring to
this “exceedingly brisk trade in all kinds of permanent property,”
White says: 3

1 Infra, pp. 190-191. 4
2 von Sybel, Vol. 111, pp. 173 and 174.
3P. 35.
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“Tt was simply a feverish activity caused by the intense desire of a large
number of the more shrewd class, to convert their paper-money into any
thing and every thing which they could hold and hoard until the col-
lapse, which they foresaw, should take place. . . . It was the ‘unload-
ing’ of the assignats by the cunning upon the mass of the people.”

During this period, the sale of public lands declined because of an
increasing fear that a counter-revolution might render titles to
thesc lands insecure.

Restrictions on Use of Specie. During this period, still further
restrictions were placed on the use of gold and silver, which re-
sulted in increased hoarding. On April 11, 1793, a decree was
passed which prohibited the buying of gold and silver at a premium,
under a penalty of six years’ imprisonment in irons, and which
required all money obligations to be paid in Assignats. The law
was strengthened with an increased penalty in August, and in
September the death penalty was imposed for its infraction.

Increased Velocily of Monetary Circulation. A striking fact in
the history of the Assignats—a fact that has been prominent in
many of the world’s recent paper money experiences—is the great
increase in the velocity of circulation when confidence in the cur-
rency was waning. While the velocity of circulation of the Assignats
did not reach its height until early in 1796, it none the less in-
creased very much in this fourth period. From the end of Decem-
ber, 1792 to the end of August, 1793, the volume of Assignats in
circulation increased from 2,250 million to 4,050 million livres; but
the values of this volume of money in terms of the livre of 1790
declined at the same time from 1,688 million livres to 1,580 million
livres, when measured by local price tables, and from 1,620 million
livres to 891 million livres, when measured by the Treasury figures
for specie values. In other words, confidence in the Assignats had
so declined in that period that, although the amount of Assignats
in circulation was necarly doubled, the value of that amount
actually declined. A situation like this is called hyper-inflation.
It is largely a phenomenon of increased velocity of circulation.
When goods are going up in value rapidly in terms of the money
unit, or the money unit is going down in value in terms of goods—
in other words, when commodity prices are rising—the tendency
everywhere is to buy goods today because they will be dearer to-
morrow, to get the appreciating goods and to drop the depreciating
money. But the people who have the goods are reluctant to sell
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under such circumstances, while the people who have the money
are keen to buy. The result is that prices must rise enormously in
order to move the goods, and the velocity of monetary circulation
advances in an increasingly speculative market.!

As carly as 1790 an American citizen, on the basis of recent
American paper money experiences, warned the National Assembly
that the Assignats would circulate so rapidly that long before a
volume of circulation equivalent to the pre-Revolutionary volume
of money in circulation was reached, the Assignats would depre-
ciate.? In the fore part of 1792, a Parliamentary Committee in a
report to the Assembly said: 3

“Your committee are thoroughly persuaded that the amount of cir-
culating medium before the Revolution was greater than that of the
assignats to-day; but then the money circulated slowly, and now it
passes rapidly, so that one thousand million assignats do the work of
two thousand millions of specie.”

Cailhasson, in giving an extract of a report previously made to
the Assembly in the name of the extraordinary Committee of
Finance, said: 4

“The assignats now circulate at a much greater velocity than formerly.”

This he attributed to their more rapid rate of depreciation, saying
that a money which changes owners often will suffer a larger num-
ber of changes in value than one that remains for a longer time in
the same hands. If one assumes for illustration, he said, that under
existing conditions, the velocity of circulation of the Assignats had
been doubled, a billion livres in Assignats would now facilitate as
many transactions as two billion livres in coin.

It was recognized that the velocity of circulation was to a large
extent a question of public confidence in the Assignat, and Mallet
du Pan had said as early as August, 1790: ““If there is doubt as to
the success of the Assignats the cause of the Assignats is lost.” ©

Other Measures to Keep Down the Circulation. As the Assignat
depreciated, it became increasingly apparent to the leaders that
the volume of circulation must be kept down or the Assignat

1 For an account of a similar experience in Germany after the World War, see
tnfra, pp. 289-294.

2 Cf., Harris, p. 16.

3 Cf., White, p. 26.

4 Moniteur, May 1, 1792, No. 122, Vol. IV, p. 500.
8 Mallet, Bernard, Mallet du Pan and the French Revolution, p. 112.

.
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would become worthless. In pursuance of this policy, the Govern-
ment, in the spring of 1793, in place of an equivalent issue of
Assignats, levied upon the rich a forced loan of a million livres,
and in July the Government decided to force the creditors of the
Army to accept their pay in the future in the form of reconnais-
sances de finance, a non-circulating form of credit. In July the
credit of the nation was disgraced and weakened by the demoneti-
zation of all Assignats of the denominations of 100 livres or more
that had been put out before August, 1792. An “interconverti-
bility scheme” between Assignats and a 5 per cent debt of the
nation was tricd out in August, 1793, but failed.!

Firra PERIOD

The fifth period, extending from September, 1793 to July, 1794,
covers most of the period of the Reign of Terror (which extended
from June, 1793 to July, 1794). During this fifth period of 11
months, the volume of Assignats in circulation increased from
4,050 million livres to 7,200 million livres. From September, 1793
until early in 1794 the value of the Assignat as expressed in the
prices of the precious metals and in local commodity price tables
advanced sharply, and thereafter declined substantially to the
end of the period. The value of the Assignat ruled higher during
this period than it did just preceding or at any time thereafter.
For reasons that will be made clear later, it is doubtful if the
commodity price and specic price figures used for measuring the
value of the Assignats give even an approximately fair picture of
the true value of the Assignat during these months of the Terror.

This was a period of tremendous social disturbance and of
economic and political repression. The Government vigorously
undertook to maintain maximum prices of all “necessities” and
to ration supplies. It became itself an enormous purchaser of
supplies, and in its purchases it enforced the principle of the
Maximum. It determined practically both the prices of all neces-
sities of life and the respective amounts that could be bought.
The Bourse was closed, and foreign trade was brought to a stand-
still.2 The death penalty was imposed for hoarding commodities,

1 White, p. 33.

2 Speaking of the foreign trade of France at this time, our American Minister to
France, Gouverneur Morris, writing somewhat later to President Washington, said:

At the same time the total suspension of foreign commerce shut up all remaining
commodities within the country and the permission to export was only granted in
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for refusing to accept Assignats or for accepting them at a dis-
count. The public was warned that gold and silver found hidden
would be confiscated; one-half of the hoarded treasure was to go
to the informer and one-half to the Government. It was reported
that twelve men were guillotined for hoarding gold and silver, al-
though the Court pretended that the evidence pointed to treason
by reason of an intention to transmit it to the enemy.

The Government’s Finances. Mallet du Pan in his Mémoires
gives the following ecxcellent summary of the fiscal situation:!

“ _ . . The income is drawn from taxes demanded in a usurious fash-
ion, and paid only by the proprietors. They alone assumne the taxes; the
people properly so-called pay nothing, and no one thinks of obliging them
to pay. The usufruct of the unsold national possessions forms another
branch of revenue; but they are mere drops in the ocean. The latter
with the aid of arbitrary local taxes, especially on those with visible
fortunes, suffice for the decreased current expenses. This decrease re-
sults from the gradual extinction of rentes, from the discontinuance of
the pensions and salaries allowed the Clergy, and from the opportunity
afforded by the Grande-Livre to know of the possessions of suspects, and
thus to destroy any part of the public debt. Finally, the expenses of the
‘culte’ are nil, and many other expenses such as charitable donations,
the maintenance of public establishments, and the support of roads are
equally suppressed or very much reduced.

“The extraordinary expenses are met from the extraordinary sources,
which have increased five times in the last year. These resources consist
in the creation of Assignats, in the confiscation of private wealth, in
spoliation of all kinds, and in the forced loan of a milliard.”

Methods of Evading Price Fixing. While the system of the
Maximum with its heavy penalties undoubtedly exercised a great
influence during this period of the Terror and in particular pro-
vided the mechanism through which the Government requisitioned
enormous supplies at very low prices, it none the less caused great
hardship and at times was evaded extensively. Its enforcement in
some parts of the country was much more effective than in others,
In fact, local governments at times are reported to have competed
with one another in laxity of administration, because, the more
lax the administration, the more supplies a particular local govern-
ment could obtain.

exchange for articles wanted by the Government, which gave its paper for those
things which it obliged the owner to sell, and which all but its agents were pro-
hibited from buying, by the very same means which compelled the sale. Mankind
were pretty generally the dupes of these appearances.” Diary and Letters of Gou-
veneur Morris, edited by Anne Cary Morris, two volumes, Vol. II, p. 149.

1 Quoted by Harris, pp. 44 and 45.
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Among the methods employed for evading this price-fixing sys-
tem the following may be cited: the withdrawal of goods from the
market and the failure to produce new supplies when the existing
stocks were exhausted; the production and sale of goods of inferior
quality; the feeding of grain to farm animals at times when the
prices of grain were subject to the Maximum and the prices of live
animals were not; the milling of wheat into flour by the farmers
when the price of wheat was controlled and the price of flour was
not. Farmers sold their produce at home clandestinely, instead of
bringing it to market. When the prices of raw materials were
controlled, the prices of manufactured articles frequently rose
abnormally, and, when the prices of necessities were held down,
the prices of luxuries soared. FEvasion of the law yielded large
profits, while the penalties for evasion, if one were caught, were
extreme. This led to much official corruption. The supply of goods
available in the markets at the controlled prices was often very
inadequate and the queue, as in Russian cities of today, became a
familiar institution.

Alleged Depreciation in Value of Specie. Some authorities on
the Assignats, as, for example, Hawtrey ! and Harris,? believe that
the substantial increase in the value of the Assignat during the
Terror was due in part to depreciation in the value of gold and
silver, a depreciation which resulted from the laws against the
hoarding of treasure and against the use of gold and silver as money
‘“at values which discriminated against the Assignats.” Their
arguments on this point are not convincing. There was no market
at this time in France in which prices of commodities were quoted
in terms of gold and silver, and there is no evidence based upon
open-market prices that gold and silver depreciated in terms of
commodities. It is true that at such times the demand for gold and
silver for monetary purposes becomes practically negligible, and it
is also true that during the Reign of Terror hoarders of specie, when
caught, often suffered extreme penalties; but it is equally true that,

1 “Economic or uneconomic regulations might be evaded or ignored under the
Gironde and afterwards under the Directorate, but under the Terror even economic
regulations were not to be trifled with. The prospects of France and the prospects
of the Revolution rose. In November, 1793, the assignat was at 33, or 50 per cent.
above the panic quotations of August. In December it leapt up to 48. . . . Like
the low level of August this rise was in part artificial. Gold and silver themselves
were depressed in value in consequence of a law against hoarding; hidden treasure
was liable to be confiscated, half to the Government and half to the informer."”
Hawtrey, pp. 303 and 304.

2P, 181.
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despite all penalties against the hoarding of the precious metals,
they are usually hoarded in large quantities at times of great
political disturbances and economic insecurity. Of all commod-
ities of widespread demand the precious metals carry the largest
value in the smallest bulk. They are, therefore, the commodities
that are the easiest to hide. Moreover, they are of all commodities
the ones most certain to retain their value through critical periods
and to be salable at high values when such periods are over. At
these times, therefore, the increased demand for them to serve as a
storehouse of value may more than compensate for the reduced
demand for them as media of exchange. The world had a similar
experience during the long economic crisis and depression beginning
with the crash of 1929. At that time, although the world’s gold
production was increasing continually, the demand for gold for
monetary purposes declined enormously because a large part of
the world went off the gold standard. There was, however, such a
seramble for gold for hoarding and for otherwise serving as a store-
house of value in those years of insecurity that the value of gold in
terms of commodities everywhere exhibited a great rise.

A more plausible explanation of the apparent increase in the
value of the Assignat during this fifth period would seem to be the
repressive influence of governmental price regulations under the
Terror and the largely nominal character of many of the quoted
prices under such conditions.

With the execution of Robespierre at the end of July, 1794, the
Reign of Terror ended and the Assignats, whose value had been de-
clining since carly in the year, continued declining at an even faster
rate. This brings us to the sixth and last period of the Assignats.

SixTH PERIOD

The sixth and last stage in the hectic career of the Assignats
extended from August, 1794 to November, 1795, when they van-
ished into thin air.  ~

Their decline was continuous. Madelin, describing the situation
existing in the fall of 1795, when the Directory assumed power,
says: !

“The coffers of the State were empty: the Nation had ceased to pay the

taxes. So there must be a fresh issue of assignats: 36 billion, 603 million

1P, 497. In making this quotation I have not used the italics which the author
uees.
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livres in the Year IV. The result was a state of discredit that soon be-
came fabulous. On the day the Directors assumed their functions the
gold louis (24 livres) was worth 3,400 livres in paper money: on the 15th
Brumaire it was worth 4,000 livres. Six months later Charles de Con-
stant found it was worth 12,000 livres. The peasants, when they refused
this paper money, would say, ‘We would take it if the horses would eat
it.” Benjamin Constant writes: ‘The assignats are going completely to
the devil.’ ”’

According to John Stuart Mill,! the final result was ‘““that it at last
required an assignat of five hundred francs to pay for a cup of
coffee.”

Hyper-Inflation. During this period hyper-inflation set in with
a vengeance, and the velocity of circulation of the Assignats rose
to extravagant figures. Harris says that by December, 1795 the
depreciation was at least twelve times ‘“as great as might be ex-
pected from a survey of quantities in circulation.” 2 According to
von Sybel: ?

“Money, which was formerly sought by every one, was now passed from

hand to hand like a piece of hot iron: every man endeavoured to get rid
of it, in any legal way, for a tolerably secure possession.”

Some notes were hoarded, however, for the purpose of meeting
later installments on purchases of public lands.

Decline in Business. Although the Maximum was not repealed
until the latter part of December, 1794, its effectiveness practically
ceased several months before. After the fall of Robespierre, it
“became at once a dead letter, when the transgression of it was no
longer punished by death or transportation.” 4+ During this period
the nation’s economic activity reached a low ebb.?

Credit. There was little credit, public or private, and that which
was granted was at interest rates that appeared to be extremely
high, but which in fact usually proved to be low when the transac-
tion was in terms of paper money, because of the rapid depreciation
of the Assignats between the time loans were made and the date
on which they were paid. Debtors, fearing a return to a specie
basis, frequently paid their debts before maturity, and this gave
rise to so much opposition that, in July, 1795, the Government took
action prohibiting such pre-maturity payments.

1 Principles of Political Economy, Vol. 11, p. 95.
t P, 201.

3Vol. 1V, p. 334.

4 von Sybel, Vol. IV, p. 222.

§ Harris, pp. 190 and 191.
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Labor and Wages. Although the supply of labor was greatly re-
duced by the large numbers absorbed in the army, wages in general
did not rise anything like as rapidly as the cost of living. The
result was much hardship for the laboring classes. Of this situation
White says: !

“Under the universal doubt and discouragement, commerce and manu-
factures were checked or destroyed. As a consequence, the demand for
labor was stopped; laboring-men were thrown out of employment, and,
under the operation of the simplest law of supply and demand, the price
of labor—the daily wages of the laboring class—went down . . .”

Eztravagance. One effect of the rapid depreciation of the Assig-
nat—and another phase of the high velocity of its circulation—
was the stimulus it gave to extravagant living. If one kept his
money, it faded away in his hands; if he loaned it at interest, the
interest and principal were repaid in Assignats of much less value
than those he loaned; if he invested it in Government lands, he was
not certain that his title to the land would be subsequently sus-
tained. The natural conclusion was, to spend all one reccived and
to spend it quickly. Speaking of this, von Sybel says: 2

It was “accounted a folly to curtail the pleasures of the moment, to
acquire or save for an uncertain future . . . Whoever possessed a hand-
ful of assignats or silver coins, hastened to spend them in keen enjoy-
ment, and the eager desire to catch at every passing pleasure filled cach
heart with wild pulsations. In the autumn all the theatres had been re-
opened, and were frequented with untiring zeal. . . . The cabarels and
cafés were no less filled than the theatres. Evening after evening every
quarter of the city resounded with music and dancing. . . . These
enjoyments, too, received a peculiar coloring—glaring lights and gloomy
shadows—from the recollections and feelings of the Revolution. . . .
In other circles no one was received who had not lost a relative by the
guillotine; the fashionable ball-dress imitated the cropped hair and the
turned-back collar of those who were led to execution; and the gentlemen
challenged their partners to the dance with a peculiar nod, intended to
remind them of the fall of the severed head.”

Speculation. Speculation was widespread and all classes par-
ticipated. As always under such conditions, the middle and poorer
classes suffered heavily.

‘““Before the end of the year the paper money was almost exclusively in

the hands of the proletaries, the officials, and the small rentiers, whose

property was not large enough to invest in stores of goods, er national

lands.” 3

1P, 43. 2Vol. IV, pp. 222-223. 3 von Sybel, Vol. IV, p. 335.
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Of this situation White says: !

“The financiers and men of large means, though they suffered terribly,
were shrewd enough to put much of their property into objects of
permanent value. The working-classes had no such foresight, or skill,
or means. On them finally came the great, crushing weight of the
loss.”

ISSUANCE OF AsSIGNATS DISCONTINUED

Early in 1795 various proposals were made, to return to a
metallic money basis. In April of that year a law was passed
authorizing business operations in gold and silver, and from then
on specie in substantial quantities worked its way back into cir-
culation from abroad and from hoards within the country.

Early in 1796 the value of Assignats of the more popular de-
nominations became worth less than the cost of their manufacture
and on February 19, by Government authority, the engraving
plates and the presses used in printing the Assignats were publicly
destroyed.

MANDATS

Reminiscent of the frequent attempts previously made in the
American colonies to restore a rapidly depreciating paper money
by replacing it with an issue of “new tenor” notes, the French
Government in 1796 authorized an enormous issue of a new kind
of paper money called the promesses de mandats and popularly
known as Mandats. These Mandats were, on their face, orders
for the transfer to the bearer of portions of the national domain
specified on the note. Authority was given to the Directory by
the Legislature to issue 2,400 million livres of these Mandats;
one-fourth of this sum was to be exchanged for the Assignats
at the rate of 30 to 1; one-fourth was to be used for current gov-
ernment expenses; and the remaining 1,200 million livres was to
be used for future exigencies. The new money was made legal
tender. It was issued between April and September, 1796. The
public had no faith in the Mandats and they rapidly depreciated.
Within a year’s time they had become practically worthless.?

1P, 37.
2 A detailed history of the Mandats will be found in E. L. Hargreaves, Restoring
Currency Standards, pp. 34-72.
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RETURN To A SPECIE Basis

As the paper money disappeared, specie came back into cir-
culation. Of this Falkner says: !

“Now the metal that had been hidden in trunks and chests suddenly
began to perform the function of money once again. Thus coin was pay-
able in Assignats at many times its nominal value . . . As for the
source whence this supply of specie was obtained, the speed and com-
pleteness with which the circulation of specie was restored demonstrated
that the disappearance of the precious metals from circulation had been
due almost entirely to their having been hoarded by the French, rather
than to a flight abroad which the contemporary economists had so
feared.” 2

A similar phenomenon of a sudden return to circulation of
specie from hoards after an extended experience with paper money
inflation occurred in Mexico in 1916 after the infalsificables had
become practically worthless.

CONCLUSION

The evil effects of the Assignats have been narrated in some
detail. The Assignats robbed the creditor classes of billions of
livres of property and imposed heavy losses and hardships on
both the peasants of the country and the laborers of the cities.
They broke down the business morality of the people and led to
frenzied speculation. They greatly weakened thrift and put a
premium on wastefulness and extravagance. The experience with
the Assignats gave rise to the French saying: “The guillotine
follows the paper money press—the two machines are comple-
mentary one to the other.”
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CHAPTER XI

THE PAPER MONEY STANDARD IN
ENGLAND, 1797-1821

The experiment with a paper money standard in England be-
tween 1797 and 1821 is of particular interest to students of money
for two reasons: the first, because it represents a long-continued
and a reasonably well-controlled experiment with a managed
paper currency standard, by an advanced nation; and the second,
because ‘the so-called “bullion controversy’” which grew out of
this experience gave the world a classic presentation of certain
monetary theories which at that time were understood and ac-
cepted by comparatively few persons, and which later became
the world’s “orthodox” philosophy of money. A knowledge of
the outstanding facts and controversies of this period, therefore,
should be a part of the equipment of every student of monctary
science.

CuUrRRENCY AND BANKING CoNDITIONS IN ENGLAND PrIOR TO
OUTBREAK OF WAR WITH FRANCE IN 1793

During the latter years of the eighteenth century in England,
although silver was looked upon as the legal standard of value,
with gold rated to it at a legal ratio, there was free coinage of
both gold and silver, and from 1783 to 1798 coins of both metals
were unlimited legal tender. The mint ratio, however, since the
recoinage of 1696, had overvalued gold and undervalued silver,
as compared with both the market ratio and the mint ratio in
France. Consequently, almost no silver had been coined in Eng-
land and, when the war broke out in 1793, the silver coin circulat-
ing in England was small in volume and generally badly worn.
In 1798 a decline in the gold value of silver led to the fear that
silver might return to circulation in excessive quantities and drive
out gold, and resulted in the passage of a law suspending the free
coinage of silver and reénacting a provision of a law repealed in
1783, limiting to £25, in one payment, the legal tender quality of
silver coin. In the payment of wages and for retail trade at this

198



PAPER MONEY STANDARD IN ENGLAND 199

time (1793-1797), gold coins of the denominations of one guinea,
half guinea and a third of a guinea were widely used. There were
no coins representing a pound, but the gold equivalent of a pound
was 12314 grains of gold, 11{5 fine. Gold was freely convertible
into coin at the mint or, on slightly less favorable terms, at the
Bullion Office of the Bank of England. Although the exportation
of English gold coin or of gold bullion obtained from melting down
the coin was forbidden by law, the law was rather extensively
flouted. At times when gold was moving out of England, there
developed a premium on gold bullion and foreign gold coins that
were legally exportable. This premium was always small, and,
referring to it, Bosanquet in his Practical Observations concerning
the Report of the Bullion (‘fommittee said in 1810: “‘ The conscience
of the exporter and the value of a false oath [regarding the origin
of the gold being exported| are correctly stated by the Committee
at four and one-half per cent.”

Bank Notes. The paper money of England consisted entirely
of bank notes, and nonc of these notes enjoyed the legal tender
privilege. After 1742 the Bank of England enjoyed a monopoly
on the privilege of issuing bank notes in England, subject to the
qualification that the note-issue privilege was still permitted to
banks having less than six partners. A result of this restriction
was that most concerns of wealth and high standing were pre-
vented from issuing notes. The weak banks, on the other hand,
found it the more advantageous to issue their bank notes and,
since the country could not obtain a supply of paper money from
strong institutions, it obtained it from the weak ones.

“A number of shopkeepers, chemists, tailors and bakers, taking ad-
vantage of the clause authorising banks formed by less than six persons,
became bankers and flooded the country with worthless paper. In 1750
there were not 12 banks outside London: In 1793 there were 400. Some
of these 400 banks were no doubt well-established. . . .” !

Many of them, however, were weak and bank failures at this
time were common. These were the so-called “country banks.”
Their notes, which were in denominations of £5 and upwards,
circulated only in their respective communities.

Long before 1793, private banks had ceased issuing notes in
London. On the other hand, the circulation of Bank of England
notes was for the most part limited to London and its immediate

! Andréades, pp. 171-172.
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vicinity. Up to 1795, no notes of the Bank of England were issued
in denominations of less than £10.

There were no restrictions on the receipt of deposits by country
banks and by the private banks of London or on their circulation
through bank checks, and the use of deposit currency was becom-
ing increasingly important in England during the latter half of
the eighteenth and early nineteenth centuries.?

FroM THE OUTBREAK OF THE WAR TO THE RESTRICTION
Act or 1797

England declared war on France in February, 1793. Four years
later specie payments were suspended by the Bank of England.
Great Britain was at war until 1815 and the suspension of specie
payments by the Bank, which was expected to be but temporary,
actually continued for twenty-four ycars.

After beginnings favorable to England and her allies in the
carly part of 1793, the tide of war turned and, during the re-
mainder of this period, the French were almost continually victori-
ous. By 1797 England’s allies had all been compelled to make
separate treaties of peace with France, and England, as the sole
surviving enemy of France, faced Napoleon. The military situa-
tion during the latter part of this period looked black for England.
The country was threatened by a French invasion, and in 1796
a small body of French troops actually disembarked in Wales.
Early in 1797 the sailors of two British fleets mutinied in home
waters.

The internal economic situation during these four years was
unstable. In the early part of 1793, there was a strong business
recession, followed by a panic, with many bank failures. The
Government came to the temporary relief of hard-pressed mer-
chants by making loans of £5 million in exchequer bills. During
the summer the panic subsided and was followed by a depression
which continued throughout the year 1794. The ycar 1795 was,
on the whole, a period of economic recovery, but was marked by
deficient crops and high prices. The year 1796 was a year of
abundant harvest, but low agricultural prices; it was a time of
very active foreign trade. There was a stringent money market,

1In May, 1810, the Inspector of the London Clearing House testified before the
Bullion Committee that 46 banks cleared their checks there every evening and that
the average amount of checks cleared daily, exclusive of settling days, was about
£4,700,000. Bullion Commattee Report, p. 151.
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however, and much economic hardship among the people. The
year 1797 was characterized by poor crops, business inactivity
and a financial panic.

Such was the general background of the suspension of gold
payments. We may now consider briefly a few of the more im-
portant factors that directly contributed to the breakdown of the
de facto gold standard.

Heavy Fiscal Demands. First and foremost were the heavy
demands made by the Government upon the Bank of England for
advances with which to meet the extraordinary expenditures of the
war, a large part of which had to be transferred to the Continent.

The total expenditures of the National Government in 1793
were £30.6 million sterling, of which about one-third was for war
services. These expenditures increased continually and by 1797
amounted to £71.6 million, of which the expenditures for war
services alone amounted to £29.4 million, or nearly three times
what they were in 1793.! The total net income of the National
Government increased from £31.0 million in 1793 to £74.6 million
in 1797; while of these sums the amount borrowed increased from
£12.4 million in 1793 to £53.1 million in 1797.2 Not only did
England have her own war expenses to meet; but she was making
loans and paying subsidies to her allies, Austria, Prussia, Spain
and Sardinia, and these payments alone from 1793 to 1797, in-
clusive, amounted to approximately £13.7 million.® It is apparent
that for financing the early years of the war the nation relied
chiefly upon borrowing. A greater dependence upon customs
duties and internal taxes for financing these years was doubtless
prevented by the unfavorable economic conditions in the country
previously noted, by the obstacles which the war placed in the
way of foreign trade, and by the fact that the new industries that
were just beginning to develop in England in these early days of
the Industrial Revolution were still “infant industries”” and hardly
in position to stand heavy taxes.

A law was passed in 1793 which removed certain restrictions
that had previously been imposed on government borrowing from
the Bank of England, and which thereby left to the discretion of
the Directors the whole matter of loans to the Government. As a
matter of fact, however, it was impossible in a time of war for
the directors of a central bank, situated as was the Bank of England

1 Silberling, p. 215. 2 I'bid., p. 217. 3 Ibid., p. 227.
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at that time, to refuse any demands for advances which the Gov-
ernment might see fit to make. It was the custom at the time
for the British military and naval authorities located abroad to
obtain the funds needed for their financial operations by drawing
and selling abroad bills on the Paymaster General or on the Treas-
urer of the Navy, made payable at the Bank of Iingland. When
the bills were presented at the Bank, it was expected to provide
the funds for paying them.

The demands of Pitt upon the Bank for advances increased for
some time, much to the anxiety of the Bank’s Directors; and they
finally became so great that the Directors, on December 11, 1794,
made a protest to Pitt, and later, in January, 1795, they protested
again and declared that they could not allow advances on Treasury
bills at any time to exceed a liberal figure which they mentioned.
Pitt agreed to comply with their request, but failed to do so, and
the advances he required mounted to progressively higher figures.
Finally, the Directors, in a resolution of Dccember 31, 1795, for-
mally recognized the paramount claim of the Government and
resolved that the amount to be devoted to discounts for the public
should be fixed from day to day, and that any demands from the
public over and above the amount allotted were to be dealt with
by returning “a pro rata proportion of such bills in cach parcel
as are not otherwise objectionable . . . without regard to the re-
spectability of the party sending in the bills or the solidity of the
bills themselves.”

In addition to this pressure on the Bank for funds for the Gov-
ernment for meeting military, naval and political expenditures on
the Continent, there were in 1795 and 1796 substantial demands
for advances to the Government for importing naval stores, food-
stuffs and other needed supplies. The home expenditures of the
Government were also greatly increased by the war.

Another force that-tended to pull specie out of England was
the return of France to a specie basis in 1795 and 1796, after her
disastrous experiences with the Assignats and Mandats.! During
the early years of this paper money experience, specie in large
quantities had flowed from France for safety to England and other
neighboring countries. With the conclusion of the French Revolu-
tion and the restoration of law and order in France, much of this
specie was drawn home again.

1 Supra, pp. 195-196.
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Banking Situation within the Country. During most of the first
two years of the war, the principal foreign exchanges were favor-
able to London, and specie was flowing to England from the Con-
tinent—a fact which was evidenced by the unusually heavy pur-
chases of foreign gold for the Mint in 1793 and 1794.! This increase
in the supply of monctary gold coupled with the crisis and sub-
sequent depression of these two years, which reduced the demand
for money, led to a substantial reduction in the bank-note circu-
lation of the country, and this reduction applied both to the notes
of the Bank of Ingland and to those of the country banks.?
Throughout 1794 the Bank’s reserve position continued strong.
In late 1795, however, the Bank of Fngland, as well as the country
banks, experienced heavy demands upon their reserves. From
August, 1795 to August, 1796 the Bank’s stock of bullion de-
clined from £5.1 million to £2.1 million, while its notes in cir-
culation declined only from £10.9 million to £9.2 million, and
its deposits from £8.2 million to £6.7 million. By February, 1797
the bullion had reached the low figure of £1.1 million, while
the circulation stood at £9.7 million and the deposits at £4.9
million.?

The uncertain political situation early in 1797 and the gloomy
military outlook led country banks to make heavy demands for
specie on the Bank of England. FExchange became strongly un-
favorable the latter part of 1794, and by May, 1795 the gold-export
point was reached. There was a strong outward movement of
specie throughout the remainder of 1795 and throughout the year
1796, a movement to Paris, Hamburg and Lisbon. Thus England
experienced at one time a heavy internal demand for gold and a

TABLE I. IMPORTANT ITEMS IN BANK OF ENGLAND’S BALANCE SHEET

FEB. Avec. FEB. Avua. FEB.
1795 1795 1796 1796 1797
£ £ £ £ £
Notes in Circulation 14.0 10.9 10.7 9.2 9.7
Deposits 6.0 8.2 5.7 6.7 4.9
Bullion 6.1 5.1 2.5 2.1 1.1
Private Securities 3.6 3.7 4.2 6.2 5.1
Public Securitics 13.2 13.3 13.0 10.9 11.7

1 Hawtrey, p. 326.
2 Andréadés, p. 194.
3 Report on the Bank of England Charter, Appendix 5, p. 17.
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powerful foreign drain. This gold drain reduced the Bank’s note
circulation and its deposits, but during this period the Bank ex-
panded its private credit. The figures are as shown in Table I,
on page 203.!

The specie reserve had reached such a low figure by February,
1797 and the drain was continuing so strongly, that the Directors
notified Pitt that the situation was desperate. Pitt responded on
February 26 with a Council resolution declaring it to be

“the unanimous opinion of the Board that it is indispensably necessary
for the public service that the Directors of the Bank of England should
forbear issuing any cash in payment until the sense of Parliament can
be taken on that subject and the proper measures adopted thereupon for
maintaining the ‘means of circulation and supporting the public and
commerecial credit of the Kingdom at this important conjuncture.”

The resolution further required the Directors “on the grounds of
the exigency of the case to conform thereto until the sense of Par-
liament can be taken . . .”” 2 This resolution was passed and the
Bank was notified on Sunday. Monday morning the Bank opened
as usual. It notified the public of what had been done by merely
posting the resolution, along with the following notice:

“The Governor, Deputy-Governor, and Directors of the Bank of
England think it their duty to inform the proprietors of Bank Stock as
well as the Public at large that the general concerns of the Bank are in
the most affluent and prosperous situation, and such as to preclude every
doubt as to the security of its notes. The Directors mean to continue
their usual discounts for the accommodation of the commercial interest,
paying the amount in bank-notes, and the dividend warrants will be
paid in the same manner.” 3

Later on the same day, a meeting of merchants and bankers
was held in London, which passed a resolution agreeing to accept
Bank of England notes. Eventually some 4,000 persons signed
this resolution. The bank notes, it will be remembered, though
receivable by the Government for all government dues, were not
at this time legal tender.

The above Order in Council was enacted into law on May 3,
1797, by Parliament under the name of the “Bank Restriction Act”
(Geo. III, c. 45). This act was looked upon as a temporary
emergency measure and was to terminate on June 24 of that year.

1 Ibid., p. 17. 2 Cannan, p. xi. 8 Ibid., pp. xi and xii.
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A few days before, a law was passed allowing the issue of bank
notes in denominations under £5, but not under £1.

From the time at which the news of the Order in Council reached
the provincial banks, these banks assumed that the Restriction
Act required them as well as the Bank of England to discontinue
specie payments. But, unlike the Bank of Iingland, they did not
claim to be able to insist on paying out nothing except their own
notes. On the contrary, they felt under obligation to continue to
redeem their own notes in Bank of England notes or in drafts on
London. Thus their powers of bank-note expansion continued to
be restricted. The Bank of England, however, was relieved from
all obligation to redeem its notes in any other kind of money.

Gold coin promptly disappeared from circulation. Large quan-
tities were exported surreptitiously, or falscly sworn off,! and much
found its way into private hoards. As previously noted, there was
little British silver in circulation, and the need for small coin was
met in part by the use of forcign silver coins, many of which were
stamped with the King’s head.

YEARS OF COMPARATIVE MONETARY STABILITY

The events of the next dozen years may be passed over rapidly.
After a brief period of excitement and tension following the sus-
pension of specic payments, confidence in the currency and the
banks recovered. The ycars 1798 to 1801, inclusive, were years of
almost continuous depression. There was a recovery beginning
the latter part of 1801 and lasting for about two years. The latter
part of 1803 and the ycar 1804 werc again poor years. Then fol-
lowed two ycars of prosperity and two years of depression. England
was at war during the entire period.

The expenditures of the National Government stood at £72
million in 1797 and, except for a sharp one-year rise in 1801, con-
tinued in this neighborhood through 1804. They then advanced
substantially, reaching £129 million in 1810.2

Following the Restriction Act, the Government adopted a much
more vigorous taxation policy, and, as time went on, placed rela-
tively less and less dependence upon borrowing. The proportion
of the total net income of the Government which was obtained
from borrowing was at its highest in 1797, when it stood at 71
per cent. It dropped sharply the next year, and from 1798 to

! Supra, p. 199. 2 Silberling, p. 215.
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1810 the percentage exceeded 60 in only one year and it was less
than 50 in seven years.! This highly creditable fiscal record on the
part of the Government did much to strengthen public confidence
during these trying years.

A rough idea of the extent to which the Bank expanded its
credit during the yecars from 1797 to 1810 can be obtained from
the following table: 2

TaBLe II. ImporTANT ITEMs IN BANK OF ENGLAND'S BALANCE SHEET
FOR MoNTHs oF FEBRUARY AND AvUcGUsT, 1797-1821

YEamanD | o i «| Derostms | Boiuon | GRRMAE | o PR
1797 F 9.7 4.9 1.1 5.1 11.7
A 11.1 7.8 4.1 9.5 8.8
1798 F 13.1 6.1 5.8 5.6 11.2
A 12.2 8.3 6.5 6.4 10.9
1799 F 13.0 8.1 7.6 5.5 11.5
A 13.4 7.6 7.0 7.5 9.5
1800 F 16.8 7.1 6.1 7.4 14.0
A 15.0 8.3 52 8.6 13.6
1801 F 16.2 10.7 4.6 10.5 16.0
A 14.6 8.1 4.3 10.3 11.9
1802 F 15.2 6.9 4.2 7.8 142
A 17.1 9.7 3.9 13.6 13.5
1803 ¥ 15.3 8.1 3.8 14.5 9.4
A 16.0 9.8 3.6 13.6 13.3
1804 F 17.1 8.7 34 12.3 14.7
A 17.2 9.7 5.9 10.8 15.0
1805 F 17.9 12.1 5.9 11.8 16.9
A 16.4 14.0 7.6 16.4 11.4
1806 F 17.7 10.0 6.0 11.8 14.8
A 21.0 9.6 6.2 15.3 14.2
1807 F 17.0 11.8 6.1 14.0 13.5
A 19.7 11.8 6.5 16.5 134
1808 F 18.2 12.0 7.9 13.2 14.1
A 17.1 13.0 6.0 14.3 15.0
1809 F 18.5 10.0 4.5 14.4 14.7
A 19.6 12.3 3.7 18.1 15.3
1810 F 21.0 . 12.5 3.5 21.1 14.3
A 24.8 13.6 3.2 23.8 17.2
1811 F 23.4 11.4 3.4 19.9 17.2
A 23.2 11.1 3.2 15.2 21.9
1812 F 234 11.6 3.0 15.9 22.1
A 23.0 11.8 3.1 17.0 21.2
1813 F 23.2 11.3 2.9 12.9 25.0
A 24.8 11.2 2.7 14.5 25.6

1 Ibid., p. 218. ‘

2 This table is based upon figures given in the Bank-Charter Commission’s Report
of 1831-1832 (Appendix 5).
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TaBLE II. IMPORTANT ITEMs IN BanNk oF ENGLAND’S BALANCE SHEET
FOR MoNTHS OF FEBRUARY AND AvugusT, 1797-1821

(Continued)
itoen” || Cinooremoy | Durosms | Buion | opRATE | PERUE
1814 F 21.8 12.5 2.2 18.4 23.6
A 28.4 14.8 2.1 13.4 35.0
1815 F 27.3 11.7 2.0 17.0 27.5
A 27.2 12.7 3.4 20.7 24.2
1816 F 27.0 12.4 4.6 24.0 19.4
A 26.8 11.9 7.6 11.2 26.1
1817 F 274 10.8 9.7 8.7 25.5
A 29.5 9.1 11.7 5.5 27.1
1818 F 27.8 8.0 10.1 4.0 26.9
A 26.2 79 6.4 5.1 27.3
1819 F 25.1 6.4 4.2 9.1 23.4
A 25.3 6.3 3.6 6.3 25.4
1820 F 23.5 4.1 4.9 4.5 21.7
A 24.3 44 8.2 4.7 19.2
1821 F 23.9 5.6 11.9 4.8 16.0
A 20.3 5.8 11.2 2.7 15.8

Despite the suspension of gold payments, the value of the paper
pound, measured in terms of gold or of silver in England, or in
terms of the principal specie exchanges, namely, Paris and Ham-
burg, showed a fair degree of stability down to 1808. Another
criterion which tells a similar story is the movement of commodity
prices in England.

The following table on page 208 shows the fluctuations in the
value of the pound in terms of these different indices during these
years.!

It will be observed that the fluctuations in the value of the
pound were small by whatever criterion measured during the
eleven years ending 1808, as compared with fluctuations which
the world has experienced since that time in the purchasing powers
of both gold and silver.

It was not until after the crisis of 1800 that the public began
to suspect that the rise in the price of bullion and the decline in

1 The table is based chiefly upon figures given by Hawtrey, p. 335. The commod-
ity price index number covering 35 articles is that prepared by Silberling and given
in the Harvard Review of Economic Statistics, October, 1923, p. 232. To make possible
a comparison with changes in the price level in the United States, which at this
time (except for the years 1814-1817) was upon a specie basis, I have added a
column, giving the wholesale price index numbers for the United States prepared by

Alvin H. Hansen and published in the Monthly Labor Review of February, 1927,
pp. 166 and 167.
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Tasre 1II. FLUCTUATIONS IN THE VALUE OF THE PAPER POUND a8
EvIDENCED BY PRICES OF SPECIE, FOREIGN EXCHANGE RATES AND
Commopity Prices, 1797-1819

YEAR la 2a 3 4 5 6

1797 100.0 102.6 — 98 141 —
1798 100.0 100.1 — 96 149 —
1799 — 106.7 — 103 156 —
1800 107.0 113.5 — 113 159 —
1801 109.0 117.3 — 113 166 162
1802 — 113.7 105.7 109 143 133
1803 —_ 111.9 102.9 105 156 136
1804 103.0 108.3 100.1 101 153 147
1805 103.0 107.4 98.8 103 160 151
1806 —_— 110.5 103.0 105 157 148
1807 — 110.2 103.5 104 152 139
1808 —_— 107.1 108.4 106 166 136
1809 —_ 110.4 123.3 121 176 143
1810 —_ 113.9 121.6 120 176 156
1811 123.9 120.7 139.1 144 158 152
1812 130.2 126.5 131.2 128 163 154
1813 136.4 136.7 128.6 130 185 179
1814 124.4 124.3 116.4 119 198 224
1815 118.7 117.5 115.6 114 166 176
1816 102.9 100.9 99.6 100 135 150
1817 102.2 104.3 102.0 102 143 151
1818 104.6 106.5 104.3 105 150 148
1819 102.3 104.7 102.7 102 136 130

Headings of above columns:
1—Gold, Index Numbers, Par = £3 17s. 1014d. per oz. = 100.
2—Silver, Index Numbers, Par = 60-84d. per oz. = 100.
3—Exchange on Paris, Index Numbers, Par = 25-22 Fr. per £ = X
4—Exchange on Hamburg, Index Numbers, Par = 36s. banco per £ = 100.
5—Commodity Prices in England, Year 1790 = 100.
6—United States Wholesale Price Index, Year 1913 = 100.

% Quotations for the price of gold are very incomplete, because for several long stretches of
time there was no established market. The bulk of England’s trade at this time was with silver
standard countries, and there exists a practically continuous senies of quotations for silver. For
this reason, the price of silver, or more specifically the average price per ounce of Spamsh
dollars, 1s probably the best criterion of the price of specie (Silberling, p. 230). The vanations
dunng these years in the gold-silver market ratio were not large. Soetbeer’s annual figures for
this ratio at Hamburg showed e range for this entire period (1797-1810) of only a little over
8 per cent.

the foreign exchanges were evidence of a depreciation in the specie
value of the bank note. During the next few years, however, this
view was frequently expressed, both in Parliament and outside.!
1 Among those who early took this position were Walter Boyd, Charles James
Fox, Henry Thornton and Lord Peter King.
A well-reasoned statement showing a realization of the variability oi the value of

gold itself as well as of the fact of the depreciation in the gold value of the Bank of
England notes was given in King, Thoughts on the Effects of the Bank Restrictions.
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A substantial rise in the price of bullion, with sharp declines in
the forcign exchanges and pronounced advances in commodity
prices, in 1809, accompanied by a speculative expansion into
South America, brought the subject of the state of the currcncy
again prominently to public attention. The facts, moreover,, that
this apparent depreciation of the bank-note currency was accom-
panied by an increase in the bank-note circulation, a large increase
in the Bank’s holdings of private securities, and a pronounced
decline in its specic reserve, directed public criticism toward the
Bank.

Ricarpo’s LETTERs To “THE MORNING CHRONICLE”

David Ricardo, an exchange broker in London, who in the
course of his business had been having extensive transactions with
the Bank of England, on August 29, 1809, wrote a letter to The
Morning Chronicle of London on “The Price of Gold.” This letter
was vigorously attacked by other correspondents of the paper,
and Ricardo replied to the attacks in two subsequent letters, one
on September 20 and one on November 23.! The monetary phi-
losophy set forth in these letters was further elaborated by Ricardo
and published under the title, “ The High Price of Bullion, A Proof
of the Depreciation of Bank Notes,” the first edition of which
was dated December 1, 1809. These letters to the Chronicle repre-
sented David Ricardo’s first public appearance as an economist.
His position may be briefly summarized as follows:

The de facto monetary standard of England prior to the sus-
pension of specie payments in 1797 was gold. The value of gold
itsclf, as expressed in its purchasing power over commodities,
varies with the scarcity or abundance of gold; it is a question of
demand and supply. The market price of gold, however, remains
comparatively fixed so long as the country is on the gold standard,
and “no scarcity, however great, can raise the market price much
above the mint price, unless it be measured by a depreciated cur-
rency.” The approximate parity of gold bullion and Bank of
England notes at the mint price of gold was maintained, while
the gold standard prevailed, by the fact that dealers could ex-
change their notes at the Bank for gold coin on demand and then
melt down the coin and sell it, and likewise could take gold bullion

1 Cf., Hollander, J. H., Editor, David Ricardo on the Price of Gold, 1809—A Re-
print of Economic Tracts; Baltimore, Maryland, The Lord Baltimore Press, 1803.
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to the Mint or to the Bank of England and obtain bank notes for
it at the parity rate, or very close to it. Similar forces before the
suspension of gold payments restricted foreign exchange fluctua-
tions to the narrow range marked by the expenses incident to the
shipment of gold. ‘This is therefore the natural limit to the fall
of the exchange, it can never fall more below par than these ex-
penses; nor can it ever rise more above par than the same
amount.” ! According to Ricardo, ‘“no efforts of the Bank could
keep more than a certain quantity of notes in circulation, and if
that quantity was exceeded, its effects on the price of gold always
brought the excess back to the Bank for specie.” 2 After the
Restriction Act, “all checks to the over issue of notes were re-
moved, excepting that which the Bank voluntarily placed on
itself . . .”” ¢ He held that, so long as the banks were willing to
lend, borrowers would want to borrow, and, as loans increased,
bank-note issues would rise, with a resulting rise in the price of
gold and with a like effect on the prices of provisions and on all
other commodities. Under the same influences, foreign exchange
rates would correspondingly decline. The extent to which the
price of gold rose above parity, he maintained, roughly measured
the degree to which bank notes had depreciated.

To the argument that a proof that bank notes had not depre-
ciated was to be found in the fact that no shopkeeper would sell
more goods for 20 guineas than for £21 in bank notes, he held:
first, that this was not true, because secretly there was in practice
a discrimination in favor of gold and against bank notes; and,
second, that discrimination against bank notes was restrained by
the fact that it “would expose the man who openly undertook it
to so much obloquy and suspicion, that notwithstanding the profit,
no one is hardy enough to encounter the risk, particularly as the
law is very severe against melting the coin or exporting it.” ¢

Ricardo’s proposal for bringing the depreciated bank notes back
to parity with gold was a vigorous contraction of the currency,
which was to be enjoined upon the Bank by Parliament.5

“If,” he said, “our circulating medium has been augmented a fifth,
till that fifth be withdrawn the prices of gold and commodities will
remain as they are. Increase the quantity of notes, they will rise still

1 Ibid., p. 13. 4 Ibted., p. 11.
2 Ibed., p. 10. 8 Ibid., pp. 14 and 18.
3 Ibid., p. 11.
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higher; but withdraw the same, as I earnestly recommend, and gold and
every other commodity will find its just level. . . . Let the Bank be
enjoined by Parliament gradually to withdraw to the amount of two or
three millions of their notes from circulation, without obliging them, in
the first instance, to pay in specie, and we should very soon find that the
market price of gold would fall to its mint price of 3£ 17s. 1014d. that
every commodity would experience a similar reduction; and that the
exchange with foreign countries would be confined within the limits
above mentioned.”

Ricardo’s proposal had been criticized by Mr. Cobbett on the
ground that the withdrawal of the Bank of England notes from
circulation would not contract the currency since country bank
notes would be pushed into circulation to take their place as fast as
they were withdrawn. Ricardo’s reply was that all country bank
notes were convertible into Bank of England notes on demand and
that, therefore, a reduction in the supply of Bank of England notes
would necessitate a corresponding reduction in the supply of the
country bank notes for which these Bank of England notes served
as the reserve.

BuiLrioN CoMMITTEE

Ricardo was not willing to let the matter drop with his Chronicle
letters and his pamphlet on ““The High Price of Bullion,” especially
since the currency situation at this time was getting worse instead
of better. He obtained the support of his friend, Francis Horner,
who was then a member of the House of Commons, and Horner in
February, 1810 succceded in having a Select Committee appointed
by the House

“to enquire into the Cause of the High Price of Gold Bullion, and to
take into consideration the State of the Circulating Medium, and of the
Exchanges between Great Britain and Foreign Parts;—and to report
the same, with their Observations thereupon, from time to time, to The
House.”

Horner, who was himself a capable economist, was made Chairman
of the Committee. Most of the twenty-two members of the Com-
mittee were men well informed on monetary questions.!

! The Committee included such well-known names as Alexander Baring, W. Hus-
kisson and Henry Thornton. The Committee took evidence over a period extend-
ing, with interruptions, from February 22 to May 25, and examined a large number
of witnesses. The Hearings are reported in full in the Minutes of Evidence; and the
Appendices of the Report contain much useful information. * Report together with
Minutes of Evidence, and Accounts, from the Select Committee on the High Price
of Gold Bullion. Ordered, by the House of Commons, to be printed, 8 June 1810.”
Hereafter cited as Report.
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Conflicting Testimony. The witnesses before the Committee
differed widely, both as to the facts themselves and as to their inter-
pretation. Broadly speaking, there were two schools of thought
and there were differences of detail among the witnesses adhering
to each school. There were in addition a number of witnesses,
mostly those testifying on special subjects, whom it is impossible
to classify as belonging definitely to either school. The nature of
the controversy can best be made clear by summarizing the two
opposing schools of thought. The one school is perhaps best called
“The Bank School,” because its principal champions were officials
and directors of the Bank of England; and the other school may be
called “The Gold School,” because it strongly favored the gold
standard.

The Bank School. The position of this group was that the high
price of gold bullion and the low exchange rates were not due to any
excess in the issuance of bank notes, but rather to an increased
demand for specie, particularly abroad, and to an unfavorable trade
balance. The representatives of the Bank of England held that
bank notes could not be issued to excess and could not depreciate
so long as the Bank made loans only against high-grade, short-time
bills, representing real commercial transactions; and they held,
with occasional waverings, that the Bank’s directors did not and
should not consider the state of the exchanges or the price of bul-
lion as factors of importance in determining their discount policy
and the volume of their bank note issues.

John Whitmore, the Governor of the Bank of England, was
asked if there was not reason to suspect that the present unfavor-
able state of the exchange might be due in part to the absence of
that limitation upon the issuance of notes which used to be imposed
by the Bank before the Restriction Act, on the occasion of the
exchanges becoming unfavorable. He replied: !

“My opinion is, I do not know whether it is that of the Bank, that the
amount of our paper circulation has no reference at all to the state of
the exchange.” Q.—‘Has that question ever been brought to a regular
discussion and decision in the Court of Directors?’”’ A.—“In the opinion
of the Bank Directors, it had not sufficient bearing upon our concerns
to make it more than a matter of conversation; it never was singly and
separately a subject of discussion, though constantly in view with other
circumstances.”

1 Report, p. 90.
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With regard to this subject, Deputy-Governor Pearse testified: !

“ . . I cannot see how the amount of Bank notes issued can operate
upon the price of Bullion, or the state of the exchanges, and therefore I
am individually of opinion that the price of Bullion, or the state of the
exchanges, can never be a reason for lessening the amount of Bank notes
to be issued, always understanding the control which I have already
described.”

Governor Whitmore concurred in this opinion, saying: 2

“T am so much of the same opinion, that I never think it necessary to
advert to the price of Gold or the state of the exchange, on the days on
which we make our advances. . . . I do not advert to it with a view to
our general advances, conceiving it not to bear upon the question.”

The representatives of the Bank of England applied this same
principle in their interpretation of the issues of the country banks.
Deputy-Governor Pearse said: 3

“If the country bankers regulated and limited their issues upon the same
principle as uniformly governs the Bank of England, I do not see how
any excess can arise in their circulating paper; but if any of their paper
is issued otherwise than as representing securities arising out of real
transactions and payable at fixed and not distinct [sic, distant] periods,
I conceive such an excess may obtain . . .”

This same attitude was maintained by the representatives of
the Bank when they were pressed as to its applicability under a
régime of very low discount rates, as will be seen from the follow-
ing excerpts from the testimony: *

Q.—“State to the Committee what is the criterion which enables the
Bank at all times to ascertain that the issue of Bank notes is kept pre-
cisely within the limits which the occasion of the public requires, and
thereby to guard the circulation of this Country against the possibility
of any excess; and in what manner the control necessary for maintaining
uniformly an exact proportion between the occasions of the public and
the issues of the Bank, is exercised and applied by the Court of Di-
rectors?”’ A. (Governor Whitmore)—*“I have already stated that we
never forced a Bank note into circulation, and the criterion by which I
judge of the exact proportion to be maintained is, by avoiding as much
as possible to discount what does not appear to be legitimate mercantile
paper. The Bank notes would revert to us if there was a redundancy in
circulation, as no one would pay interest for a bank note that he did not
want to make use of.” Mr. Pearse: “I agree in that opinion . . .”

1 Ibid., pp. 96 and 97. 3 Ibid., p. 119.
2 Jtnd., p. 97. ¢ Ibid., pp. 97 and 98.
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Q.—“Then your measure of scarcity or abundance is by the greater or
less application that is made to you for the discount of good paper?”
A. (Governor Whitmore)—*Certainly.” Q.—‘“Does not the circum-
stance, of individuals applying for advances, or not so applying, at
5 per cent. indicate rather a deficiency or a redundancy of the mercantile
capital, than a superfluity or want of circulating medium?” A. (Mr.
Pearse)—*“I am not of opinion that the application for Bank notes is
for any other purposes than as a circulating medium in the interchange
of property.” Q.—Is it your opinion that the same security would exist
against any excess in the issues of the Bank, if the rate of the discount
were reduced from five to four per cent.?” A. (Governor Whitmore)—
“The security against an excess of issue would be, I conceive, precisely
the same.” Mr. Pearse: “I concur in that answer.” Q.—“If it were
reduced to three per cent.?” A. (Governor Whitmore)—*“I conceive
there would be no difference, if our practice remained the same as now,
of not forcing a note into circulation.” Mr. Pearse: “I concur in that
answer.”

As to the influence of bank note issues upon cxchange rates,
Deputy-Governor Pearse testified that, in his opinion: *

“The amount of the Bank notes in circulation, controlled as it is by the
occasions of the public for internal purposes, cannot influence the rate
of the Hamburgh exchange, and the consequent export of Bullion. . . .
From the manner in which the issue of Bank notes is controlled, the
publick will never call for more than is absolutely necessary for their
wants.”

On the subject of the relationship between bank note issues and
the commodity price level, the representatives of the Bank were
somewhat halting and evasive in their answers. Deputy-Governor
Pearse was asked: 2

“Supposing the Bank paper to be diminished, as you suppose that it
possibly might in the contemplation of the event of the opening of the
Bank [namely, return to specie payments], do you not conceive that such
diminution would tend in some degree to lower the general price of
commodities?”’ A.—“As long as it only passes as a circulating medium,
I think not.” Q.—“ Do you conceive that a very considerable reduction
of the amount of the tirculating medium, would not tend in any degree
to increase its relative value compared with commodities, and that a
considerable increase of it would have no tendency whatever to augment
the price of commodities in exchange for such circulating medium?”
A.—“It is a subject on which such a variety of opinions are entertained,
I do not feel myself competent to give a decided answer.”

Supporting the general position taken by Governor Whitmore
and Deputy-Governor Pearse were five other witnesses, including
1 Report, p. 112, 2 Ibid., p. 127.
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Jeremiah Harman, a director of the Bank and J. L. Greffulhe, a
prominent merchant “trading chiefly to the Continent.”

The Gold School. 1t will not be necessary to discuss at this point
the testimony of those witnesses who belonged to the Gold School
and who disagreed fundamentally with the position taken by the
officials of the Bank of England, for the reason that the Report of
the Bullion Committee itself is an exposition of the opinions of this
School. In summarizing that Report, therefore, the monetary
philosophy of this School will be presented and the answers to the
arguments advanced by the Banking School will be made evident.
The three principal witnesses in this Gold School were Sir Francis
Baring, the founder of the great banking house of Baring Brothers,
Mr. Thomas Thompson, himself a member of the Bullion Com-
mittee, and a third man who testified under the name of “A Con-
tinental Merchant,” and who is generally belicved now to have
been the great financier, N. M. Rothschild. These men attributed
the high price of bullion and the low state of the exchanges chiefly
to excessive issues of bank notes, the responsibility for which, in
large part, they placed upon the Bank of England.!

The Bullion Commitiee Report. The Report, which was signed by
all twenty-two members of the Committec and the text of which
covered about thirty-three folio pages, was presented to the House
of Commons and ordered printed June 8, 1810. It gave risc to a
heated debate in periodicals and pamphlets, in which many emi-
nent persons participated, including David Ricardo and Thomas R.
Malthus.? Not until the following May did it come before the
House of Commons for debate.

Briefly summarized, the argument of the Report is as follows:

High Price of Gold. The extraordinary rise in the market price
of gold in recent ycars and the contemporaneous remarkable de-
pression in the foreign exchanges are unusual phenomena that
demand explanation. The argument of several witnesses that this
is due to an unusual demand for gold on the Continent is fallacious,
because there is no evidence of a rise in the price of gold abroad,?

1 There were, as previously noted, seventeen other witnesses, most of whom
testified on special problems, and none of whom took a clear stand on one side or the
other of the fundamental questions in the controversy.

2 For an account of this controversy and of the parliamentary history of the
Report, cf., Cannan, op. cit., pp. xxiv—xxviii. See also Ricardo, Minor Papers on the
Currency Question, 1809-1823, edited by Jacob H. Hollander.

3 That the world value of gold at about this time was rising the reader will see by
referring to Column 6 of the Table on page 208, which shows that commodity prices



216 MONEY

nor of an increase in its value at home in terms of commodities.
Moreover, at previous times, when notes were convertible into
specie on demand, extraordinary demands for gold abroad did not
cause any such high prices for gold as the country has today. For
many years prior to 1797 British gold coin, Bank of England notes
and gold bullion were kept at approximate parity with each other.
The greatest depreciation which could take place in the coin, when
the Bank paid in gold, the Report said, was about 514 per cent.;
and accordingly it would be found, that, prior to 1797, the differ-
ence between the mint price and market price of gold never ex-
ceeded that limit.! Since the suspension in 1797, even if it should
be admitted that gold were still our measure of value, which the
Committee considers to be very doubtful,

“ . . it has been exposed to a new cause of variation, from the possible
excess of that paper which is not convertible into Gold at will; and the
limit of this new variation is as indefinite as the excess to which that
paper may be issued.” 2

Low State of the Exchanges. The Report took issue with the con-
tention, that the fall in the exchanges was due wholly or chiefly
to an unfavorable balance of trade or payments, and held that
under the régime of convertibility unfavorable balances never
caused such a depreciation, and that they would be automatically
corrected through an outflow of gold, with the export point at the
lower possible limit of exchange decline.

“It appears to Your Committee,” says the Report, “to have been long
settled and understood as a principle, that the difference of Exchange
resulting from the state of trade and payments between two countries
is limited by the expense of conveying and insuring the precious metals
from one country to the other; at least, that it cannot for any consider-
able length of time exceed that limit.” 3

In support of this conclusion, the Report earlier cited the testi-
mony of “a very eminent Continental Merchant,” (N. M. Roths-
child), who conceived “that such fall of our Exchange as has ex-
ceeded that extent in the last 15 months, must certainly be referred

in the United States, a country then on a bimetallic basis, declined continually and
substantially from 1805 to 1808.

1 Report, p. 7.

? At this point the Report questions * whether we have any other standard of
prices than that circulating medium, issued primarily by the Bank of England and in
& secondary manner by the country banks . . .” Ibid., p.7.

3 Itnd., p. 11.
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to the circumstance of our paper currency not being convertible
into specie.” !

Before suspension, declining exchange rates, and a slight rise
in the price of bullion led to a withdrawal of gold from the Bank of
England and from the country banks, and to its exportation. The
gold was paid out by the banks against the presentation of bank
notes, and the withdrawal from circulation of these bank notes
contracted the currency. Such a withdrawal of gold brought pres-
sure on the Bank to raise its discount rate and to curtail its loans.
These automatic checks usually prevented the Bank from unduly
extending its note issue.

Suspension of gold payments, however, took away these checks,
and the Bank erroncously ceased to pay adequate attention in its
discount policy to such important danger signals as falling exchange
rates and a rising price of bullion. The Directors were wrong, the
Committee maintained, in holding that, so long as the Bank’s
notes were issued only in the discounting of good commercial bills
of short maturities and were not forced upon the public, they could
not be issued in excessive amounts. This might be true, the Com-
mittee said, under a régime of convertibility, but it was not true
when redemption in specie provided no check to note expansion.
Notes issued against a discounted bill, to make one commercial
payment, may continue in circulation for a long time and make
many payments. Increasing note circulation tends to raise com-
modity prices, and the resulting higher price level necessitates the
maintenance of the increased circulation. There is no limit to the
possible expansion.

The situation was made worse by the usury law fixing the max-
imum rate of discount at 5 per cent. The making of discounts at
rates below the real market rate encourages an expansion of the
note circulation for speculative loans.

Country banks, after suspension, redeemed their notes to a large
extent by drafts on the Bank of England and by the payment of
Bank of England notes. The Bank of England notes formed-an
important part of their reserves, and, although in some districts
near London Bank of England notes and country bank notes com-
peted with each other in active circulation, taking the country as
a whole an expansion in the Bank of England’s note circulation was
likely to be followed by an expansion in the circulation of the notes

1 Ibid., p. 8.
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of the country banks, while a contraction in the circulation of
Bank of England notes was likely to be followed by a contraction
of the country bank circulation. In this respect, Bank of England
notes served as the reserve of country banks and were performing
to a considerable extent the function that the specie reserve of the
country banks had performed before suspension. The Committee
held: !

“ . . . thatsolong as the Cash payments of the Bank are suspended, the
whole paper of the Country Bankers is a superstructure raised upon the
foundation of the paper of the Bank of England. . . . If the Bank of
England paper itself should at any time, during the suspension of Cash
payments, be issued to excess, a corresponding excess may be issued of
Country Bank paper which will not be checked; the foundation being
enlarged, the superstructure admits of a proportionate extension.”

This increase in the country bank note circulation, caused in
large part by the mistaken policy of the Directors of the Bank of
England in restricting their attention to the quality of the paper
they were asked to discount and in ignoring the warnings given by
declining exchange rates and a mounting premium on the price of
bullion, explains in large part the unfortunate situation in which
the country then found itself. Such was the opinion of the Bullion
Committee.

The Committee based its conclusions upon what would be called
today by most economists a form of the quantity theory of money,
although it nowhere used that term.

““An increase in the quantity of the local currency of a particular coun-
try,” it says, “will raise prices in that country exactly in the same
manner as an increase in the general supply of precious metals raises
prices all over the world. By means of the increase of quantity, the value
of a given portion of that circulating medium, in exchange for other
commodities, is lowered; in other words, the money prices of all other
commodities are raised, and that of Bullion with the rest. In this man-
ner, an excess of the local currency of a particular country will occasion
a rise of the market price of Gold above its Mint price. It is no less
evident, that, in the event of the prices of commodities being raised in
one country by an augmentation of its circulating medium, while no
similar augmentation in the circulating medium of a neighbouring
country has led to a similar rise of prices, the currencies of those two
countries will no longer continue to bear the same relative value to each
other as before. The intrinsic value of a given portion of the one cur-
rency being lessened, while that of the other remains unaltered, the

1 Report, p. 28.
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Exchange will be computed between those two countries to the dis-
advantage of the former.

“Tn this manner, a general rise of all prices, a rise in the market price
of Gold, and a fall of the Foreign Exchanges, will be the effect of an ex-
cessive quantity of circulating medium in a country which has adopted
a currency, not exportable to other countries, or not convertible at will
into a Coin which is exportable.” ?

After making this general statement, the Committee qualified
it by showing that in any statement of the relationship between
the volume of money and the price level, such factors as the volume
of trade, the velocity of monetary circulation, the extent of the
use of bank checks, and confidence must be taken into account.
In other words, it is a question of monetary demand as well as
of monetary supply.

It is a “very important principle,” the Committee said that: 2

“ . . . the mere numerical return of the amount of Bank notes out in cir-
culation, cannot be considered as at all deciding the question, whether
such paper is or is not excessive. It is necessary to have recourse to other
tests. The same amount of paper may at one time be less than enough,
and at another time more. The quantity of currency required will vary
in some degree with the extent of trade; and the increase of our trade,
which has taken place since the suspension, must have occasioned some
increase in the quantity of our currency. But the quantity of currency
bears no fixed proportion to the quantity of commodities . . . The
effective currency of the Country depends upon the quickness of circula-
tion, and the number of exchanges performed in a given time, as well as
upon its numerical amount; and all the circumstances, which have a
tendency to quicken or to retard the rate of circulation, render the same
amount of currency more or less adequate to the wants of trade. A much
smaller amount is required in a high state of public credit, than when
alarms make individuals call in their advances, and provide against
accidents by hoarding; and in a period of commercial security and
private confidence, than when mutual distrust discourages pecuniary
arrangements for any distant time. But, above all, the same amount of
currency will be more or less adequate, in proportion to the skill which
the great money-dealers possess in managing and economising the use
of the circulating medium.”

The Committee maintained that no adequate provision against
excessive note issues could be found, except convertibility into
specie on demand. It considered the existing depreciation of the
bank notes and the instability of their value to be a great evil,
which should be remedied at the earliest practicable moment.

! Itid., pp. 7 and 8. t Ibid., p. 26.
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The remedy was a resumption of convertibility. It held that, if
the bank notes should be permitted to continue for too long a
time at this depreciated value, Parliament might decide that the
gold content of the guinea should be reduced, so as to bring the
value of the guinea down to the level of the bank notes. Such a
debasement the Committee thought would be a ‘“breach of public
faith” and a “dereliction of a primary duty of Government.” !
The Report recommended that the details of the plan for the
resumption of cash payments should be left to the director of
the Bank, but that the time of resumption should be fixed at a
date two years in the future, and that resumption should become
effective on that date, regardless of whether the war should con-
tinue until that time or not. The Committee said that domestic
panic might possibly justify an extension of the date, but no such
justification could be found in the state of the foreign exchanges.
Report Submitted to Parliament. The Report of the Bullion
Committee did not come up for debate in Parliament until May 6,
1811, nearly a year after it was presented. The debate was opened
by Horner in a speech presenting and defending at length the
arguments of the Report and the policy it recommended, and
concluding with the submission of a series of sixteen resolutions.?
Other members of the Bullion Committee made speeches sup-
porting the Report; the speeches of Huskisson and Thornton
were particularly able. The presentation of fundamental mone-
tary principles by Thornton in his two speeches and the support
of these principles by citations from the monetary history of Ire-
land, France, Russia, Sweden and the United States, are worthy
of careful study by monetary students of today. In fact, many of
the fallacies which Thornton so ably refuted are still held in high
places. He stated effectively the principles of international price
equilibrium, of foreign exchange fluctuations and of international
specie movements. , Without using the term, he clearly antici-
pated the “purchasing power parity’” doctrine. He pointed out
the difference between money interest and real interest, and set
forth the theory which is now known under the term *deprecia-
tion, appreciation, and interest.” He explained the theory under-
lying that we now call “ Gresham’s Law.” The difficulty of liqui-

1 Report, p. 31.
2 The resolutions are given in Hansard's Debates, XIX, pp. 830 and 831. These
Debates will be cited hereafter as Hansard.
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dating wages and of bringing them back into equilibrium with
prices in a period of currency appreciation, following a period of
inflation, were discussed. He quoted David Hume’s statement,
that ““it is only in the interval between the acquisition of money
and rise of prices, that the increasing quantity of gold and silver
is favourable to industry,” ! and added that his opponent would
do well to remember that “it is only by the perpetual increase
of paper that their object can be fully effected. They should also
reflect, that, in proportion to this increase, the exchange will be
prejudiced, and the standard of the country forsaken.” If a long
period of substantial depreciation has been permitted to exist
in any country, say, eight, ten or twenty years, then, in his opinion,
it may be considered unfair to restore the preéxisting value of the
currency, for loans and other contracts would have been made
under the expectation of a continuance of the existing deprecia~
tions.? If, however, the depreciation had lasted only two or three
years, he believed, justice was on the side of returning to the ante-
cedent metallic standard.

Thornton was at his best in discussing the balance of trade. It
has appeared in the course of the present debates, he said, that
“the chief circumstance which had led the Directors of the Bank
to embrace the opinion that the quantity of their paper had no
influence on the exchange, was the doctrine which they enter-
tained respecting what is called the balance of trade.” * Thorn-
ton did not use “balance of trade” in the present-day commodity
sense, but included all the invisible items which today are included
in the balance of payments.* According to the Directors, the state
of the exchange was the unavoidable consequence of an unfavor-
able trade balance. To this contention he replied: °

“Qur ancestors, eager for the acquisition of the precious metals, explor-
ing, as is well known, new continents, chiefly with a view to this article;
and accustomed to consider trade as profitable or otherwise, in propor-
tion as it brought in or took out gold and silver, were naturally led to
denominate that part of our exports or imports which consisted of these
metals, a balance. In truth, however, this was not a balance. Bullion
was an article of commerce, rising or falling in value according to the

1 Hansard, XX, pp. 86 and 87.

2 Ibid., XIX, p. 917.

3 Itnd., XX, p. 81.

4 See article by Fetter, F. W., “The Term ‘Favorable Balance of Trade,’” The
Quarterly Journal of Economics, August, 1935, p. 621.

§ Ibid., pp. 81 and 82.
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supply and the demand, exactly like any other, transporting itself in
greater or less quantities according to the supply and the demand, exactly
like any other, transporting itself in greater or less quantities according
to the comparative state of the market for that and for other articles,
and forming only an item on one side of the general account. Corn, or
any other commodity might just as properly be said to pay the balance
as gold or silver; but it would evidently be inaccurate to affirm that corn
discharged it, because it would imply that the amount of all the articles
except corn was fixed; and that these having first adjusted themselves
with relation only to each other, a given quantity of corn was then added
to pay the difference. It was, for the same reason, inaccurate to affirm,
that gold or silver paid the difference.”

Continuing this argument later, he said: !

“Suppose a fisherman on our southern coast, to collect a thousand guin-
eas, and exchange them in the channel with some French fisherman for
as much French brandy as should be deemed an equivalent, the gold,
according to the doctrine in fashion, would have gone to pay the balance
of trade. It would have been employed to discharge a previously existing
national debt. It was always, according to these tenets, the brandy
which forced out the gold, and not at all the gold which forced in the
brandy. By the Frenchman’s putting the brandy into his boat, the
Englishman was compelled to put the gold into his. The brandy always
went before; the gold always followed after. It was one of the peculiar
properties of gold that it always served to pay a balance.

“The truth was, that our paper currency having become less valuable
by nearly twenty per cent. than the gold contained in our coin, the coin
could no longer circulate interchangeably for it, but went abroad, be-
cause there was a profit of nearly twenty per cent. on the transmission.
This profit operated as effectually in withdrawing it from circulation,
and causing that part of it which was not bought at a high price for
manufacturing uses, to be exported, as if an actual bounty of twenty
per cent. were given on the export of it; and as much prevented the im-
portation of gold for the purpose of serving as currency—the only pur-
pose for which large quantities of gold were usually imported—as if
a tax of twenty per cent. were levied on the import of it. We deplored
the loss of our gold coin; but by not limiting our Bank notes, we were
thus, in substance, laying a tax on its importation, and giving a bounty
on its exportation; and then, referring its absence to balance of trade,
we imagined that we had no power of recalling it.”

Following the argument, Thornton made some concessions to
those who stress the influence of an unfavorable balance of trade
on a country’s currency caused by depression in business, a bad
harvest, or large drafts for meeting the foreign expenditures of the
Government. Under such circumstances, he conceded that the

1 Ibid., pp. 84 and 85.
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country’s manufactures, and other exportable commodities, might
happen not to be in such demand abroad as to supply advanta-
geously the whole of the remittance required. The precious metals
might then be in greater demand than any other articles; and the
transmission of a certain quantity of these might then prevent so
low a selling price for commodities, in the foreign market, as
might otherwise be necessary.!

Opposition to Bullion Committee’s Report. The Bullion Com-
mittee’s Report and the arguments advanced by the members of
the Committee and their supporters in the debate were vigorously
attacked in the House, the two principal assailants having been
Mr. A. Rose and Mr. Nicholas Vansittart (Lord Bexley). In
lengthy speeches these two men supported the position taken by
the officials of the Bank of England. They denied that the bank
notes were depreciating in terms of gold coin, and explained the
high price of bullion and of commodities and the low state of the
exchanges on such grounds as the increased demand for com-
modities, increased taxation, strong demand for gold on the
Continent and unfavorable balance of trade. Their economic
theory was often confused and usually unsound, and the historical
incidents, which they martialed in its support, were frequently
superficially interpreted. The modern student of economics will
gain little by reading these long speeches, except a realization
that the widely held popular monetary fallacies of this day are
much the same as those of the early nineteenth century.

Vansittart countered Horner’s sixteen resolutions by proposing
seventeen of his own.? The third, sixteenth and seventeenth of
his Resolutions will afford an adequate idea of his position. They
were:

3. “That the promissory notes of the said Company [the Bank of
England] have hitherto been, and are at this time, held in public es-
timation to be equivalent to the legal coin of the realm, and generally
accepted as such in all pecuniary transactions to which such coin is
lawfully applicable.” 3

16. “That it is highly important that the restriction on the payments
in cash of the Bank of England, should be removed, whenever the

1 Hansard, XX, p. 85.

2 Ibid., pp. 70-74.

3 A large amount of evidence was given during the debate to show that this
statement was false. See, for example, speech of Mr. Tierney, tbid., pp. 151-
154.
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political and commercial relations of the country shall render it com-
patible with the public interest.”

17. “That under the circumstances affecting the political and com-
mercial relations of this kingdom with foreign countries, it would be
highly inexpedient and dangerous, now to fix a definite period for the
removal of the restriction of cash payments at the Bank of England,
prior to the term already fixed by the act 44 Geo. 3. c. 1. of six months
after the conclusion of a definitive treaty of peace.”

The final result of the long debate was, the adoption of the
Vansittart Resolutions by a great majority, the vote on Resolu-
tion 3 having been 76 to 24.!

For many years the Bank of England continued to deny offi-
cially the doctrine of the Bullion Report, that the low foreign ex-
change rates, the high prices of gold and silver, and the rise in
commodity prices had been due chiefly to excessive issues of Bank
of England notes. As late as March 25, 1819, the Court of Direc-
tors passed a resolution denying this contention of the Bullion
Report. In 1827 this resolution was rescinded on the motion of a
director of the Bank. Five years later this director said: ‘‘the
Bank should conduct itself, in its issues, with reference to the
state of the foreign exchanges and the bullion market,” and he
did not “think there was one person in the Bank of England
that denies it or is disposed to act in opposition to it.” 2

Shortly afterwards, the directors were willing to return to
specie payments and believed themselves able to maintain them,
but the Government was opposed. The nation was engaged in a
great war and depended heavily upon the Bank for obtaining
promptly emergency funds, and the Bank was not in position to
refuse these government demands.

BaNk oF ENGLaND NoTeEs MADE LEGaL TENDER

At the time of the passage of the Vansittart Resolutions, Bank
of England notes were not legal tender. Partly to protect his own
financial interests and partly to test the claim of the opponents
of the Bullion Committee Report, that the public accepted Bank
of England notes as the equivalent of gold coin, Lord King, in the
summer of 1811, demanded payment of the rents on all his lands

! Hansard, XX (May 15, 1811), p. 172.

2 Quoted from Bank Charter Committee, Evidence, Vol. VI, of 1831-1832, by
Cannan, p. xxxiv.
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in specie, or its equivalent at the market price of gold bullion.
After referring to the progressive depreciation of bank notes
during the preceding twelve years and to the fact that “every
hope and prospect of amelioration” had been destroyed by the
recent Vansittart Resolutions, Lord King said ! he had decided
to take advantage of the privilege the law gave him of collecting
the debts due him in specie or its equivalent, which he declared
was not only his lawful privilege, but also was entirely equitable
to those renting his land. The broad principle upon which he had
acted, he said, was: ?

“ , .. torequire payment in a currency of the same intrinsic value which
the currency possessed at the date of each respective agreement, and in
order to ascertain this intrinsic value, I calculate the amount of gold
which the stipulated rent was able to purchase at the date of the
lease or agreement, and require the same weight of gold, or a sum in
Bank notes sufficient to purchase that quantity of gold at the present
time.”

He sent out to each one of his renters a circular letter, demanding
payment in this form and giving his reasons. Justifying these
requirements on grounds of equity, he said: 3

“Where, may I ask, is the hardship of this demand? The price of the
produce of land, the price of labour, the price of every great staple com-
modity, are all affected by the value of the currency which serves to cir-
culate the wealth and industry of the country. In proportion as the
currency is depreciated, the price of wheat, of cattle, of all the produce
of the land, and of every commodity, is augmented.” 4

This action of Lord King seems to have given renewed strength
to the movement to have Bank of England notes made a full
legal tender at parity with specie in payment of debts, but not
until twenty-one years later was an act to that effect passed by
Parliament.®

1 Hansard, XX, pp. 791 and 792.

2 Ibid., p. 792.

3 Ibid., p. 793.

4Lord King gives a full account of his plan, with a copy of one of the cir-
culars he sent out, in a speech in the House of Lords, July 2, 1811. Ibid., pp. 790-

s Horner, who believed the making of the bank notes a legal tender was a most
dangerous step and who saw the influence which Lord King's notice was having,
wrote an interesting letter on the subject to Lord Grenville on June 28, 1811;
cf., Memoirs and Correspondence of Francts Horner, Vol. I1, pp. 78-80.
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From THE LEGAL-TENDER LAw TO REsumpTION

This chapter is chiefly concerned with the controversy center-
ing in the Report of the Bullion Committee. The subsequent
history of the paper pound down to the resumption of gold pay-
ments in 1821 may, therefore, be passed over rapidly. The princi-
pal facts of the period, as regards government expenditures and
government revenues, the significant items in the Bank of Eng-
land’s balance, the prices of gold and silver, and the conditions of
the principal exchanges, are given in Tables II and III.!

With a slight interruption in 1814 and early 1815, during
Napoleon’s exile in Elba, Great Britain continued at war until
after the Battle of Waterloo, June 18, 1815. Her annual cxpendi-
tures increased every year but one from 1810 to 1815 under the
stress of war, and in 1815 amounted to £173 million, as compared
with £129 million in 1810.2 The Government continued to borrow
heavily and the public securities held by the Bauk of England rose
irregularly from £14.3 million in February, 1810 to a maximum
of £35 million in August, 1814. If the Bank changed its policy as
to discounts and note issue, under the influence of the criticisms
of the Bullion Report, it made no announcement and no admis-
sion of such a change. A rcference to the Table on pages 206 and
207 will show little change in the note issue of the Bank of ling-
land. Thereafter it advanced to a substantially higher level, which
it maintained until the latter part of 1818. It then began a slow
and interrupted decline continuing until the resumption of specie
payments. Bullion reserves declined from 1811 to 1815, after
which they rose for about threc years and then moved irregularly
until 1821, The premium on gold rose to a maximum of 36 per cent
in 1813 and then declined to a level of between 2 per cent and
5 per cent, where it continued for most of the time until 1819,
after which it slowly disappcared. The price of silver showed a
similar movement; likewise, exchange rates on Paris and on Ham-
burg. Commodity-prices reached their maximum in 1814 and
then declined slowly.

The law provided that restriction should automatically cease
six months after the conclusion of a treaty of peace. Such a treaty
was signed May 30, 1814, but the Restriction Act was extended
from time to time by legislative action for about six years.

1 Supra, pp. 206, 207 and 208. 2 Silberling, p. 215.
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By the fall of 1816 the premium on gold for a short time reached
a figure below 1 per cent, and the Bank’s directors, in prepara-
tion for resumption of gold payments, slowly began to take positive
action for increasing their stock of gold. In November they de-
cided to experiment in order to find out how much gold the public
would demand if specie payments were resumed, and, under
authority of a provision in a law of 1797, they began to *feel their
way” by offering to redeem on demand notes of small denomina-
tions. They gave notice that after December 2, 1816, they would
redeem in gold on demand one and two pound notes bearing dates
earlier than 1812. Few notes were presented for redemption, and in
April they extended the offer to cover, after May 2, all such notes
dated earlier than 1816. Again few notes were presented, while
the Bank’s gold reserve continued to grow. In September, 1817,
although the premium on gold had risen considerably, they an-
nounced that, beginning October 1, they would redeem on demand
in gold notes of all denominations bearing dates of issue before
January 1, 1817. What happened is well described by Cannan:!

“Their failure to ‘advert to the price of bullion and the foreign ex-
changes’ on this occasion had its natural effect. Melting and exporta-
tion being now profitable, large amounts of notes were sent in for re-
demption: the depletion was only gradual, presumably owing to the law
against export preventing more than a dribble of coin and bullion out-
wards. DBetween August, 1817, and February, 1819, the treasure fell
714 millions; we might expect to find the notes also reduced by that
amount, and if they had been, the decrease of notes and the increase,
outside the Bank, of gold might well have brought gold and notes to a
parity in the market. But while repaying the pre-1817 dated notes, the
Bank must have been counteracting the effect of that action by issuing
additional new (and still inconvertible) notes, for while the treasure
diminished by 714 millions, the total of notes diminished by only 415.”

Early in the year 1819 both Houses of Parliament appointed
secret committees to consider the question of resumption. These
committees examined a number of witnesses and the weight of
their testimony, even including that of the Governor, Deputy-
Governor, and a number of Directors of the Bank of England,
was in substantial agreement with the theories of the Bullion
Committee Report. Both committees quickly sent in interim
reports condemning the ‘“partial resumption” with which the
Bank had been experimenting and urging that it be stopped. The

1 Cannan, pp. xxxi—-xxxii.
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two committees finally agreed in recommending that the Bank
after February 1, 1820, should be required to redeem its notes in
gold bullion on a specified scale of declining prices for gold, which
would culminate in full cash payments not later than May 1
1823. These recommendations were debated at some length in
Parliament. One of the speakers was David Ricardo, who had
been elected to Parliament in 1819. He was apparently largely
responsible for this scheme of redemption in gold bullion on a
scale of progressively improving rates. The final result was the
Resumption Act of 1819.

The Act provided that:

(1) The restriction on cash payments by the Bank should
terminate May 1, 1823.

(2) Trade in bullion and coin should be entirely free, and all
restrictions upon the melting of coin and the exportation of coin
and bullion should be removed; and

(3) The Bank of England’s notes should be redeemed at pro-
gressively improving rates, in gold bullion. From February 1 to
October 1, 1820, the Bank was required to redeem all notes pre-
sented, in gold bullion at the rate of £4. 1s. per ounce. From
October 1, 1820, to May 1, 1821, the rate was £3. 19s. 6d. From
May 1, 1821, to May 1, 1823, the rate was to be the par rate of
£3. 17s. 1014d. Thereafter, redemption was to be made in coin
on demand.

This provision for redemption in gold bullion at graduated
rates never camc into effect. Before February, 1820 the gold
premium had entirely disappeared and on May 1, 1821, cash pay-
ments were fully resumed. Thus, after a paper money régime of
more than twenty-four years, the country found itself back upon
a metallic money standard.
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CHAPTER XII
THE GREENBACKS

Since the beginning of Europecan colonization in America, our
country has had five extended experiences with inconvertible,
legal-tender money; namely, the experiences (1) of the thirteen
colonies, (2) of the states, between the Declaration of Independence
and the adoption of the Federal Constitution, (3) of the Con-
tinental Congress, (4) of the National Government during the Civil
War and the period of reconstruction, and (5) of the National
Government beginning in early March, 1933 and extending to the
present time.

The bibliography at the end of this chapter contains, in addition
to the references to the greenbacks, a few references to these
experiences, which will enable the reader casily to familiarize him-
self with them. A discussion of our recent experiences with incon-
vertible paper money will be given in Volume II. This chapter is
concerned only with the fourth experience mentioned above, that
of the so-called ““Greenback Period,” from 1862 to the end of 1878.

MOoNETARY AND FiscaAL SiTuaTioN PRECEDING OUTBREAK OF
Civi War

The year 1860, in which Abraham Lincoln was elected President
of the United States and at the end of which South Carolina
seceded from the Union, was a year of good crops and, until autumn
when a financial crisis occurred, a year of business prosperity.
For the National Government the ordinary receipts for the fiscal
year 1860 had been $56 millions, which, when increased by postal
revenues, had left a deficit for the year of $7 millions. This had
to be met by borrowing. Of the total ordinary rcceipts, $53.2
millions came from customs duties and the tonnage tax, and
$1.8 millions from the sale of public lands. At the time the National
Government had no revenue from income or excise taxes.

The cntire interest-bearing national debt on June 30, 1860, was
only $65 millions—a sum almost exactly equivalent to the Na-
tional Government’s ordinary expenditures for that year. The
credit of the Government was good. .

230
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In 1860 the currency of the country was on a metallic basis—
legally the standard had been bimetallic since 1792. The currency
at the outbreak of the War consisted chiefly of the following ele-
ments: (1) gold coin, (2) fractional silver coin,! (3) copper cents
and (4) notes of state banks. In the autumn of 1861 the amount of
specie in circulation in the loyal states was estimated by the
Director of the Mint to be somewhere between $255 millions and
$280 millions. The bank notes outstanding in the loyal states
were estimated at something like $150 millions.?2 Although the
coinage of fractional silver coins was less than $4 millions in the
calendar year 1861, the coinage of gold was $83 millions—the
largest coinage of gold of any year in the history of the mint down
to that time—while the importation of foreign coin and bullion,
the Director of the Mint reported, had been ‘‘unprecedentedly
large.” Bank notes were issued by state banks under widely
different laws in the different states, and these notes were of vary-
ing degrees of goodness. When the Republicans took possession
of the Government in 1861, all the banks of the country were
cither chartered or managed by the states. There were approx-
imately 1,600 commercial banks in the country, having in circula-~
tion some 7,000 kinds of paper notes. It was estimated that at this
time there were in circulation more than 5,000 varieties of counter-
feit notes.

As a result of the financial crisis of late 1860, many banks
failed and a considerable volume of the country’s bank notes ac-
cordingly disappeared from circulation—a fact which caused much
anxiety. This gap in the circulation, however, was made up, at
lcast in part, by the issuc of Treasury notes by the National Govern-
ment under the Act of July 17, 1861. These notes were payable
on demand, but werc not legal tender. By October, 1861 their
circulation amounted to about $33 millions.

ProGrRAM OF SECRETARY CHASE FOR FINANCING THE WAR

Salmon P. Chase, Lincoln’s first Secretary of the Treasury, on
assuming office, found the country confronted with war and the
Treasury cmpty. In July, 1861, when Congress met in special ses-

1 The mint ratio between silver and gold at this time undervalued silver dollars,
and, since they were worth more as bullion than as money, they were rarely found
in circulation. The silver coin of the country consisted of fractional coins, half-
dollars, quarters, dimes, half-dimes and three-cent pieces.

2 Annual Report of the Sccretary of the Treasury, 1861, p. 17.
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sion, he estimated the amount required for the fiscal year at
approximately $319 millions. To provide this sum, the Secretary,
in his Annual Report for 1861, proposed such modifications in the
recently enacted tariff and

“such internal taxes as would, in his judgment, produce the sum of

eighty millions of dollars, and such loans, in various forms, not exceed-

ing in their aggregate two hundred and fifty millions of dollars, as would
yield the required residue.”
Chase, like most people in 1861, expected the War to be a short onc.

With reference to his recommendation that part of the proposed
borrowing be made in the form of short-time treasury notes of low
denominations and bearing a low rate of interest, to mcet imme-
diate treasury nceds, he held that great care would be necessary to
prevent such issues from degenerating into an irredeemable paper
currency, ‘“than which no more certainly fatal expedient for
impoverishing the masses and discrediting the government of any
country can well be devised.”

Congress approved only part of the Secretary’s rather weak tax
program, but responded fully to his recommendations for loans.
In the summer of 1861, it passed laws authorizing the Secretary to
borrow up to $250 millions in 7.3 per cent three-ycar Treasury
notes—this is two cents a day interest on $100—or in long-time
government bonds. Also, in place of part of the above loan, the
Secretary was empowered to pay out for salaries and other obliga-
tions of the United States, and to exchange for coin either small
denomination Treasury notes bearing interest at 3.65 per cent,
that is, one cent a day on cach $100, and fundable into one-year
Treasury notes of large denominations, or Treasury notes of denom-
inations of less than $50 and not less than $5, ‘ payable on demand
and receivable for all public dues.” These were the so-called
“demand notes.” A limit of $50 millions was placed on the two
issues combined.

Pursuant to this authority, Chase undertook to borrow $150 mil-
lions by the issue of 7.3 per cent three-year Treasury notes. To
this end he called a conference of representatives of banks of
New York, Boston and Philadelphia, and these bankers agreed to
cooperate with the Government in the flotation of the loan. They
were to take and, as conditions would permit, sell to the public an
immediate installment of $50 millions and two subsequent install-
ments of $50 millions each. .
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There had already been considerable withdrawal of specie from
circulation and from the banks, partly because of the declining
confidence resulting from the War and from the numerous bank
failures that took place late in the year 1860, and partly because
of the competition of the Government’s demand notes with specie
as bank reserve and media of exchange. The banks, to protect
their specie reserves, wanted Chase to leave with them on deposit
the proceeds of these loans and to check them out only as the
Government should need funds. Such a practice, which previously
would have been in conflict with ou1 Independent Treasury Law of
1846, had been legalized by a recent act of Congress (August 5,
1861) that suspended the provision of the Independent Treasury
Act,

“go far as to allow the Secretary of the Treasury to deposit any of the
money obtained on any of the loans now authorized by law, to the credit
of the Treasurer of the United States, in such solvent specie-paying
banks as he may select; and the said moneys, so deposited, may be with-
drawn from such deposit for deposit with the regular authorized de-
positories, or for the payment of public dues, or paid in redemption of
the notes authorized to be issued under this act or the act to which this
is supplementary, payable on demand, as may seem expedient to, or be
directed by, the Secretary of the Treasury.”

Despite the broad authority here given and in the face of the
vigorous protests of the banking community, Chase insisted upon
withdrawing from the banks in specie the proceeds of the loan as
soon as they were made available.! This policy increased enor-

1 Congressman E. G. Spaulding of the Ways and Means Committee later said
that the primary object of Mr. Appleton and himself in preparing the above-
mentioned section of the law of August 5, 1861, ‘‘ was to relax the rigid requirements
of the sub-treasury act, in regard to the receipt and disbursement of coin, and in-
stead of paying solely from coin deposits in the treasury, to allow all the money
obtained on these loans to be deposited in solvent banks; the United States Treas-
urer to draw his checks directly on such deposit banks in payment of war expenses,
which checks would be paid in state bank notes then redeemable on demand in
gold, or in the ordinary course of business, to a large extent, they would pass
through the New York clearing house, and the clearing houses of other cities, and
be settled and cancelled by offset, without drawing large amounts of specie. This
mode of payment would have enabled the Secretary more easily to effect such loans
and make his large disbursements, without materially disturbing the coin reserves
held by the banks, which were then well protected by these reserves in their vaults.
Referring to Chase’s failure to maintain such deposits, Spaulding said: * The first
material mistake in the management of the finances, occurred when Secretary Chase
discarded the use of the bank check, and the clearing house, in the fall of 1861.
The Secretary of War might, with the same propriety, have rejected the railroad,
the locomotive, and the telegraph. The modern invention of the bank check and
the clearing house for the transaction of large financial operations with facility,
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mously and needlessly the pressure on the banks for specie. Con-
fidence was further shocked in December, 1861 by the Trent affair,
which, for a time, threatened to cause war between the United
States and England.

The Secretary, in his annual report to Congress, of Decem-
ber, 1861, was required to revise his previous estimates. Taxes he
found would give less than he had previously expected and ap-
propriations would be larger by something like $214 millions.
Notwithstanding this great increase in anticipated expenditures,
Chase had little to recommend in the line of increased taxes, and
said: “It will be seen at a glance that the amount to be derived
from taxation forms but a small portion of the sums required for
the expenses of the war. For the rest, the reliance must be placed
on loans.”

The Secretary’s failure to present in his annual report of 1861 a
plan for a comprehensive and vigorous tax policy was a great dis-
appointment to the public, who were patriotically in favor of
strongly aggressive measures, and who were “praying to be
taxed.”

This combination of unfortunate developments proved to be too
much for the banks, and, at the end of December, 1861, there was a
general suspension of specie payments by the banks of the coun-
try and by the Government—a suspension that, lasted for seventeen
years.

In his 1861 Report, Chase recommended a new currency, to be
uniform throughout the United States, which would be prepared by
the National Government and dclivered under government direc-
tion to existing banks, and which would be secured as to prompt
convertibility into coin by the pledge of United States bonds and
by other needful regulations. The old bank-note currency was to
be gradually taxed out of existence. The new currency, the Scere-
tary maintained, would be well secured, uniform throughout the
country, and, by increasing the market for United States bonds,
would be profitable to the Government. These were only a few of
the many advantages which Chase claimed for his plan of bond-
secured bank notes.!
are quite as useful as are railroads and telegraphs in carrying on military operations
with success.”” Spaulding, E. G., History of the Legal Tender Paper Moncy Issucd
during the Great Rebellion, Second Edition, pp. 1-2.

1 Cf., Finance Report, 1861, pp. 17-20, and Schuckers, J. W., The Life and Public
Services of Salmon Portland Chase, Chaps. 31 and 32. ’
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ORIGIN OF THE GREENBACKS

The various recommendations contained in Chase’s Report of
1861 were referred to the House Committee on Ways and Means,
and by it to a sub-committec of which Spaulding was chairman.
At first, in accordance with Chase’s recommendation, Spaulding
undertook to frame a bill for a bond-secured bank note system;
but he was soon brought to realize that such a system at best
could not be gotten into operation in time to give the Treasury the
immediate relief it required. This decision led the sub-committee
to shift its ground in favor of an issue of $100 million of legal-
tender notes which could be made available for the immediate
needs of the Government. After obtaining unofficially from the
Attorney-General a favorable opinion as to the constitutionality of
such an issue of legal-tender notes, Spaulding introduced in the
House this legal-tender section as a separate bill. Into the details
of the legislative history of this legal-tender bill through Congress
we cannot go. It is well narrated by Barrett.!

On January 11, 1862, we find the Secrctary of the Treasury and
the Finance Committecs of both houses of Congress in conference,
on the matter of ways and means for meeting the Government’s
urgent financial nceds, with a group of ten bankers from New
York, Philadelphia and Boston. The bankers submitted a plan
which provided that there should be: (1) a more vigorous policy of
taxation, (2) no new issues of demand notes, (3) the issuance of
$100 millions of two-year interest-bearing Treasury notes, (4) the
issuance of 6 per cent bonds, without any limit as to price, and
(5) the granting to the banks of the privilege of becoming depos-
itories of the procceds of all Government loans, with the under-
standing that the deposits would be drawn against by checks as
needed by the Government.

This plan was rejected both by Chase and by the Committees of
Congress, apparently on the ground that it did not give the Gov-
ernment adequate control over the currency. Concerning the ob-
jections raised to the bankers’ plan, the New York Tribune of Jan-
uary 13, 1862, said:

““The Sub-committee of Ways and Means, through Mr. Spaulding, ob-
jected to any and every form of ‘shinning’ by Government through Wall
or State streets to begin with; objected to the knocking down of Govern-

! Op. cit., pp. 16-19.
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ment stocks to seventy-five or sixty cents on the dollar, the inevitable
result of throwing a new and large loan on the market, without limitation
as to price.”

Another objection to the bankers’ plan was that it did not in-
clude any provision for the national bank-note currency which
was so dear to Secretary Chase.

According to Spaulding,! the delegates of the banks and others
continued their consultations with Secretary Chase through two or
three days and finally arrived at an agreement with the Secretary
alone, which was given to the press January 15. The Committees of
the Senate and the House never gave their assent to this agree-
ment.?

In the meantime, the legal-tender bill, after having been con-
siderably revised, was submitted to Chasc by the sub-committee
for his opinion. He returned the bill January 22, only one week
after the above-mentioned agreement with the bankers’ representa-
tives, accompanied by a letter,? giving a qualified approval of the
bill. This letter was not satisfactory to all the members of the
committee. Accordingly, a resolution was passed, requesting
Chase’s opinion concerning the desirability of the immediate
passage of the bill. His reply, which was given January 29, is as
follows: 4

“Tt is not unknown to the committee that I have felt, nor do I wish to
conceal that I now feel, a great aversion to making anything but coin a
legal tender in payment of debts. It has been my anxious wish to avoid
the necessity of such legislation. It is, however, at present impossible,
in consequence of the large expenditures entailed by the war and the
suspension of the banks, to procure sufficient coin for disbursements;
and it has, therefore, become indispensably necessary that we should
resort to the issue of United States notes. The making them a legal ten-
der might, however, still be avoided if the willingness manifested by the
people generally, by railroad companies, and by many of the banking
institutions to receive them and pay them as money in all transactions
were absolutely or practically universal; but, unfortunately, there are
some persons and some institutions whlch refuse to receive and pay
them, and whose action tends not merely to the unnecessary deprecia-
tion of the notes, but to establish discriminations in business against
those who, in this matter, give a cordial support to the government,
10p. cit., p. 21.

t Op. cit., p. 22.

3 The letter is given in full by Spaulding, p. 27.

4+ The letter is quoted by James Ford Rhodes in his History of the United States,
First Edition, Vol. III, p. 564.

.
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and in favor of those who do not. Such discriminations should, if
possible, be prevented ; and the provision making the notes a legal tender,
in a great measure at least, prevents it, by putting all citizens, in this
respect, on the same level, both of rights and duties.”

After receiving the above reply from Chase, the Committee ap-
proved the bill and reported it to the House on the same day. The
bill as originally submitted underwent a number of important
changes in the House and in the Senate, and finally became law
February 25, 1862.

TaE FIRST LEGAL-TENDER ACT

The main provisions of this first legal-tender paper money act
may be briefly summarized as follows:

(1) The Secretary of the Treasury was authorized to issue
$150 millions of United States notes, in denominations of not less
than $5. These notes were to bear no interest and were nominally
“payable to bearer on demand.” Fifty millions of the above
amount were to be used to replace the demand notes previously
issued.

(2) The new notes were made reccivable in payment of all
taxes, debts and other obligations of any kind due to the United
States, cxcept duties on imports, which were payable only in coin
and demand notes, and were likewise made receivable in payment
of all claims and demands against the United States, except those
for interest upon bonds and notes, which were to be paid in coin.

(3) The new notes were declared to be “lawful money and a
legal tender in payment of all debts public and private, within the
United States, except duties on imports and interest as afore-
said.”

(4) Any holder of thesc United States notes might deposit them
in sums of $50 or multiples thereof in the United States Treasury
and receive in exchange for them certificates of deposit which were
made convertible on demand at par into United States 5-20 six
per cent bonds.

(5) With the approval of the Secretary of the Treasury the
notes were to be receivable by the Treasury on deposit, in sums of
not less than $100, and to an aggregate amount which at no time
should exceed $25 millions—a figure that was later increased to
$50 millions and then to $100 millions. These deposits were to
be evidenced by certificates of deposit which should bear interest
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at the rate of 5 per cent per annum. The deposits were withdraw-
able at any time on ten days’ notice.

(6) The notes were to be reissued from time to time, as the
interests of the public servicc might require.

Tae DEBATE OVER THE LEGAL-TENDER BILL

The legal-tender bill while in Congress was the subject of
vigorous debate, and concerning its advisability there were wide
differences of opinion, in Congress, in President Lincoln’s Cabinet,
and among bankers, business men and the general public through-
out the country. The question of the necessity or of the wisdom of
this enactment is one upon which economists and historians still
differ. It will be useful here to review bricfly the principal argu-
ments advanced on both sides of this debate.

ARGUMENTS IN FAVOR OF THE GREENBACKS

The most important argument advanced for issuing legal-tender
notes was the so-called “argument of necessity.” It usually ran
somewhat as follows: The Government needed large sums of
moncy for financing the War and necded them promptly. It
would have taken a long time to create new taxes and organize
the administrative machinery for their collection on a sufficient
scale to yield the necessary revenues. It was doubtful how far
a public suffering from the strains of the War would stand for
increased taxes. Lincoln had been chosen President on a very
narrow margin. Morcover, if the War was to be short, as most
people at that time expected, why labor to set up an elaborate
tax system which might well become obsolete before it had come
into full operation? The other alternative was borrowing, but
the Government was having difficulty in floating its bonds, except
at rates of interest that appeared to many to be excessive. The
disappearance of specie from circulation and the deplorable con-
dition of a large proportion of the notes issued by the state banks,
it was argued, had,left the public with an insufficient supply of
money for current business and for the purchase of Government
bonds. Treasury notes without the legal-tender quality, it was
claimed, would be refused by many people. Hence, the proponents
of the measure concluded, a temporary issue of legal-tender notes
to a limited amount was absolutely necessary for meeting the
immediate needs of the Government. .
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On February 3, 1862, Chase wrote to Spaulding: !

“The Treasury is nearly empty. I have been obliged to draw for the
last installment of the [bankers’] November loan; so soon as it is paid, I
fear the banks generally will refuse to receive’” the demand notes.
Two days later, he wrote: “It is very important the bill should go
through to-day, and through the Senate this week. The public exigen-
cies do not admit of delay.” 2

Senator John Sherman declared: 3

“If you strike out the tender clause you do so with a knowledge that
these notes will fall dead upon the money market of the world.”

Representative Kellogg, in the House Debate of February 6,
1862, said:

“T am pained when I sit in my place in the House and hear members
talk about the sacredness of capital; that the interests of money must
not be touched. Yes, sir, they will vote six hundred thousand of the
flower of the American youth for the Army, to be sacrificed, without a
blush; but the great interests of capital, of currency, must not be
touched.”

Senator Charles Sumner said; ¢

“Surely we must all be against paper money—we must all insist upon
maintaining the integrity of the government—and we must all set our
faces against any proposition like the present, except as a temporary
expedient, rendered imperative by the exigency of the hour.” Again,
on February 13, he said: “ Whatever may be the national resources,
they are not now within reach, except by summary process. Reluctantly,
painfully, I consent that the process should issue. And yet I cannot give
such a vote without warning the Government against the danger from
such an experiment.” °

This last statement of Sumner’s is fairly typical of the position
taken by most advocates of the bill both in the House and in the
Senate. They were frank in saying that they did not like the idea
of legal-tender paper, but held that a limited and temporary issue
of such paper convertible on demand into Government bonds
seemed to be ‘“‘the best way out,” the ‘“choice of evils.” Senator
William P. Fessenden, Chairman of the Finance Committee of
the Senate, was not far from the truth when he said: ¢
1 Spaulding, op. cit., pp. 59 and 60. 4 Ihid., Feb. 13, 1862, p. 799.

2 Sherman, Recollections, 1, p. 273. 5 Ibid., Feb. 13, 1862, p. 800.
3 Congressional Globe, Feb. 13, 1862, p. 791 ¢ Ibid., Feb. 12, 1862, p. 763.
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“ . . . Everybody who has spoken on this question, I believe, without
an exception—there may have been one or two—but all the opinions
that I have heard expressed agree in this: that only with extreme re-
luctance, only with fear and trembling as to the consequences can we
have recourse to a measure like this of making our paper a legal tender
in the payment of debts.”

Although this statement was approximately true, there were
then, as always when paper money propositions are under con-
sideration, some who not only had no misgivings concerning the
proposed legal tenders but who were actually advocates of such
paper money as a matter of monetary policy. Concerning them
Senator T. O. Howe of Wisconsin said: !

“There is no probability that a currency based upon the resources of a
great nation, the whole of which will be demanded once in each year for
payment of dues to the Government, and which may be used any time
in payment of private dues so long as any private dues exist, and may be
loaned to the nation upon interest, even after every individual in the
nation has ceased to borrow, will depreciate fifty per cent. or even five
per cent. No such paper ever did depreciate, and none such, I venture
to predict, ever will.”’

FinanciaL PrRoGRAM OF THOSE OPPOSING THE GREENBACKS

Before considering the arguments advanced against the legal-
tender acts, a brief statement is desirable of the financial measures
which the opposition in Congress recommended as the alternative
to the greenbacks. These recommendations are found in the report
of the minority of the Ways and Means Committec—actually half
of the Committee—and were briefly as follows:

(1) The issuance of $100 millions in Treasury notes with interest
at 3.65 per cent, payable to bearer in two years. These notes were
to be in denominations not less than $5 and were made receivable
for all public dues, except duties on imports. They were to be
convertible into 7-30 coin bonds and were reissuable.

(2) The issuance of $500 millions of 10- and 20-year bonds, the
former bearing interest at the rate of 7.3 per cent and the latter
at the rate of 6 per cent. These bonds were to be sold for lawful
money of the United States or for Treasury notes.

(3) A continuation in circulation of the $50 millions of demand
notes which had been authorized by the act of July 17, 1861, was
contemplated by the minority report.

1 Congressional Globe, Feb. 12, 1862, Appendix, p. 55. ‘
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(4) The receipt by the Government from the public of temporary
deposits of money without limit as to amount at 5.4 per cent
interest.

Such deposits, in the form of United States notes, were, in fact,
authorized by section 4 of the legal-tender act, though the total
amount was at first limited to $25 millions, a limit later increased
to $50 millions, and then to $100 millions. They were to be made
for a period of not less than 30 days, to be in sums not less than
$100, to bear intcrest at 5 per cent, to be evidenced by certificates
of deposit and to be withdrawable at any time after 10 days’ notice.
They proved to be a much more important source of funds to the
National Government than was originally anticipated.t

Under the minority plan, it was recognized that a policy of
vigorous taxation would be neccssary, but cvents soon proved
that such a policy was also necessary even with the greenbacks.

Chase’s plan of providing a national currency and strengthening
the borrowing power of the Government by provision for the issu-
ance of bank notes throughout the country, sccured by United
States bonds, was applicable to both the majority and the minority
plan, and in both cases it was important that, if Chase’s plan were
to be adopted, it should be adopted promptly.

ARGUMENTS AGAINST THE IssUE oF THE GREENBACKS

The opponents of the greenbacks challenged the argument of
fiscal necessity and stressed the dangers of a legal-tender “fiat
money.”

One of the strongest opponents of the legal-tender act was
Representative Justin S. Morrill of Vermont, himself a member
of the Ways and Mcans Committee. He said the bill was? “a
measure not blessed by one sound precedent, and damned by
all!” He condemned it as “immoral”’ and “a breach of the public
faith.” He prophesied that it would raise prices, increase many-
fold the cost of the War, drive all specie from circulation, cripple
American labor, and at last throw larger wealth into the hands
of the rich. He insisted ‘“that there was no necessity calling for
such a desperate remedy.” In a speech February 19, 1862, he
said ® that he did not believe the patient was in such great danger

1 Barrett, op. cit., pp. 27-33, and Annual Report of the Secretary of the Treasury,
1863, pp. 15 and 16.

2 Congressional Globe, Feb. 4, 1862, pp. 629-633.

3 Ibid., Feb. 19, 1862, pp. 886-887.
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as to justify the calling in of “quack doctors’ and called the meas-
ure “but quack medicine to relieve a patient that is in no need of
any medicine at all.” He declared:

“T believe that if we could stand up here in the vigor of a nation not yet
taxed a single dollar for the cost of this war, and mature a proper policy
by which we can negotiate a loan standing on the eredit of the country,
standing on the proposed taxation of the country, standing on our
hitherto untarnished honor, that there could be no need whatever of a
resort to such a desperate scheme as the one now under consideration.”

Representative Roscoe Conkling of New York said in a speech
in the House February 4, 1862: !

“What does this plea of necessity mean . . .? The arguments must
be two-fold: First, that the people will be better ready at some other
time than the present to pay what, in the end, they must pay, with
interest; and second, that necessary and legitimate taxation will he
unpopular, and bring denunciation upon those who vote it. Sir, I take
issue upon both propositions. I say the country is rich and ready.
Money is abundant—very abundant. . . . The whole country is full
of wealth. . . . We are able to pay now, and we never can pay better
than now.”

Speaking of the “moral imperfections’ of the bill, he said:

“It will, of course, proclaim throughout the country a saturnalia of
fraud—a carnival for rogues. Every agent, attorney, treasurer, trustee,
guardian, executor, administrator, consignee, commission merchant,
and every debtor of a fiduciary character who has received for others
money, hard money, worth a hundred cents in the dollar, will forever
release himself from liability by buying up for that knavish purpose, at
its depreciated value, the spurious currency which we shall have put
afloat . . . Think of savings banks entrusted with enormous aggre-
gates of the pittances of the poor, the hungry, and the homeless, the
stranger, . . .”

It was denied that it was necessary to give the legal-tender
quality to these Treasury notes—for that is what they were, despite
the new and high sounding name of “United States notes”-—
in order to make them circulate as money, if they werc made
acceptable for Government dues, like the demand notes, and were
convertible on demand into interest-bearing bonds. Non-legal-
tender demand notes and non-legal-tender notes of state banks
were widely accepted by the public. The public had to have

1 Congressional Globe, Feb. 4, 1862, pp. 633-635. .
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money and what else could it use, now that specie, except on the
Pacific Coast, had been driven from circulation? !

Representative Crisfield of Maryland called attention to the
enormous extent of existing debts, national, state, municipal,
corporate and private, and the great volume of our bank deposits,
all contracted on a gold and silver basis and now, by this bill,
made payable in a paper money that was certain to depreciate.
He called the bill a plan of “gigantic confiscation,” 2 and said
that it would destroy private credit and make the value of the
monetary unit depend upon the vicissitudes of war and of politics.
He declared that the legal-tender quality was not necessary and
advocated greatly increased taxation. Senator Fessenden, who
later very reluctantly voted for the bill on the ground of necessity,
said, in answer to the question, “ What shall we do?”’? “We must
tax speedily, strongly, vigorously. We have the ability to meet it.
The people can bear it, and will bear it with cheerfulness and hope.”

CONGRESSIONAL DEBATE OVER CONSTITUTIONALITY OF LEGAL-
TeNDER NoTES

The question of the constitutionality of the issuance of legal-
tender notes was frequently discussed in the debate. There was
no express power given by the Constitution to the National Gov-
ernment either to issue bills of credit or to make bills of credit a
legal tender. The question of the desirability of giving to the
National Government the power to issue bills of credit was de-
bated in the Constitutional Convention, and, although the power
was neither expressly given nor expressly denied, the debate left
a doubt as to whether or not the framers of the Constitution in-
tended that the National Government should possess this power,
a power which the Constitution expressly denied to the states.
In the debate over the adoption of the Constitution by the states,
Alexander Hamilton had said:

“The emitting of paper money by the authority of government is wisely
prohibited to the individual States by the National Constitution; and
the spirit of that prohibition ought not to be disregarded by the Govern-

1 The inconvertible and depreciated Bank of England notes were accepted every-
where throughout England from 1797 to 1820, although Bank of England notes
were not made legal tender until 1833.

2 Congressional Globe, Feb. 5, 1862, Appendix, pp. 47-50.

3 Ibid., Feb. 12, 1862, p. 766.

4 Cf., Dewey, pp. 67-70.
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ment of the United States. The wisdom of the Government, will be
shown in never trusting itself with the use of so seducive and dangerous
an expedient.”

During the discussions over the issue of the greenbacks in
January and February, 1862, those who opposed the issue on con-
stitutional grounds maintained that the Government had no
express power to make bills of credit a legal tender, and that this
power could not reasonably be implied in any of the granted
powers; while the proponents of the constitutionality of the legal-
tender issues found the power implied in such granted powers as
those “to borrow money on the credit of the United States,” ‘“to
coin money, regulate the value thereof,” and “to regulate com-
merce . . . among the several states.” The subsequent attitude
of the United States Supreme Court on this question will be
considered later.!

Although the need of a uniform national currency to replace
the heterogeneous collection of state bank notes then in circula-
tion was later the chief argument advanced in support of the crea-
tion of a national banking system, with the bond-secured bank-
note issue, this argument was distinctly secondary to the fiscal
necessity argument in the discussion over the greenbacks.

FurTHER IssuEs oF GREENBACKS

Notwithstanding the fact, that it was expected and declared by
many advocates of the first issue of greenbacks, including Chase
himself, that this first emergency issue would be the only one, it
was quickly followed, as is usually the case with such issues, by
other issues, despite depreciation and despite the protests of the
opposition.

In June, 1862, Chase recommended a second issue of $150 mil-
lions of greenbacks and his recommendation was enacted into law
July 11. Here again the argument of fiscal necessity was the
principal one for the proposal. Many who opposed this argument
favored the issuance of government bonds at whatever price they
would bring in the market, and Representative Sheffield declared
that

“it would be far better for the people of the country to sell bonds at a
large discount than to further disturb the relations between price and
value by a further issue of these notes.” 2

1 Infra, pp. 260 et seq. 2 Congresstonal Globe, June 23, 1862, p. 2888.
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By the end of the year, we find Chase again in serious straits
for funds and again playing, though very reluctantly and hesi-
tatingly this time, with the idea of another issue of legal-tender
notes. Referring to a balance of disbursement of about $277
millions, to be provided for by the end of the fiscal year 1863, he
said that the easiest method of providing this money would doubt-
less be an issue of the required amount of greenbacks, but he
added: !

“The addition of so vast a volume to the existing circulation would
convert a currency, of which the benefits have thus far greatly out-
weighed the inconveniences, into a positive calamity. Its consequences
would be inflation of prices, increase of expenditures, augmentation of
debt, and, ultimately, disastrous defeat of the very purposes sought to
be attained by it.”

He then weakened by saying:

“To a certain extent, however, and under certain circumstances, a
limited additional issue of United States notes may perhaps be safely
and advantageously made.”

No increase in taxation was suggested by him at this time, but he
again urged further borrowing and the adoption of his national
bank-note system plan.

In this report Chase advances the specious argument that there
had been no great excess in the aggregate currency of the country,
that any excess that existed was not due to issues of United States
notes, and that the depreciation of the greenbacks in terms of gold
had been due to increased demand for gold and to speculation.

Congress responded by authorizing on January 17, 1863, a third
issue of $100 millions of greenbacks, a sum which was increased to
$150 millions on March 3, all of which might be in denominations
of one dollar or over. These newly authorized notes might be re-
issued when received by the Government. Unlike the previous
issues, they were not made convertible into bonds, and the act
of March 3 removed after July 1, 1863, the right to convert the
previously issued United States notes into Government bonds on
demand. This was done on Chase’s recommendation in order to
strengthen the market for contemplated new issues of bonds. It
proved to be one of the greatest mistakes the Government made
in connection with the greenback issues, for it discontinued a pro-
vision which, in a few years’ time—namely, shortly after the War,

1 Annual Report of the Secretary of the Treasury, Dec. 4, 1862, pp. 12-13.
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when the Government’s credit would be improved and the prices
of its bonds would be advancing—would have automatically re-
tired the greenbacks from circulation and have brought the cur-
rency back to par within a comparatively short time. It is not
fair to claim, however, as some writers have done, that the with-
drawal of this privilege was a breach of faith on the part of the
Government, for the public, after the enactment of the law, were
given nearly four months’ time in which to convert their green-
backs into bonds before July 1, 1863, when the privilege was to
expire.

By Act of June 30, 1864, the total amount of United States
notes, issued or to be issued was limited to $400 millions and an
additional temporary issue not to exceed $50 millions. This law
was maintained, with the result that the maximum volume of
greenbacks actually outstanding at any time was, in round num-
bers, $431 millions, which was the amount in circulation June 30,
1864.

FracTioNAL MONEY

When the greenbacks depreciated so far that the fractional
silver coins were worth more as bullion than as money, these coins
were driven out of circulation, and, finally, the depreciation of the
greenbacks went so far as to drive out of circulation, likewise,
nickel and copper coins. To meet the resulting need for fractional
money, the government issued legal tender, fractional notes in
denominations less than one dollar, which were popularly called
“shinplasters.” The smallest of these notes was for three cents.
The total amount of “shinplasters’” has been roughly estimated
at more than $15 millions.!

FLUCTUATIONS IN THE VALUE OF THE GREENBACKS

The story of the depreciation of the greenbacks and of their
subsequent appreciation to gold parity during the years 1862 to
1879, as expressed ih terms of gold, wholesale prices, retail prices,
the cost of living and wages, is told in detail by Wesley C. Mitchell,
in his valuable studies: A History of the Greenbacks, and Gold,
Prices and Wages under the Greenback Standard. The figures shown
in the following chart arc taken from the latter book.? For all
index numbers the year 1860 is used as 100.

1 Carothers, Fractional Money, p. 169. 4 2 P. 279.
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Prices AND WagEs IN TErRMS OoF GREENBACKs, 1860-1880
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During the entire period of inconvertibility, gold was bought
and sold as a commodity. It was nceded by the public for the
payment of customs duties, for making certain settlements abroad,
and for merchandise purposes. It continued during the entire
period to circulate as money on the Pacific Coast. The National
Government needed substantial quantities for paying interest on a
large part of its public debt.

As soon as gold went to a premium, regular dealings in gold
began on the New York Stock Exchange. A second market later
developed into an exchange known as ““The Gold Room.” Specu-
lation in gold at times was very active, reaching a climax in the
so-called Black Friday, September 23, 1869, when an attempt of
a group of speculators to corner the gold market collapsed.

First let us consider the fluctuations in the price of gold as com-
pared with wholesale prices of commodities.® The price of gold
rose rapidly after the suspension of specie payments in December,
1861, reaching its annual maximum in 1864, and its actual maxi-
mum on July 11, 1864, when it required 2.85 greenback dollars to
buy a gold dollar, which meant that the greenback dollar at its
lowest point had a gold value of 35 cents. The greenback price of

1 The figures for the price of gold are the annual averages of the greenback price
of $100 of gold coin. The figures for wholesale prices of commodities are averages
of the quarterly medians for each year of 92 commodities. Mitchell, pp. 279 and
19 et seq.
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gold then dropped sharply and with frequent and often wide
fluctuations it slowly and haltingly worked its way back to parity
by the end of 1878.!

While the wholesale prices of different classes of commodities
and of different commodities in each class responded differently
to the inflationary forces, practically all wholesale prices rose
rapidly during the war, and then declined irregularly until 1879.
Both on the advance and on the decline, wholesale commodity
prices lagged behind the price of gold. The wholesale price index
number reached its annual maximum of 185 in 1865, while the
price of gold reached its annual maximum of 203 the year before.
Wholesale prices, moreover, continued a substantial rate of decline
after the price of gold had become relatively stable within a few
points of parity.

The market for gold was more speculative than that for most,
if not all, commodities, and operations in the gold market were
made on a much smaller margin of profit. England at this time
was on the gold standard, and, if we measure the value of gold
itself by its purchasing power over commodities at wholesale in
England, we find that gold was comparatively stable in value
from 1860 to 1870, and fell substantially from 1870 to 1873. It
then rose rapidly from 1873 to 1879, so that during its latter years
the greenback dollar was straining itself to catch a gold dollar
that was running away from it, and prices would have been falling
in the United States at this time, even had we been on a gold
standard.

Next let us consider the relationship between the annual move-
ments of the index number of wholesale prices and those of the
index number of retail prices 2 and of the cost of living. In the
index number of the cost of living, data for house rent are added
to those for retail prices, and 35 individual items are weighted as
nearly as possible in accordance with their respective relative im-
portance in the cost of living of a representative family.3

It will be observéd that, while wholesale prices reached their
maximum of 185 in the year 1865, retail prices and the cost of
living did not reach their maxima of 180 and 170, respectively,

! For daily figures showing the greenback price of gold and the gold price of green-
backs for the entire period see Mitchell, pp. 287-338.

% The figures for retail prices are the medians for 34 commodities. See Mitchell,

Gold, pp. 66-69, 87 and 279.
3 Ibid., pp. 83-90 and 279.

’
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until a year later. Retail prices and the cost of living, likewise,
lagged behind wholesale prices on the decline after the War and
at the time of resumption of specie payments were relatively much
higher than wholesale prices.

On the rise the cost of living lagged somewhat behind the whole-
sale prices, as it did also during most of the period of the decline,
and it stood at 130 in 1879, as compared with 88 for wholesale
prices. Goods at retail were sold in smaller quantities than goods
at wholesale and on larger percentage profits, and price com-
petition was less keen. Conventional prices and limited markets
played a much more important réle in retail trade than in whole-
sale. Prices, therefore, were more rigid and less responsive to
inflationary forces. House rents in general were even less re-
sponsive than retail commodity prices and this is one of the prin-
cipal reasons why the cost of living index lagged behind the retail
price index during most of the greenback period. While urban
rents generally lagged behind retail prices both on the advance
and on the decline, this situation did not exist to anything like
the same extent with farm rents. Of these Barrett says:?!

“Tt is safe to conclude, judging from the best evidence attainable, that
three-quarters of rented farms were let in those days, not for a fixed
money payment, but for a payment in kind. In the case of this large
proportion of rural landlords no great injury was inflicted by depreciated
greenbacks.”

The next relationship to consider is that between the movements
of the cost of living and of wages.?2 Just as retail prices and the
cost of living in general lagged behind wholesale prices during
both the period of rising prices and that of falling prices, so did
wages in gencral lag behind the cost of living during both periods.
While the cost of living reached its maximum of 170 in 1866,
wages did not reach their maximum of 179 until five years later.
Then, on the decline, the cost of living stood at 132 in 1878, as
compared with a wage figure for that year of 141.

Labor was more fully employed during the War than during
the previous years; the army itself and other activities incident
to the War absorbed millions of men. After the War, there was
much unemployment and many labor troubles, especially in the

10p. cit., p. 121.

2 The wage figures are Mitchell’s averages of the January and July medians of
relative rates of wages. Ibid., pp. 226-248 and 279.



250 MONEY

year 1867 and the depression period 1873-1877. Since the cost of
living rose faster than money wages down to 1867, real wages
declined and the laborers suffered.

“ . . . The ability to lay by for a rainy day was threatened, and . . .
labor came to regard itself as aggrieved; it assumed an attitude of hos-
tility toward employers and took concerted measures in self-defense.
. . . The winter of 1863-1864 and the ensuing months were accordingly
a time of unusual industrial unrest, which increased in severity as the
discrepancy between wages and prices continued.”

After 1867, the index numbers for money wages were most of the
time much higher than those for the cost of living, but many of
the benefits that would normally have accrued to labor from such
a situation were lost by reason of the large amount of unemploy-
ment occurring during the business depression of 1873 to 1877—a
depression that was caused in no small degree by the deflation
itself.

EXTRAVAGANCE

The period in which the greenbacks were depreciating most
rapidly and when, as a result, people saw the value of their savings
continually fading away was favorable to the philosophy, ““what
you save you lose and what you spend you have.” Partly as a
result of this philosophy, partly as a recourse for relief against
the strains and sorrows of the War, and partly because war-time
speculation turned an unusually large percentage of the national
income into the hands of the new and vulgar rich, this period,
like the period of the Assignats in France,? was one of widespread
extravagance. According to the London Times: 3

““The indulgence in every variety of pleasure, luxury, and extravagance
is simply shocking. The jewelers’ shops in all these cities have doubled
or trebled their trade; the love of fine dresses and ornaments on the part
of the women amounts to madness. They have the money, well or ill
gotten, and must enjoy it.”

Speaking of this sdme extravagance the New York Independent
said: 4
“Go into Broadway, and we will show you what is meant by the word

‘extravagance.” Ask Stewart about the demand for camel’s-hair shawls,
and he will say ‘monstrous.” Ask Tiffany what kind of diamonds and

1 Fite, pp. 183-184. 3 November 3, 1863.
* Supra, p. 194. ¢ June 25, 1864.
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pearls are called for. He will answer ‘the prodigious,’ ‘as near hen’s-egg
size as possible,” ‘price no object.” . . . And as for horses the medium-
priced five-hundred-dollar kind are all out of the market. A good pair
of ‘fast ones,” ‘all right,” will go for a thousand dollars sooner than a
basket of strawberries will sell for four cents.”

EvenTs IN PosT-WAR HisTorY OF GREENBACKS

We may now retrace our steps somewhat and review the post-
war history of the greenbacks.

When the War formally ended in the summer of 1865, the money
stock of the United States, aside from the gold coin and most of
the subsidiary silver, which did not circulate to any appreciable
extent except on the Pacific Coast, and aside from the notes of
the Confederate States which had become worthless, consisted
chiefly of about $431 millions of greenbacks, $15 millions of United
States Government fractional notes, $146 millions of national
bank notes—the national banking system recommended by Secre-
tary Chase had been established by laws of 1863 and 1864—and
$143 millions of notes of state banks, and a small amount of
minor coins. This money all circulated at parity with the green-
backs. The great currency problem before the country at the
close of the war was to get this money back to parity with gold
and silver.

TrE MOVEMENT FOR AN EARLY RETURN TO A SPECIE Basis

The Secretary of the Treasury, Hugh McCulloch, in his annual
report of December 5, 1865, referred to the legal-tender acts as
war measures and said that

“They ought not to remain in force one day longer than shall be neces-
sary to enable the people to prepare for a return to the constitutional
currency. It is not supposed that it was the intention of Congress, by
these acts, to introduce a standard of value, in times of peace, lower than
the coin standard, much less to perpetuate the discredit which must
attach to a great nation which dishonors its own obligations by unneces-
sarily keeping in circulation an irredeemable paper currency.”

He held that this currency was inelastic, and that, if continued,
its issue would be likely to be governed by the fiscal needs of the
Treasury or the interests of political parties, rather than by the
demands of trade, and that this fact would keep the currency
constantly before the public as a political issue, than which few
things would be more injurious to business. In defending a vigor-
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ous policy of currency contraction, he took issue with those who
held that contraction by reducing prices would be injurious to
trade, be likely to bring on a financial crisis, would reduce govern-
ment revenues, endanger the public credit by preventing funding,
and would compel both the government and the people, who are
in debt, to pay their debts in a dearer currency than that which
the debtor reccived when the debts were contracted.!

He recommended to Congress: (1) the removal of the legal-
tender quality from the compound interest notes from the date of
their maturity; and (2) the giving to the Secretary of the Treasury
of authority to issue bonds for the purpose of retiring not only
compound interest notes, but also the greenbacks.

He held, in this connection, that the process of contracting the
currency could not be injuriously rapid; and that there was no
necessity of retiring more than $100 millions or, at most, $200
millions of greenbacks, in addition to the compound notes, before
the desired result would be attained. He said, however, that
neither the amount of the reduction, nor the time required to
bring up the currency to gold parity could then be estimated with
any degree of accuracy. In his judgment, the first step was to
decide upon the policy of contraction.?

With this view both the public and Congress seemed to be in
sympathy. On December 18, 1865, the House, by a vote of 144
to 6 adopted a resolution of cordial concurrence,

“In the view of the Secretary of the Treasury in relation to the necessity
of the contraction of the currency with a view to as early a resumption
of specie payments as the business interests of the country will permit,”

and it pledged its codperation to that end.?

In its issue of September 23, 1865, the Commercial and Financial
Chronicle took the position that the actual and prospective evils
of inflation and of an unstable currency were leading to a growing
public conviction that the time had arrived when a permanent
contraction in the volume of the country’s redundant paper money
should be undertaken. A week later the same publication said
that the fundamental cause of the premium on specie was not
the traffic in the precious metals, nor in the foreign exchanges,
nor even in the activities of speculators, but the redundancy of

1 Annual Report of the Secretary of the Treasury, 1865, pp. 4, 11 and 12.

2 Ibid., p. 14.
3 Congressional Globe, 39th Congress, 1st Session, p. 75. .
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the currency, the fact that our paper money had been issued to
excess. The Boston Advertiser, then under the editorship of
Professor Charles F. Dunbar, is quoted by Barrett ! as expressing
the belief that at that time nine men out of ten in the country
desired an early resumption of specie payments.

But enthusiasm for contraction was short-lived, and after the
early beginning progress was exceedingly slow. Every forward
step met strong opposition, and, more than once, the forces of
inflation temporarily triumphed.

VARIOUS ScHOOLS OF MONETARY REFORM

Gradually there grew up a number of different schools of
monetary reform, each of which at one time or another during the
succeeding fourteen years, was a powerful factor in determining
our monetary policy. Five such schools of thought may be dis-
tinguished, although the lines that separate them are often rather
hazy.? They are:

(1) The school that advocated a prompt return to a specie
basis without waiting for contraction of the currency or legislative
action. The slogan of this school, which was apparently first used
by Chase in 1866,° was: “The way to resume is to resume.”
This slogan, however, was also later used by other groups.

(2) The second school consisted of those who favored the ac-
cumulation of a gold reserve by borrowing and otherwise, and the
use of this reserve for establishing the convertibility of the green-
backs at an early date.

(3) The third school, the one to which Secretary MecCulloch
belonged and the one dominating the situation immediately after
the War, was the “contraction’’ school, which advocated a return
to specie payments, largely through a continual contraction of
the currency. The withdrawal of the greenbacks through the sale
of government bonds was the plan generally advocated by this
school. The extremists of this school advocated the so-called
“cremation process,” concerning which David A. Wells said: *

“I would have it enjoined upon the Sccretary of the Treasury to destroy
by burning on a given day of every week, commencing at the earliest

10p. cit., p. 131.

2 A description of these five schools or ‘‘theories of resumption’ is given by
Dewey, Financial History of the United States, pp. 335-338.

3 Barrett, pp. 129 and 130.

4 Quoted by Dewey, p. 336.
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practical moment, a certain amount of the legal tender notes, fixing the
minimum at not less than $500,000 per week, or at the rate of $26 mil-
lions per annum. This process once entered upon and continued, the
gradual appreciation of the greenback to par with gold, and the ultimate
equalization of the two, would not be a question of fact but simply of
time. What specific amount of contraction of the legal tender would be
necessary no one can tell with certainty.”

(4) The fourth school consisted of those who believed in ‘‘grow-
ing up to specie payments,” something as India later did between
1893 and 1899.! They believed that, if the currency supply were
kept limited, the specie value of the greenbacks would continually
rise, toward parity, under the influence of increasing population
and trade, and therefore of a growing demand for money.

(5) The fifth school was what would be called today the ‘‘paper
money”’ school. It was the school that later developed into the
National Greenback Party, which figured in our elections from
1876 to 1884. This school favored the permanent retention of
the greenbacks and an expansion of their circulation. They wanted
cheap money and plenty of it.

TaE OpPOSITION TO CURRENCY CONTRACTION

In opposition to the contraction of the currency practically all
the arguments against currency deflation which are familiar to the
student of monetary problems today were advanced. Contraction
would prove burdensome and unjust to the debtor classes, includ-
ing the National Government itself, would depress business, cause
unemployment by bringing about continually declining prices and
decrease government revenues. The difficulties of a speedy con-
traction were well summarized shortly after the War by a leading
financial journal.? After speaking of the artificial stimulus to
commerce and industry which had been given by the previous in-
flation and of the resulting benefits to debtors and harm to credi-
tors, the article said:

“But how different is the work of recovery and contraction! It is next
to impossible to get back to a specie basis without disaster and monetary
spasms; for now the pressure falls on the debtor, while his creditor has
the advantage. And since the debtor class is always more weak, more
numerous, and less able to bear losses, there is a much greater amount of
individual injury than when it was the creditors who were suffering.”

1 CAf., supra, pp. 26-29.
2 Commercial and Financial Chronicle, Oct. 21, 1865, p. 514.

.
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The article claimed that an appreciating dollar would cause trade
to stagnate, break down credit, depress wages and yield an in-
creasing crop of bankruptcies. These evils would be the more se-
vere in proportion as the transition were abrupt and spasmodic. It
was accordingly urged that the process of returning to a specie
basis should be a gradual one. In this way only, the article said,
could the national industry escape violent shock, and the people
be spared the disastrous revulsions, which would occur if the cur-
rency were contracted too suddenly and too violently.

THE QUESTION OF PAYING GOVERNMENT BONDS
IN GREENBACKS

In the post-war history of the greenbacks, one subject which
became a matter of great controversy was the question as to
whether the government’s bonds must be paid in specie or could
be paid in legal-tender notes. This question was apparently not
seriously considered in the early days of the War, because it was
expected at that time that the War would be brief and that the
régime of depreciated paper money would last but a short time,
terminating long before there would be any appreciable payments
on the principal of the war bonds.

Bonds floated prior to the War would presumably be paid in
specie as they matured because the Government had received specie
for them from the public when they were sold. On January 1, 1863,
a debt of the Government contracted in 1842 for eight million dol-
lars became due and Chase paid it in gold.

The law of February 25, 1862, authorizing the first issue of
greenbacks made them legal tender in payment of all debts, public
and private, except duties on imports and “of all claims and de-
mands against the United States of every kind whatsoever, except
for interest upon bonds and notes, which shall be paid in coin.”
While the laws authorizing some of these bond issues expressly
provided that the bonds should be payable, principal and interest,
in coin, some of the laws were silent as to the money in which the
principal should be paid. When the bonds were issued, it seems to
have been the general understanding—although this claim has
been emphatically denied by some—that the principal, as well as
the interest, would be paid in specie. This belief undoubtedly made
it possible for the Government to borrow on much better terms
than it would have received, had the expectation been that pay-
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ment would be made in paper money. Secretary McCulloch, in
his report of November 30, 1867, said: !

“Did any member of the House or of the Senate, prior to 1864, in the
discussions of these bills, ever intimate that the bonds to be issued
in accordance with their provisions might be paid, when redeemable, in
a depreciated currency? Was there a single subscriber to the five-twenty
bonds or to the seven and three-tenths notes, which by their terms were
convertible into bonds, who did not believe, and who was not given to
understand by the agents of the government, that both the principal
and interest of these bonds were payable in coin? Does any one suppose
that the people of the United States, self-sacrificing as they were in the
support of the government, would have sold their stocks, their lands, the
products of their farms, of their factories and their shops, and invested
the proceeds in . . . [these government obligations] if they had under-
stood that the bonds were to be redeemed after five years from their
respective dates in a currency of the value of which they could form no
reliable estimate? . . . Would the Secretary of the Treasury, or would
Congress, when the fate of the nation was trembling in the balance, and
when a failure to raise money for the support of the federal army would
have been success to the rebellion and ruin to the Union cause, have
dared to attempt the experiment of raising money on bonds redeemable
at the pleasure of the government after five years in a currency the con-
vertible value of which might not depend upon the solvency of the
government, but upon the amount in circulation? No such understand-
ing existed, and fortunately no such experiment was tried. The bonds
were negotiated with the definite understanding that they were payable
in coin. . . . The contracts were made in good faith on both sides, a
part of them when the government was in imminent peril and needed
money to preserve its existence, the balance when its necessities were
scarcely less urgent. . . . Good faith and public honor, which to a
nation are of priceless worth, require that these contracts should be
complied with in the spirit in which they were made.”

James A. Garfield, speaking to the House in 1868 with reference
to the original five-twenty bond bill when it was before the House
in 1862 said that all who referred to the subject stated that the
principal of these bonds was payable in gold, and coin payment
was the understanding of every member of the Committee on Ways
and Means. It was only because of an occasional doubt then ex-
pressed that it was considered necessary *from abundant caution”
to make a definite promise in the ten-forty act of 1863.2

On the other hand, in selling these bonds the government re-
ceived depreciated paper money at par, and such bonds as were not
made by law specifically payable in coin—and that meant most of

1 Pp. xxiii-xxiv. 2 Cited by D;wey, p. 346.
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the bonds—were presumably legally payable in greenbacks, which
the Government had expressly made legal tender for all debts, public
as well as private, except those specifically mentioned in the law.
About 1868 there began a vigorous movement for the payment
in legal-tender money of the principal of all bonds which were not
by law made specifically payable in coin. One of the leaders in
this movement was Thaddeus Stevens, who, referring to the sug-
gestion that certain Government bonds were payable in gold, said: *
“After they fall due they are payable in money, . . . just as we all
understood it when we passed the law authorizing that loan . . . Iwant
to say that if I knew that any party in this country would go for paying
in coin that which is payable in money, thus enhancing it one-half; if
I knew there was such a platform and such a determination this day on
the part of any party, I would vote for the other side . . . I would vote
for no such swindle on the taxpayers of this country; I would vote for
no such speculation in favor of the large bondholders, the millionaires
who took advantage of our folly in granting them coin payment of
interest.”

It was urged that the money of the plough-holders should be good
enough for the bondholders.

President Johnson, in his message of December, 1868, advocated
a form of repudiation of part of the public debt, saying that there
was gold in interest and principal for the owners of a 5-20 bond, but
only depreciated paper in pension money for the wounded soldier
and in salaries for men engaged in government service. In reply
to these declarations, the Senate by a vote of 43 to 6 passed a
resolution saying that ““ properly cherishing and upholding the good
faith of the nation [we do hereby] utterly disapprove of and con-
demn the sentiments and propositions contained in . . . the late
message of the President.” A similar resolution was passed by the
House by a vote of 155 to 6. President Grant, in his inaugural
address of March 4, 1869, said: “To protect the national honor,
every dollar of government indebtedness should be paid in gold
unless otherwise expressly stipulated in the contract.”” This con-
tinued to be the policy of the National Government until the prob-
lem disappeared with the resumption of specie payments.

THE RESUMPTION AcT

The law providing for a definite return to specie payments on
January 1, 1879, known as the Resumption Act, was passed
! Congresstonal Globe, July 17, 1868, p. 4178.
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January 14, 1875, by what later would have been called “a lame
duck” Republican Congress, after the Republican Party had
suffered disastrous defeat at the polls in the Congressional election
of 1874. The bill in its essentials was drafted by a sub-committee of
the Senate, among the members of which were Senators Sherman
and Edmunds. It was apparently drafted by Edmunds and was
introduced in the Senate by Sherman, as Chairman of the Senate
Finance Committee. It later became Sherman’s lot to administer
the law as Secretary of the Treasury. At this time the inflationist
sentiment in the United States was strong and was growing luxu-
riantly in the fertile soil of discontent created by the depression
which began in 1873. The public, moreover, did not take the Re-
sumption Act very seriously, because the date set for resumption
was four years off and there was widespread doubt as to whether
the plan could ever be carried through.

The Act covered a variety of provisions, but, from the standpoint
of the greenbacks, the principal ones were five in number, as follows:

(1) Provision for the minting and issue of fractional silver coins to be
used for the redemption and withdrawal from circulation of all
fractional paper money.

(2) The granting of greater freedom in the establishment of national
banks and the removal of restrictions provided for the sectional ap-
portionment of national bank note issues.

(3) Imposing upon the Secretary of the Treasury the duty of redeeming
greenbacks outstanding in excess of $300 millions to the amount of
80 per cent of the new issues of national bank notes. Inasmuch as
the national bank law of that time required national banks in the
principal cities to maintain a reserve of 25 per cent of lawful money
against their national bank notes, and required the banks in other
cities to maintain a reserve of 15 per cent, it was reasoned that the
above-mentioned 80 per cent limit would keep the net circulation of
greenbacks and national bank notes combined about where it was.

(4) Provision that on and after January 1, 1879 the Secretary of the
Treasury should “redeem, in coin, the United States legal-tender
notes then outstanding on their presentation for redemption, at the
office of the Assistant Treasurer of the United States in the City of
New York, in sums of not less than fifty dollars.”

(5) In order to provide funds for the redemption of the greenbacks, the
Secretary was authorized “to use any surplus revenues, from time
to time, in the Treasury . . . and toissue . . . atnotless than par,
in coin” certain kinds of United States bonds which had been
authorized by previous legislation.
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Within the broad limits of these powers, the Secretary of the
Treasury was to work out his own plan for bringing about resump-
tion on the scheduled date. His responsibility was large and his
powers were commensurately large.

One serious handicap, however, placed upon the Secretary was
the absence of any authority to redeem the greenbacks directly
in United States bonds, a privilege which, it will be recalled, had
been given the Secretary by the original greenback law and had
been removed in 1863. The only form of specie in which redemp-
tion could be made was gold, since silver dollars had not circu-
lated in the United States for more than a generation and had had
their legal-tender quality removed in 1873. There was compara-
tively little gold coin in the country and a good share of that was
circulating on the Pacific Coast. To obtain gold, therefore, the
Secretary was forced to sell bonds abroad—a policy which brought
upon him an avalanche of criticism not only from the radical
Greenback Party, but from many more conservative people. For
a time Benjamin H. Bristow, Secretary of the Treasury, did not
take any action for accumulating a gold reserve, in the hope that
he could obtain from Congress authority to redeem the notes
directly in bonds; but when, in March, 1877, John Sherman be-
came Secretary of the Treasury under President Hayes, he ini-
tiated a vigorous policy of accumulating a reserve, and of making
the other preparations necessary for carrying through the resump-
tion program.

Briefly summarized, the facts of the next few years were as
follows:

“In January, 1875, the volume of bank-notes in circulation was $352
millions, and of greenbacks $382 millions. By April 1, 1878, $43
millions of new bank-notes had been issued, while $74 millions of
earlier bank-note issues had been retired, leaving a net reduction
of $31 millions. Meanwhile the United States notes had been redeemed
to the extent of $35 millions, thus making for the period a total con-
traction, as to these elements of the currency, of approximately $66
millions.” 1

The enemies of resumption attacked the act and insisted that
the country needed more money, not less money. Opposition to
resumption grew and soon became so strong that concessions to
inflationist sentiments became politically necessary. Congress

! Barrett, pp. 189 and 190.
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accordingly passed a measure on May 31, 1878, prohibiting further
contraction of greenbacks, and requiring the Treasury to reissue
those which it received in the ordinary course of business. This
act gave the country a permanent greenback currency. At that
time the amount of greenbacks stood at $346,681,016 and it has
stood at this figure ever since.! Thereafter, notes presented for
redemption were not retired but were reissued and kept in circu-
lation.

Sherman believed that the lowest gold reserve consistent with
safety, with which the country would be able to resume specie
payments was 40 per cent, or about $138 millions. By January 1,
1879, he had accumulated $133 millions, about two-thirds of which
came from the sale of bonds and one-third from surplus revenue.
Under his strong policy, the gold value of the greenbacks slowly
but -surely advanced, and two weeks before January 1, 1879,
greenbacks were quoted at par.

A factor retarding the rise of the greenbacks to the gold parity
between 1875 and 1879 was the fact that during these years gold
itself was rising in value. The purchasing power over commodities
at wholesale, for example, of England’s gold standard currency
rose during those four years over 15 per cent.

Thus after a period of 17 years of depreciated paper money,
a period that it was thought would last but a few months when it
was begun, the country again returned to a gold basis, a basis
which it maintained (with a minor qualification during the World
War), but often against great difficulties, until early in the year
1933.

. LeGAL-TENDER CaAsEs

From the time of the first suggestion of legal-tender notes in
January, 1862, as we have previously noted, the question of the
constitutional power of Congress to issue such notes was debated.
Naturally, this question was soon taken to the courts and in due
time appeared before the United States Supreme Court. The
various cases in which different phases of this problem were
decided are known as the ‘“‘legal-tender cases,” the more im-
portant of which we shall briefly summarize.

1The Act of May 12, 1933, authorized the President to increase the issue of
greenbacks up to an aggregate of $3 billion; but up to the preserit time the Presi-
dent has not exercised this authority.
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CONTRACTS SPECIFICALLY PAYABLE IN SPECIE

The principal case covering this subject is Bronson vs. Rodes,
(1868).! Metz in 1851 borrowed from Bronson $1,400, giving his
bond and mortgage for repayment in 1857, with interest, ““in gold
and silver coin, lawful money of the United States.” Payment
was not made nor demanded at maturity, but interest was paid
until January, 1864. A year later Rodes, who had become owner
of the mortgaged property tendered full payment of principal and
interest in greenbacks at a time when a greenback dollar was
worth 4415 cents gold. This tender was refused, and the case
came before the United States Supreme Court in 1868. As fate
would have it, Salmon P. Chase, who had been Secretary of the
Treasury when the greenbacks were issued, now, as Chief Justice
of the Supreme Court, was called upon to render this as well as
other legal-tender decisions. The question was: Was Bronson
bound by law to accept these legal-tender notes in full payment
of the debt?

The Court first asked: What was the intent of the parties to
the contract? It found that at the time the contract was made
gold and silver coin were in circulation and were legal tender for
debts, that the notes of the various state banks which constituted
the bulk of the money of the country were of unequal value and
that many of them were depreciated and unsafe. This situation
gave rise to contracts containing the specific coin clause. The
Court said:

“A contract to pay a certain number of dollars in gold or silver coin is,
in legal import, nothing else than an agreement to deliver a certain
weight of standard gold, to be ascertained by a count of coins, each of
which is certified to contain a definite proportion of that weight.”

This was the intent of both parties to the contract and this intent
was lawful.

The next question was: Can such a contract to pay coin be
satisfied by a tender of legal-tender notes? The answer was, that
gold and silver coins are stiil minted and still legal tender and that
if there is no express provision in law to the contrary, ‘it is a just,
if not a necessary inference, from the fact that both desecriptions
of money were issued by the same government, that contracts
paid in either were equally sanctioned by law.”

17 Wallace, 229.
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The Court then went on to show that a contrary interpretation
would lead to absurd results. For example, according to law,
duties on imports must be paid in coin and likewise interest on
the public debt. How could importers get gold for paying their
duties if all contracts to pay gold were actually payable in legal-
tender notes, and equally how could the United States Govern-
ment get gold within the country for paying its interest?

The Court’s conclusion was that ‘‘express contracts to pay
coined dollars can only be satisfied by the payment of coined
dollars. They are not ‘debts’ which may be satisfied by the tender
of United States notes.”

Following this decision, there was a tremendous growth of in-
debtedness in the United States ‘“payable in gold coin of the
United States of the present standard of weight and fineness.”
These debts, down to early 1933, covered most federal, state and
county bond issues, most of the bonds of railroads and public
utilities whose rate structures are regulated by law, and a large
proportion of the bonds of industrial corporations, the mortgages
of farmers and of city home-builders and of a great many other
obligations. On June 5, 1933, all such specific gold contracts were
rendered ineffective by a joint resolution of Congress. Up to the
present time (April 24, 1934), the United States Supreme Court has
not rendered any decision as to the constitutionality of this action.

In the decision of Lane County vs. Oregon,! rendered by the
United States Supreme Court in 1868, it was decided that taxes
imposed by a state government were not debts within the mean-
ing of the legal-tender acts, and that states could therefore collect
their taxes in any medium they deemed proper.

The principal controversy centering in the Legal-Tender Cases
related to the three questions: (1) Are the legal-tender acts con-
stitutional when applied to contracts made before their passage?
(2) Are they constitutional as applied to debts contracted after
their enactment? (3) Are legal-tender notes issued in time of
peace constitutional?

The first of these questions was first answered by the United
States Supreme Court in 1870 in the case of Hepburn vs. Gris-
wold.2 In 1860 a Mrs. Hepburn made a promissory note to a
Mr. Griswold for $11,250, payable February 20, 1862, five days
before the first legal-tender act was passed. The note was not paid

17 Wallace, 71. 2 8 Wallace, 603.
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at maturity. Later in 1864 Mrs. Hepburn tendered greenbacks in
payment of the note, principal and interest, and the tender was
refused. The case came to the United States Supreme Court on
appeal, and Chief Justice Chase delivered the opinion.

Briefly summarized, the argument was as follows: It is an
established rule of interpretation that the terms employed in a
law are not to be interpreted so as to conflict with the principle
of justice if they are open to an interpretation that favors justice.
It is clearly unjust to a creditor to oblige him to accept greatly
depreciated paper money in settlement of a debt contracted when
the currency of the country was on a specie basis, and such
an interpretation of the law “is not to be admitted if any other
can be reconciled with the manifest intent of the legislature.”

What then was the intention of Congress? To this the answer
is that in all the debates in Congress ‘“no suggestion was ever
made that the legal-tender clause did not apply as fully to con-
tracts made before as to contracts made after its passage.”

If this was the intent of Congress, did Congress possess the
constitutional power ‘“‘to make notes . . . a legal tender in pay-
ment of debts, which, when contracted, were payable by law in
gold and silver coin?” The Government of the United States is
one of limited powers, and no department of the National Govern-
ment possesses any authority not granted by the Constitution
either expressly or by implication. There is no express grant of
authority in the Constitution of legislative power to make any
description of credit currency a legal tender in payment of debts.
Is such a power implied in any of the powers expressly granted?
The Court then reviews the powers that might be interpreted as
carrying this right by implication, such as the power to coin
money, to declare war, to regulate commerce and to borrow money
on the credit of the United States; and in each case the Court
answers the question in the negative. With reference to the ad-
mitted power of borrowing money through the issuance of notes
to circulate as currency, the Court maintains that this power is
entirely distinct from the power to make such notes a legal tender.
The Congress of the Confederation could emit bills of credit, but
could not make them legal tender. The useful purposes of the notes,
the Court held, would have been fully answered without making
them legal tender for preéxisting debts. This quality added very
little to their value.
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Is the making of such notes a legal tender for preéxisting debts
consistent with the spirit of the Constitution? Among the cardinal
principles of the Constitution is the establishment of justice. The
spirit of the Constitution is seen in the provision that ‘“no state
shall pass any law impairing the obligation of contracts.”

“We cannot doubt,” says the Court, ““that a law not made in pursuance
of an express power, which necessarily and in its direct operation impairs
the obligation of contracts, is inconsistent with the spirit of the Constitu-
tion.”” The conclusion was ‘““that an act making mere promises to pay
dollars a legal tender in payment of debts previously contracted, is not
a means appropriate, plainly adapted, really calculated to carry into
effect any express power vested in Congress; that such an act is incon-
sistent with the spirit of the Constitution; that it is prohibited by the
Constitution.”

The decision was rendered by a divided Court, the vote being
four to three, one Associate Justice not voting. It was received
by the country at large with a storm of protest. Gold at the time
stood at about 120 and people feared that they would have to
pay a large part of their debts in gold. The debtor classes every-
where protested, and especially large corporations with maturing
pre-war bonds to pay. A railroad president wrote Chase: !

‘““How do you suppose the railroads of the country are to pay their
interest in gold and receive only a depreciated currency for their reve-
nues, limited as they are by their charters to a fixed price? Wouldn’t we
have a nice time in making passengers pay their fares in gold?”

Another correspondent wrote: 2

“Your decision in regard to legal tenders, if not reversed, is likely to
cause the greatest possible distress and ruin among the classes of people
already in debt; among the rest, very many widows and orphans owing
money on mortgage of real estate of a long date back.”

There was a widespread popular feeling that this four to three
decision would soon be reversed. Shortly after it was made, the
number of judges was increased from eight to nine, and two new
appointments were made. The charge was frequently made that
the new appointees were pledged in advance to vote for a reversal
of this decision at the first opportunity, but there seems to be no
evidence to support this charge.?

The public, the administration and the Supreme Court itself
all seemed anxious for another test case at an early date on the

t Hart, op. cil., p. 397. 2 Ibid., pp. 397-398. 3 Cf., ibud., pp. 399-403.
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question of the constitutionality of the greenbacks. In the follow-
ing year an opportunity for reconsidering the question presented
itself in the cascs of KKXnox vs. Lee and Parker vs. Davis.! In
these cases the controlling questions were: (1) Were the legal-
tender acts constitutional when applied to contracts made before
their passage? And (2) were they constitutional when applied to
debts contracted since their enactment? Briefly summarized,
the Court’s position was as follows:

Consideration must be given to the circumstances under which
the legal tenders were issued. Seasons of exigencies may justify
acts which at other times would be inappropriate. When the
greenbacks were authorized, a civil war was raging which seri-
ously threatened the overthrow of the government. The nation
required military equipment and support for the army and the
navy. Money was needed by the government to an extent beyond
the capacity of all ordinary sources of supply. The public treas-
ury was nearly empty and the credit of the government was
nearly exhausted. Taxation was altogether inadequate and it
was impossible to await the income of new taxes.

“The entire amount of coin in the country . . . was insufficient to
supply the need of the government three months, . . . had it all been
poured into the treasury. . . . We say nothing of the overhanging
paralysis of trade and of business generally, which threatened loss of
confidence in the ability of the government to maintain its continued
existence . . .”

Having drawn this dismal picture, the Court proceeded with

the post hoc, propter hoc argument:

“Something revived the drooping faith of the people; something brought
immediately to the government’s aid the resources of the nation, and
something enabled the successful prosecution of the war, and the preser-

vation of the national life. What was it if not the legal tender enact-
ments?”’

The Court did not believe that any other possible measure could
have met the situation; but, at any rate, it held that the degree
of necessity of the greenback issues and the relative degree of
their appropriateness were matters for Congress to decide.

It was not enough, the Court maintained, for the government
to issue notes that circulated as money. It had to make these
notes a legal tender for debt, as

112 Wallace, 457.
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“‘no one could be compelled to take common treasury notes in payment
of debts, and as the prospect of ultimate redemption was remote and
contingent. . . . Making the notes legal tender gave them a new use,
and it needs no argument to show that the value of things is in propor-
tion to the uses to which they may be applied.”

The conclusion was, therefore, that the notes were not an in-
appropriate means for carrying into execution the legitimate powers
of the government.

Next the Court asked the question: Was such a legal-tender
provision forbidden by the letter of the Constitution—a question
which it answered in the negative. It then asked: Was it con-
trary to the spirit of the fifth amendment to the Constitution
which forbids taking property for public use without just com-
pensation or due process of law? Its reply was that this provision
was always understood to apply only to direct appropriation by
the government, and not to property losses or destruction of
contracts that should result from public acts, such as tariffs, wars
and embargoes. The argument of those who maintained that the
legal-tender acts were contrary to the spirit of the Constitution,
the Court held, assumed that (1) they impaired the obligation of
contracts and that (2) Congress was prohibited from taking ac-
tion which might indirectly have that effect. Both of these as-
sumptions the Court denied. The legal-tender laws compelled a
creditor to accept depreciated greenbacks in payment of debts,
“but whether the obligation of the contract is therecby weakened
can be determined only after considering what was the contract
obligation.” This obligation, the Court held, was not an obliga-
tion to pay gold or silver or the particular kind of money recog-
nized by law when the contract was made, but rather to pay
whatever kind of money should be recognized by law when pay-
ment should be made.

Furthermore, the Court held that it could not be “truly asserted
that Congress may not, by its action, indirectly impair the obliga-
tion of contracts, if by the expression be meant rendering con-
tracts fruitless or partially fruitless,” for Congress does this very
thing whenever it enacts bankruptey law, declares war or lays
embargoes on trade.

The Court’s decision was that the legal-tender acts were con-
stitutional as applied to contracts made either before or after
their passage, and it accordingly overruled so much of the Hep-
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burn vs. Griswold case as ruled these acts to be unconstitu-
tional so far as they applied to contracts made before their en-
actment.

Chief Justice Chase and three other justices dissented.

In the cases of Knox vs. Lee and Parker vs. Dayvis, the issue of
the legal tenders was justified as constitutional as a means to meet
a great national emergency, that would not be constitutional in
normal times. In the next important legal-tender case, that of
Juilliard vs. Greenman,! decided in 1884, the question was
“whether notes of the United States issued in time of war . . .
and afterwards in time of peace redecmed and paid in gold coin
at the Treasury and then reissued . . . can under the Constitu-
tion . . . be legal tender’’ in payment of debts.

The Court invoked the doctrine of a liberal interpretation of
expressed powers, with particular reference to the powers granted
to the National Government, of levying taxes, coining money and
regulating the value thereof, and of borrowing money on the credit
of the United States, and to the general clause of the Constitution
authorizing Congress “to make all laws which shall be necessary
and proper for carrying into execution” the specified powers.
The Court’s case was built chiefly on the power to borrow money
which, it held, meant the power to raise money for public use by
the pledge of the public credit, and might be employed to meet
either present or anticipated expenses and obligations of the gov-
ernment. This power to borrow money, the Court held, included

“the power to issue, in return for the money borrowed, the obligations
of the United States, in any appropriate form, of stocks, bonds, bills or
notes . . . Congress has authority to issue these obligations in a form
adapted to circulate. . . . In order to promote and facilitate such cir-
culation, to adapt these to use as currency, and to make them more
current in the market, it may provide for their redemption . . . and
may make them receivable for debts to the government.”’

From the power to borrow and to issue bills as a form of borrow-
ing, the Court continued, it logically followed that Congress might
impress upon such bills the qualities of being usable as currency
for the purchase of merchandise and for the payment of debts, in
accordance with the usages of sovereign governments. The power
of making notes a legal tender, the Court said, as incident to the
power of borrowing was usually understood to belong to sover-
1110 United States, 421.
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eignty in Europe and America when the Constitution was adopted,
and had been exercised by the American colonies, and later by the
thirteen states prior to the adoption of the Constitution.

The decision was, therefore:

“We are irresistibly impelled to the conclusion that the impressing
upon the treasury notes of the United States the quality of being a legal
tender in payment of private debts is an appropriate measure, conducive
and plainly adapted to the execution of the undoubted powers of Con-
gress and therefore, within the meaning of that instrument necessary
and proper for carrying into execution the powers vested by this Con-
stitution in the government of the United States.”

The question as to whether at any particular time, either time of
war or time of peace, the exigency is such as to justify the issue
and circulation of legal-tender notes was held a political question
to be determined by Congress and the President and not by the
Courts.

The greenbacks are still with us. The legal limitation of their
issue to $346 millions, which was imposed by the law of 1878, con-
tinued in force until the Agricultural Adjustment Act of May 12,
1933. In the meantime, our total monetary circulation had grown
from $819 millions in 1879 to over $5.5 billions at the end of Febru-
ary, 1935. The greenbacks today, therefore, represent a very
small and declining percentage of our total currency. Their
history after the resumption of specic payments in 1879 is of
comparatively little importance except for a bricf period in the
last decade of the century and for the provision of the law of
May 12, 1933, authorizing the President to increase their issue
up to $3 billions—an authority fortunately not yet excrcised by
the President. These matters will be discussed in Volume II. It
is sufficient here to say that the Gold Standard Act of 1900 created
a special gold reserve which was to be used for the redemption on
demand of greenbacks and other kinds of United States paper
money as required, and that the law imposed upon the Secretary
of the Treasury the duty of maintaining this reserve and of re-
deeming the greenbacks, not “in coin’ as was the obligation be-
fore, but specifically in gold coin of the standard then fixed by
law. This was the law and the practice until the enactment of the
Emergency Banking Act of March 9, 1933, when the convertibility
of the greenbacks as well as of all other kinds of United States
money was suspended.
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CHAPTER XIII
GERMANY’S EXPERIENCE WITH INFLATION, 1914-1923

To the student of money the monetary experiences of the
belligerent countries during the World War and the half dozen
years immediately following are particularly illuminating. What
was done was done on a large scale and the experiences are written
in capital letters. Within the short period of twelve years, more
than a half dozen of the most advanced nations of the world, to
say nothing of many less advanced ones, ran through the whole
gamut of paper money experiences known to history, and then
returned gladly—albeit in many cases but temporarily—to the
gold standard. In their broad outlines, the monetary experiences
of these countries during the twelve years ending about 1926 were
strikingly similar, both in the methods adopted and in the results
attained, although in their details they were often very different.
In a book like this one space will not permit a treatment sufficiently
comprehensive to be of much value of more than one of these
World War monetary experiences. The one chosen is that of
Germany, an experience which has the double advantage of ap-
pealing to a widespread interest and of offering to the student an
exceptionally large amount of readily available data. Here, more-
over, is a case of extreme inflation as contrasted with the two
instances of comparatively mild paper money inflation described
in the preceding two chapters.

GERMANY’S PRE-WAR CURRENCY

When the War broke out in 1914, Germany had been on the
gold standard for over forty years, her organic gold standard
laws having been enacted during the period 1870-1875. The mone-
tary unit, the gold mark, which was not coined in any denom-
ination less than ten marks, contained .398 gram of gold .900 fine
and was, therefore, equivalent in its gold content to 23.8 cents
United States gold coin. There was free coinage of gold, and gold
coins in denominations of 10 and 20 marks circulated freely. By
reason of the limitations placed upon their issue, of the privileges
of convertibility into gold offered by the Reichsbank and of their

271
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acceptability by the Government at par in payment of taxes, the
paper money of Germany and the fiduciary coins of silver, nickel
and copper always circulated at a parity with the gold coin. At
approximately the time of the outbreak of the War, Germany
had about four billion gold marks, of which over two-thirds were
reliably estimated to be in circulation and one-third to be in the
vaults of the Reichsbank. Her note circulation consisted of three
kinds; namely, (1) Reichsbank notes of about M2,593,000,000,
of which between two-thirds and three-fourths were normally
covered mark for mark by gold, and the balance by high-grade
discounted bills of not more than three months’ maturity ; (2) about
M 160,000,000 of notes of four local note-issuing banks, whose issues
were being gradually taken over by the Reichsbank; (3) Reichs-
kassenscheine, to the amount of M149,000,000, which were issues
of government paper money of small denominations. The total
note circulation was, thercfore, about M2,902,000,000.!

Adding to this paper money the 2,750,000,000 gold marks in
circulation, the M750,000,000 of silver coin, and the minor coins
of nickel and copper, we arrive at a total monetary circulation for
Germany, at the outbreak of the War, of 614 billion marks, or
approximately 96 marks per capita.

The history of German inflation may for convenience be divided
into three periods; viz.: (1) the war period, extending from the
outbreak of the War to the Armistice of November 11, 1918;
(2) the early post-war period, extending from the Armistice to
the fixing of Germany’s total reparations indebtedness by the
Reparations Commission Decision of April 27, 1921; (3) the later
post-war period, cxtending from the aforementioned decision of
the Reparations Commission to the stabilization which became
effective about the end of 1923.2

THE WAR PERIOD

Emergency Measures to Protect the Currency. Immediately upon
the outbreak of the War, the Government took vigorous measures

1Cf., League of Nations, Memorandum on Currency and Central Banks, 1913-1924,
Vol. I, p. 120; and Young, John Parke, European Currency and Finance, Vol. I,
pp. 387-390.

2 Inasmuch as the demarcations of these periods do not coincide with the begin-
nings and endings of either calendar or fiscal years, and as much of the statistical
material used is available only on a yearly basis, the divisions into periods cannot
be followed rigidly in the discussion. There will always be a certain amount of
overlapping, and, for the convenience of the readers, the figures for the overlapping
years will be repeated, wherever comparable, in the tables that follow.
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to protect the currency and to liquefy the assets of the Reichsbank.
The convertibility of bank notes into gold was suspended. The
exportation of gold was prohibited and the use of gold in the arts
was narrowly restricted. By a decree of September 28, 1914, the
Bundesrat declared invalid all transactions calling for payment
in actual gold, and by a decree of November 23 it imposed heavy
penalties upon anyone selling German gold coin at a premium.
Through appeals to national patriotism and in other ways, strenu-
ous efforts were made to bring into the vaults of the Reichsbank
as much of the country’s gold coin and bullion as possible. People
who would patriotically give up their gold ornaments to the
Government were given a memorial medal, bearing the legend:

“Gold I gave to defend my country,
Iron 1 took for a badge of honour.”

In the place of three-name bills (occasionally two-name) of
90 days or less as cover for the Reichsbank’s note issue, the
Reichsbank was authorized to substitute Government Treasury
notes and bills with maturities not exceeding three months. The
5 per cent tax previously imposed on uncovered notes issued in
excess of the normal Kontingent was repealed, while the cash
reserve requirement against Reichsbank: notes which since 1909
had been limited to gold was now “liberalized,” so as to include
two forms of paper money issued by the Government; namely,
the Reichskassenscheine previously mentioned, and a new form
authorized to meet the war emergency and known as ‘ Darlehns-
kassenscheine’” (Loan Burcau Notes). The Darlehnskassen or
Loan Burcaus were affiliated with the Reichsbank and under its
administrative control. They were particularly concerned with the
granting of credit to the smaller financial and business concerns
and to individuals of moderate means. Their notes, the Darlchns-
kassenscheine, were issued against the pledge of produce, merchan-
dise, securities and other things of value. No gold cover was
required for them. A legal authorization given to the Reichsbank
to hold them like Reichskassenscheine as part of the cover for
Reichsbank notes greatly facilitated the expansion of the note
circulation.

With the beginning of the War, the gold standard in Germany
ceased to exist in fact, although for years it was retained in name
and in the publicly expressed legal concepts of the Government.
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Henceforth, for approximately ten years, Germany was on a
fiduciary paper money standard.

The Motive for Inflation Chiefly a Fiscal One. The principal
reason for the initiation of this inflation policy and for its con-
tinuation during this long period was the fiscal one, the need of
the Government to obtain the vast revenues required for financing
the War and for meeting the extraordinary government expenses
of the early post-war years with a minimum of resistance on the
part of the German public. It was an application of the principle,
which a great French statesman applied to taxation when he said:
“The gentle art of taxation is to pluck the maximum amount of
feathers from the goose with the minimum amount of squawking.”
It was the old story of exploiting the monetary function of gov-
ernment—that is, the function of providing the public with a good
medium of exchange—for the benefit of the fiscal function of
providing the Government with an adequate revenue.

The German authorities believed that the War would be short
and they expected to saddle their war cxpenses ultimately upon a
defeated enemy. It is usually difficult greatly to increase tax
revenues in the early days of a war, when the normal economic
machinery of the country is being thrown out of order and large
numbers of men are being withdrawn from their usual economic
activities to enter the nation’s fighting forces. Heavy taxes at
such a time tend to dampen war enthusiasm. Recourse to foreign
borrowing upon an extensive scale was impossible, for the magni-
tude of the War greatly weakened Germany’s foreign credit.
Domestic borrowing was the most promising immediate recourse
for large sums. The extent of the revenues demanded and de-
manded quickly, however, was so great that dependence upon
domestic borrowing to obtain them required an enormous expan-
sion of circulating credit for the discount of Treasury bills at the
Reichsbank. The expansion took place largely in the form of
increased issues of Reichsbank notes and of giro or transfer cred-
its at the Reichsbank. As a substitute for gold in the Reichsbank’s
reserves against these increased issues, the Reichsbank was au-
thorized to use the newly created Treasury bills and notes previ-
ously mentioned.

With reference to this situation Hjalmar Schacht, President of
the Reichsbank, said: !

1 Schacht, The Stabilization of the Mark, pp. 14-15, 33-34. .
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“The English people was prepared for financial as well as personal sacri-
fice. The German people, on the other hand, was given no such call to
sacrifice by its officials. . . . Secretary of State Helfferich built up his
entire system of war finance on the shifting sand of a personal belief in
the rapid victory of Germany.” And again: “ The German war finance
consisted mainly in the Reich satisfying its needs as they arose by the
discount of Treasury bills and bonds at the Reichsbank, the floating
debt thus incurred being funded (so far as possible) twice a year by the
public issue of long-term loans. . . . What the public at large, and all
but a very few of the country’s economic leaders, failed adequately to
appreciate was the fact that inflation on a heavy scale was the concomi-
tant of the whole of this form of war finance.”

The Fiscal Situation. The situation as regards national expen-
ditures, borrowing and paper currency issues during this period
is shown in the following table:

TaBLe 1. ExpenpiTures, Tax REeVENUES, BORROWINGS AND PAPER
Currency Issues orF ReicH, WaAR PERiOD

(Billions of Marks)

G ToraL
AMOUNT OF TRCULATION
E - P
FracaL YEAr 'r’ltyf:f:};gl— gl’;f:sg‘:; TorAaL DEBT R!:v’gl:};ns " 85113‘;:‘;:::];
BLGINNING ORDINARY COUNTED AT | AT EnNp oF INCLUDING (OTHER THAN
APRIL 1 AND EXTRA- END OF FiscAL YEAR *| “Glaroms EMERGENCY
OKDINARY @ g ot P e AR b M}(z)iﬁygnAT
[F1scaL YEAR ¢
1914 9.6 7.2 17.0 1.6 6.6
1915 26.7 8.6 39.9 1.1 8.6
1916 28.8 18.7 69.2 1.4 12.9
1917 53.3 33.4 105.3 31 19.5
1918 48.1 63.8 156.5 6.1 37.1¢
1919 63.0 91.6 182.9 13.6 59.5

@ Statistisches Reichsamt, Statistisches Jahrbuch fur das deutsche Rewch, passim.

b German Government, Materwal for a Study of Germany's Economy, Currency and Finance,
1924, p. 63.

¢ Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland 1914 bis 1923, pp. 46
and 46.

d At this time the paper money circulation consisted of M25,491 million Reichsbank notes,
M11,028 million Darlehnskassenscheine, M353 milhon Reichskassenscheine, and M279 million
private bank notes, Zahlen zur Geldentwertung 1n Deutschland 1914 bis 1923, p. 46.

During the five years covered by the table, the Government’s
expenditures increased 556 per cent and its total debt 2,910 per
cent.

Ezxpansion of Currency and Bank Credit. For this war period
the amount of paper money in circulation (exclusive of emergency
money) increased 1,274 per cent. In the interpretation of the
figures here given the fact should be borne in mind that, at a
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time like this one of pronounced inflation and rapidly rising prices,
the velocities at which money and bank deposits circulate are
greatly increased, so that a given volume of money or of bank
deposits does more money work than in periods when the monetary
unit is not depreciating.!

From the end of June, 1914, just prior to the outbreak of the
War, to the end of November, 1918, immediately after the Armis-
tice, the amount of Government Treasury and commercial bills
discounted and of advances made by the Reichsbank increased
(in round numbers) from M1,300,000,000 to M22,100,000,000,
and demand deposits of the Reichsbank increased from M858,-
000,000 to M10,683,000,000.2 The gold reserves of the Reichsbank
and Darlehnskassen increased from M1,253,000,000 to M2,308,-
000,000.°

Shortly after the outbreak of the War, there was experienced a
shortage of small coin and notes, particularly in connection with
the needs of the army. This was met by the issue of an emergency
currency, known as “Notgeld,” which was continued in increasing
volume until long after the close of the War. The notes were
covered by a blocked credit for their full amount at the Reichs-
bank. They were issued in small denominations varying from
5 pfennig to 3 marks, and were put into circulation by a great
variety of bodies, over 2,200 in number, including municipalities,
districts, banks, Chambers of Commerce and many industrial
companies. They soon largely took the place of the fractional
coins of silver, nickel and copper, which were early forced out of
circulation.*

Depreciation of Mark. To what extent did the mark depreciate
during the war period? Because of the absence of any free market
for gold and of the non-existence of any de facto gold standard
currency in the world during most of the period, and because of
the extent to which prices were controlled in Germany and to
which international trade and financial movements were restricted,
it is impossible to obtain anything more than a very rough estimate
of the fluctuations in the value of the mark.

First, we may consider the value of the mark as measured by

1 Cf., tnfra, pp. 289, 293.

2 Young, J. P., European Currency and Finance, Vol. I, pp. 526-527.

3 Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland 1914 bis 1923,

pp. 49 and 51.
4 Cf., Schacht, The Stabilization of the Mark, pp. 24-25. ‘
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its purchasing power in the countries adjoining Germany that
departed the least from the gold standard during these years.

TasLe 1I. FructuaTions IN VALUE oF GERMAN PAPER Mark
DuriN¢ WAR PERIOD

(a) (b) (c) d)
AvERAGE VALUE OF A “GoLp vf)lg,’r"’::l' AVERAGE
Mark” ABroap IN TERMS OF [ (0000 o Price IN
Paper MARKS IN GERMANY @ | o b oy PaPER MARKS WHOLESALE
Is ;URC 1N GERMANY P A
CALENDAR P HAS- | “op WHAT A RICES
Yrar (2) :)’t'?nn (é‘:)f: GoLp Marx Gm;’:unr
Certa(an Euro- Ib!a::ed MODITIES AT Woﬁmb HAavE 1914 = 1004
e Jountries States OUGH
P an—duly | 1914 =100 | WHoLEsALE AbRoaD I
1914 = 1.00 TIOLLAND b 1914¢
1914 1.00 1.00 1.00 1.00 100
1915 1.15 1.14 0.73 1.58 134
1916 1.36 1.29 0.47 2.89 144
1917 1.68 1.54 0.38 441 169
1918 1.62 1.41 0.27 6.15 206

s Figures represent monthly averages. Those for European countries in Column (a) (1) have
been obtained for the year 1914 by taking as a basis the mark exchange mn Stockholm, and for
1915 to 1918 the mark exchanges in Zurich and Amsterdum. Computed from monthly figures
@ven 1 Materwl for a Study of Germany's Economy, Currency and Finance, prepared by the
German Government, p. 60 Those for the Umted States have been adjusted to a 1914 base
and are computed from figures grven 1n Zahlen zur Geldentwertung 1n Deutschland 1914 bis 1923,
Statistisches Reichsamt, p 5.

b The value of the Dutch guilder as given in this column has been computed from the official
index number of wholesale prices 1n Holland as given in the Memorandum on Currency and
Central Banks, 1913-1924, Vul. 1, p. 198 (League of Nations).

¢ Inasmuch as the figures given 1n Column (a) (1) are partly based on Amsterdam exchange
and partly on Zurich exchange, it would have been better, were the data available, to compute
the figures in Columnns (b) and (¢) on the same bases of Zurich and Amsterdam, but data were
not availuble for such a computation, so that the figures used are based upon the price indices
of Holland alone. The discrepancy 1s probably not important in a rough estimate like the
present. one, since throughout the period covered by the table exchange between Switzerland
and Amsterdam showed no wide vanations Cf, Federal Reserve Bulletin, June, 1919, p. 552.

4 These index numbers cover 38 commodities The official figures which are on the 1913 base
have been adjusted to the 1914 base. Cf., Young, I, p. 530.

Column (a) shows the value in terms of German paper marks
of the amount of gold contained in a gold mark (1) in Holland and
Switzerland, and (2) in the United States, on the assumption that
the currencies of these three countries were at an approximate
parity with gold. Column (b) shows the rate of depreciation in the
purchasing power of the Dutch guilder in Holland. And Column
(¢), on the basis of the figures contained in Columns (a) (1) and
(b), shows the average price in terms of paper marks in Germany
of the quantity of goods that the gold in a gold mark would have
bought in Holland in the year 1914. The figures show & continual
depreciation in the external value of the paper mark during the
war period, whether that value is measured in terms of gold or
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in terms of purchasing power abroad. Its purchasing power in
Holland in 1918 was approximately one-sixth of what it was in
1914.

Turning from the external value of the paper mark to the
internal value, as measured by the movements of the wholesale
prices of the 38 commodities covered by the German Govern-
ment’s index number, we find a rise in the price level from 100 to
206, registering a depreciation in the internal value of the paper
mark of a little over one-half. During the war period, therefore,
the mark maintained its value at home much better than abroad—
a situation that will be found to apply during most of the subse-
quent history of inflation, and which existed in other countries
with inflated currencies during the War and the carly post-war
years.!

Retail Prices, Rents and Wages. Little information of a quanti-
tative-character can be given concerning the movements of retail
prices, rents and wages during the war period; but there is con-
siderable useful information concerning thesc movements for the
latter years of the inflation. Although there do not exist any com-
prehensive index numbers for retail prices 2 or rents in Germany for
the war years, it is clcar that the movements in these items, which
became pronounced when inflation later assumed extreme forms,
had their beginnings in the war years of moderate inflation and in
the main were different from the later movements more in degree
than in kind.

The table on page 279, showing the movements of real wages—
that is, wages in terms of purchasing power over the cost of liv-
ing—for a few groups of laborers and government officials during
the war period will give a rough suggestion of what probably hap-
pened to the earnings of other groups of working pcople.

It will be noted that cvery class of labor suffered heavily in its
earnings during this period. Each class had received substantial
increases in money wages, but for no class was the increase suffi-
cient to compensate for the rise in the cost of living.

1 For valuable discussions of this subject, and of the concept of ‘‘purchasing
power parity '’ which is involved, see, Young, J. P., European Currency and Finance,
Vol. 1, pp. 36-39, 411-417; and Graham, Frank D., Ezxchange, Prices, and Produc-
tion in Hyper-Inflation- Germany, 1920-1923, Chaps. 4, 5 and 6.

2 The average retail price of rye bread in Berlin rose 69 per cent from 1914 to
1918, and that of shoulder of beef rose 146 per cent. Statistisches Reichsamt,
Zahlen zur Geldentwertung in Deutschland 1914 bis 1923, p. 34.
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TaBLE III. MoveMENTS OF REAL WaGEs oF CERTAIN CLABSES
oF LaBor DuriNé WaRrR PEriop!

1913 = 100
1 ’ s,
Lanossna i Govr | anp Orrrctsss or Nar'y Gov'r—
CA{;E;::AR RAILWAY SERVICE HI%::EEM PRINTERS - — "
Skilled | Unskilled !I!tvmoﬁ)r;rn Cllfss Cllaese na‘ée Cla;a
1913 100 100 100 100 100 100 100
1914 97 97 93 97 97 97 97
1915 80 81 81 77 77 77 77
1916 69 74 74 61 59 59 59
1917 64 74 63 49 43 49 54
1918 83 100 64 54 47 55 70

The drafting of men into military service and the feverish de-
mand for war supplies increased the demand for labor and reduced
the volume of unemployment; but inflation cut deeply into the
earnings of the laboring classes. Skilled labor was in relatively less
demand than unskilled and its real wages fell more rapidly. The
real wages of government officials showed a great decline, and the
higher the class of the officials, the greater was the rate of decline.

Government Control of Prices and Rents. The lag in the rise of
retail prices and rents as compared with wholesale prices under war-
time inflation was in part duc to the Government’s efforts to re-
strain advances in the cost of living—efforts which are described
by Dr. Schacht as follows: 2

“On August 4, 1914, the first legislation was passed for the control of
prices, the Government being empowered to fix maximum prices in the
case of certain commodities, notably food and fodder stuffs, raw ma-
terials and heating and lighting materials, with penalties for exceeding
the limits fixed. This measure was followed by a number of others giving
the Government the right to commandeer for its own purposes stocks of
every kind, with the inevitable result that commodities were held back
and concealed as much as possible, making new measures of compulsion
necessary. The control and the penalties had continually to be made
more severe. Smuggling became more and more prevalent and neces-
sitated fresh counter-measures.”

Not only were the prices of many articles fixed officially during
the War at rates far below what they otherwise would have been in

1 These figures (which are given to the nearest percentage) represent the pur-
chasing power of the money wages paid, calculated on the basis of a rough cost of
living index. Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland
1914 bis 1923, pp. 40, 41 and 43.

2 Schacht, The Stabilization of the Mark, p. 20.
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a free market, but the supplies of the goods themselves were ra-
tioned to the public.! House rents werc controlled and tenants
were protected from eviction if they paid the rents that were fixed
by governmental authorities, rents that were raised slowly as in-
flation progressed, but which always lagged far behind the rate
at which the mark had depreciated.

THE EARLY Pos™~WaR PERIOD

The second, or early post-war, period of Germany’s inflation
history may be passed over briefly. According to the division we
have made of the period covered by German inflation, this second
period extended from the Armistice until April 27, 1921, when the
Reparations Commission gave the people of Germany a terrific
shock by fixing the amount of Germany’s indebtedness at the
staggering sum of 132 billion gold marks. Shortly after the spring
of 1921, the mark entered upon a rapidly accelerating rate of de-
preciation.

This was a period of small crops, great economic and political
disorganization, and of business depression. The political events in
Germany for these two and a half years were of greater significance
than the cconomic. They included the signing of the Treaty of
Versailles on June 28, 1919, which, among the many penalties it
imposed, deprived Germany of all her colonies and of about 10
per cent of her Furopean territory and 13 per cent of her popula-
tion in Europe. It called upon Germany to pay to the Allies dam-
ages to an amount subsequently to be determined by a Reparations
Commission, and provided that “in order to enable the allicd and
associated Powers to proceed at once to the restoration of their
industrial and economic life, pending the full determination of their
claims, Germany shall pay . . . during 1919, 1920, and the first
four months of 1921, the equivalent of 20,000,000,000 gold marks.”
This period also covered the establishment of the German Republic,
the adoption of the Weimar Constitution, the First Brussels Con-
ference, the Spa Conference, the dispute between Germany and the
Allies over the coal deliveries demanded of Germany and over the
alleged failure of Germany to meet other payments which were
required by the Treaty, with the accompanying threat of ‘“sanc-
tions,” including that of occupying further German territory.

1 The principal foodstuffs would doubtless have been rationed even had there
been no inflation, for during this period there was an actual shorta.ge due in large
part to causes other than inflation.
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Volume of Fiscal Operations of the Government and Paper Money
Issues. Table IV which follows shows for these early post-war
years the volume of government expenditures, government debt
and paper money circulation. The figures are comparable with
those given in Table I (p. 275) for the war period.

TasLe IV. ExpENDITURES, TAX REVENUES, BORROWINGS AND PAPER
CurreENcY IssuEs oF RErch, 1919-1921

(Billions of Marks)
ToraL Crrcu-
AMOUNT OF LATION OF
ExXPENDI- Parer Cur-
Pows Yaan || gumse" | GriaBls | TorDET | movinomas [SNCY (OmER
D COUNTED AT IncLupiNg | THAN EMER-
ApPrIL 1 AND EXTRAOR- END OF FiscAL YEAR® CusToMS Mcsnc;r
DINARY ¢ ; ONEY) AT
FiscaL YEAR? END OF
F1scaL YEAR ¢
1919 63 92 183 13.6 59
1920 145 166 249 39.6 80
1921 299 272 338 80.2 140

a Statistisches Reichsamt, Statistisches Jahrbuch fur das deutsche Rewch, passim.
b (ierman (Government, Materwl for Study of Germany's Economy, Currency and Finance,

1924, p. 63
¢ Statistisches Reichsamt, Zahlen zur Geldentwertung 1n Deutschland 1914 bis 1923, p. 46.

A reference to the table will show that discounts of Treasury bills
at the Reichsbank and other public debt flotations continued the
strong upward movement that characterized the war period, and
that the same was true of the paper money circulation. While the
figures showing these increases appcared large at the time, they
seem very small as we view them today in comparison with the
astronomical figures required to express in terms of paper money
the fiscal operations of the next period.

Although the Government during these carly post-war years
continued to depend for its income to a large extent on borrowing,
it placed much morc reliance upon taxes than during the war
period. The new Republican Government from the beginning
enacted measures for increasing tax revenues. While it continued
and even increased many of the excise taxes on consumption that
had been imposed during the latter years of the War, it now paid
particular attention to direct taxes. A Federal Tax Administration
under the new Constitution was provided for in 1919. In July of
that year customs duties were placed on a gold basis, an extraor-
dinary tax levy had been imposed on corporations and a heavy tax
had been laid on war profits. During the year a turnover tax and a
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special capital levy had been decreed. Under Finance Minister
Erzberger the tax system was thoroughly revised early in 1920,
rates were increased, and the control of taxation was largely taken
from the States and given to the Federal Government. Calculated
on the cost of living index, 36 per cent of the government revenues
for the fiscal year 1920-1921 were received in the form of taxes.!

The following table covers material similar to that given for
the war period in Table II (p. 277). It shows the movements in
the value of the paper mark during the early post-war period as
they are expressed in the mark prices in Germany of gold in the
United States, in the mark prices in Germany of goods in the
American market and in the mark prices of goods in Germany.
In other words, it shows the changes in the “external” and the
“internal”’ value of the mark, as they arc expressed through price
movements in Germany and the United States and exchange
rates between Berlin and New York.

TaBLe V. FructuaTioNs IN VALUE OF GERMAN PAPER MARK
During EarLy PosT-War Periop, 1918-1921

() (b) (c) d)
EXTERNAL VALUE OF INTERNAL VALUE OF
{XVERAQE ARK MaRrk
/ALUE OF .
GoLp Con- 1 2 3 4
TENT OF
Average Relative | Wholesale | Relative
é::(fg%‘: 1\6"2" A’: I’]_x)we n Vla:lue of (I’m'es m Vglue of
N N i nper aper iermany aper
Goun Con- | MEABURED | Markoof | Mark (1914 =100 Mark in
CaLeNDar [T OF AR O e | What Gold | (Recipro- Germany
YAk Tenus of | Po AS, GF Content of cal of (Recipro-
Pa I L OWER O a Mark | Preceding cal of
pER MaRks| GoLp Dor- Would Column) Precedin,
IN GERMANY | LAR OVER Have Columnf
1914 =100 | CommoD- Bought
I"{,m: LI;T at Whole-
S’:L)F b sale in
g USm
1914 = 1 00| 1014
1914 = 100
1918 1.407 .520 2.7 .37 2.1 .48
1919 4.725 492 9.4 A1 3.9 .25
1920 14.760 445 33.2 .03 31.6 032
1921 24.500 ».701 35.0 .029 33.3 .03
o Cf., Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland 191/ bis 1923, p. 5.

4 Based on Bureau of Labor Statistics Index Number of Wholesale Prices.

Starting with the Armistice year 1918, we find that the price
of gold in the United States in terms of German paper marks rose
continually through these four years and was over 17 times as

! German Government, Material for a Study of Germany's Economy, Currency
and Finance, p. 30.
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high in 1921 as in 1918; and that, while the mark price of gold
was thus rising rapidly, the value of gold itself (as measured by
its purchasing power over commodities in the United States) was
itself continually changing, having declined moderately from 1918
to 1920, and then advanced substantially in 1921. If one considers
the value of the gold mark in 1914 (as measured by its purchasing
power) as 100 pfennig, both in the United States and in Germany,
its relative values in terms of the pfennig of 1914, during the years
1918 to 1921, respectively, would be for the external market, as
shown in Column (c) (2) and for the German internal market as
shown in Column (d) (2). Abroad the paper mark was worth 37
pfennig in 1918 and 2.9 pfennig in 1921, and at home it was worth
48 pfennig in 1918 and 3 pfennig in 1921. Its depreciation abroad
was always greater during this period than at home, although the
difference was slight during the last two ycars.

The Cost of Living. As during the war period, rctail prices in
general, rent and most other items entering directly into the cost
of living lagged behind wholesale prices on the risc. Index numbers
covering these items are not available for the years 1918 and 1919;
but they are available for a number of them for eleven months of
the year 1920 and for all the year 1921. In the following table the
more important of the available figures are summarized and
brought into comparison with the wholesale price figures for the
same period.

TasLe VI. Cuances IN Cost oF LiviNé IN GERMANY!
1913-1914 = 1.00

Fogn, Hear, CosT OF
IGHT,
C“‘E;m‘“ Cuo'ﬁu(;gg;no Foop | CLoTHING RENT (E,I(‘gg‘ﬁv}: Wx;;x;g::w
RENT oF RENT)
1920
Feb.~Dec. 10.4 12.3 18.8 1.8 13.1 15.1
1921 13.4 16.0 22.3 2.1 16.8 19.1

It will be noted that the cost of living in general (Column 1)
increased from 1914 to 1921 over thirteen-fold, but that the item
of house rent only slightly more than doubled. Clothing, for which
raw materials like cotton and wool were imported, in general rose
considerably faster than food. The slow rates of advance for rents

1 Computed from figures given in Statistisches Reichsamt, Zahlen zur Geldentwer-
tung in Deutschland 1914 bis 1923, pp. 5 and 33.
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and food are to be explained largely by the continuation of the
policy of governmental control of rents and of the prices of some
of the more important classes of food which was inaugurated
during the War.!

Wages. Money wages during this period continued to advance
rapidly, but in diffcrent classes of labor very unequally and irregu-
larly, while the cost of living likewise, as we have seen, moved
strongly upward. The results, as regards real wages in the few
wage groups for which figures are available, are shown in the
following table, in which the data covered by Table III (p. 279)
are extended through 1921.

TaBLe VII. MovemENTS OF REAL WAGES OF CERTAIN CLASSES
ofF LaBoR DurING EARLY PosT-WAR PERIOD 2

1913 = 100
INDUSTRIAL MINERS QOrrrc1aLs oF NaT'L Gov'r—
y ~
CaLenpar|| LAPORERS IN Gov'r ﬁ;‘:;h (MARRIED)
YEAR RAILWAY SERVICE HELPERS PRINTERS
High Middle Subordi-

Skalled | Unskalled | Reoon Clas Class  [nate Class
1918 83.3 99.8- 63.7 54.1 46.8 55.0 69.6
1919 92.2 119.8 82.4 723 40.2 54.8 89.3
1920 66.7 89.1 77.6 60.8 31.7 43.9 71.3
1921 74.5 100.0 89.1 68.9 39.3 52.2 98.8

The practically continuous decline in real wages that charac-
terized the war period came to an abrupt halt with the end of the
War. In every wage group mentioned the ycar 1918 showed a
rise, and in all but the groups of high- and middle-class government
officials the year 1919 showed a very substantial further rise. The
real wages for every group declined sharply in 1920 and then rose
again in 1921. Every group except the unskilled laborers in the
railway service and the lowest grade of government officials was
substantially worse off in 1921 than it was at the beginning of the
War and the group that suffered by far the most was that of the
highest class of government officials.

Unemployment. Labor during this period was on the whole
about as fully employed as it was immediately preceding the War,

1 Compare supra, pp. 279-280. From 1913 to November 1921 street car fares
in Berlin increased ten-fold, third-class railway passenger fares in Germany six-
and-a-half-fold, railway freight rates in general nearly fifteen-fold, and postage six-
fold. Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland 1914 bis
1923, pp. 36 and 37.

2 This table is a continuation of Table III (p. 279) and the sources of the data
there cited were used here.



INFLATION IN GERMANY, 1914-1923 285

according to the statistics of unemployment furnished by the
trade unions. Of the 1920 situation the International Labour
Office at Geneva said:

“ .. as the relief granted to unemployed during that same year was
considerably higher than before the war, the effects of unemployment
on the aggregate income of the industrial population must have been
much the same in these two periods. In 1921 the percentage of un-
employment was practically the same as that recorded before the war.” !

While the year 1920 in Germany was on the whole a year of
disorganization, the country suffered no such economic collapse
as did the United States, England and France under the influence
of the great post-war deflation of that year.

TuE LATTER PosT-WAR PERIOD OF INFLATION

We now come to the last period of German inflation. It began
in the spring of 1921 with the fixing of German reparations at
132 billion gold marks and ended with the rentenmark stabilization
which became effective about the end of 1923. In contrast with
the preceding two periods in which the inflation was more or less
orderly and controlled, inflation during the greater part of this
period was wild and it finally assumed proportions never before
known in the world’s monetary history. This was a period in
which the cconomic and financial life of Germany was dominated
by the pressure of her erstwhile enemies, to exact from her a pre-
posterous amount of reparations, a pressure which reached its
extreme form in the occupation of the Ruhr by French and Belgian
troops in January, 1923. This period witnessed the Sccond and
Third London Conferences, the unfavorable Report to the Repara-
tions Commission of the Committee of foreign experts and bankers
to consider a foreign loan to Germany, and the Report of the
Committee of foreign private experts called by Germany to make
recommendations on the stabilization of the mark. The end of
the period saw the making of the definitive arrangements for the
Dawes Committee and the McKenna Committee of foreign experts,
to study and report on the subjects of the balancing of the German
budget and the stabilization of the currency, and to investigate
the amount of German capital exported and possible methods of
bringing it back.

! International Labour Office, The Workers Standard of Life in Countries with
Depreciated Currency, pp. 20-22.
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This period is so short and during it inflation progressed so
rapidly that, in so far as the figures are available, the quantitative
data concerning it are better presented by months than by years.

Volume of Government’s Fiscal Operations. First, we may exam-
ine the movement of government expenditures, government in-
debtedness and tax revenues, extending through 1923 the annual
figures given for the years 1914-1921 in Tables I and IV.!

TaBLe VIII. ExPEnDITURES, TAXx REVENUES AND BORROWINGS OF
ReicH, FiscaL Years 1921-1923

(Billions of Marks)

F};‘i‘:‘ EXPENDITURES | AMOUNT OF TREASURY Tax
BrGIN- —ORDINARY AND| BiLLs DISCOUNTED BY ToraL DEBT REVENUES
EXTRAOR- REICHSBANK AT END END oF FiscaL YEAr @ |INcLuDING
Arey DINARY & OF FI8CAL YEAR b CusToMS ©
1921 299 272 338 80
1922 8,294 6,601 6,661 913
1923 48,725,711 191,580,465,422 ¢ 2,630,000,000,000 © 5,057

@ Statistisches Jahrbuch, 1923, pp. 356-357.
b German Government, Material for a Study of Germany's Economy, Currency and Finance,

P O satssusches Jahrbuch, 1023, pp. 351-352.
4 This figure is for November 15, 1923, the latest date in the fiscal year 1923 for which these
data are available 1n terms of the old marks.

¢ This is the debt as of the end of the fiscal year 1923 (March 31, 1924), expressed in terms
of the old marks at the official rate of conversion of a trillion to one.

The stupendous growth of Germany’s expenditures during this
period from approximately 300 billion paper marks in 1921 to
nearly 49 quadrillion marks in 1923 was, to a large extent, due to
the expense of financing ‘‘passive resistance” in the Rubr and
to the reparations payments Germany was required to make un-
der the Treaty of Versailles. The payments were made by the
Government mostly in gold, foreign currency credit and goods.

The gold itself and the bank notes and other bank credit used
for buying foreign currency, for buying other gold and for buying
the goods were obtained largely from the Reichsbank by means of
loans. The gold withdrawn directly from the Reichsbank reduced
its gold reserves, and” the balance of the loans obtained by the
Government from the Reichsbank took the form chiefly of Reichs-
bank note issues. Broadly speaking, the more the Government
borrowed, the larger the note issues, and the larger the note issues,
the higher the price of the gold, of the foreign currencies and of

! Supra, pp. 275 and 281. The figures for circulation of paper currency given in

these preceding tables are not included here, but are given in greater detail in
Table 1X, p. 288.
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the goods the Government. was required to deliver to the Allies;
while the higher the prices of these means of making reparations
payments, the more the Government needed to borrow and the
larger the volume of Reichsbank notes issued. Although un-
doubtedly Germany would have inflated her currency substantially
during these years, even had there been no heavy reparation
charges—economic rehabilitation in the unsettled economic and
political conditions of the time would have forced it—there is no
question but that the enormous proportions which the inflation
of these years assumed were, to a large extent, due to the demands
for reparations payments.

Paper Money Circulation and Gold Reserves. The increase in the
volume of the paper money circulation and the changes in its gold
value, together with the changes in the gold reserves, are shown
in the table on page 288.

These figures will be considered primarily with reference to
their relationship to the contemporary movements of prices and
wages shown in the next table (Table X), and the interpretation
of them will, therefore, be postponed largely until later. In passing,
however, a few significant facts may be noted.

The volume of the circulation did not run away wildly until
about the time of the Ruhr occupation at the beginning of 1923,
when Germany became desperate. The trillion magnitude was
reached in December, 1922, the quadrillion in September, 1923 and
the quintillion in October.

From February, 1921 to November, 1922, the gold value of the
total amount of paper money in circulation, as measured by ex-
change rates in Berlin on New York, or by the purchasing power
parity with the United States, fell almost continually. After
November, 1922, it moved irregularly, but by December, 1923,
when the volume of the circulation was at its maximum of 496.6
quintillion marks, the gold value stood at next to the lowest figure
of any month for the three years. Here we see the phenomenon
of so-called ‘“hyper-inflation’’—a phenomenon frequently found
in other countries that have had heavy inflation '—where the
value of the total volume of paper money in circulation becomes
less and less as the volume increases. As measured by Berlin-

1 For another interesting case of hyper-inflation, see the account of the Russian
war-time experience given by S. S. Katzenellenbaum in his Russian Currency and
Banking, 1914—1924. pp. 94-97.



TaBLE 1X. VoLuME oF PapER MonNEY IN CIrcuraTioN, ITs ToTAL
GoLp VALUE, AND GoLp RESERVEs

CALENDAR YEARs 1921-1923

Vd GoLp R' GoLp
/ALUE OF ESERVES
vasoum, | B | o
M " ONEY BICHS-
a PApeR-MONEY Ex c:xA;:I :}Eﬁmﬂ, " C;',’;ﬁ,”(’;:' Crircura- BANK
MonTH CIRCULATION Bonian-New York| Basts op | TION ON AND
(Bilhons of Marks) “RLIN-NE Basis oF DaAr-
(Cents per Mark) | EXCHANGE PURCHAS- | LEENSKAS-
%‘5‘6‘6‘)’ N Power | sEN GoLp
PARITIES ¢ MARkS
($000) ($000)
1921
Jan. 78.5 | 160 1,256,000 2,206,000 1,091.6
Feb. 797 | 164 1,307,000 2,201,000 1,091.6
March 801 | 1.60 1,281,500 2,211,000 1,091 6
Apnl 809 | 157 ,270,000 2,146,000 1,091 6
May 814 | 1.63 1,327,000 2,151,000 1,091.6
June 846 | 144 1,218,000 2,089,500 1,091 6
July 863 | 130 1,122,000 2,028,000 1,091.6
Aug. 884 (119 1,052,000 1,557,000 1,023 7
Sept. 945 | 096 ,400 1,531,000 1,023 7
Oct. 99 4 | 0.68 676,000 1,362,000 993.6
Nov. 1088 [ 039 424,300 1,067,000 993 7
Dec. 1225 | 053 649,200 1,176,000 995 4
1922
Jan. 1239 | 0.52 644,200 1,120,000 9957
Feb 1285 | 048 617,400 1,058,000 996.4
March 1400 | 036 504,000 6,000 996 9
Apnl 150.2 | 0.35 526,150 813,000 1,000.9
av 1620 | 034 550,800 891,000 1,002 9
June 1802 | 032 576,600 919,000 1,003.9
July 202.6 ( 020 405,200 730,000 1,004.9
Aug 25221010 252,200 479,000 1,004.9
Sept 3319 | 007 232,350 431,000 1,004 9
Oct 4 003 145,400 291,000 1,004 9
Nov. 76 0.01 76,950 246,000 1,004.8
Dec. 1,295.2 | 0.01 129,520 324,000 1,004 8
1923
Jan T/ 1,999.6 | 0007 140,000 264,900 1,004 8
Feb T 3,5636.3 | 0.004 141,400 235,100 1,004.8
March || T 5,542 9 | 0005 277,300 427,200 1,004 8
Apnl T 6,581 2 | 0004 263,300 475,600 919 9
May T 8,609.7 | 0002 172,200 389,400 757.9
June T 17,340 5 | 0001 173,400 325,000 716.9
July T 43,813 5 | 0 000,300 131,400 209,700 596.4
Aug. T 668,702 6 | 0 000,033,900 226,700 253,200 5105
Sept. ! 28,244,405 8 | 0 000,001,880 531,400 432,400 4439
Oct. Quin / 2,504,955,700 0 000,000,068 170,300 128,300 467.0
Nov. ** 400,338,326,400 0 | 0 000,000,000,143 172,100 199,700 467.
Dec ‘498,585 345 900 0 | 0 000.000.000,023 114,200 141,600 467 04 |

a These figures are taken fiom Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutsch-
land 191} bis 1928, pp 45 47 They mclude Reichsbunk notes, Darlehnskassenscheine, Reichs-
kassenscheine, and the notes of private banks, about 8/s of the total consisting of Reichsbank
notes 1in 1921  After that \ear the proportion of the above-mentioned notes other than Reichs-
bank notes was neghgible The figures do not include Notgeld or any of the so-called *‘stable
currencies.””

b Young, European ('urrency and Finance, I, pp 537-538.

¢ This column gives 1in termssof U. S. dollars the value of the total paper mark circulation
shown 1n Column (1), converted at the average exchange rate given in Column (2).

d This column has been calculated by ruising the figures under the caption given by Young
which cover only Reichsbank note circulation by the percentage which the paper money cir-
culation referred to in the first column exceeds the Reichsbank note circulation. The difference
is neghgible after 1922.

¢ Statistisches Reichsamt, Zahlen zur Geldentwertung in Deutschland 1914 bis 1923, p. 53.

/ The T 1s for tnlhon, @ for quadnllion, and Quin. for quintillion, the letters designating the

de of the highest digits; thus the volume of paper money circulation for October, 1923
18 2 quintilhon, 504 quadnlhon, ete

¢ ** Purchasing power parities” here express the ratio of the price level in the Umted States

to the price level 1n Germany, related to a given base year, and expressed in terms of the gold

par of exchange between the mark and the dollar; thus, Index Number, U.S.A. X $0.2382
Index Number, Germany
A Figure 1s for November 15.

288
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New York exchange rates, for example, the 79.7 billion paper
marks in circulation in February, 1921 were worth 1,307 million
dollars, while the 496.6 quintillion paper marks in circulation in
December, 1923 were worth less than one-cleventh as much—
namely, 114.2 million dollars.

This cxtreme rate of depreciation is explainable largely by the
increasing velocity of circulation. The money supply of a country,
as previously explained (pp. 32 and 51-62), is a question not only of
the number of units in circulation, but also of the rates or velocities
at which the money circulates. When the mark began to depre-
ciate rapidly because the public lost faith in it, the velocity of
circulation was sped up. Everyone wanted to convert his money
into goods and services as soon as possible, because its value
rapidly faded away while he held it. Dr. Hjalmar Schacht de-
scribes this situation, as it existed in 1922, as follows:

“The rush to get rid of cash as soon as possible further led to an ex-

traordinary increase in the rapidity of the circulation of money. Every-

one who had payments to make, endeavoured to make them as quickly
as possible, before he could be caught by the depreciation. . . . Clearing

(Giro) transactions were immensely extended at the expense of cash

transactions, which were too slow. . . . The one idea was to dispose of

them [the bank balances] as speedily as possible. Thus the State, the

entrepreneur, and the private individual were all engaged in the strug-
gle, each for himself, to escape the terrors of the inflation . . .” 1

An investigation made at the Reichsbank showed that, at the
end of 1922, assuming 40 days as the approximate average tenure
of bills discounted at the Reichsbank, the proceeds of such bills
were used on an average during that 40-day period for 75 pay-
ments.? Compare this with the average annual velocity of circu-
lation of demand deposits of 141 leading cities in the United States
for the year 1922 of 46.

Another fact worthy of mention here is, that, although the gold
reserve of the Reichsbank and the Darlehnskassen tended down-
ward during practically the entire three yecars and was less than
half as much at the end of the period as at the beginning, the gold
reserve in October and November, 1923 had a gold value between
two and three times the gold value of all the paper money in
circulation which it was supposed to support. In November, 1922
this ratio had reached a peak of 13 to 1.

1 Schacht, The Stabilization of the Mark, pp. 658-69.
2 Ibid., p. 75.
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Prices, Rents and Wages. We now turn to an examination of
the effects of the extreme inflation during this period on prices,
rents and wages. In a broad and general way, these effects are
shown in the following chart ! and table.

INFLATION IN GERMANY
ExcHANGE RATE oF THE MARK, WHOLESALE PRICES AND
VoLuME oF CIRCULATING MEDIUM, JAN., 1914-Dkc., 1923
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For the entire period up to September, 1923, the wholesale
price index number lagged behind the mark price of dollar exchange
on the rise. In other words, for these thirty months, the mark
depreciated more rapidly abroad in terms of gold than at home

1 The chart, it will be observed, is drawn on a ratio scale, in which an equal
vertical space is always given to the same percentage movement. For example, a
10 per cent rise from 10 to 11 covers an equal space with a 10 per cent rise from ten
billion to eleven billion. Were the scale plotted on an arithmetic instead of a ratio
scale, with the vertical distance from 1 to 10 that is used, the chart would have to be
560 thousand miles high to carry the figures for December, 1923.



TasLe X. MoveMeENTs oF PricEs, Cost OF LivING AND WAGES IN
GerMANY DURING PErioD OF GREATEST INFLATION, 1921-19231

WAGES
WHOLESALE | CosT OF | GOVERNMENT INDUSTRIAL HiGEER PRICES OF
MonNTH Prices Livina LABORERS GOVERN- Stocks
108 =1 | 1013 =1 o ed | Unbilled | o2evr | 191371
1913 =1 | 1013 =1 | OFFiciaLs
1921
Jan. 14.4 11.8 8.5 11.4 4.3 2.8
Feb. 13.8 11.5 8.5 11.4 4.3 2.6
March 13.4 11.4 8.5 11.4 4.3 2.6
April 13.3 11.3 8.5 11.4 4.3 2.7
May 13.1 11.2 8.5 114 43 28
June 13.7 11.7 8.5 11.4 4.3 3.0
July 14.3 12.5 8.5 11.4 4.3 34
Aug. 19.2 13.3 9.9 13.4 4.9 3.9
Sept. 20.7 13.7 9.9 13.4 4.9 49
Oct. 24.6 15.0 14.0 18.8 8.1 6.4
Nov. 34.2 17.7 14.0 18.8 8.1 94
Dec. 34.9 19.3 14.0 18.8 8.1 7.3
1922
Jan. 36.6 20.4 15.1 20.3 8.3 74
Feb. 41.1 24.5 15.1 20.3 8.3 84
March 54.3 29.0 15.1 20.3 8.3 9.9
April 63.5 34.4 21.8 29.9 10.2 10.2
May 64.6 38.0 28.3 38.4 13.1 8.7
June 70.3 41.5 33.9 46.2 16.0 8.2
July 100.6 53.9 41.8 56.9 20.1 9.0
Aug. 192.0 77.6 62.1 85.3 30.6 11.6
Sept. 287.0 133.2 117.7 161.4 58.4 12.6
Oct. 566.0 220.7 138.3 190.6 80.0 20.6
Nov. 1,151.0 446.1 241.7 333.2 137.7 50.7
Dec. 1,474.8 685.1 400.0 553.9 227.8 89.8
1923
Jan. 2,785 1,120 643.8 890.1 372.6 224
Feb. 5,585 2,643 1,343.1 1,857.2 783.2 452
March 4,888 2,854 1,678.8 2,321.5 979.1 336
April 5,212 2,954 1,678.8 2,321.5 979.1 502
May 8,170 3,816 2,283.7 3,152.9 1,365.2 951
June | 19,385 7,650 6,002.4 | 8,293.2| 3421.1| 3,520
July 74,787 37,651 24,870 34,492 14,227 13,493
Aug. 944,041 586,045 | 577,836 | 799,156 | 285,576 | 124,743
Millions | Millions | Millions | Millions | Millions | Millions
Sept. 23.9 15.0 12.0 16.6 6.9 5.3
Billions | Billions | Billions | Billions | Billions | Billions
Oct. 7.1 3.7 5.7 7.8 1.6 1.7
Nov. 725.7 657.0 315.0 402.2 162.6 236.8
Deec. 1,261.6 1,247.0 694.4 789.9 509.0 268.9

1 The figures given in this table are taken from Statistisches Reichsamt, Zahlen
zur Geldentwertung in Deutschland 1914 bis 1923, p. 5.
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in terms of commoditics. During this period, except the early
months of 1921, the value of gold was fairly stable in the gold
markets of the world and the purchasing power parity of the mark
was continually above the mark’s foreign exchange value.! The
last four months of 1923, however, showed a more rapid depre-
ciation of the mark at home than abroad. Foreigners at this
time apparently had more confidence in the mark than the Ger-
mans themselves had.

The rates at which wholesale prices rose for different groups of
commodities, e.g., agricultural products, minerals and manufac-
tured products, varied widely, as likewise did the rates of different
commodities within the respective groups. This is a large subject,
however, and the limits of space will not permit a further discussion
of it here.?

The cost of living index, covering food, house rent, heat, light
and clothing, continually lagged behind wholesale prices as the
mark depreciated, and the extent of the lag which was modest at
the beginning became large in the latter part of 1921 and continued
large until approximately the time of the rentenmark stabilization
of 1923, when it quickly disappeared. During the last year and a
half of this period of “runaway inflation,” housc rents, which
continued to be held down and rigidly controlled by governmental
authority, became negligible in the working man’s budget. It is
doubtful, however, if working men gained much by this practical
elimination from their budget of an item which normally con-
stituted 10 to 15 per cent of their expenditures. The reason is
that wage scales at the time were pressing strongly on the mini-
mum of subsistence—an cxemplification of the old ‘““iron law of
wages’—with the result that ““as the cost of housing was gradually
reduced, the part of wages intended to cover this expenditure
similarly disappeared.” ?

Velocities of Circulation. As the cost of living rose, or, in other
words, as the mark depreciated, at phenomenal rates, the public
madly rushed to spend their money as rapidly as possible, in order
to avoid seeing the little value it still had fade away in their hands.
A friend of mine who lived in Berlin during the latter yecars of the

1Cf., Young, J. P., I, pp. 534-535.

2 For detailed figures on this subject, cf., Statistisches Reichsamt, Zahlen zur
Geldentwertung in Deutschland 1914 bis 1923, pp. 23-32.

3 International Labour Office, The Workers Standard of Life in. Countries with
Depreciated Currency, Geneva, 1925, p. 36.
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inflation told of the following personal experience in buying a pair
of shoes. The price quoted by the dealer at half-past nine in the
morning was M3,250,000 a pair. About noon the dealer asked
M7,000,000, and half an hour later M14,000,000; but after a rather
vigorous protest he sold for M7,000,000. At times when the
mark was depreciating most rapidly, people in their desperate
efforts ““to save something from the wreck’ often bought goods
they did not need. Such goods were at least safer to hold than
money, and it frequently happened that people could not buy the
things they really wanted quickly enough to save themselves.
Commenting on a similar situation at about this time in Austria,
while the crown was depreciating precipitately, de Bordes says:

“On days when there was a sharp rise in prices there would be a run on
the shops. Prices would then increase from hour to hour, and the public
were content to buy whatever they could lay their hands on. On such
days one could witness ‘those ludicrous scenes in which some old bach-
elor would be seen buying swaddling clothes, because the local shop had
no other wares left for sale, or another would invest in four dozen tooth-
brushes simply to get rid of his money by some means or other.” ”’ 1

1t was this speeding up of the velocities of the circulation of
money and of deposits at the banks that explains the rather un-
usual situation discussed by Graham; that is, the general tendency
up to the last few months of the post-war inflation for wholesale
prices to advance more rapidly than the volume of the circulating
medium itself.?

As we have seen, money depreciates when the supply of money
and deposit currency increases relatively to the demand; and the
supply varies not only with the number of units of the medium of
exchange in circulation, but also with the velocities at which these
units circulate. When, as a result of excessive issues, people once
lose faith in their money, they ‘“‘drop it’’ at progressively increasing
rates or velocities, with the result that prices rise faster than the
increase in the volume of the circulating medium itself. The
public in anticipating further rises in prices virtually discounts in
advance prospectively increased issues of paper money and cir-
culating bank credit, and this discounting is expressed in increased
velocities. Speaking of this situation in Germany, as it existed
after the summer of 1921, Graham says: 3

1 de Bordes, J. van Walré, The Austrian Crown, p. 163.
2 Compare Graham, op. cit., pp. 146-173.
3 Ibid., pp. 163 and 115.
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“The volume of circulating medium again caught up with internal prices
in mid-1921 but thereafter lagged far in the rear. The acceleration in the
rate of monetary turnover increased prices relative to the volume of
circulating medium, the rising prices gave a further fillip to the rate of
monetary turnover, this again affected prices, and so on. . . . [None
the less] while the cause and effect relationship of rate of monetary turn-
over and prices is one of interaction, and while prices therefore do not
respond in nice symmetry with the volume of circulating medium, there
can be no doubt that the ultimate causal sequence runs from volume of
money to prices.”

Wages. Unfortunately, the wage statistics available for this
period are very meager and offer at best an opportunity for ‘“sam-
pling.” The figures cover wages for skilled and unskilled labor in
the employment of the Imperial Government, and the salaries of
the higher administrative officials of the Reich.

The salaries of the higher government officials throughout the
entire period lagged far behind the cost of living on the rise, and
their “real wages’’ for the last four months of 1923 varied roughly
between one-fourth and one-half of what they were in 1913. The
wages of skilled labor lagged substantially behind the cost of living
until August, 1923, when they nearly caught up. At the end of 1923
the real wages of this group were only a little over half what they
were in 1913. As for the previous period, the evidence is, that un-
skilled labor fared much better than skilled labor. Wages of un-
skilled labor and the cost of living advanced something like pari-
passu throughout the years 1921 and 1922. During the first five
months of 1923, the wages of this group lagged moderately behind
the cost of living, while during the last seven months of the year
the wage index number was higher than the cost of living index
number in four months and lower in three. By and large, therefore,
it may be said, that, from the standpoint of wages alone, unskilled
labor probably did not suffer during the last three years of the
inflation. This favorable position of unskilled labor, however, as
compared with skilled labor, was in part one of the social effects of
the Revolution itself.

Germany suffered no such catastrophic decline in business dur-
ing the latter half of 1920 and the first half of 1921 as did the
United States under the influence of the great post-war gold
standard deflation of these months, and labor in Germany, there-
fore, did not suffer at that time from unemployment to any-
thing like the extent that it did in the United States. Unem-
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ployment, however, became much greater beginning about Oc-
tober, 1923.

The International Labour Office of the League of Nations, after
citing figures for yearly averages of percentages of unemployment
among trade unions for the years 1912-1924, says:

“ . . . during the period 1920-1922 the intensity of unemployment was
not widely different from that which existed before the war. . . . In
1923 unemployment assumed much greater proportions. During the
first half of the year the percentage of totally unemployed among trade
unionists was not very high as yet, but for several months those par-
tially unemployed represented about one-quarter of the membership.
It was in the autumn that the crisis developed with full intensity, a
quarter of the members being totally unemployed, and more than a
third and sometimes even one-half on short time.” !

One important reason why wages lagged behind prices to such
an extent on the rise was the fact that the wage scales for a large
percentage of laborers in Germany were fixed for definite periods
of time, by agreements between employees and employers that
were made at varying intervals.2 The tendency, therefore, was for
wages to remain fixed during the period covered by the wage agree-
ment, while during that period prices were continually rising. To
meet this difficulty, laborers demanded a progressive shortening
of the period to be covered by wage agreements, and these de-
mands were met, although with considerable resistance on the
part of employers. The shorter the period, however, the more
frequent were the disputes over wage agreements, the larger the
number of strikes and lockouts, and the greater the uncertainty of
entrepreneurs over labor costs. When inflation was at its worst,
prices rose so rapidly that the depreciation of wages was greater
even over these short periods than it had previously been over the
longer ones.

1 International Labour Office, The Workers Standard of Life in Countries with
Depreciated Currency, pp. 21 and 22.

2 “In the early post-war yecars the development of a system of regulation of the
relations between employer and employed had brought the great majority of work-
ers within the scope of agreements set up by collective bargaining between the
organizations of employer and employee. The Minister of Labor might at any time
declare such agreements compulsory upon the whole industry to which they applied.
The progressive depreciation of the currency required constant revision of the wage
clauses of these agreements and led to elaboration of the machinery of adjustment
along certain well-defined lines.

‘“The sections of the agreements dealing exclusively with wages were gradually

made subject to revision without affecting the operation of other sections . . .”
Graham, 0p. cit., p. 90.
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Another sort of loss to the laborers consisted in the fact, that
wages earned in any given week would ordinarily be spent for the
most part during the following week. As the rate of depreciation
increased, however, it became more and more common for laborers
to spend the greater part of their pay on the day on which they
received it. They literally rushed to the stores to spend their
money before its value faded away in their hands. This practice of
buying in bulk to cover the needs of a week or more of time ob-
viously could not be extended very far to cover perishable foods,
and the situation was even worse ‘‘in the case of articles involving
rather large expenditures (e.g., clothing, furniture), for which
workers were in the habit of putting aside part of their weekly
wage for some length of time.” ! Because of the necessary delays
between the time wages were received and the time they were
spent, "“‘the employer paid more wages than the workman really
received.” 2

Devices to Protect the Worker from Undue Losses Arising from
Inflation. Various other devices were employed to protect the
worker from undue losses resulting from the rapid depreciation
of the mark, among which may be mentioned cost of living
allowances, sliding wage scales, so-called ‘“family allowances,”
and the payment of ‘“stable money wages.” Some of the meas-
ures of this type taken in the interest of the poorer classes, how-
ever, were in part, at least, economic results of the Revolution
itself, and probably would have been taken even had there been
no inflation.

The cost of living allowance or bonus was extensively used dur-
ing the War, and its use was continued in varying degrees through-
out the period of the post-war inflation. The cost of living bonus,
which was always looked upon as a temporary measure, was
preferred by employers to increases in the regular wage rates, be-
cause the bonuses would be less likely to become permanent. They
would decline as the cest of living went down. Furthermore, they
provided a method of automatically adjusting wages and therefore
offered a means of avoiding “the lengthy and delicate negotiations
involved in establishing new wage scales.” 3 The bonuses were
based upon an officially constructed cost of living index number
calculated on a theoretical budget of a supposedly typical working-
class family consisting of father, mother and three children. There

1 International Labour Office, op. cit., p. 57. 2 Ibid., p. 57. 3 Ibid., p. 48.
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were continual disputes over the fairness of the cost of living index
number.

It was the usual practice to supplement the basic wage agreed
upon for the particular wage group by a general cost of living bonus,
and frequently there were local supplements to the general cost of
living bonus, representing adjustments to cost of living conditions
peculiar to different localities.

As inflation became more pronounced, the idea of a basic wage
supplemented by a cost of living bonus developed into the practice
of using sliding wage scales calculated according to various index
numbers including those for cost of living, wholesale prices, dollar
exchange rates and ‘“‘the cconomic conditions” in the respective
industries concerned. Each plan had its advocates and its oppo-
nents. Employers, in general, were opposed to basing wages en-
tirely upon any such sliding scale. They argued that it would
increase their cost of production and their risks, would weaken
their power to compete with other countries in the world’s export
markets and would accelerate the depreciation of the mark. An
agreement, involving a compromise, was reached in the sum-
mer of 1923, according to which basic wages were to be fixed
regularly at short intervals, with regard not only to the cost of
living, but also to the general economic situation of the industry
concerned.

The idea of “family allowances,” namely, of granting higher
compensation, in each particular labor group, for married men
than for single men, and of making an additional allowance for
children in a family, is an old one, but it was endowed with new
interest by the inflation situation and by the social philosophy of
the Revolution. The reduction of national income and the lag-
gardly adjustment of wages to the rising cost of living under the
influence of inflation were driving many kinds of laborers to the
subsistence minimum. To protect those with dependents, who
were thus being forced over the margin, such family allowances
were advocated. Cost of living bonuses were sometimes propor-
tionate to the number of dependents, and in some cases the basic
wage itself was made larger for married workers than for single
ones. One result of this latter practice was a tendency for employers
to replace married men by bachelors. In general, the system was
not popular among the workers and, although found to some ex-
tent in the majority of industries, it was not widely adopted

b
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and the scale of extra allowances to persons with dependents
was usually low.

The next device mentioned above, namely, the payment of
wages on a so-called “stable money basis,” marks the beginning
of the end of the inflation. It was in reality a long forward step
toward stabilization. The custom had prevailed for some time
among business houses doing extensive business abroad of keeping
their accounts in some ‘“‘stable” foreign currency, such as the
Swiss frane, the Dutch guilder or the United States dollar, and of
making and receiving payments largely in paper marks at the
current rate of exchange of the day the payment was made. Insur-
ance companies had received the legal authority to keep all their
accounts on a gold basis. Retailers, however, were prohibited by
law under heavy penalty from quoting their prices in anything but
paper inarks. Many of them, however, during the last five or six
months of 1923 kept their accounts with some “stable” foreign
money unit and varied the prices in paper marks at which they
sold the merchandise at frequent intervals with the fluctuations in
mark exchange with this “stable” foreign unit. During October
and November such price changes were often made several times a
day. Wage payments on such a gold basis became common during
the latter part of 1923. The arrangement often consisted in mak-
ing wage agreements in terms of some ‘“‘stable’” monetary unit and
then of paying the wages themselves either in paper marks at the
current rate of exchange of the “stable’” unit chosen or partly in
paper marks and partly in the “stable’’ unit itself. As the Interna-
tional Labour Office says, this involved

“the acceptance in principle of the dissociation of the two functions of
money, as a standard of value and as a medium of exchange. Owing to
its remarkably rapid depreciation, the paper mark was incapable of
fulfilling the first-named function, which was therefore conferred on
another monetary unit. The paper mark was retained as a medium of
exchange. . . ! -

Even before the establishment of the rentenmark, there ap-
peared in Germany certain forms of “stable’” money currency that
were used to some extent for the payment of wages. The Govern-
ment itself had issued a loan on a gold value basis, and part of the
bonds representing this loan were put out in small denominations,

1 International Labour Office, op. cit., p. 74.
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running as low as one-tenth of a dollar. Authority was given to
use these obligations as a medium of exchange.

“Afterwards, the provinces, towns, chambers of commerce and large
industrial concerns were allowed to issue emergency gold mark notes.
This emergency money had to be covered by the issuing parties by
depositing gold loan bonds of high denomination. Later on, gold loan
bonds being scarce, permission was given to cover the issues by 6 per
cent. Reich Treasury bills made out in gold.” !

Other issues of stable emergency currencies based on gold were
made by the German railways, by certain banks and by some
eight German provinces. All of these various kinds of “cur-
rencies,” some of them bearing interest, werc used in the latter
part of 1923 to some extent in making wage payments.

Inflation and Debts. One of the outstanding effects of the
inflation was the extent to which it wiped out the debts of the
German Government, German corporations and the German
people in gencral. All debts (until ncar the end of the inflation)
were payable, principal and interest, in the depreciated mark.
The extent of the loss to the creditor and of the gain to the debtor
in each case, of course, depended upon the rate at which the mark
depreciated between the date on which a loan was made and the
date upon which it was paid. In the case of long-time bonds, notes
and similar obligations issued before the War and becoming pay-
able in 1923 at the time of greatest inflation, the loss to the creditor
was the greatest, for the value of the principal of the loans paid at
maturity was negligible, while the value of the regular interest pay-
ments preceding final settlement had declined as the mark de-
preciated. In the cases of loans with short maturities, the losses of
the creditors were not proportionately so great, although even here
creditors often lost nearly everything on loans that were made and
repaid during the latter months of the inflation period.?

The total funded debt of the Reich immediately before the

1 German Government, Maierial for a Study of Germany's Economy, Currency and
Finance, p. 68.

2 In the summer of 1925 there was enacted a complicated revalorization law
(Aufwertungsgesetz), which provided for the restoration in gold values of certain
small percentages of different kinds of long-time obligations, such as bonds, deben-
tures, mortgages, savings bank deposits and insurance policies, the values of which
had been destroyed by the inflation. This law was put into effect with widely vary-
ing degrees of success among different classes of obligations. The story of how it
worked does not fall within the scope of this study. Vide Viscount d’Abernon,

**German Currency—Its Collapse and Recovery, 1920-6," Journal of Royal Statisti~
cal Society, January, 1927, pp. 38 and 39.
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War was about five billion marks, or, say, approximately 1,250 mil-
lion dollars. This amount of indebtedness could be paid in full the
latter part of 1923 by the number of paper marks that one could
buy with one-eighth of one cent United States currency. The
entire mortgage indebtedness of the German people, which was
estimated to amount to approximately 40 billion marks in 1913,
could have been paid off in November, 1923 with one American
cent.

As the mark depreciated, the creditor classes were naturally
less and less willing to lend, while the debtor classes, or, more
correctly, practically all classes, were more and more desirous of
borrowing.! This pushed up interest rates, which often reached
very high figures, but, when inflation was at its worst, the highest
interest rates charged rarely compensated the creditor for the
loss of the real value of the principal. Many merchants and
manufacturers, and particularly the so-called large industrialists
of which the leader was Hugo Stinnes, made it a practice to borrow
to the limit of their ability during the latter years of the inflation,
making the maturities of their loans as long as possible and con-
tinually making repayments in less valuable marks than they
borrowed. Farmers and urban home owners paid off their mort-
gages at the cost of a few days’ labor or a few bushels of grain.
But what the debtor gained, the creditor lost, and the creditors
were often the most worthy classes in the community, as, for
example, the small investors who had put their life savings in
government bonds or in the bonds of the large corporations, the
middle-class clerk or artisan with a savings bank account, the
owner of a life insurance policy upon which premiums had been
paid for many years,? or the widow or orphan living upon the
income from trust funds invested in bonds and mortgages. The

1 During the year 1923, when the public began to believe that there were some
prospects of an early stabilization with a possible increase in the value of the mark,
the statement made a century and a half before by John Witherspoon concerning
the American continental cutrency was said to have applied in Germany: ‘‘ Creditors
were seen running away from debtors and debtors pursuing them in triumph and
paying them without mercy.”

2 The revalorization plan of 1925 provided for the revaluation of the claims of
holders of life insurance policies. The assets of the different life insurance com-
panies were to be handed over to a trustee. They were to constitute for each
company a revalorization fund (Aufwertungsstock). The revaluation of the poli-
cies was to be made in proportion to the available funds of the Augwertungs-
stock. According to a statement of the governmental office which contyolled private

life insurance, the policies of different companies were revalued at rates varying
from 12 to 1614 per cent. Magazin der Wirtschaft, Feb. 9, 1928, p. 215.
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savings of these people were practically wiped out, as well as
those of the wealthier classes. This was not a destruction of wealth,
but a change in ownership, a blind and ruthless robbing of one
class of people in Germany for the benefit of another class, with-
out any regard to the merits of the persons concerned. Most of
the debts thus wiped out were debts of Germans to Germans and
their practical cancellation, therefore, did not change the total
wealth of Germany. A few of the debts, however, represented
loans to Germans made by forcigners. Many represented specula-
tive purchases by foreigners of German paper money. In these
latter cases the foreigners lost and the Germans gained.

The virtual cancellation of the internal debts of German gov-
ernmental units reduced the taxes which Germans had to pay for
the support of the Government, but it likewise reduced the ability
of thousands of Germans to pay taxes because it destroyed the
value of their investments in government securities.

Bond Prices. Short-time government paper, which was held in
large volume by the Reichsbank as security for Reichsbank notes,
was maintained at practical parity throughout the inflation. Long-
time bonds of the National Government declined somewhat but
the decline was not great. German Government 4 per cents, for
example, stood at 87 in January, 1922, taking the 1913 price as 100.
They then advanced to parity by September. At the end of the
year 1922, however, rumors became common that in case of
stabilization the Government was likely to show special considera-
tion to the holders of these bonds. A strong demand for them
developed both in Germany and abroad—at the rates of exchange
then prevailing an American dollar would buy an enormous volume
of these bonds—and for a few months the prices soared to extrava-
gant figures. The rumor proved to be false and the prices later
collapsed. In general, high-grade bonds in Germany, corporate
as well as governmental, maintained their prices fairly well during
the inflation in terms of marks, but the value of the mark in
which they were payable faded into nothingness. The owner of
the bonds kept the bottles, but the wine rapidly leaked out. The
prices of these bonds in general did not greatly decline, but the
prices of everything else rose and rose astronomically, leaving them
far behind.!

! Information concerning bond prices will be found in Statistisches Reichsamt,
Wirtschaft und Statistick, passim.
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Inflation and the Corporation Stockholder. While, generally
speaking, creditors suffered heavy losses and debtors realized
large gains from the inflation, even after full allowance is made
for the adjustments under the revalorization law of 1925, there
were wide differences in the extent of the losses and gains ulti-
mately realized by different classes of creditors and debtors. In
this connection, the experiences of one large class of debtors were
of a character somewhat different than would ordinarily be ex-
pected. I refer to the stockholders of the large industrial corpora-
tions. Most of these corporations had obtained their capital
through the sale of both bonds and stocks. The bonds represented
debts of the corporation and the stocks were certificates of owner-
ship. The stockholders, as owners of the corporation, subject to
the lien of the bonds, were the debtors and the bondholders were
the creditors. As the mark depreciated, the prices of the products
or services sold by the corporation rose rapidly, but the service
of a given amount of bonded indebtedness continued to be paid
by the same number of marks as before. Although the prices of a
corporation’s products might have risen a thousand- or a million-
fold, it required no more paper marks than it had previously
required of gold marks to pay the principal and interest of, say,
five million marks of bonded indebtedness floated before the
inflation. The stockholders therefore gained what the bondholders
lost. Inflation canceled to a very large extent the stockholders’
debts. This being the case, one would expect a great shift from
bonds to stocks in the public’s purchase of securitics in the in-
vestment and speculative markets; in other words, an increasing
preference for corporate equities in contrast with corporate debts,
a preference which would push up the prices of stocks but leave
the prices of high-grade bonds practically unchanged.?

This, in fact, happened. The last column in Table X (p. 291)
shows the rise in the index number covering a selected group of
corporation stocks during the last period of the inflation. In
these index numbers allowance has been made for stock dividends.

1 Cf., supra, p. 299, note 2.

2 As the income of corporations increased with the rise in the prices of their
products, their financial positions naturally became stronger and bankruptcies
became less and less frequent. This pushed the prices of lower grade bonds up
toward parity with those of the higher grade bonds; but, after this point was reached,
their prices did not advance much further. The risk of non-payment was practically

eliminated in the case of all bonds, while the risk of payment in a continually cheap~
ening mark applied equally to all bonds.
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It is a striking fact, that the rate of increase in the prices of stocks
even before 1921 had lagged far behind the rate of increase not
only of the price of gold, wholesale prices and the cost of living,
but also even far behind the rates of increase in the wages of
both classes of labor for which figures are available and of the
salaries of government officials. This disparity, in general, in-
creased during 1922 and early 1923, but decreased during the
months of extreme hyper-inflation in the latter part of 1923.
Even at the end of that year, however, prices of stocks had risen
only a little over one-fifth as much as wholesale prices in general
or the cost of living, and only slightly more than half as much
as the salaries of the higher government officials, on the basis of
1913 figures. While, obviously, the man who invested in stocks,
generally speaking, during the early post-war ycars fared infinitely
better than the man who invested in bonds, the slow rate of the
advance in the prices of stocks as compared with commodity
prices and wages is surprising. What is the explanation?

This question is a complicated one and there is much difference
of opinion as to the answer. Briefly summarized, however, the
explanation is probably something as follows:

(1) The profits were often not so great as they appeared.
Between the time an order for merchandise was accepted at an
agreed price and the time payment was made there was often a
great decline in the value of the mark. During the latter two
years of the inflation, manufacturers and merchants found them-
selves much of the time in a position where they were selling their
merchandise at prices lower than the costs of replacement.

(2) It took time for a corporation to distribute profits through
dividend payments, and, in the process of doing so, the profits
often faded away through the depreciation of the mark. One
result of this was that dividends were usually kept low and the
profits were increasingly ploughed into the business.

(3) A third reason for the surprising lag in the advance in the prices
of stocks during the years 1922 and 1923 was the comparatively
small amount of funds available to the public for stock speculation.

“The mounting commodity prices absorbed so large a proportion of the
monetary supply that relatively little was left for the working of the
financial markets, and the banks were not inclined to put credits at the
disposal of stock speculators.” !

! Graham, 1bid., p. 181.
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(4) A further reason for the failure of stocks to rise more rap-
idly was the high real rate of interest which the inflation caused,
particularly during the years 1922 and 1923. As is well known,
rising prices stimulate the demand for capital and tend to push
up real interest rates. It was at such high interest rates that the
profits of the corporations, actual and prospective, were capitalized,
at least during part of this period, thus making the prices of the
stocks low in comparison to their income yield.

(5) Finally, although this reason does not apply to the particular
stock index numbers here under consideration,' the shift in the
demand of investors and speculators from bonds to stocks ac-
companied by an inflation-stimulated business activity and by
expectations of extraordinary profits led to large increases in the
capitalization of industries. Enormous quantities of new stock
were issued, and the values of the shares of many corporations
became progressively diluted.

EFrFeECT OF INFLATION ON GERMANY’S INDUSTRIAL PLANT AND
EQUIPMENT

The extraordinary nominal profits resulting from the inflation
were used during the inflation period chiefly for extending plant
and improving equipment, and many of these capital expenditures
subsequently proved to be unwise. They were made hastily in
order to avoid losses from the depreciation of the mark. Inflation
stimulated Germany’s export trade and gave her manufacturers
an artificial protection against imports from abroad. Her manu-
facturers enjoyed a sheltered market for their products at home
comparatively free from foreign competition. In this sheltered
position they knew little and cared little about the new inventions
and mechanical improvements that were being introduced in the
corresponding industries abroad. Moreover, the real wages of
many kinds of labor had become so low, with the depreciation of
the mark, that there was less incentive than usual for introducing
labor-saving machinery. The result was, that the extraordinary
profits arising from the inflation were often cmployed in com-
paratively useless extensions of plant and in providing equipment
of types that had already become antiquated abroad, and that
proved to be of little value after the German currency became

1 The index numbers given in the table on p. 291 include the necessary adjust-
ments for new stock issues and stock dividends.
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stabilized. Concerning this situation the International Labour
Office of the League of Nations said:

“ During the period of inflation an enormous amount of capital had been
invested in extensions and improvements of factories; apart from foreign
investments this was the only means of avoiding depreciation of profits;
but all this new plant stood unused and simply increased interest charges
and the cost of upkeep. . . . The relatively easy conditions induced by
inflation often led to less economical management, waste of raw material,
and cessation of technical improvements.” ?

With reference to the same situation, Graham says:

“Much of the apparatus installed in the years 1920 to 1923 was there-
fore scrapped in the reconstruction of industry which, under the name of
‘rationalization,” has been something of a fetish to the post-inflation
German economy.”” ?

CoNcERNs THAT WERE BoTH DEBTOR AND CREDITOR

In speaking of the gains of debtors and the losses of creditors
due to the inflation, it should he noticed, that many individuals and
most corporations were both debtor and creditor, and that the same
person or corporation would be gaining as a debtor and losing as a
creditor.  There were, moreover, certain types of corporations in
which debits and credits were so balanced that ‘“‘one hand washed
the other.” Banks, for example, received the depreciated mark at
par from their debtors and paid out the same marks at par to their
depositors. A similar situation existed among life insurance com-
panies. It is true that the bank depositor in the one case and the
policy holder in the other may have lost in terms of purchasing
power value practically everything due him. The corporation itself,
however, in cach case remained solvent and usually prospered, but
often lost a part of its capital.

INFLUENCE OF INFLATION ON GERMANY’S TRADE

Germany’s domestic industry and trade and her export trade
during the years 1921, 1922 and the fore part of 1923 were fever-
ishly stimulated by inflation. Let us briefly consider, first, the
country’s domestic business and then its foreign business.

Domestic Industry and Trade. The evidence is strong that
Germany’s economic activity increased throughout the years 1921,
1922 and the fore part of 1923, and that, unlike most of the rest of

1 The Workers Standard of Life tn Couniries with Depreciated Currency, pp. 7 and 8.
2 Graham, op. cit., p. 323.
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Europe and the United States, Germany suffered no industrial
collapse in the latter part of 1920 and the fore part of 1921. The
indices of the per capita physical volume of industrial production
and of the production of agricultural products for various countries
covered in the Bulletin de la Statistique Générale de la France show
that, on the basis of the year 1913 as 100, Germany’s production
stood for the four years 1920 to 1923 as follows:

Yeun Agmomrms Lo
1920 62 61
1921 63 77
1922 69 86
1923 69 54

As we have previously seen,! the amount of unemployment dur-
ing the years 1921, 1922 and the fore part of 1923 was exceptionally
small, and the same is true of the number of bankruptcies, the low
figure here continuing throughout the year 1923. Industrial pro-
duction, however, suffered a great slump with the currency col-
lapse of the latter months of 1923, and at that time unemployment
increased enormously and there was a large increase in the number
of persons receiving public relief benefits. Inflation prosperity had
ended in an inflation collapse. An organism that functions under
the influence of continually increasing doses of a powerful stimulant
will suffer a strong reaction when that stimulant is suddenly dis-
continued.

Foreign Trade. Germany’s foreign trade was hit hard by the
‘War and had only recovered moderately by 1922. In terms of 1913
gold values, the foreign trade of Germany (exclusive of treasure
and of deliveries under the Treaty of Versailles) was as follows for
the years under review: 2

TaBre XI. GErMANY'S FOREIGN TRADE

IMPORTS - ExPORTS
YEAr
M000,000 * Index No. MO000,000 Index No.
1913 10,769.7 100 10,097.2 100
1922 6,290.4 58.4 6,186.8 56.3
1923 4,808.2 44.7 5,338.1 48.6

It will be noted that by the year 1923 the percentage decline in
imports was greater than in exports, and that for the three years

1 Supra, pp. 294 and 295.
2 Statistisches Reichsamt, Statistisches Jahrbuch, 1924-1925, p. 141,



INFLATION IN GERMANY, 1914-1923 307

mentioned that year of extreme inflation alone showed an excess of
exports.

During the War foreign trade and operations in foreign exchange
had been rigidly controlled by the Government, the purpose of the
control having becn four-fold: (1) to prevent operations that would
be useful to the enemy; (2) to restrict imports to the commaodities
most needed for the conduct of the War and to prevent the country
from exporting goods needed at home for war purposes; (3) to
protect the mark from undue depreciation and undue fluctuations
in value that might otherwise arise from excessive speculations in
exchange; and (4) to prevent a flight of capital from Germany.

Immediately after the War these trade restrictions and foreign
exchange regulations were largely abandoned, partly because the
war-time reasons for their imposition had to a great extent passed,
and partly because the Allied occupation permitted goods to pour
through the “Hole in the West,” despite any efforts the German
Government could make to prevent it. Within about a year after
the Armistice, however, new control measures began to be imposed,
and soon an elaborate system of foreign trade and exchange control
was again in operation, a system in the enforcement of which that
part of the business public interested in foreign trade codperated
with the Government. In a comprehensive discussion of this sub-
ject, Graham ! cites five different motives for this control as regards
export trade:

“(i) Assurance for the home population of a sufficient supply of neces-
saries. Foodstuff exports were unconditionally prohibited, a certain
latitude was given in the case of raw materials, while manufactured
goods were, in the main, freely exportable.

““(ii) Assurance of reasonable prices. Since domestic prices consistently
lagged far behind the upward surge of exchange rates there was a con-
stant tendency for such German exporters as were basing their quota-
tions on domestic market conditions to sell their goods at extremely low
prices when measured in stable-value currencies. The foreign exchange
proceeds of exports tended therefore to provide for but a very limited
volume of imports. . . . In order to prevent a ‘selling-out’ of the
country at bargain-counter rates exporters were forbidden to dispose of
their goods below certain minimum prices officially established for every
transaction . . .

““(ili) Assurance that the foreign exchange proceeds would be brought back
to Germany. In order to avoid the loss of purchasing power which was

1 Graham, op. cit., Chaps. 3 and 8.
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involved in holding mark balances there was a strong disposition on the
part of exporters to leave abroad the foreign exchange proceeds of their
exports rather than convert them into marks. The supplies of foreign
exchange requisite for imports and reparations were thus not forth-
coming and, to combat this situation, the permit to export was made
conditional on the delivery to the authorities of a smaller or larger share
of the foreign exchange proceeds according as the raw materials required
for the manufacture of the commodity in question were or were not of
foreign origin.

“(iv) The partictpation of the Reich in the gains on the export trade. Since

the minimum prices on goods sold abroad were ordinarily much above

those currently prevailing in the domestic markets exporters were in a

highly advantageous position as compared with producers of goods for

home consumption. There was no reason for permitting the price differ-
ential officially established to accrue to one favored class. Duties were
therefore imposed on exports.”’ !

For the enforcement of these regulations an elaborate bureau-
cratic organization was created under a Federal Commissar for
Import and Export Permits. At one time there were some 170
different boards of control, employing between four and five thou-
sand persons engaged in this work.

These measures of control over foreign trade were accompanied
by equally minute restrictions on dealings in foreign exchange. An
official publication of the German Government lists 44 different
measures adopted by the Reich between February, 1922 and the
end of 1923 for the control of foreign exchange.2 These measures
related to the purchase of foreign moneys, the sale of German
currency abroad and to the purchase and sale of foreign exchange.
They provided for the fixing by governmental authority of ex-
change rates, required the licensing of all foreign exchange opera-
tions, and limited such operations to a few especially authorized
banks, and even then only on notification to the Minister of Fi-
nance. A Presidential Decrce of September 7, 1923, which set aside
certain fundamental provisions of the Constitution, gave to a
Special Commission for the Requisition of Foreign Currency power
among other things

“to lay hands on all foreign payment media and /or negotiable instru-

ments in foreign currency, as well as upon foreign securities and precious

metals, . . . [to] demand any information, . . . [to] examine into any-
one’s affairs, search anyone; summon anyone before him to make decla-
1 Graham, op. cit., pp. 81 and 82.

? German Government, Materiwal for a Study of Germany's Econom;/. Currency and
Finance, p. 71.
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rations and require anyone to make solemn affirmation as to the correct-
ness and completeness of his declarations. He may seize in favour of the
Reich without any compensation all foreign payment media acquired
illegitimately or retained contrary to his orders.” !

On the whole, the regulations of foreign trade and of foreign
exchange, despite the severity of the penalties imposed for their
infraction, were far from being effective. There was widespread
evasion of the law.

The fact that during the last inflation period prior to the autumn
of 1923 foreign exchange rates in terms of marks with ‘“stable-
money countries’’ rose much more rapidly than the price level in
Germany; or, in other words, that foreign money like the dollar
and the Swiss franc would buy at the prevailing foreign exchange
rates very much more in Germany than they would at home,
stimulated not only the purchase by the people of these countries
of German merchandise but also heavy investments by them in
German real estate and German securities. Many foreigners ob-
tained valuable properties in Germany at a song, but foreign pur-
chasers of German securities usually lost heavily. Foreign tourists
flooded Germany and lived luxuriously at costs in their own cur-
rencies that were ridiculously small. At one time in 1923 a good
room with private bath and electric lights in the best of Berlin
hotels cost less than the equivalent of 15 cents United States cur-
rency a day. On the other hand, foreign speculators, in the hope of
realizing large profits from a subsequent rise in the gold value of
the German paper mark, built up in Germany enormous bank
balances and bought large amounts of German paper money. The
McKenna Committee estimated that Germany had profited from
the sale of mark credits to persons living abroad by an amount
equal to something like 1,750,000,000 to 2,000,000,000 dollars and
that an additional profit of something like 150 to 175 million dol-
lars had been realized by her from sales of paper marks in foreign
countries.

INFLATION AND TaX REVENUES

One of the evil consequences of the inflation was the reduction
of tax revenues and, more particularly, of the revenues from direct
taxes such as various forms of income taxes. Germany financed
the War largely through loans, paper money issues and the sale of

1 Ibid., p. 70.
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her gold and foreign securities. Her modest tax revenues of the
war period came largely from various kinds of excise taxes. In
early 1920, under the leadership of Finance Minister Erzberger,
the tax system was thoroughly reorganized, and an increasing
resort was made to direct taxes. The inflation, however, soon
forced a rcturn, in a continually increasing degree, to borrowing,
and, so far as tax revenues were concerned, to a larger and larger
dependence upon indirect taxes.

As the mark depreciated, no finance minister could even roughly
estimate in advance what the Government’s expenditures would
be nor how much revenue a given tax would yield. The principal
recourse of the Finance Minister, therefore, was to borrow funds
from the Reichsbank as they were needed. Calculated upon a cost
of living index, the Reich received 44 per cent of its revenue in
1921 from taxes, 35 per cent in 1922, 11 per cent in the first nine
months of 1923 and a negligible percentage during the last three
months of 1923.*

The difficulty with most kinds of dircct taxes was that their value
faded away in the process of levy and collection. It took time to
make a tax levy and, except in some cases of collection at source, it
took further time to collect the tax after it had been levied. But,
during the inflation, time was the essence of value, and the longer
the delay, the less in real value was the tax. Taxpayers naturally
postponed payment as long as possible, and watched their taxes
fade away as they delayed. Despite frequent advances in rates and
serious efforts to speed up collection, the depreciation of the mark
continued to eat up the revenues.?

A striking example of this type of difficulty was reported from
Russia after the War when the ruble was depreciating rapidly. As
prices rose it became necessary for the Government to make fre-
quent advances in postage rates and in that connection to “scale
up”’ the denominations of postage stamps. It required considerable

1Cf., German Govemmen’t, Materials for a Study of Germany's Economy, Currency
and Finance, p. 30.

2 According to the Act of December 23, 1922 the income of a married man with
two children, such as was at that date equivalent to $1020, was subject to a tax the
equivalent of $230 and, on the larger incomes, the ratio was much higher. But the
levy and payment were both in paper marks. If this tax had been paid in full as
early as the end of June 1923 (and some such interval must elapse to give time for
assessment and collection) it would then have been worth slightly over $10, at the
end of July about $1.50, at the end of August about 15¢, at the end of September a

fraction of a cent, while, at the end of October, it would have been in that twilight
zone where infinitesimals fade into nothingness.” Graham, op. cit., p. 44.
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time, however, for the Government to issue new denomination
stamps. By reason of this delay and of the rapid increase in postage
rates, at one time in Moscow the highest denomination stamp one
could buy was 10,000 rubles, but this stamp would not carry its own
weight on a letter. It followed that the more stamps one put on a
letter, the greater the deficiency of the postage.

INFLATION AND THE DiIsTRIBUTION OF WEALTH

The inflation proved to be in Germany, as it has proven to be,
in cvery other country in which it has been practiced on a large
scale, a gigantic engine of wealth redistribution, an engine that
worked night and day and worked blindly, taking wealth here
and giving it out there, robbing one economic group or one social
class for the benefit of another, and doing it all without rhyme or
reason and with no regard whatever to the merits or demerits of
those benefited and those despoiled.

While inflation in Germany undoubtedly affected the tempo
and the direction in which economic production moved, its greatest
and most enduring influence was clearly in the field of distribution.
Viewed from the angle of economic groups, the inflation, on net
balance, probably benefited the great industrialists and the great
merchants, who through it got possession of Germany’s enormous
industries and stores by means of continual borrowing and sub-
sequent repayments in continually depreciating marks. It prob-
ably bencfited unskilled laborers up to the autumn of 1923, by
giving them more-regular employment at a fairly normal real wage
than they presumably would have had without the agio in business
activity due to the inflation. As a class it benefited farmers, who
in general enjoyed good markets for their crops throughout the
inflation period and who were able to pay off their mortgage in-
debtedness at a very small expense in terms of farm produce. On
the other hand, inflation despoiled practically every other class
of labor, the skilled artisan in every trade, clerks and other so-
called “white-collar”” workers, professional men of all classes, par-
ticularly those receiving their pay in the form of salaries as con-
trasted with fees; and it likewise despoiled public officials of every
grade, those of the higher grades suffering most. Of course, the
institution and individual whose income came in the form of
interest on investments in bonds and mortgages lost heavily, and
the value of life insurance, the premiums on which had often been



312 MONEY

paid by great sacrifices over long periods of years, was reduced to
pitifully small figures.!

Viewed from the standpoint of social classes, the lowest class
suffered least, while the great middle class, which was the backbone
of pre-war Germany, suffered most. Concerning this class, Angell
well says: 2

“Composed largely of people with small fixed incomes, such as salaried
officials and clerks, recipients of pensions, and little investors living on
interest and rent—of whom the latter group were hit especially hard by
the government control of city rentals—they were precisely the group
most exposed to the evil consequences of currency depreciation, while
they lacked both the knowledge and the opportunity to combat it. Their
savings disappeared, their pensions and annuities melted away, and the
sons who might have supported them had all too commonly been killed
in the war. Hundreds of thousands of educated men and women, too
old or feeble or untrained to earn their own living, were abruptly faced
with starvation. Many died. The others, passing from day to day with-
out hope, survived only by the sacrifice of treasured books, furniture,
jewelry, and all their salable possessions, and at the end by domestic
and foreign charity. Their history is one of the most genuinely pitiful
chapters in all the war and post-war tragedy.”

MEeasures FOR COMBATING THE EviLs oF Runaway INFLATION

As we have seen, the inflation got completely out of control
and ran away in the latter part of 1923. The inflation “horse,”
already nervous and excitable, had been finally lashed into desper-
ation by the extravagant expenditures by the Government of
funds borrowed from the Reichsbank for maintaining ‘‘passive
resistance” in the Rubhr.

The currency and credit situation toward the end of 1923 was
a fantastic one. Only about 1{¢9¢ of the expenditures of the
National Government were being covered by tax revenues. By
November the Reichsbank’s note circulation amounted to the
astronomical figure of approximately 400 quintillion marks, which
in terms of gold value were equal to only 400 million of the marks
of 1913, or to {5 of Germany’s monetary circulation when the
War broke out in August, 1914. Wholesale prices were over
1,400,000,000,000 times as high as they were in 1913; while, on
November 15, the volume of Treasury bills discounted by the

1 Cf., supra, p. 300, note 2.
2 Angell, James W., The Recovery of Germany, pp. 38-39.
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Reichsbank, practically all of which were held by the Bank itself,
amounted to over 191 quintillion marks.

Of course, long before the situation reached this pass, there had
been many proposals for stabilization and some abortive attempts.
The great difficulty with all proposals had been that the progres-
sively increasing outpouring of Reichsbank notes could not be
stopped. The Government ‘“‘needed the money’ and saw no other
politically feasible method of getting it.

As we have seen, while the paper mark was thus depreciating,
various plans were adopted to escape the evils of inflation. Many
commodity prices were adjusted to the daily variations of Berlin’s
exchange rate with stable-money countries. Wages were adjusted
in part to a cost of living index, and debts of various kinds were
made in terms of dollars or of French francs or of the cost of living
index and then paid in paper marks at the current rate of exchange,
or at their index number value on maturity date. Furthermore,
there were placed in circulation along with the unstable paper
currency various kinds of so-called ‘““stable currencies,” and the
Reich itself, as well as 30 states, the railways and a few banks,
in the latter part of 1923 issued various kinds of paper on a gold
basis, paper that circulated to some extent as money, although
much of it was interest-bearing. By the beginning of 1924 the
amount of such paper in circulation (aside from the rentenmark,
to be described presently) amounted to something like a billion
gold marks.?

The “Rye Mark.” Of the various devices employed for the
purpose of effecting business operations on a stable money basis
the one that proved to be the parent of the stabilization plan
finally adopted was the so-called ‘“roggenmark’ or ‘“rye mark”
currency. The story of the origin of this currency and of how it
developed into the rentenmark is told in an interesting way by
Dr. Hjalmar Schacht, President of the Reichsbank, one of the
active participants in carrying through Germany’s currency
stabilization plan.?

Rye was the principal grain crop of Germany, just as wheat is
in the United States and rice is in China. After pointing out
that even in everyday business prices in Germany in 1923 were

1 A tabular statement of these issues will be found in the Report of the First Com~
mittee of Exzperts (The Dawes Committee), Annex No. 7.
2 The Stabilization of the Mark, pp. 76-89.
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frequently quoted in terms of specific commodity quantities,
Dr. Schacht says:

“In agricultural transactions in particular, lease agreements and prices
of agricultural products were being based on the value of the pound of
rye. The States of Oldenburg and of Mecklenburg-Schwerin issued loans
denominated in values of rye at the end of 1922. . . . In the period
which followed numerous other rye loans were issued by the most various
bodies . . . There were [also] coke loans, coal loans, potash loans, lig-
nite loans, and even kilowatt loans. The principle of basing values on
prices of commodities was extended to mortgage transactions, and mort-
gages in rye, potash, etc., were admitted to register in addition to mort-
gages in fine gold.” !

In the summer of 1923 Karl Helfferich, who was Minister of
Finance for some time during the War, submitted to the Govern-
ment a-plan for currency stabilization based upon a “rye mark.”
Briefly summarized, the plan was as follows:

1. “The various economic units of Germany (agriculture, industry,
trade, transportation, and banking) were to establish” an independent
currency bank, the statutes of which were to be approved by the Im-
perial Chancellor.

2. “The original capital was to be raised by a 5 per cent. first charge
[a sort of capital levy] in the form of mortgages or bonds on the economic
units described, one-half of the total [placed at four billion marks] . . .
being raised by agriculture and the other half by the other units. Against
these mortgages or bonds interest-bearing Rentenbriefe [income notes]
. . . were to be issued.”

3. “These Rentenbriefe were to serve as cover for the notes which were
to be issued by the bank, denominated in ‘rye marks.’ ”’

4. “The rye mark notes were to be exchangeable on demand at any
time for interest-bearing Rentenbriefe.”

5. “The rye note was to become legal tender on a date fixed by the
Government, and a fixed legal ratio of conversion was to be laid down as
between rye notes and paper marks.”

6. “The discount of Government bills at the Reichsbank was to cease.
The existing debt of the Reich was to be amortized by the new bank
placing 300 million rye marks at the disposal of the Reich in return for
remission of the taxation . . . imposed on business in August 1923.
With this 300 million rye marks the Reichsbank was to redeem its own
notes and thereby stabilize the paper mark.”

7. “The new bank was to be empowered to give credit to the Reich up
to the extent of half its original capital and original reserve.” 2

1 Itid., pp. 77 and 78. 2 Itnd., pp. 80 and 81.
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The Rentenmark. After an extended debate in which there was
much difference of opinion, the plan was adopted with three im-
portant changes: (1) the bank, instead of becoming an essentially
independent organization was to become in fact, if not in name,
practically a division of the Reichsbank; (2) the notes were to be
expressed in gold values and not in rye values; (3) the notes were
not to be legal tender.

The law incorporating this plan was passed October 15, 1923,
The new bank which was called the Rentenbank was opened for
business the following month.

The Rentenbank law fixed the capital of the Bank at 3,200,000,-
000 rentenmarks, and this capital was to be provided by a com-
pulsory levy upon owners of agricultural land and upon industrial,
commercial and banking institutions. The amount of the levy
was 4 per cent of the value of the property. The levy was stated
in terms of gold marks and the liens thus imposed took precedence
over all other domestic debts of the owners of the property. The
obligations ran for a minimum of five years and bore interest at
6 per cent. Against these mortgages the Rentenbank issued mort-
gage bonds, known as Rentenbriefe, which were to serve as 100 per
cent cover for the circulating Rentenbank notes which the Bank
was authorized to issue up to an amount not exceeding its capital
and surplus. The Rentenbank’s notes were made redeemable on
demand in sums of 500 rentenmarks in the 5 per cent Rentenbriefe.
While the authorized capital and the authorized note issue were
both fixed at 3,200,000,000 rentenmarks, 800,000,000 renten-
marks of this sum were to represent liens on property in the
occupied territories which could not be made effective for some
time, so that the original amounts were fixed at 2,400,000,000
rentenmarks. Half of the notes could be issued to the publie,
while the other half was to go to the Government, and of this
latter half 300,000,000 rentenmarks were to be without inter-
est. With the proceeds of the loan the Government was ex-
pected to redeem all Treasury bills which it had discounted at the
Reichsbank and to cover the deficits expected in the National
budget during the next two years. All discounting of Treasury
bills at the Reichsbank was to cease. Although the rentenmarks
were not made legal tender, they were made receivable by the
Government in payment of all government obligations. This
Rentenbank currency was not looked upon as a permanent cur-
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rency, but as an intermediate step toward the return to the gold
standard.

At the end of November the Government officially valorized
the outstanding paper marks at the rate of one trillion of the old
marks to one rentenmark. This rate was looked upon as, roughly
speaking, equivalent to the market rate at the time, although on
this subject there was considerable difference of opinion. The
rate adopted was, therefore, looked upon as a recognition of the
status quo. The old depreciated mark became acceptable in pay-
ment of government dues and interchangeable at the Reichsbank
at this rate of a trillion to one, and, inasmuch as no rentenmarks
were issued in denominations below one mark, the old marks at
this trillion to one rate became the fractional money for the time
being of the country. The writer in January, 1924, in purchasing
a cigar in Berlin, worth 12 cents United States currency, paid a
rentenmark and received for his change M500,000,000,000, which
was the equivalent of 12 cents. These five hundred billion marks,
like the one rentenmark, were in the form of one small bank note.

To the surprise of many students of the problem, both in
Germany and abroad, the scheme proved a success. Exchange
with gold standard countries was soon stabilized at approximately
4,200,000,000,000 marks to the dollar, and the trillion to one rate
in Germany became effective.

The all-important reasons for the success of the plan were,
that government borrowing at the Reichsbank (except to the
limited extent authorized by the Rentenbank law) was stopped,
a strict limitation upon further note issues was imposed, and the
public had faith that the terms of the law would be lived up to.
In other words, public confidence in the currency was restored, and
the extravagant velocities at which the old money had been cir-
culating, as the public anticipated ever increasing issues, were
cut down. Money and bank credit again circulated at normal
velocities. This reduction of velocities was so great at the start
that it resulted in an actual scarcity of money and the authorities
were compelled to increase the volume of paper money somewhat
at the beginning in order to maintain the approximate price level
prevailing at the time of the rentenmark stabilization.1

The rentenmark stabilization worked out, as planned, to be
the stepping stone to a complete gold standard. The pre-war gold

1 Compare, supra, pp. 61-62.
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value of the mark that was reéstablished with the opening of the
Rentenbank was continued under the legislation of 1924, which,
in carrying out the currency and banking recommendations of the
Dawes Committee, brought Germany back to a full-fledged gold
standard. But that is another story and does not fall within the
scope of this chapter, which is concerned only with Germany’s
experiences with an inflated paper currency.
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CHAPTER XIV
FRENCH AND AMERICAN BIMETALLISM

The theory of bimetallism has previously been explained.! This
chapter describes how bimetallism worked contemporaneously in
France and the United States over a period of something like
three-fourths of a century. During most of this time France, from
an economic point of view, was a more important country than the
United States, and she gave bimetallism the longest and probably
the fairest trial which it ever had. In view of these facts and of the
fact that much of the ammunition of both sides of the bimetallic
controversy which was so hotly waged throughout Europe and
America during the last third of the nineteenth century was drawn
from this experience of France, it will be uscful to study the
experience in some detail.

FRENCH BIMETALLISM

THE FrRENcH MONETARY Law oF 1803

When France in 1796 returned to a specie basis after her inflation
orgy with the Assignats and the Mandats,? her money consisted
chiefly of gold and silver coihs. These coins circulated under a
dual or parallel standard at the ratio of 1514 to 1, which had been
established by Calonne in 1785.

Napoleon placed France upon a bimetallic basis soon after he
came into power. In 1803, through his Minister Gaudin, he put
through a new monetary law, which, although not mentioning
bimetallism, created an effective bimetallic standard. The law
contained three divisions: (1) a general disposition providing that
“five grams of silver, 9{ fine, constitute the monctary unit, which
retains the name of franc’’; (2) Title I dealing with the fabrication
of coins. This Title provided for the coinage of full weight coins
of both silver and gold. All coins were to be 24 fine and of propor-
tionate weights. Although the nominal ratio of gold to silver
established by this law was 1514 to 1, the actual ratio was slightly

1 Supra, Chap. VI. 2 Supra, Chap. X.
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different because of the different coinage charges applying to the
coinage of gold and silver. Since there was free coinage of both
gold and silver and since coins of both metals stood on an exact
equality before the law, the monetary system which the law created
was, in fact, bimetallic, although it declared the silver franc to be
the monetary unit.!

RaTio AND COINAGE

During the years 1803 to 1835 the French mints coined both
gold and silver every year, and both kinds of money always cir-
culated. The mint ratio, which was actually 15.69 to 1 although
nominally 1514 to 1, was above the commercial ratio and therefore
favorable to gold in twelve of the eighteen years from 1803 to 1820,
inclusive; and it was below the commercial ratio and therefore
favorable to silver in six of these years. In the twelve years during
which the ratio was favorable to gold, the French mints coined
6,011 million francs of gold and 5,913 million francs of silver; and
in the six years in which the ratio was favorable to silver they
coined 2,744 million franes of gold and 5,114 million francs of silver.

In 1835 the mint charges for coinage were changed, with the
result that the actual mint ratio was reduced from 15.69 to 1 to
15.626 to 1; and in 1850 a further change was made, reducing it to
15.586 to 1.

During the years from 1821 to 1850 the mint ratio was below the
market ratio in every year but two (when it was practically the
same as the market ratio). During this whole period, therefore,
there was an overvaluation of silver by the mint, and during those
years there were coined at the mint 31,909 million francs of silver
as against only 4,634 million francs of gold.

From 1851 to 1872, inclusive, chiefly as a result of the enormous
increase in the world’s production of gold following the Californian
and Australian gold discoveries, the mint ratio was above the
market ratio every year, the mint ratio (allowing for coinage
charges) having been 15.586 to 1 for the years 1851 to 1853, and
15.583 to 1 from 1854 to the virtual discontinuance of bimetallism
in 1874. Under the compensatory principle, the overvaluation of
gold and undervaluation of silver should have led to a great pre-
ponderance of gold over silver in the coinage at the mints. This is

1 An English translation of the law with a synoptical table of Frenth coins which
it authorized is given in the Report of the International Monetary Conference of
1878, pp. 1656~157,
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exactly what happened. In every one of these years except one
(1872) more gold was coined than silver, and in that one year no
gold was coined at all, and only 400,000 francs of silver. During
these twenty-two years 6,586 million francs of gold were coined
and only 533 million francs of silver, or over twelve times as much
gold assilver.

By 1873 the tide had turned in the other direction. The market
ratio in that year rose above the mint ratio and continued above it
until the mints of France (and of the other nations of the Latin
Union, mentioned below) were closed to the free and unlimited
coinage of silver on January 31, 1874. In 1873 no gold was coined
by France, while the silver coinage amounted to 154.6 million
francs. In 1874 24.3 million francs of gold were coined and 60.0
million francs of silver.

THE LaTin UNION

During the latter years of her experience with bimetallism,
France had associated with her certain other states in what is
known as the Latin Union. According to a treaty effective Au-
gust 1, 1866, France entered into a monetary union with Belgium,
Switzerland and Italy, for a uniform regulation of the currency.!
The French currency of 1803, as subsequently modified, was to
serve as the model for the other states of the Latin Union, except
that silver coins below five francs were to be fiduciary money,
coined only on government account and with limited legal tender.?
The weights, fincnesses, dimensions and denominations respec-
tively of the gold and silver coins of the different countries in the
Latin Union were to be the same. While the coins in one country
were not made legal tender in the other countries, they were
made receivable by the government treasuries in the respective
countries, and, to a limited extent, by the public banks. A per
capita limit of six francs (subject to some qualifications) was

1 Greece and Roumania joined the Union in 1867. The following year Spain,
without joining the Union, began regulating her coinage on the same basis as that
of the Union.

For the text of the Treaty constituting the Latin Union and an official account
of the Union’s origin written by the French Minister of Finance, see the Report
(7>f the International Monetary Conference Held in Paris, in August, 1878, pp. 781~

04,
2 The system of a limited circulation of fiduciary coins with limited legal tenders
was first introduced in France on a small scale by the law of May 25, 1864, where it

was applied only to pieces of fifty and twenty centimes. Later it was extended to
pieces of larger denominations. Ibid., p. 782.
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placed upon the amount of fiduciary silver pieces below the de-
nomination of five francs that each country could issue.

According to the cminent American bimectallist, Francis A.
Walker,! French bimetallism was not greatly strengthened by
the codperation of the other states of the Latin Union.

S1GNIFICANT FacTs IN THE EXPERIENCE OF FRANCE wiITH
BIMETALLISM

In studying the experience of France with bimetallism for the
period 1803 to 1874, the following facts deserve emphasis:

(1) Both gold and silver coins werc minted under free coinage
in every year of the entire period but two (1872 and 1873), and
both kinds of coins were continually in circulation.

(2) Although these years of French bimetallism witnessed revo-
lutionary changes in the proportions of gold and silver produced
in the world—changes varying from 50.3 ounces of silver to 1 ounce
of gold for the ten-year period ending in 1810 to 4.5 ounces of sil-
ver to one ounce of gold for the ten-year period ending 1860—
variations in the average annual commercial ratio of the value of
gold to the value of silver were small. The extreme range for the
entire seventy-two years was only from 15.04 to 16.25.

(3) This comparative stability of the commercial ratio in the
neighborhood of the mint ratio was brought about chiefly through
the application by France and, latterly, by all of the states of the
Latin Union, of the compensatory principle. Whenever the market
ratio rose appreciably above the effective mint ratio, evidencing
an undervaluation of gold and an overvaluation of silver at the
mints, as in the years 1842 to 1847, for example, France drew into
her circulation large amounts of silver and used less and less gold,
throwing large quantities of the yellow metal onto the world’s
markets, and thereby forcing the market ratio down toward the
mint ratio. When, on the other hand, the market ratio fell appre-
ciably below the mint ratio, evidencing an overvaluation of gold
and an undervaluation of silver at the mints, as, for example,
during the years-immediately following the Californian and
Australian gold discoveries, France again acted as a buffer, draw-
ing into her circulation great quantities of gold and throwing out
on the world’s markets great quantities of silver, thereby forcing
the market ratio back toward the mint ratio.

1 International Bimetallism, p. 132.
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DISCONTINUANCE OF BIMETALLISM

Bimetallism in France and the other states of the Latin Union
was given up early in 1874. Among the more important reasons for
this action, concerning which there has been much controversy,
the following may be mentioned:

(1) The comparative scarcity of silver coin that had existed
during the years 1851 to 1872, a period during which, as we have
seen, France coined over twelve times as much gold money as
silver money, had made gold coins familiar and popular.

On the other hand, the problem of retaining silver coins in cir-
culation, against the pressure of Gresham’s Law, had been a serious
one for many years, and had only lately been partly solved by
France through making her smaller silver coins fiduciary coins
with limited legal tender.! Because of such difficulties, the ques-
tion of the desirability of substituting the single gold standard for
the bimetallic standard had received much attention in France
before 1870. France before the War ‘“had completed long and
exhaustive enquiries into the problem of the standard, and she
tended quite definitely in favor of the gold standard.” 2 In 1865,
when the Latin Union was organized, Belgium, Switzerland and
Italy had all favored a single gold standard in preference to a
continuation of bimetallism. They yielded, however, to the French
preference for a continuation of bimetallism for the time being.
At the International Monectary Conference held in Paris in 1867,
which was concerned chiefly with the seeking of greater uni-
formity in the world’s coinage systems, the tendency had been
strongly in the direction of obtaining uniformity through a gold
standard. In fact, at this conference at which there were approxi-
mately a dozen and a half states represented, France appeared
to have been the only strong advocate of bimetallism.3

(2) A second reason was the decision of Germany, at the time
of the formation of the German Empire in 1871, to adopt an im-
perial gold standard in place of the silver standards that then
prevailed in most of the German States. For some time previous
to the War there had been much sentiment in these Silver Union
German States in favor of the gold standard. England had been

1 Supra, p. 321, note 2.

2 Helfferich, pp. 153-154.

3 Cf., * Proceedings of the International Monetary Conference in 1867,” published
in Report of the International Monetary Conference of 1878, pp. 803-878; also
Russell, International Monctary Conferences, Chap. 2.
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on the gold standard for about half a century and her monetary
demand had been exerted chiefly on gold; on the other side of
France, the German States had exerted their monetary demand
mostly on silver; France had been the monetary buffer between
England and the German States. Disastrously defeated in the
Franco-Prussian War, in serious straits both economically and
financially, and with the obligation of paying Germany an in-
demnity of five billion francs, France naturally viewed with
anxiety the effect upon her monetary system of the heavy drain
of gold to Germany which these conditions would be likely to cause
and of the counter-flow into the world’s markets and into her own
of the great quantities of monetary silver which were known to
have been accumulated in Germany, and which the adoption of the
gold standard by the new German Empire was likely to release.

(3) A third factor, although probably a minor one, was that
about 1866 the world’s silver production began to increase con-
siderably, largely as a result of the outpouring of the newly dis-
covered silver mines of Nevada. The world’s silver production
increased from 35 million ounces in 1865 to 63 million ounces in
1871, while the world’s production of gold declined during the same
period from 5.9 million ounces to 5.6 million ounces. In 1867 the
commercial ratio for the first time since 1852 averaged above the
nominal mint ratio of France of 154 to 1, being 15.57 to 1, and it
continued above 1514 to 1 every year down to the closing of the
mints of the Latin Union to the free coinage of silver. It was not,
however, until 1873 that the market ratio rose above the actual
mint ratio (that is, the ratio which allows for coinage charges)
of 15.583 to 1. Many feared that silver coins of the larger denomi-
nations would come back into circulation in increasing quantities
and would drive out of circulation the gold which had been supplied
in such large quantities since 1850 by California and Australia and
which had now become very popular.

(4) Then there was a natural pride on the part of some in favor
of using the dearer metal as a standard, and of ‘“not being out-
distanced by Germany and England in monetary progress.”

Regardless of the reasons, however, the important facts are that
bimetallism ceased in France and the other states of the Latin
Union at this time through the closing of the mints to the free
coinage of silver and that since January, 1874 true bimetallism has
nowhere existed in the world.
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AMERICAN BIMETALLISM

MOVEMENT FOR A NATIONAL COINAGE

Efforts looking toward the establishment of a national coinage
began long before the adoption of the American Constitution. As
carly as January 7, 1782, the Congress of the Confederation had
instructed Robert Morris, then Superintendent of Finance, ‘“‘to
prepare and report to Congress a table of rates, at which the differ-
ent species of foreign coins most likely to circulate within the
United States, shall be received at the Treasury thereof.”” Eight
days afterwards, Morris submitted to Congress a lengthy report
proposing a comprehensive coinage scheme for the Confederation,
and justifying his submission of a more ambitious report than that
called for in the resolution of Congress on the ground that ‘“as we
are now shaking off the inconveniences of a depreciating medium,
the present moment seems to be that, in which a general currency
can best be established. . . .”

CuRRENCY SysTEM RECOMMENDED BY ROBERT MORRIS

After considering the relative merits of a gold standard, a silver
standard and a bimetallic standard, Morris decided in favor of a
silver standard. He said:

“Gold is more valuable than silver, and so far must have the preference,
but it is from that very circumstance the more exposed to fraudulent
practices. Its value rendering it more portable is an advantage, but it
is an advantage which paper possesses in a much greater degree, and of
consequence the commercial nation of England has had recourse to paper
for the purposes of its trade; although the mass of circulating coin is
gold. It will always be in our power to carry a paper circulation to every
proper extent. There can be no doubt therefore, that our money stand-
ard ought to be affixed to silver.”

Inasmuch, however, as he found silver, like everything else, vari-
able in value, Morris favored a substantial coinage charge on the
coinage of silver bullion in order to protect the coins from exporta-
tion and from the melting pot. He advocated the decimal system
for the new coinage because of its simplicity, adding ‘“whenever
such things required labor, time and reflection, the greater number
who do not know, are made the dupes of the lesser number who
do.”

The coin coming nearest to a general standard he found to be the
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Spanish dollar, and he thought that the new money in order to be
perfectly intelligible to the whole people “must have some affinity
to the former currency.” He found that at the time Spanish dol-
lars, as a result of the various state ratings, passed

“in Georgia at five shillings, in North Carolina and New York, at eight
shillings, in Virginia and the four Eastern States, at six shillings, in all
the other States except South Carolina at seven shillings and sixpence,
and in South Carolina at thirty-two shillings and sixpence. The money
unit of a new coin to agree without a fraction with all these different
values of a dollar except the last, will be the fourteen hundred and fortieth
part of a dollar. . . .”

This would be equal to about 14 of a grain of fine silver. No coin
of this size would need to be coined, he said, because it was suffi-
cient that the value of the unit should be preeisely known. Morris
favored the immediate establishment of a mint, and the rating of
foreign coins at so many dollars per ounce.

Following Morris’s recommendation, Congress on February 21,
1782, approved the establishment of a mint, and directed Morris to
prepare and report to Congress a plan for conducting the same.
Morris expended about $2,000 for the establishment of ‘“The
Mint of North America,” which manufactured a few dies for copper
coinage, and struck a few copper coins.

CuRRENCY PLAN oF THOMAS JEFFERSON

Thomas Jefferson left some undated notes on “The establish-
ment of a money unit and of a coinage for the United States”
which were apparently written in 1782 or 1783. He favored making
the Spanish milled dollar the monetary unit, and dividing it into
tenths and hundredths according to the decimal system. The unit
suggested by Morris he opposed as being altogether too small,
requiring cumbersomely large figures to express the values of
ordinary commodities, and as being neither equal nor near to any
of the known coins in value. He favored the coinage of gold along
with that of silver at a ratio near the market ratio of the principal
countries.

“Perhaps,” he added, “we might with safety lean to a proportion some-
what above par for gold, considering our neighborhood and commerce
with the sources of the coins and the tendency which the high price of
gold in Spain has to draw thither all that of their mines, leaving silver
principally for our and other markets.”

”
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CurrENCY PLAN oF GRAND COMMITTEE OF CONGRESS

A Grand Committee on the Money Unit of the Continental
Congress made a report in 1785. This Committee opposed the
rccommendation of Robert Morris that the monctary unit be
1/1440 of a Spanish milled dollar, and favored making this dollar
itself the unit. Although favoring the coinage of gold at a ratio of
not more than 15 to 1, the Committee declared that

“sundry advantages would arise to us from a system by which silver
might become the prevailing money. This would operate as a bounty to
draw it from our neighbors by whom it is not sufficiently esteemed.
Silver is not exported so casily as gold and it is a more useful metal.”

The Committee favored the decimal system for the coins, and a
substantial brassage charge so as to protect the coins from being
unduly melted or exported.

On July 6, 1785, the Congress of the Confederation took under
consideration the Grand Committee’s report and voted unani-
mously “that the money unit of the United States of America be
one dollar,” “that the smallest coin be of copper, of which 200 shall
pass for one dollar,” and “that the several pieces shall increase in
a decimal ratio.”

CURRENCY PLANS OF THE BOARD OF TREASURY

Nine months later (April 8, 1786) the Board of Treasury, con-
sisting of Samuel Osgood and Walter Livingston, recommended to
the consideration of Congress three different coinage plans, the
differences consisting chiefly in the sizes of the coins and the coinage
ratio between silver and gold. All three of the plans recommended
the silver dollar as the monetary unit, the decimal notation, and
the coinage of gold along with silver. Congress passed a resolution
on August 8, 1786, in response to the recommendations of the Board
of Treasury, providing for the coinage of gold, silver and copper
coins, with the respective denominations arranged in decimal
ratios.

FirsT MINT ORDINANCE

On October 16, 1786, Congress passed an ordinance ‘for the
establishment of the Mint of the United States of America, and for
regulating the value and alloy of coin.” The mint ratio thus es-
tablished, when allowance is made for coinage charges, was about
15.22 to 1.
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Before any considerable progress was made in carrying out
these plans, the Government of the Confederation ceased to exist,
and the new National Government, under the Constitution, came
into being. The above developments were therefore the back-
ground for the coinage legislation of the national period.

THE NATIONAL PERIOD

With the ratification of the Constitution, the National Govern-
ment was given the power ‘“to coin money, regulate the value
thereof, and of foreign coin and fix the standard of weights and
measures” (Art. 1, sec. 8, par. §); and this power was made ex-
clusive by the provision (Art. 1, sec. 10) that ‘“‘no state shall . . .
coin money ; emit bills of credit; make anything but gold and silver
coin a tender in payment of debts.”

The records of the Constitutional Convention and of the de-
bates over the adoption of the Constitution show that there was
practically no controversy over the provisions of the Constitution
relating to coinage. They were everywhere taken for granted.

On April 15, 1790, the House of Representatives passed a resolu-
tion ordering ‘‘that it be an instruction to the Secretary of the
Treasury to prepare and report to this House a proper plan or plans
for the establishment of a national mint.”

HaMIiLTON’s REPORT ON THE MINT

Pursuant to this resolution, Hamilton submitted to the House on
April 28, 1791, his Report on the Mint—a report which shows a
remarkable understanding of the principles of monetary science.!

The Report gives a broad discussion of the question of a proper
coinage policy for the new nation. It then undertakes to answer the
following six questions, the first two of which are by far the most
important:

(1) “What ought to be the nature of the money unit of the United
States?”’

(2) “What the proportion between gold and silver, if coins of both
metals are to be established?”

(3) “What the proportion and composition of alloy in each kind?”

! The Report will be found in the Annals of Congress, 1st Congress, II, pp. 1582
et seq.; also in the Report of the International Monetary Conference of 1878, pp. 454—
484.
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(4) “Whether the expense of coinage shall be defrayed by the govern-
ment, or out of the material itself?”

(5) “What shall be the number, denominations, sizes, and devices of
the coins?”’

(6) “Whether foreign coins shall be permitted to be current or not;
if the former, at what rate, and for what period?”

Tae Money UNIT oF THE UNITED STATES IN 1791

Before answering the question of what ought to be the money
unit, Hamilton undertook to answer the question, what is the
money unit; on the theory that the new unit ought, if practicable,
to have a value very close to that of the existing one, so as to avoid
disturbances in prices and wages, and in the relations between
debtors and creditors. He concluded that, although the pound was
the unit in the money of account of all the states, the dollar was
best entitled to be considered as the unit in the coins. The argu-
ment in favor of the dollar, however, he found lost much of its
weight from the following considerations:

“That species of coin has never had any settled or standard value, ac-
cording to weight or fineness, but has been permitted to circulate by tale,
without regard to either, very much as a mere money of convenience,
while gold has had a fixed price by weight and with an eye to its fineness.
This greater stability of value of the gold coins, is an argument of force
for regarding the money unit as having been hitherto virtually attached
to gold, rather than to silver.

“Twenty-four grains and six-eighths of a grain of fine gold, have cor-
responded with the nominal value of the dollar in the several states,
without regard to the successive diminutions of its intrinsic worth.

“But, if the dollar should, notwithstanding, be supposed to have the
best title to being considered as the present unit in the coins, it would
remain to determine what kind of dollar ought to be understood; or, in
other words, what precise quantity of fine silver.”

After considering the fine silver contents of the Spanish dollars
of different coinages and concluding that the more ancient and
more valuable dollars were not then to be met with at all in cir-
culation and “that the mass of those generally current is composed
of the newest and most inferior kinds,” he found that the present
unit was somewhere between a dollar of about 368 grains of fine
silver and one of about 374 grains.

Approaching the problem from another angle, he found the
market ratio of gold to silver to be approximately 15 to 1, and
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multiplying the fine gold equivalent of the dollar, namely, 2434
grains by 15, he arrived at 37114 grains of silver for the dollar—
almost exactly the average of the fine silver weights of Spanish
dollars of the two more recent issues.

Approaching the problem, then, either from the standpoint of
assays of the silver dollars picked from the kinds then most widely
circulating at the time, or from the standpoint of the amount of
silver the dollar should contain in the light of the gold equivalent
of the dollar in circulation and the market ratio between the value
of gold and silver, he arrived at a fine silver content of 371 to 372
grains of fine silver.

HaMiLToN Favors BIMETALLISM

The next question considered by Hamilton was whether the new
coinage system should be silver monometallism, gold monometal-
lism or bimetallism. Up to that time, he said, the suggestions and
proceedings had had for their object the annexing of the future
money unit ‘“‘emphatically to the silver dollar.” Despite these
prevailing ideas, however, he declared himself as “upon the whole,
strongly inclined to the opinion, that a preference ought to be
given to neither of the metals for the money unit,” and that, “per-
haps, if either were to be preferred, it ought to be gold rather than
silver.” “Gold,” he said, “may, perhaps, in certain services, be
said to have greater stability than silver; as, being of superior
value, less liberties have been taken with it, in the regulations of
different countries.” The value of gold he thought was less likely
than that of silver to be influenced by circumstances of commercial
demand, and the revolutions which might take place in the com-
parative values of gold and silver in the future he thought would be
more likely to be due to changes in the value of silver than of gold.
However, these advantages of gold over silver he did not consider
sufficient to justify the use of gold alone as a standard metal and he
concluded that

“upon the whole,,it seems to be most advisable . . . not to attach the

unit exclusively to either of the metals; because this cannot be done

effectually, without destroying the office and character of one of them

as money, and reducing it to the situation of a mere merchandise. . . .

To annul the use of either of the metals, as money, is to abridge the

quantity of circulating medium; and is liable to all the objections which

arise from a comparison of the benefits of a full, with the evils of a scanty
circulation.”
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The usc of the two metals as standard money he thought would also
be of an advantage in the development of the country’s foreign
trade since ‘‘it is often, in the course of trade, as desirable to possess
the kind of money, as the kind of commodities best adapted to a
foreign market.”

THE RATIO QUESTION

Hamilton then took up a study of what should be the proper
mint ratio between gold and silver, recognizing that the mint ratio
should conform as nearly as possible to the market ratio in the
leading markets of the world, and that if a mint ratio materially
different from this market ratio should be established, the over-
valued metal would drive the undervalued metal out of circulation.
After a lengthy discussion of the ratio question, he concluded with
some hesitation that, all things considered, the best ratio to adopt
would be 15 to 1.

SuMMmARrRY oF HaMILTON’S RECOMMENDATIONS

On this basis he concluded ‘‘that the unit, in the coins of the
United States, ought to correspond with 24 grains and 34 of a
grain of pure gold, and with 371 grains and 14 of a grain of pure
silver, cach answering to a dollar in the money of account.”
Following the British practice, he favored making both gold and
silver coins 11{5 finc. Hc recommended the decimal system of
notation. Six denominations of coins were recommended to begin
with; namely, gold pieces of ten dollars and of one dollar, silver
pieces of one dollar and of ten cents and copper pieces of one cent
and of a half cent. He did not expect many dollar gold pieces to be
coined, saying that ‘‘the chief inducement to the establishment of
the small gold piece, is to have a sensible object in that metal, as
well as in silver, to express the unit.”” Hamilton recommended
weights for the copper coins such that the value of the coins
would ‘“‘about correspond with the value of the copper and the
expense of coinage.”” The question of whether the mint should
impose a charge for the coining of gold and silver brought to it he
discussed, with the conclusion that

“under an impression that a small difference between the value of the
coin and the mint price of bullion, is the least exceptionable expedient
for restraining the melting down, or exportation of the former, and not
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percelving that, if it be a very moderate one, it can be hurtful in other
respects—the Secretary is inclined to an experiment of one half per cent.
on each of the metals.”

As to foreign coins, Hamilton said the discontinuance of their
circulation was a necessary part of the system contemplated for
the new national coinage. He recommended, however, that the
foreign coins should be ““suffered to circulate, precisely upon their
present footing, for one year after the mint shall have commenced
its operations” and that thereafter their demonetization should
be gradually extended over a period of two years.

MIiINT Act OF 1792

On April 2, 1792, after a debate which was concerned chiefly
with the question whether a representation of President Washing-
ton should be stamped on the new gold coins or an emblem of
Liberty with the word Liberty, the Senate standing for the former
and the House for the latter, the House won, and the mint bill
became law.! In all important respects, save two, the mint act
followed the recommendations of Hamilton’s report. These two
were: (1) the denominations of the coins to be minted; and (2) the
fineness of the silver coins.

As to the former, the act provided for all the denominations
recommended by Hamilton except the gold dollar, but added
gold pieces of $5 and $2.50 and silver pieces of 50¢, 25¢ and 5¢,
thereby departing from the almost strictly decimal system of
denominations recommended by Hamilton. The coins were there-
fore to be of the following metals and denominations:

Gold: $10, $5 and $2.50, dubbed, respectively, by the law “eagles,”
“half eagles” and “quarter eagles.”

1 During the debate in Congress over the emblems to be used on the silver dollars,
an amusing incident occurred, which is described as follows by Evans in his History
of the United States Mint at Philadelphia, p. 15:

‘“ A member of the House from the South bitterly opposed the choice of the eagle,
on the ground of its being the ‘king of birds,” and hence neither proper nor suitable
to represent a nation whose institutions and interests were wholly inimical to
monarchical forms of government. Judge Thatcher playfully, in reply, suggested
that perhaps a goose might suit the gentleman, as it was a rather humble and
republican bird, and would also be serviceable in other respects, as the goslings
would answer to place upon the dimes. This answer created considerable merriment,
and the irate Southerner, conceiving the humorous rejoinder as an insult, sent
a challenge to the Judge, who promptly declined it. The bearer, rather aston-
ished, asked, ‘ Will you be branded as a coward?’ ‘Certainly, if he pleases,’ replied
il‘hatcher; ‘T always was one and he knew it, or he would never have risked a chal-

en ze.! ”
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Silver: $1, 50¢, 25¢, 10¢ and 5¢, dubbed, respectively, “dollars or
units,” “half dollars,” “quarter dollars,” “dismes” and “half
dismes.”

Copper: “cents” and “half cents.”

Both gold and silver coins were all to be made 1145 fine (equiva-
lent to a decimal fineness of .91667) according to Hamilton’s recom-
mendation. Congress, however, for all the silver coins substituted
a fineness of .89240. The object of this departure from Hamilton’s
recommendation was to make the amount of alloy in the silver
dollar such, that when added to the 37114 grains of pure silver in
the dollar it would give the coin a gross weight of 416 grains—the
estimated approximate weight of the Spanish milled dollar then in
circulation.

A ratio of 15 to 1 was adopted, the fine silver content of a
silver dollar, 37114 grains, being made exactly 15 times the fine
gold content of a dollar gold, 2434 grains.

No coinage charge was to be imposed if the person bringing the
bullion to the mint would wait for his coin until the bullion could
be minted; but, if he took his coin at once, a charge of 15 of 1 per
cent was to be imposed.

Silver coins of all denominations were to be made of the same
fineness and of weights proportionate to their respective values.

All gold and silver coins were made unlimited legal tender.

The copper coins authorized by the mint act and the subsequent
act of May 8, 1792, carried practically their full value in their
copper content.

Debasement of coins or embezzlement of metal by officers or
employees of the mint was declared to be a felony and was punish-
able by death.

The disposition of the foreign coins in circulation was not cov-
ered by the mint act but was left for later legislation.

How did the system of bimetallism established by this act work?

AMERICAN BIMETALLISM IN PRACTICE

The United States was legally upon a bimetallic standard from
the Mint Act of 1792 to the Coinage Act of 1873, although within
that time, for two periods, viz., 1814-1817 and 1862-1878, most
of the country was actually on a fiduciary paper money standard.

America’s experience with actual bimetallism may be conven-
iently divided into two periods: (1) the period of the 15 to 1 ratio
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from the Mint Act of 1792 to the Coinage Act of June 28, 1834;
and (2) the period of ratios of approximately 16 to 1 from the Act
of 1834 to the suspension of specic payments December 30, 1861.
During the first of these periods the mint ratio overvalued silver
ax}d during the second it overvalued gold.

Tue Periop oF OVERVALUED SILVER

On July 31, 1792, the cornerstone was laid of a building in
Philadelphia to be used as a mint—the first building to be erected
by the new National Government for public purposes. The work
of coinage began in October, 1792, with the minting of a small
amount of silver. Copper coins were first minted in 1792 and gold
coins in 1795.

At first the affairs of the mint were assigned to the Department
of State of which Jefferson was Secretary, but in 1795, in response
to a letter to Washington written by Hamilton the day he re-
signed from the Cabinet, they were transferred to the Treasury
Department, under which they have been ever since.

Tue Director oF THE MINT FaiLs To ForLow LEcAL RaTio

In considering the operation of the coinage system established
under the Mint Act of 1792, the first fact to note is that the legal
ratio of 15 to 1 established by the act was not followed during the
first three years of our national coinage system.* The first Direc-
tor of the Mint, David Rittenhouse, objected to the decimal fine-
ness of .8924 established by the law for silver coins, on the grounds
that it was a clumsy fraction to operate with in the work of coin-
age, and that it gave such a large percentage of alloy as to make
the silver coins “too black.” Relying on the belief that Congress
would promptly follow his recommendation and change the fine-
ness to .900 for all silver coins, he proceeded to mint all silver
coins on a basis of .900 fine. This would have done little damage
had he made the change by reducing the amount of the alloy,
leaving the fine silver content at 37114 grains, but in order to
realize the fineress of .900 he raised the fine silver content of a
dollar of silver money to 37434 grains—an increase of nearly

1 The use of a mint ratio different from that provided by law was said many
years later to have been sanctioned by hoth Secretary of State Jefferson and the
Secretary of the Treasury. See, letter of Representative Campbell P. White to the

Director of the Mint, Dr. Samuel Moore, under date of April 25, 1832. Report of
Committee, 23d Congress, 1st Sess., Vol. II, No. 278, pp. 74-75.
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1 per cent. This made the actual ratio approximately 15.14 to 1,
instead of the legal ratio of 15 to 1. Congress did not make the
change in ratio Rittenhouse expected, and accordingly until this
illegal practice was stopped in November, 1795, persons bringing
silver to the mint received approximately 1 per cent less dollars
for their silver than they were entitled to receive under the law.!

ForeiGN CoINS

It has been noted that the Mint Act of 1792 made no reference
to foreign coins. The proper treatment of these coins presented
to the new Government a difficult problem, which led to con-
siderable legislation over a period of many years, and was not
finally solved until 1857. Into the details of this history we can-
not go, although occasional references to it will be made later,
and here a few of the high spots will be noted.

An Act of February 9, 1793, declared that “‘from and after the
first day of July next, foreign gold and silver coins shall pass cur-
rent as money . . . and be a legal tender for the payment of all
debts and demands” at certain rates in United States money
specified for designated foreign coins; gold coins to be taken ac-
cording to their weights and silver coins at specified values pro-
vided the coins did not fall below the minimum weights men-
tioned in the law. The Act further provided that at the expiration
of three years after the time when the coinage of gold and silver
“shall commence at the mint of the United States, (which time
shall be announced by the proclamation of the President of the
United States,) all foreign gold coins, and all foreign silver coins,
except Spanish milled dollars and parts of such dollars, shall
ceasc to be a legal tender . . . ”

President Adams, on July 22, 1797, issued a proclamation pur-
suant to the above law removing the legal-tender quality from all
foreign gold coins after July 31, 1797, and from all foreign silver
coins, except Spanish milled dollars and parts of such dollars,
after October 15, 1797.2 In consequence of the inconveniences

1 For an account of the use of this illegal ratio, see Carothers, Fractional Money,
pp. 69-71.

2 About four months after the issuance of this proclamation, a treasury circular
was sent to collectors of customs and supervisors of the revenue, referring to the
proclamation and saying that since the Bank of the United States had consented to
receive foreign silver coins at the rates at which they had previously been legal
tender, they would be received as before by the government in payment of taxes
and other government dues. Finance Report, I, p. 503.
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resulting from the withdrawal of the legal-tender quality from
this foreign money, Congress reinstated foreign coins as legal-
tender money for a period of about thrce years by an Act of
February 1, 1798. The legal-tender quality of these coins expired
by limitation in 1802, but was again restored by Congress in 1806
for another period of three years. In December, 1810, a committee
of the House of Representatives recommended that the legal
circulation of these forcign coins should be restored because there
was not sufficient coin in circulation without them.! This recom-
mendation, however, was not followed, and foreign coins, except
Spanish dollars and their fractions, ceased to be legal tender in
the United States in 1809. This, however, did not prevent them
from continuing to circulate in substantial quantities.

Unitep StaTEs GoLp Coins, 1792-1834

" There has been considerable dispute as to whether the ratio
of 15 to 1 recommended by Hamilton and followed by the mint
act was at the time in conformity with the market ratio in the
leading markets of the world or not, and it was later claimed by
Thomas Benton and others that Hamilton deliberately under-
valued gold with the idea that it would thereby be driven out of
circulation and thus would create a vacuum in the circulation
into which the bank notes of the first United States Bank might
readily flow. There is very little evidence, however, in support of
this claim, and the verdict of history seems to be that Hamilton
conscientiously tried to recommend a mint ratio that was in con-
formity with the market ratio at the time. He apparently suec-
ceeded, but the market ratio soon changed and for many years
thercafter ruled substantially higher than 15 to 1.2 This con-
clusion will be borne out by a refercnce to the chart opposite
page 336 which shows the average annual ratios for this period
in the Hamburg market, then the dominant silver market of the
world.

For not a single year of the period 1792 to 1834 did the average
market ratio fall below 15 to 1, and for only three years of the
entire period did it fall below 15.17 to 1. The average ratio for
the entire forty-three years was 15.61 to 1. From the establish-

1 Finance Report, 11, pp. 456—457.

2 See annual ratio figures computed by Adolf Soetbeer and given in his Edel-
metall-Produktion nn 120-121
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ment of the mint to 1834, therefore, the American mint ratio
overvalued silver and undervalued gold,! thereby encouraging
the flow of silver to the mint and discouraging the flow of gold
and also encouraging the melting down of any new gold coins

CoOINAGE OF GOLD AND SILVER AT THE UNITED STATES MINT
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that were minted. Furthermore, as we have seen,? France, under
her monetary law of 1803, opened her mints to the coinage of gold
and silver at an effective ratio of 15.69 to 1, so that France, with
probably the largest coin circulation at the time of any country
in the world, was attracting gold from this country for coinage

! For one year, 1793, when the market ratio averaged 15.00 to 1, the mint ratio

overvalued gold and undervalued silver.
2 Supra, pp. 319 and 320.
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purposes. Flying in the face of the bullion market, and of the
mint ratio of France, we could not have reasonably expected to
get much gold at our mint, nor to keep in circulation much of
what we coined. 'When one considers the extent to which we un-
dervalued gold at our mint during this period, it is surprising that
we got so much gold as we did.

The chart on the preceding page shows the coinage of gold and
silver by years from 1793 to 1833.! During that entire period
we coined only $11.8 million of gold coins; while France coined
$200 million, or over 17 times as much.

GoLp DisaPPEARS FROM ACTIVE CIRCULATION

There has been some dispute as to when gold coins began to
leave the United States in substantial quantities. Laughlin 2
supports by some evidence his claim that ‘“‘gold began to disap-
pear as early as 1810, if not before, and that little of it was in
circulation by 1818.”” The evidence, however, seems to be stronger
for the claim that gold did not leave the country in any consider-
able quantities until about the time of the great increase in the
foreign demand for gold accompanying England’s return to specie

payments.?
A report of the House Committee on the Currency made Febru-
ary 2, 1821, declared that:

“It is ascertained, in one of our principal commercial cities, quite in
the vicinity of the mint, that the gold coin, in an office of discount and
deposit of the Bank of the United States, there located, in November
1819, amounted to $165,000, and the silver coin to $118,000. That since
that time, the silver coin has increased to $700,000, while the gold coin
has diminished to the sum of $1,200, $100 only of which is American.
And it is then stated, that the vaults of the state banks, in the same city,
having a capital, in the aggregate, as is believed, of nearly $8,000,000.
exhibits a similar result. It is scarcely to be doubted, that on examina-
tion in the other commerecial cities similar additional proof would be
furnished.”

Samuel Moore, .Director of the Mint, wrote to the Secretary of
the Treasury, S. D. Ingham, September 30, 1829: “I find no trace

1 The coinage figures on which the chart is based are given in the United States
Treasury Department Circular No. 52 of July 1, 1912, pp. 52 and 53.

2 Laughlin, J. Laurence, History of Bimetallism in the United States, pp. 28-30.

3 Of course, there was little specie, either gold or silver, in active circulation dur-
ing the period of the suspension of specie payments from the summer of 1814 to the
spring of 1817—in fact, until some months later—for specie payments were far
from being completely resumed in the spring of 1817. .
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of a premium on gold, in this city, Philadelphia, before 1821, for
the purpose of export and remittance, in preference to bills of
exchange.” John White, Cashier of the Baltimore Branch of
the United States Bank, wrote Secretary Ingham, Novem-
ber 16, 1829:

“ . . . The disappearance of our gold coin is altogether attributable to
the reformation in the currency of England, which created an un-
precedented demand, probably not less in amount than twenty millions
of pounds sterling, and the great change thus unavoidably produced in
the denomination of our specie basis, (gold having been so abundant pre-
viously, that I was enabled to transmit to the Parent Bank, from this
office, between November, 1819, and June, 1820, upwards of $240,000,)
has excited public attention . . .”

In its Report of February 22, 1831, on coins the C. P. White Com-
mittee of the House of Representatives said: “It does not appear
that there was any export of gold from the United States, of
consequence, from 1792 till 1821 . . .”

Regardless of the cxact time when the gold went out, there was
apparently little gold in circulation between 1821 and 1833. Dur-
ing those years the market ratio between gold and silver ruled
high, and the low mint ratio of 15 to 1 in the United States was
especially unfavorable to gold.

The coinage of cagles was discontinued in 1804 and from that
time until 1833 the great bulk of the gold coins minted were half
eagles.

SiLver Coins

A reference to the chart on page 337 will show that during
the period 1793-1833 the coinage of silver was much larger than
that of gold, although the preponderance of silver coinage was
not pronounced until after 1820. From 1793 to 1820, inclusive,
the total coinage of silver was in round numbers $11.0 million as
compared with $7.4 million for gold; but for the entire period
1793-1833, inclusive, the silver coinage was, in round numbers,
$36.3 millions, while the gold coinage was only $11.8 millions.

COINAGE OF SILVER DOLLARS DISCONTINUED

The life of the new American silver dollars during this first
period of our national coinage history was brief. Although these
dollars contained less silver than unworn Spanish milled dollars
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of the more recent dates, they contained more silver than the
clipped, bored and sweated pieces usually found in circulation.
The new dollars were quickly picked up by dealers who sent
them through trade channels to the West Indies, where, on ac-
count of their brightness, they made a strong appeal to the native
population, and were readily exchanged for the heavier Spanish
dollars which were in circulation there. These Spanish dollars were
then brought to the United States and put in circulation after
some of the silver had been abstracted from them by clipping,
sweating or boring.

The transaction was a profitable one to the coin and bullion
dealers, but rendered the coining of new dollars by the mint of no
advantage to the country. To meet the situation President Madi-
son wrote the Director of the Mint, November 1, 1806:

“ ... In consequence of a representation from the director of the
Bank of the United States, that considerable purchases have been made
of dollars coined at the mint for the purpose of exporting them, and as
it is probable further purchases and exportations will be made, the Presi-
dent directs that all silver to be coined at the mint shall be of small
denominations, so that the value of the largest pieces shall not exceed
half a dollar.”

The coinage of silver dollars was accordingly discontinued, and
was not resumed until 1836. From the opening of the mint to
1805, when the last silver dollars were coined, their total coinage
was only $1,435,517.

IMPORTANCE OF THE HALF DoLLAR

The most striking fact of the coinage of 1793 to 1833—a fact
overlooked by most writers on American monetary history—
was the great preponderance of half dollars. How pronounced this
was will be seen when it is noted that of a total silver coinage for
this period amounting in round numbers to $36.3 millions, $33.0
millions or 90.9 per cent consisted of half dollars. Silver dollars
comprised 4.0 per cent of the total and fractional silver of the
denominations below 50 cents (i.e., 25¢, 10¢ and 5¢) amounted to
$1.9 million, or 5.1 per cent (see chart on page 337).1

1 Annual coinage figures by denominations are given in U. 8. Treasury Depart-
ment Circular No. 52 of July 1, 1912, “Information Respecting United States
Bonds, Paper Currency, Coin, Production of Precious Metals, etc.,” pp. 52
and 53. .



FRENCH AND AMERICAN BIMETALLISM 341

Chief among the reasons for the relatively large coinage of
half dollars were the following: *

(1) After the disappearance from circulation of the American
silver dollar, the half dollar was the only American coin between
the 25-cent piece and the gold quarter eagle. It was therefore
called upon to fill a very large gap—one that grew larger as the
gold coins were driven out of circulation. With the disappearance
of gold, moreover, the half dollar became the most convenient
coin for purposes of bank reserves.

(2) Dollar for dollar the 50-cent piece was cheaper to coin than
the smaller silver coins. The time and expense required for coin-
ing a dime or half dime were almost as great as were required for
coining a 50-cent piece. From the beginning of its history the
mint had been under criticism because of its expensiveness and
repeated efforts had been made to have it closed. Naturally,
therefore, the mint authorities in coining the bullion brought to
them showed preference for the half dollar—the denomination
that could be coined most cheaply.

(3) Persons bringing bullion to the mint for coinage were re-
quired either to pay a brassage charge of onc-half of 1 per cent,
or wait for their money until the bullion could be coined. The
delay was longer when the bullion was coined into the smaller
denominations.

Although the coinage of silver half dollars was substantial, it
must not be thought that these coins played a very important
role in hand to hand circulation. Apparently the bulk of those
remaining in the country were held in bank reserves. Some of them,
moreover, were exported to India, China and the West Indies.
Their exportation, however, was not as profitable as that of the
silver dollar, for twice as many coins had to be collected for the
same money value, and the half dollars were, on the whole, more
abraded than the dollars. None the less, just as the new over-
valued silver coins tended to drive out of circulation the under-
valued gold coins, so likewise did the worn and clipped foreign
silver coins tend to drive out the new American silver coins, while
the excessive issues of bank notes, many of them running down to
fractional denominations, were continually exerting an influence,
under Gresham’s Law, toward driving out of circulation all coins
having a large bullion content in proportion to their money value.

1 Cf., Carothers, op. cit., pp. 76-78.
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DisaPPEARANCE OF UNITED STATEs SILVER COINS FROM
CIRCULATION

As carly as 1799 the Director of the Mint reported that the
practice of melting down the coin of the United States by work-
men in gold and silver was becoming ‘‘too common to the manifest
loss of the United States.” ! From a valuable report on ““The
State of the Current Coins” submitted to the Scnate by Senator
Sanford from a Select Committee, January 11, 1830,% the follow-
ing estimates are taken:

The coins of all kinds in the United States amounted to about
$23 million in 1830. Of this amount about $14 million consisted
of American coins—practically all silver >—about $5 million con-
sisted of Spanish dollars and their parts; and about $4 million
of various other foreign coins. In the opinion of the Committee,*
more than one-third of our American coined silver, amounting to
not less than $11 million, had departed from circulation. Almost
all the early silver coins of our mint, the Committec held, had dis-
appeared, making the greater portion of the American silver coins
then current those that had been coined within the previous ten
years.

ForeiGN SiLvER CoOINS

The Spanish coins in circulation were said to have averaged
about 7 per cent below their legal weights, and about 6 per cent
below the weights of corresponding American coins. The great
bulk of the Spanish coins, however, were of denominations be-
low a half dollar, and these were the coins that had been most
mutilated and abraded. For the various denominations of
Spanish coins the estimated average diminutions of weights were
as follows:

1 Finance Report, 1, p. 616.

2 Senate Doc., 21st Congress, 1st Sess., No. 19.

3 The C. P. White Select Committee’s Report to the House, of February 22, 1831,
estimated the total national silver coins then in circulation as not likely to exceed
seven to eight million dollars. House Report No. 278, 23d Congress, 1st Sess.,
Vol. I, p. 67.

4 The Director of the Mint in a letter sent to the White Committee of the House,
and cited in its Report of Feb. 22, 1831, said: * The specie of the United States
Bank is now nearly eleven millions, and of this amount they have less than two
millions in our coin—a sum which does not exceed the amount delivered that bank
from the mint within the present year.” Ibid., p. 72. .
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Dollar about 1%
Half dollar “ 3%
Quarter dollar “ 6%
Eighth dollar “ 11%
Sixteenth dollar “19%1?

Light-weight foreign coins, however, had the same purchasing
power in current trade as heavy American coins (or as heavy for-
eign coins). On this subject the C. P. White Committee of the
House in its Report of June 30, 1832, said: *

“The small change in use was long exclusively, and is yet partially,
Spanish coins, greatly debased by wear; yet, until recently that the
banks have made some objections to reccive large amounts of quarter
dollars by tale, these small coins have circulated without the slightest
inconvenience or disadvantage, though the coins of 25 cents are believed
to be defective about 4 per cent.; 1214 cent pieces from 10 to 12 per
cent.; and those of 614 cents from 15 to 20 per cent.; and it may be
noticed, as a striking illustration of the effect of a limited supply, that
these small defective coins are as readily received and disbursed by re-
tailers as our own recent issues of perfect coin, of twenty-five, ten and
five cents each.”

Hence, under the influence of Gresham’s Law, there was a
tendency for a progressive deterioration of the currency, the
poorer coins always tending to drive out the better ones. The
better coins were worth more as bullion, or as money abroad
than as money in the United States, and they simply moved to
the best market.

In the early thirtics of the last century, therefore, our supply of
coins in the United States was very meager, and their condition
was far from satisfactory. There were few gold coins in circula-
tion, and no silver dollars. A large proportion of the fractional
silver coins consisted of clipped and worn foreign coins of small
denominations. The half dollar was the principal American coin.

AGITATION FOR MONOMETALLISM

About 1830 there were many influential people in the country
who believed that bimetallism was fundamentally unsound, and
that the United States should adopt a single standard. A good
example of this position is found in the letters and reports of
S. D. Ingham, who was Secretary of the Treasury from the spring

1 Sanford Commiltee Report, Senate Document, 21st Congress, 1st Sess., No. 19,
p. 9.
2 Report Committee, 23d Congress, 18t Sess., II, No. 278, p. 16.
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of 1829 to the summer of 1831. Ingham was one of the most active
defenders of monometallism in American public life at that time.
In a report to the Senate, dated May 4, 1830, he said: *

“The proposition that there can be but one standard in fact is self-
evident. The option of Governments charged with this duty is therefore
between having property measured sometimes by gold and sometimes
by silver, and selecting that metal which is best adapted to the purpose
for the only standard. . . . All agree that measures of weight and
capacity should be based on a unit, determinable by some fixed law of
nature; and none will pretend that this measure could be perfected by
referring to two or more variable laws, having no connection or equaliz-
ing principle to correct their aberrations.? Yet such is the theory of
two standard measures of property. It may, indeed, be alleged that the
supply and demand, or value of either gold or silver, is not governed by
an invariable law; but this will not prove that the value of both is
less variable than that of either, and still less that the variations of the
one will counteract those of the other.”

And again he said: 3

“The values of gold and silver, compared with each other . . . are
liable to fluctuations, resulting from the operations of human enter-
prise, the political convulsions of nations, and from the laws of nature,
which can neither be anticipated, controlled, nor averted. And even if
all other causes which affect the supply and demand of the precious
metals were uniform, every new mint regulation, changing the legal
relative values with a view to conforming them more nearly to the true
values, must produce a change in the true value of the metals, by creat-
ing an increased demand for that which is raised, the extent or effect
of which cannot be calculated; and hence a new fluctuation is caused by
the measure designed to correct an existing error. . . . A simple and
certain remedy is within the reach of all. This remedy is to be found in
the establishment of one standard measure of property only.”

GoLp MONOMETALLISM VS. SILVER MONOMETALLISM

Although there were many advocates of the single standard at
that time, there was a difference of opinion as to which of the two
precious metals should be adopted as the standard. Secrctary Ing-
ham himself favored the silver standard. The standard measure
of property he thought should be made of “a metal sufficiently
abundant to enter into general circulation, determining values in

1 See International Monetary Conference Report of 1878, p. 578.

2 The claim that there is such an equalizing principle is the basis of the present-

day theory of bimetallism. Supra, pp. 84-91.
3 Itnd., p. 577.
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small as well as large transactions.” ! In a country like the United
States where the great bulk of the transactions of any size were
performed by means of paper money, he thought the absence of
gold coin from circulation would not be a serious inconvenience.
He pointed out that we had had long experience with a currency
without gold, but very little with a currency without silver. The
inconvenience of the former, he held, had been slight, but the in-
convenience of the latter he thought would be serious. If any
event should drain off our silver coins, their place, he said, would
be “supplied, not by gold, but by small bank notes and paper
tokens, which are the most obnoxious of all the various materials
for currency.”* The Director of the Mint, Samuel Moore, also
favored silver monometallism.3

At this time Jackson was having his fight with the United
States Bank and there was a tendency for the pro-bank people to
advocate either the silver standard or a low bimetallic ratio favor-
able to silver, because either of these plans would be favorable to
a large circulation of bank notes. It was with gold rather than
with silver that bank notes competed to be the money of hand to
hand circulation. For the opposite reason, anti-bank people were
inclined to favor either the gold standard or a high bimetallic
ratio favorable to gold.

Advocates of the gold standard claimed that gold was prefer-
able to silver as the standard money metal, because it was more
stable in value—a contention that silver standard advocates
denied. They held that, under a gold standard, silver could be
kept in circulation in sufficient quantitics to meet all needs, by
the cxpedient of limiting the coinage of silver and making it
fiduciary money, with limited legal tender. They pointed to the
success of the gold standard in England, with its fiduciary silver
coinage, and to the desirability of our having a standard con-
forming to that of the country with which we had our largest
trade relations. The gold standard was believed to be preferable
to the silver standard also hecause a given amount of money was
cheaper to coin in the form of gold coins than of silver coins; the
cxpense, for example, of coining one gold eagle being much less
than that of coining ten silver dollars.

1 Cf., International Monetary Conjerence Report of 1878, p. 578,
2 Ibid., p. 576.
3 See White Report, No. 278, p. 78.
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The hands of gold monometallists were strengthened by the
fact that at about that time some gold discoveries were made in
Georgia and North Carolina which fired the imagination of many
people and created special and local interests favorable to legisla-
tion that would give preference to gold.

ARGUMENTS FOR CONTINUING BIMETALLISM

Nonetheless, the majority of thinking people apparently still
favored bimetallism, which they saw succeeding in France, and
which they did not think had been given a fair trial in the United
States. One of the strongest advocates of the continuance of bi-
metallism was Albert Gallatin who had been Secretary of the
Treasury from 1801 to 1813. In a letter to Secrctary Ingham,
dated Deccmber 31, 1829, Gallatin strongly declared himself in
favor of the contin 11nce of bimetallism.! He supported his posi-
tion by pointing to what he claimed to be the success of bimetallism
in France, where he had been United States Minister from 1816 to
1823. The inconveniences arising from the simultancous use of
gold and silver as standard metals consisted wholly, he said, in the
fact that when the market ratio varied from the mint ratio the
debtor would pay in the cheaper metal. This disadvantage was not
a serious one, he held, because in all those instances when the
cheaper metal remained the more stable in value, a single standard
based upon the metal that was dearcr would be more unjust. But
the stronger answer he found 2 in the fact that the fluctuations in
the relative values of gold and silver were usually very slight, “less
in amount than the fluctuations, cither in the value of the precious
metals, as compared with that of all other commodities, or in the
relative value of bullion to coin, and even than the differences be-
tween coins . . .7 So small were these fluctuations in the relative
va'ues of the two kinds of coin, that, as regards relations between
debtor and creditor, he thought they might be ignored.

THe NEw MINT RaTio AND THE OVERVALUATION OF GOLD

The new coinage system had not been in operation many years
before it was realized that the 15 to 1 ratio was out of harmony
with the market ratio and with the mint ratio of France. Agitation
in favor of raising our mint ratio to approximately the mint ratio

1 I'mternational Monetary Conference Report of 1878, p. 595.
2 Ibud., p. 595. ’
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of France became increasingly strong after about 1820. A Select
Committee of the House of Representatives on the subject of the
relative values of gold and silver coins of the United States,
made a report to the House on February 2, 1821, favoring an
increase of our mint ratio to about 15.6 to 1. The Committee
said that:!

“ . . on inquiry, they find that gold coins, both foreign and of the
United States, have, in a great measure, disappeared; and, from the
best calculation that can be made, there is reason to apprehend they will
be wholly banished from circulation. . . . There remains no longer any
doubt that the gold coins of the United States are, by our laws, rated at
a value lower than in almost any other country in comparison with that
of silver.”

Secretary of the Treasury Ingham made a long report to the
Senate, May 4, 1830, on the question of the desirability of changing
the ratio.? He said that, if bimetallism were to be continued and an
effort made to restore gold to the circulation, probably the best
ratio to adopt would be 15.625 to 1. Albert Gallatin a few months
before had maintained that the French ratio of approximately
15.69 to 1 was apparently very close to the true market ratio be-
cause the French mint had been «bundantly supplied with gold and
silver for the last twenty-five years.®? He favored a ratio for the
United States of about 15.6069 to 1.4+ The C. P. White Committee
of the House in one of its reports (that of February 22, 1831), al-
though it preferred a single silver standard and desired gold coins
if placed in circulation at all to be treated as subsidiary money
“restricted to small payments,” favored the ratio of 15.625 to 1.
Again in its report of June 30, 1832, the Committee endorsed this
ratio. The Director of the Mint, Samuel Moore, favored the single
silver standard, but said that, if both gold and silver were to be
coined, the ratio of 15.62 to 1 recommended by the Committee did
not appear likely to produce any disturbance in the currency.® In
1832 the White Committee introduced a bill for coinage reform pro-
viding for the ratio of 15.625 to 1; and two years later, after much
deliberation, introduced a new bill February 19, 1834, also providing
a ratio of 15.625 to 1; although imposing coinage charges that would

1 Finance Report, I11, pp. 660-661.

2 International Monetary Conference Report of 1878, pp. 5568-672.

s Ibid., p. 591.

4 Ibid., p. 594.
5 C. P. White Report, No. 278, p. 78.
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have made the effective ratio about 15.7 to 1. At a later date,
Thomas H. Benton who became a leader in Congress on monetary
questions said that the ratio of 15.62 to 1 in 1834 was the “‘ratio of
nearly all who were best calculated, from their pursuits, to under-
stand the subject.” !

CoINAGE Acts oF 1834 aAnp 1837

Despite all the reasons favorable to a ratio conforming closely
to the French ratio and the market ratio and despite the White
Committee’s having favored such a ratio (if bimetallism were to
be continued) in at least three congressional reports and in an even
larger number of bills which it had reported favorably to Congress,
the ratio in the final bill was suddenly changed without explanation
from 15.625 to 1 to 16.002 to 1, and the bill was hurriedly forced
through Congress, becoming law Junc 28, 1834.

The motives for this sudden change in the ratio have never
been satisfactorily explained. The two motives most commonly
given, however, are: (1) that it was designed to help the gold
industry then developing in the Southern slopes of the Alle-
ghenies,? and (2) that it would help drive out of circulation the
notes of the Second United States Bank—an institution which
at that time was recciving sledge-hammer blows from President
Jackson.

The Act of 1834 left all the silver coins unchanged as to weight
and fineness. It reduced the gross weight of a dollar of gold coin
(whether in the form of cagles, half eagles or quarter eagles) from
27 grains to 25.8 grains, and the pure gold content from 24.75
grains to 23.2 grains. The new gold coins therefore were given
gold contents of about 6.7 per cent less than the corresponding
coins under the old law. The new gold coins had a deeimal fineness
of .8992—an odd decimal fineness involving a repeating fraction—
that proved unsatisfactory for the mint to work with, and which
was accordingly raised to .900 by an Act of January 18, 1837, that
raised the gold content of a dollar of gold coin from 23.2 grains to
23.22 grains—the content of all our gold coins down to 1933 when
the coinage of gold was discontinued. The Coinage Act of 1834
also decreased the amount of alloy in the silver coins, reducing the
gross weight of a dollar of silver coins from 416 grains to 41214

1 International Monetary Conference Report of 1878, p. 685.
2 Cf., Housc Ezxecutive Doc., 33d Congress, 2d Sess., Vol. 11, No. 3, p. 279.
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grains, but leaving the fine silver content unchanged at 37114
grains to the dollar. Since the Act of 1837 all of our gold and silver
coins (except the 3-cent silver piece for a brief period) have been
.900 fine. The change in the gold coins made by the Act of 1837 re-
duced the value ratio of gold and silver at the mint from 16.002
to 1, established by the Act of 1834, to 15.9884 to 1.

The Act of 1834 made the old gold coins receivable in all pay-
ments at the rate of 94.8 cents per penny-weight, which was their
bullion value in terms of the new gold coin.

A reduction of 6.7 per cent in the weight of the pure gold in
United States gold coins at most later periods in our history would
have been a serious debasement of our currency. Such was not the
case, however, in 1834, because practically no United States gold
coins had circulated for over a decade, during which time United
States gold coins had borne a premium. Persons contracting debts
during that period contemplated their payment in United States
silver coins, or Spanish silver coins or their equivalents in bank
notes, and the Act of 1834 did not. affect the silver content of these
coins. Nonctheless, as we shall see later, there was a slight debase-
ment, because the new gold coins proved to be worth slightly less,
dollar for dollar, than the American silver coins then in circulation
and therefore they slowly drove the latter out of circulation,
thereby making the gold dollar the actual monetary unit in place
of the dollar of fractional silver coins.

The Act of 1837 discontinued all coinage charges. To enable the
mint more promptly to pay persons bringing bullion to it for coin-
age, the Act (See. 31) declared that:

“ ... It shall be the duty of the Secretary of the Treasury to keep in
the said Mint, when the state of the Treasury will admit thereof, a de-
posit of such amount of public money, or of bullion procured for the
purpose, as he shall judge convenient and necessary, not exceeding one
million of dollars, out of which those who bring bullion to the Mint may
be paid the value thereof, as soon as practicable, after this value has
been ascertained . . .”

In paying for bullion the Director of the Mint was required to give
priority according to priority of deposit only, and in the denomina-
tions of coin delivered, the Treasurer was required to “comply
with the wishes of the depositor, unless where impracticable or
inconvenient to do so”’; in which case the denominations of coins
were to be designated by the Director. These provisions were
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intended to eliminate evils that had previously grown up in con-
nection with the administration of the mint.!

How Dip THE NEW RaTio Work?

The accompanying chart shows the average annual commercial
value ratio of silver to gold from 1790 to 1934.2 In not a single year
from the Coinage Act
of 1833 to the discon-
tinuance of legal bimet-

CoMMERCIAL VALUE RATIO OF SILVER TO GOLD
ANNUAL AVERAGE, 1790-1934

8 allism by the Act of
ot 1873 did this ratio reach
the new mint ratio.
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BSE53558858285 883 the Act of 1834 to the

Act of 1873 was the
minimum market price of silver in London below 581%{¢ pence
per ounce of British standard silver—the price corresponding to
our mint ratio of approximately 16 to 1. The minimum price of
silver during the whole period gave a ratio of less than 1 per cent
above our mint ratio.

France had changed her coinage charges three times during this
period, making her actual mint ratios as follows: 3

1834-1835 15.69 tol
1835-1850 15.626 to 1
18501854 15.586 to 1
18541874 15.683 to 1

1 Supra, p. 341.

2 The Annual Reports of the Director of the Mint of the United States give for
each year since 1790 the average commercial ratio of silver to gold.

3 The changes were all made after the beginning of the year so that in each
transitional year each rate was employed part of the time. -
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Our American mint ratio was therefore during the whole period
(except a few days) not only above the London market ratio, but
it was also continually far above the mint ratio of France—the
country then using the largest amount of gold and silver money of
any country in the world.

With such an overvaluation of gold at our mints and under-
valuation of silver, it was inevitable that gold coinage should heav-
ily predominate over silver coinage, and that gold should tend
strongly to drive silver out of circulation—particularly the larger
silver coins which were the ones least abraded, and relatively the
least expensive to collect. The chart on page 352 shows the coin-
age of standard gold and silver coins at our mint annually for the
period 1830 to 1873.1

From 1834 to 1852 (the last complete year before fractional
silver coins were made fiduciary) the total coinage of gold was $225
million, and that of full-weight silver coins (i.e., all silver coins ex-
cept the 3-cent pieces of 1851 and 1852) was $41.2 million, making
the gold coinage approximately $5.50 to each dollar of silver coin-
age. Ixtending the figures to 1873, the year legal bimetallism was
discontinued, the total gold coinage becomes $840.3 million as
compared with a silver coinage of $46.7 million, or about $18 of
gold coin to one dollar of silver coin. A reference to the chart will
show that, although there was a considerable coinage of silver
nearly every year from 1834 to 1850, after 1850 the coinage of full-
weight silver coins was negligible—so small as not to be portray-
able on a chart of the dimensions of this one.

The great bulk of the silver coins minted during the years 1834
to 1852 were half dollars (as it had been prior to 1834), while the
coinage of silver dollars was almost negligible, having amounted to

1 Fractional fiduciary silver coins minted on government account after the Act of
1853 not being standard coins are not included in the chart.

The mint figures are not given in such a form as to make it possible to tell what
amounts of gold and silver coins were coined in 1834 before July 31 when the new
weights for gold coins went into effect; nor to tell what amount of the silver coinage
minted in 1853, the year when all fractional silver coins were made fiduciary coins
after June 1, was full-weight coins and what amount was fiduciary coins; nor do they
make it possible to tell the amount of gold coinage in 1873 up to the time of the
passing of the Act of February 12, 1873, which discontinued the coinage of standard
gilver dollars. As a result it is impossible to give exactly comparable figures as to
gold and silver coinage for these three transitional years in which there was impor-
tant coinage legislation. The figures given in the chart for 1834 cover the total gold
and silver coinage of that year; those for 1853 assume that all fractional silver coins
minted that year were fiduciary coins, and the figures for 1873 cover the total gold
coinage and the total coinage of standard silver dollars for the whole year.
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only $1,067,000 out of the total standard silver coinage of $41.2
million. The coinage of quarters, dimes and half dimes was much
larger than during the preceding period. During most of the years
prior to 1850 the value ratio of gold to silver was not sufficiently
below 16 to 1 to give a very large premium on silver coins—the

CoINAGE oF GOLD AND SILVER AT THE UNITED STATES MINT
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premium having ruled in most of the years in the neighborhood of
1 per cent. While this premium led to the rapid disappearance
from circulation of the few silver dollars that were minted and of
some of the half dollars and smaller fractions, it was not sufficient
to cover the cost of collecting and shipping fractional coins of
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lower denominations than 50 cents on any considerable scale and
yield a fair profit on the transaction. Down to about 1850 therefore
the supply of fractional silver money, though often not adequate,
was still not sufficiently deficient to cause serious inconvenience.
Much of the fractional money, however, during those years was in
a bad condition.

Under the influence of the great flood of gold poured on the
world’s markets from the newly discovered gold fields in Cali-
fornia and Australia, the value ratio of gold to silver fell rapidly
from 1848 to 1859 and this meant an increasing premium on silver
coins. For example, while the ratio of 15.85 to 1 prevailing in 1848
was equivalent to a premium of .8 per cent on American silver
coins, that of 1850, 15.70 to 1, was equivalent to a premium of 1.8
per cent and that of 1853, 15.33 to 1, was cquivalent to a premium
of 4.3 per cent. Not only did the reccipts of silver at the mint fall
off rapidly, but the silver in circulation began to disappear, at first
the half dollars and then the smaller denominations. Everywhere
the public were protesting against the scarcity of small change.

Various measurcs were adopted to meet the situation. In 1849
the Government began to coin gold dollars, and from then until
1862 it coined approximately $19 million of these pieces. Three-
dollar gold pieces began to be minted in 1854, and the coinage of
$2.50 gold picces was greatly increased after 1849. Large amounts
of bank notes for fractional parts of a dollar were put in circulation,
also bank notes for odd amounts such as $1.25, $1.50 and $1.75.
There were also privately issued notes and coins. In the country
districts there was an increasing resort by the public to “sharp
change” or ‘ cut money,” namely Spanish dollars cut into quarters,
eighths and sixteenths. Bank notes were also torn into halves and
quarters and these fractional parts of notes were popularly dubbed
“rags.”

TaE THREE-CENT PiEcE Our FirsT Fipuciary SILveErR COIN

At this time there was introduced into circulation the 3-cent
silver piece, a coin of considerable historical significance because
it was the first American fiduciary silver coin. It was authorized by
the Act of March 3, 1851, which reduced the rate of letter postage
in the United States from 5 cents to 3 cents. This 3-cent piece was
to weigh 1234 grains gross and to be .750 fine—all of our other gold
and silver coins were .900 fine. This gave 3314 3-cent pieces the
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same gross weight as a silver dollar but a pure silver content of
only 30934, as compared with a pure silver content of 37114 grains
to the dollar for all of our other American silver coins. This gave
the 3-cent piece a deficiency in its silver content of 1624 per cent
as compared with our other silver coins. The difference was ample
to protect the 3-cent piece from the melting pot and from exporta-
tion. Its legal-tender quality was limited to 3 cents, and it was
therefore the first American silver coin to have its legal-tender
quality limited. England had made her silver coins fiduciary with
limited legal tender in 1816, and the matter of the desirability of
our reducing the silver content of our fractional silver coins and
treating them as subsidiary money had been discussed in official
circles from time to time for at least a generation, and a number
of bills containing carcfully worked out plans for making our frac-
tional silver coins fiduciary had been from time to time introduced
in Congress. It was with the small beginning represented by this
3-cent piece, however, in 1851, motivated in part by a desire to
have a coin of a denomination convenient for the purchase of post-
age stamps at the new letter rate, that fiduciary silver coinage was
inaugurated in the United States. Originally even our American
copper coins had carried with them practically their full money
value in the value of their copper content. These 3-cent pieces
were coined in large quantities during the years 1851 to 1853, in-
clusive, their total issue during these years having been $1,086,907.

Fipuciary CoINAGE AcT oF 1853

By 1853 the inconveniences to the public arising from the scar-
city of fractional money had become so great that Congress was
forced to act. Its remedy was the law of February 21, 1853, which
closed the mints to the free coinage of silver in fractional denomina-
tions, reduced the weight of all fractional silver coins (except the
3-cent piece) and limited the legal-tender quality of these coins to
five dollars. The new fractional silver coins were given a gross
weight of 384 grains to the dollar, or exactly 80 per cent of an ounce
troy, and, since their fineness was to continue unchanged at .900,
they were to contain 345.6 grains of fine silver to the dollar. These
fractional coins were to be coined on Government account and to
be paid out at the mint, only in exchange for gold coins at par, in
sums not less than $100. Ten days later Congress passed a law
providing that ‘“hercafter the three-cent coin now authorized by
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law shall be made of the weight of three fiftieths of the weight of
the half dollar . . . and of the same standard of fineness,” thus
bringing all of our fractional silver coins into conformity as to
weight and fineness. During the next eight years the coinage of
fractional silver coins was large, and their reduced weights gave
them adequate protection from the melting pot; although for a
brief period in 1854 and again in 1859 the high price of silver seemed
to threaten them. For a few years after 1853, largely as a result of
administrative practices which were contrary to the law of 1853
and practically amounted to giving free coinage to fractional
money, the mint coined excessive quantities of fractional coins—
a practice which led to a redundancy in their circulation.

ForeigN CoinNs

During all this time Spanish dollars and their fractional parts
had continued in circulation. Although the circulation of Spanish
(and Mexican) dollars was at this time small, the circulation of
Spanish fractional coins (namely, the two-real or 25-cent piece, the
one-real or 1214-cent picce and the half-real or 614-cent picce) was
still large, and the problem of getting rid of them was a difficult one
for the Government. As previously noted,! these coins, although
greatly underweight by reason of long use and of fraudulent prac-
tices, circulated at par with the newer and heavier American coins.
These coins in small trade passed at par with United States coins.
They contained much less silver, however, than the corresponding
Amcrican coins, and the Government would have suffered a sub-
stantial loss (uncertain in amount) if it had redeemed them at par
in United States coins and reminted them. In the past it had
actually done this on a considerable scale only to see its own new
coins disappear from circulation and other worn Spanish coins
come into the country to take their place. The redemption of these
foreign coins at rates materially below par was impossible, for
obviously the public would not sell them to the Government below
par when they were worth par in the retail purchase of goods.

When Senator Dickinson in 1850 first introduced his bill pro-
viding for the coinage of a fiduciary 3-cent piece to be coined on
Government account and to be limited legal tender, he provided
in the bill that this 3-cent piece should be placed in circulation
only in exchange for foreign fractional coins, at the rate of 6 cents

1 Supra, pp. 342 and 343.
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for the 614-cent piece, 12 cents for the 1214-cent piece, and 24 cents
for the 25-cent piece. It will be noted that the 3-cent piece was not
a decimal denomination that fitted well into our system of coins,
but was a denomination well adapted to be exchanged for foreign
coins of denominations of 614, 1214 and 25 cents. Moreover, the
fact that the alloy was to be 25 per cent instead of the 10 per cent
used in other coins would have yielded the Government a substan-
tial seigniorage profit on the coinage. This profit would probably
have been more than sufficient to cover the losses incidental to
receiving the foreign coins in exchange for them at near par. The
bill, however, failed in its original form, although the 3-cent piece
it provided for appeared in the postal legislation of the following
year.

The difficulty was met by the Act of February 21, 1857, which
removed the legal-tender quality from all foreign coins that still
possessed it,! and provided new methods for the withdrawal of
these coins from circulation. One of these methods was redemption
at par, for a period of two years, of Spanish silver coins below the
denominations of four reales (50 cents) in new American copper
cents which were authorized by the Act and of which the copper
content was made sufficiently small to yield the Government a
substantial seigniorage profit on their coinage. The Act also pro-
vided that the foreign coins should be receivable, other than in
exchange for these copper cents, at the Treasury of the United
States and at the post offices and land offices at the following
rates: two reales or 25-cent pieces at 20 cents, one real or
1214-cent, pieces at ten cents, one-half real or 6}4-cent pieces at
five cents.

This Act, coming at a time when our new fiduciary fractional
coins were being provided in abundance soon resulted in driving
the foreign coins into the United States Treasury, by which they
were sent to the mint for recoinage into American money. This
happy result, however, had not been accomplished until 65 years
had elapsed from the Mint Act of 1792.

In the latter fifties we had in the United States a generous supply
of gold coins. We had got rid of our foreign coins and were well
provided with fractional silver. At this juncture, however, the
country found itself in the cataclysm of a Civil War. The banks
suspended specie payments December 30, 1861, government legal-

1 Cf., supra, pp. 335 and 336.
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tender issues were soon resorted to, and both gold and silver
coins were driven out of circulation except in a few parts of the
extreme West, notably California and Oregon. Not until Jan-
uvary 1, 1879, did the country return to a specie basis, and
shortly before it did so, it was surprised to find out that during
the paper money period a codification of our coinage laws had
changed our legal monetary standard from bimetallism to gold
monometallism. How this was done will be described in the fol-
lowing chapter.

American bimetallism was not a great success. Neither was
it an entire failure. We never gave bimetallism a fair chance.
Throughout most of its history in the United States bimetallism
was handicapped by three forces: (1) Excessive issues of paper
money by the banks prior to the Civil War, and by the banks and
the Government thereafter—issues which exerted a strong force,
under Gresham’s Law, toward driving out of circulation gold coins
and the larger denomination silver coins. This would have been
an obstacle to successful monometallism as well as to bimetallism.
(2) The large quantities of worn and mutilated foreign coins which
we tolerated and many of which we made legal tender throughout
the greater part of our bimetallic period. This likewise would have
been an almost equally serious handicap to a monometallic stand-
ard; and (3) the unwise mint ratios which we attempted to main-
tain, involving a competition with France in the maintenance of
bimetallism rather than cooperation.
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CHAPTER XV

THE SILVER CONTROVERSY IN THE UNITED STATES,
1873-1900

When the states of the Latin Union closed their mints to the
free coinage of silver and thereby gave up bimetallism, the great
bimetallic controversy, which was to rage on three continents for
about two and a half decades, was in its incipiency. Let us now
consider briefly the chief facts in this controversy which culminated
in the defeat of bimetallism in the closing years of the nincteenth
century.

Between 1873 and the carly 90’s, there were two striking mone-
tary developments of world-wide importance. The first was a
great and unprecedented risc in the ratio between the value of gold
and the value of silver; and the second was a great decline in com-
modity prices in all gold standard countries.

A reference to the chart on page 365 will show that the
ratio between gold and silver from 1687 to 1872 had been re-
markably stable. The lowest average annual ratio recorded
during thesec 186 years was 14.14 to 1 (1760), and the highest
was 16.25 to 1 (1813)—a range of only 15 per cent in nearly
two centuries. In 1873 the ratio began to shoot upwards,
reaching 22 to 1 by 1888, and 35 to 1 by 1898. Here was a
variation between the years 1873 and 1898—26 years—of about
120 per cent, as contrasted with one of only 15 per cent during
the preceding 186 ycars.

FaLL IN Prices

A second economic phenomenon that played an important réle
in the bimetallic controversy was the great decline in commodity
prices that took place in all gold standard countries during the
years 1873 to 1896. The following table of price index numbers
(adjusted to the basis of 100 for the year 1873), covering seven
countries, will afford a rough idea of the progress and extent of this

price decline.
359
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CommopItry PricEs IN GorLp StanpDaRD COUNTRIES, 1873-1896

AUSTRA- New
LA/ ZEALAND 9

GER-
MANY ¢

UNITED |0, » c P
YEAR STATER 4 ENGLAND ¢| FRANCE BELGIUM

1873 100.0 100.0 100.0 100.0 100.0 100.0 100.0
1874 97.9 91.9 92.5 92.3 99.7 95.6 98.2
1875 93.0 86.5 89.9 86.5 104.4 92.1 90.2
1876 85.9 85.6 90.6 84.4 99.7 93.0 85.4
1877 85.6 84.7 91.2 84.7 94.8 920.3 87.8
1878 81.8 78.4 83.7 78.1 90.6 83.8 82.3
1879 79.2 74.8 81.8 71.3 88.2 83.4 77.4
1880 87.6 79.3 83.7 78.9 92.2 76.4 79.3
1881 86.6 76.6 81.8 77.2 90.1 77.2 76.2
1882 88.9 75.7 79.9 75.2 78.3 88.8 75.0
1883 86.9 73.9 76.7 73.5 78.9 81.5 71.9

1884 81.5 68.5 70.4 70.4 76.2 78.0 70.1
1885 76.2 64.9 69.2 65.6 72.8 76.1 67.7
1886 75.3 62.2 66.7 62.2 71.6 75.0 65 8

1887 75.9 61.3 64.1 64.3 70.2 72.7 62.8
1888 77.2 63.1 67.3 67.9 69.6 74.0 62.8
1889 77.2 64.9 69.8 71.3 65.8 80.7 67.7

1890 75.7 64.9 69.8 76.0 64.5 72.6 65.2
1891 75.6 64.9 68.6 74.0 64.4 65.1 65.8
1892 71.8 61.3 66.7 67.4 61.2 63.3 63.4
1893 71.5 61.3 65.4 65.1 59.3 58.6 61.0
1894 65.0 56.8 60.4 59.2 54.3 51.6 59.7
1895 63.3 55.9 59.1 59.0 56.6 H2.4 56.7
1896 61.1 55.0 57.2 59.3 56.2 63.5 58.5

4 Falkner Index, gold basis, based on 223 commodities.

b Sauerbeck Index, based on 45 commodities.

¢ Annuaire Statistique de France, Index, based on 43-45 commodities.

4 Otto Schmitz Index, based on 24-29 commodities.

¢ Denis Index, based on 50 commodities.

/ Knibbs Index, based on 80-92 commodities.

¢ Mcllraith Index, based on 33-45 commodities.

The table shows, broadly speaking, a world-wide decrease in

wholesale prices in gold standard countries between the years 1873

and 1896 averaging approximately 41 per cent.

Dip SiLvErR DEPRECIATE OR Dip GOLD APPRECIATE?

A heated controversy arose concerning the causes of this rise in
the gold-silver ratio and this fall in commodity prices.

The change in the ratio, it may be said here parenthetically, was
believed by many to have been due chiefly to the depreciation of
silver—a depreciation which, it was claimed, resulted largely from
the great increase in the world’s production of silver in that period.
By five-year periods from 1861 to 1895, the world’s average annual
production of silver in millions of fine ounces was as follows:
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1861-1865 35.4
1866-1870 43.0
1871-1875 61.5
1876-1880 70.6
1881-1885 85.6
1886~1890 108.9
1891-1895 157.6

This was a substantial increase, the average annual production of
1866 to 1870 having practically doubled by the quinquennium end-
ing in 1885, and more than tripled by 1891-1895.

For the year 1873 the average gold value of the silver bullion in
an American silver dollar was 100.4 cents, and for the year 1895
it was 50.6 cents. This decline in the gold price of silver was gen-
erally spoken of in gold standard countries as the depreciation of
silver; and the American silver dollar, viewed from the stand-
point of its bullion content, was frequently dubbed “a 50-cent
dollar.” However, to people in silver standard countries of that
time, like Mexico, Japan and China, the situation looked very
differently. They thought in terms of a silver monetary unit. To
their minds, silver had remained constant and gold had appreciated.
In China, for example, they spoke of the American dollar as a
““two-dollar dollar.” It took approximately twice as many Mexican
dollars in 1895 and 1896 to buy an American gold dollar or a British
sovereign as it took in 1873. If an American gold dollar which in
1873 was worth approximately a Mexican silver dollar came to be
worth two Mexican silver dollars in 1896, was it because the Mexi-
can dollar was only half as valuable as it was in 1873, or was it be-
cause the American dollar had become twice as valuable?

Obviously, these questions could be answered only by com-
paring cach of these dollars with other commodities. If the gold
dollar stayed with commoditics in general, while the silver dollar
departed from them, the presumption would be that silver had
depreciated. On the other hand, if the silver dollar stayed with
commodities in general and the gold dollar departed from them,
the presumption would be that gold had appreciated.

The problem can be examined in two closely related ways: (1) By
inquiring concerning the movement of prices in gold standard
countries and in silver standard countries and finding out in which
group of countrics prices were the more stable; and (2) by convert-
ing prices in gold standard countries to a silver basis through ex-
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pressing them in terms of silver dollars, according to the current
market price of silver in terms of gold; in other words, expressing
prices in a representative gold standard country in terms of silver
standard monetary unit.

The following chart ! shows the movements of the values of gold
and silver during the 21 years 1873 to 1893, inclusive. The value of

RELATIVE VALUES OoF GoLD AND SILVER AS EXPRESSED IN
PurcHASING POWER 0VER COMMODITIES
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gold is expressed by the reciprocals of the Sauerbeck index num-
bers of wholesale prices in the United Kingdom, while the value
of silver is expressed in three different ways: (1) by the purchasing
power of the Indian silver standard rupee, as shown by the recipro-
cals of the Atkinson index numbers of Indian wholesale prices;

‘2The chart has been reproduced from the author’s Modern Currency Reforms,
p. 20.
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(2) by the purchasing power of silver in China, as shown by the
reciprocals of wholesale price index numbers for Shanghai; and
(3) by the purchasing power of silver bullion over commodities in
England, computed on the basis of the Sauerbeck index numbers
and the market price of silver in London.

Of the four curves, that representing the value of gold was clearly
the most unstable, while that representing the value of silver in

VARIATIONS IN THE PRricES oF COMMODITIES AND OF SILVER
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Shanghai was the most stable. In India the value of the silver
standard rupee varied much less widely than that of the pound
sterling in England—and this is particularly true if one eliminates,
as it seems reasonable he should, the heavy drop in the value of the
rupee (i.e., rise in rupee prices) of the years 1877 to 1879, which
was due largely to the rise of food prices caused by the great Indian
famine of that period.?

1 Professor George R. Davies has computed the coefficients of average deviation
and of standard deviation for the purchasing power of gold and of silver in the

United States, based on wholesale prices, for the years 1873 to 1892, inclusive, using
the continuous series of index numbers of wholesale prices 1860-1892 computed by
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By the above tests, therefore, the conclusion seems justifiable
that, regardless of causes and regardless of subsequent events,
for the period 1873-1893 the decline in the gold price of silver
was chiefly an expression of an appreciation of gold, not of a de-
preciation of silver. It was, therefore, more nearly correct to say
that the gold dollar of 1873 had become a two-dollar dollar in
1893 than it was to say that the silver dollar of 1873 had become a
50-cent dollar.!

The close parallelism between the price movements of silver
and of commodities in general during this period is shown by the
chart on the preceding page.

CHANGES IN ANNUAL PropucTioN oF GOLD AND SILVER
AFrFEcT VALUE RaTio VERY SLOWLY

If the remarkable change in the ratio between the values of
gold and silver that took place between 1873 and the early 90’s
was due chiefly to the appreciation of gold rather than to any de-
preciation of silver, and if the value of silver remained fairly con-
stant during the greater part of this period as the evidence above
cited shows, the claim so widely made that the change in the ratio
was due largely to the increased production of silver must be dis-
carded.

The world’s annual production of a highly durable commodity
like gold or silver is such a small percentage of the supply on the
market, that it requires a long time for moderate changes in the
proportion of the two metals produced to have any considerable
effect upon their value ratio. Prior to the discontinuance of bi-
metallism enormous changes in the relative production of the two
metals, such as occurred at the time of the great silver discoveries
in South America and Mexico during the latter part of the eight-
eenth century, and at the time of the Californian and Australian
gold discoveries about the middle of the nineteenth century, had
little effect on the ratio. This is shown in the following chart
covering the period from 1687 to 1930.

the Bureau of Labor Statistics and published in its Bulletin No. 181, p. 266. The
coefficient of average deviation is .122 for gold and .047 for silver; and the coefficient
of standard deviation is .138 for gold and .056 for silver.

1 For the pound sterling the extreme range of the index numbers was 63 points
(namely, from 100 to 163); while for the rupee it was but 31 points (namely, from
103 to 72) ; and for silver in Shanghai only 17 points (namely, from 100 to 83). For
gilver in England it was 29 points (namely, from 127 to 98).
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For example, for the 20-year period 1741-1760 the world pro-
duced about 22 ounces of silver to each ounce of gold and the
average value ratio was 14.64 to 1. During the next three 20-year
periods, respectively, the number of ounces of silver produced to

WorLp PropuctioN AND CoMMERCIAL VALUE RATIOS OF
GoLp aND SILVER, 1687-1930
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each ounce of gold was 31, 50 and 49; but the average value ratios
for these three periods, respectively, were only raised to 14.73: 1,
15.09:1 and 15.50: 1. The production ratio dropped during the
period 1820-1840 to 30 to 1, and during the period 1841-1860 to
6 to 1 but the value ratios for these two periods, respectively, were
only slightly changed; namely, to 15.83 to 1 for the former period
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and to 15.60 to 1 for the latter. In the light of these facts, it seems
extremely improbable that changes in the production ratio so slight
as those for the periods 1861-1880 and 1881-1900—that is, from
6 to 1 for the period 1841-1860 to 9 to 1 for the period 1861-1880,
and to 12 to 1 for the period 1881-1900—should cause a change in
the value ratio from 15.60 to 1 to 25.08 to 1, a change eight times as
great as the extreme range for the average 20-year ratios of the 160
years ending 1860. Whatever effect the increased production of
silver may have had on the change in the ratio must have been
small.

The same statement and reasoning will apply to the influ-
ence on the ratio of the declining production of gold, the figures
for which follow:

WoRLD’S AVERAGE ANNUAL ProbucrioNn oF Gorp
BY FivE-YEAR PEriops, 1851-18951!

PERIOD NUMBER orog‘(}m: OvUNCEs
1851-1855 6,410
1856-1860 6,486
1861-1865 5,950
1866-1870 6,270
1871-1875 5,591
1876-1880 5,543
1881-1885 4,795
1886-1890 5,461
1891-1895 7,883

If changes in the relative production of the two metals cannot
adequately explain the phenomenal changes in the value ratio
that took place during the quarter century following the de-
monetization of silver in 1873, onc must look to changes in the
relative demands for the two metals for an explanation. Inasmuch
as there is no evidence of any great increase in the demand for
gold relative to that for silver in the industrial uses at this time,
one is led to look for possible changes in the monetary demand.

CHANGES IN MONETARY DEMAND FOR GOLD AND SILVER

Here we find the chief explanation for the appreciation of gold
in terms of silver and for the increase in the value of gold in terms
of commodities. With the discontinuance of bimetallism, the un-
limited markets for silver at fixed prices at the mints of all bi-
metallic countries ceased to exist. These mints no longer purchased

1 Report of the United States Director of the Mint, 1920, p. 294.
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all of the silver brought to them at a fixed price. The discontinu-
ance of bimetallism, itself, would probably have depressed the
value of silver within a short time, had it not been for the tempo-
rary buoyant effect on the value of silver exerted by the heavy
silver purchases by the United States Government under the
Bland-Allison Act of 1878 ! and the Sherman Purchase Act of
1890.2 Under the former act the United States Government,
largely in response to the agitation of silver-producing interests,
bought approximately two million dollars’ worth of silver bullion
a month for the period 1878 to the summer of 1890, paying for it
by new issues of silver dollars; and under the latter, the Secretary
of the Treasury bought 4,500,000 ounces of silver a month from
the summer of 1890 to November, 1893, paying for it in new issues
of circulating Treasury notes.

Accompanying the closing of the mints of many countries to
the free coinage of silver was a shift of the world’s demand for
standard commodity money increasingly to gold—a shift which
greatly enhanced the demand for gold and thercfore increased its
value. Germany demonetized silver and adopted the gold standard
in 1871, Holland in 1873, the Latin Union in 1873 and 1874, the
United States (nominally) in 1873,% Spain in 1874 and Sweden,
Norway and Denmark in 1875. Other countries followed in rapid
succession. The fundamental cause for the change in ratio and
for the fall in prices from 1873 to 1893 was, therefore, the increased
demand for gold resulting from the discontinuance of bimetallism
throughout the world and the discontinuance of silver monometal-
lism in many countries, with the consequent shifting of the world’s
monetary demand more heavily to gold.

EviL Errects oF FarLiNe ComMopiTy PRICES

Falling prices in gold standard countries carried with them many
evil consequences, among which the following may be mentioned.

Increased Burden on Debtor Classes. They imposed a heavy
and unjust burden upon persons having long-time debts, notably
farmers with mortgages on their farms, city and town home
buyers with mortgages on their homes and corporations with
heavy bonded indebtedness. The dollar in which these debts were
expressed and payable—principal and interest—was almost con-
tinually increasing in value, but this fact did not reduce one iota

1 Infra, pp. 375-382. 2 Infra, pp. 382-388. 3 Supra, p. 2569.
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the number of dollars covered by a debt. It did mean, however,
that for the paying of a given amount of a debt—principal or
interest—the farmer had to give an ever increasing number of
bushels of wheat, corn or potatoes; many city dwellers had to
give an ever increasing number of days’ labor ! and the corpora-
tion an ever increasing number of units of its products. If one
called the United States gold dollar of 1873 a 100 per cent dollar
in its purchasing power over goods at wholesale, the dollar of 1883
would have been a 115 per cent dollar, that of 1893 a 140 per cent
dollar and that of 1896 a 164 per cent dollar.

From 1873 to 1896 the average gold price of middling cotton
in New York fell from 17.7 cents a pound to 7.9 cents; that of
wheat (No. 2 red winter and spring wheat averaged) from $1.34
a bushel to 64 cents a bushel; that of choice beeves from $5.83 a
hundredweight to $4.96. A farmer giving a mortgage for $2,000
with interest at 6 per cent in 1873 could have bought for $2,000
1,49214 bushels of wheat in 1873 and could have bought for $120
(his annual interest charge) 8914 bushels. If he paid off the entire
principal of the mortgage in 1896, together with the one year’s
interest then due, the payment of the principal would have re-
quired the equivalent of 3,125 bushels of wheat, and that of the
interest the equivalent of 18714 bushels. What the debtor lost in
such transactions, the creditor gained, with the qualification that
falling prices tended somewhat to depress the interest rate on new
contracts. According to the United States census figures, over
914 million mortgages were made hetween 1880 and 1889, repre-
senting over $12 billion, and nearly cvery year of that period
showed an increase in the number and in the amount of mort-
gages made, as compared with the preceding year, the amount
made in 1889 being $1,753 million as against $711 million in 1880.
Of course, this increase in debt burden forced many farmers and
home buyers into bankruptcy. Many of them lost their properties,
while many creditors suffcred heavily because of inability to col-
lect from overburdened debtors.

It was but natural that those who were burdened with long-
time debts, particularly the agricultural classes, should be aroused
over the evils of a rapidly appreciating dollar.

1 Average wages advanced slightly during the period 1873 to 1896, but the wages
of many kinds of labor fell, and there was a large amount of unemployment during
the period. Cf., Bulletin of Department of Labor, No. 18, September, 1898.
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Depressing Effect of Falling Prices on Business. Another evil
of falling prices was the depressing effect they had on most kinds
of business. Falling prices throw a wet blanket over industry.
When the prospects are strong for a period of declining prices,
consumers postpone purchases, retailers and wholesalers let their
supplies run down, manufacturers ‘“play safe” both in running
their plants and in purchasing raw materials. New buildings and
other new capital equipment are postponed for the day of lower
prices. Under such conditions there is much unemployment with
all its resulting hardships.

EFrFECT OF DISCONTINUANCE OF BIMETALLISM ON
ForeiGN TRADE

The discontinuance of bimetallism had given rise to another
evil—one not connected with falling prices. It had broken down
the so-called fixed par of exchange between countries on different
metallic money standards. So long as French bimetallism existed,
the value ratio between gold and silver was fairly constant, espe-
cially over short periods of time. In other words, the fluctuations
were very slight in the gold price of silver in gold standard coun-
tries, and in the silver price of gold in silver standard countries,
and in the price of both gold and silver in bimetallic countries.
Foreign exchange rates therefore among countries on these dif-
ferent standards were very stable. With the discontinuance of
bimetallism all this was changed. The nezus between gold and
silver was broken, and cach metal went its own way. There was
no longer any limit to the possible variations in exchange rates
between a gold standard country and a silver standard country.
This brought an element of risk and speculation in foreign trade
between countries on different standards. It was an obstacle
to the ordinary development of trade between gold and silver
standard countries, likewise to the flow of funds for investment
between such countries.?

ARGUMENT FOR RESTORATION OF BIMETALLISM

It was from conditions like these that bimetallists throughout
the world drew their arguments for the restoration of bimetallism.
Although by 1894 the value ratio between gold and silver had risen
above 32 to 1, most advocates of bimetallism favored a mint ratio

1 Cf., supra, pp. 142-146.
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in the neighborhood of 1514 or 16 to 1, if bimetallism were to be
restored. They reasoned that such a ratio had stood the test of
centuries prior to the demonetization of silver in 1873, that the
appreciation of gold leading to the rise in the ratio had been due
chiefly to the giving up of bimetallism, and that with the return
to bimetallism the time-honored ratio would again assert itself.

Bimetallists further argued that with the restoration of silver
to its coequal position with gold as a standard money metal the
monetary scarcity, which was chiefly responsible for the fall in
prices beginning in 1873, would be relieved, because henceforward
silver as well as gold could furnish standard money for the leading
countries of the world. They pointed out that gold and silver were
produced under very different conditions, and that as a matter of
history the periods of heavy production of one metal were fre-
quently periods of small production of the other, so that there was
an equalizing process that made for the stability of a standard
based upon the two metals.

The two chief advantages claimed for bimetallism then were:
(1) It would provide a more stable monetary unit and thercfore
greatly lessen the evils of falling and fluctuating prices; and (2) it
would restore the fixed par of exchange between countries on dif-
ferent metallic standards.

Let us now consider bricfly a few of the more important argu-
ments against bimetallism and the difficulties in the way of its
restoration.

ARGUMENTS AGAINST BIMETALLISM

One argument against bimetallism is the inconvenience that
would result from the extensive usec of a hulky metal like silver
as standard money in advanced countries. Silver dollars are clumsy
and inconvenient as media of exchange. At as low a ratio as 16 to
1, they would be dollar for dollar 16 times as heavy as gold coin;
while at the ratio of about 32 to 1 prevailing in the market in 1894
they would be 32 times as heavy. The average market ratio in
1932 was over 59.06 to 1. A small value in these dollars occupies a
large space in vaults and tills, and the weight of silver makes it
more expensive than gold to ship in making international pay-
ments. Because of their bulk, silver dollars were unpopular in
most sections of the country and it was impossible to keep many
of them in circulation.
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According to the compensatory principle of bimetallism previ-
ously described,! the weight of the monetary demand would shift
from time to time from one metal to the other, always exerting
itself more heavily on the cheaper metal. For this reason the
bulk of the metallic money (aside from fractional money) would
at one time be gold and at another time silver—a shifting process
which, it was argued, would be very inconvenient for banks and
merchants from the standpoint of the adaptability of their money
vaults and tills.

These arguments, bimetallists replied, might have considerable
weight in countries where the great bulk of the transactions were
performed by means of metallic money. In the United States,
however, and most other advanced countries, only a small per-
centage of the total volume of trade was cffected by means of coins.
When the bimetallic controversy in this country was at its height,
approximately 75 per cent of the total business of the United
States was performed by paper money. Neither silver dollars nor
gold coins were popular in most parts of the country, and few of
them were seen in active hand to hand circulation, except in a
few limited sections. American gold circulated in the form of
gold certificates and our silver dollars in the form of silver certifi-
cates. A ten-dollar silver certificate was no larger and weighed
no more than a ten-dollar gold certificate.

It is true that silver would be more bulky than gold for inter-
national payments, and more expensive to ship, handle and other-
wise take care of. A successful international bimetallic league,
however, would almost certainly have devised a plan whereby
international payments could be made to a considerable extent
by the transfer of gold and silver certificates issued against gold
and silver deposited in some international settlement fund.

A strong argument against bimetallism, at a 16 to 1 ratio, or
perhaps more correctly against its reéstablishment, after it had
been given up for a period of years, was that whatever may have
been the evils that demonetization of silver had caused, they
could not be remedied by the reéstablishment of bimetallism
after a lapse of many years. Many debtors who had suffered from
an appreciating unit of value had paid off their debts, and some
had since become creditors. The successful establishment of in-
ternational bimetallism at a ratio of 16 to 1 in the 80’s and early

1 Supre, pp. 84-91.
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90’s of the last century would have turned falling prices into rising
ones, would have made silver dearer and gold cheaper, and would
have brought their values closer together, giving a bimetallic unit
with a value somewhere between the values of the two metals as
they stood when the bimetallic leaguc was established. This
would have meant a short period of rapidly rising prices in the
gold standard countries that adopted bimetallism, and in those
that continued on the gold standard; and, on the contrary, would
have meant a short period of rapidly falling prices in the former
silver standard countries that adopted bimetallism and in those
that continued on the silver standard. This would have caused
further injustice in the relations between debtors and creditors
and further business disturbances. It would have benefited some
and harmed others, but there would have been no assurance at
all that those persons who would have benefited by the remonetiza-
tion of silver would have been the same persons who would have
suffered by its demonctization, and vice versa.

Moreover, a strong confidence in the future is an essential of
business prosperity. A large percentage of the country’s leading
business men and financiers did not believe that international bi-
metallism was economically sound. These men thought that any
attempt to put it into operation would result in economic disaster.
With so many men of influence in that state of mind, the economic
disturbances otherwise necessary for such a period of transition
from monometallism to bimetallism would have been increased.

The argument was well stated by Professor J. Shields Nichol-
son, himself a bimetallist, as follows: ?

“Now it is one thing to maintain that, if the status quo had been pre-
served, and still more if, in 1873, international bimetallism had been
adopted, the world would have been saved from great financial and
monetary disturbances, but it is quite another thing to suppose that the
evil can be undone and the future guaranteed by the simple expedient
of doing now what might have been done hefore these disturbances
occurred . . . In the language of our forefathers, it may be a case of
Humpty Dumpty.”

ErrorTs T0 OBTAIN INTERNATIONAL BIMETALLISM
The most serious obstacle to bimetallism was the difficulty of
obtaining an international agreement for a bimetallic league on
the part of a sufficient number of strong countries to assure its
1 Principles of Political Economy, Vol. II, p. 8.
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success. There were powerful groups favorable to international
bimetallism in all the leading countries, in the early 90’s. In
France, India and the United States probably the weight of in-
telligent public opinion was favorable to international bimetallism.
While England was generally opposed, there was a strong favor-
able element even in England. In the United States in 1892 the
Republican Party, the Democratic Party and the Peoples Party,
all declared for bimetallism in their national platforms. Again
in 1896 both the great parties declared for bimetallism, but in
this instance the Democratic Party took the extreme position
of favoring national bimetallism by the United States alone in
case an international bimetallic agreement could not be obtained.
Up to this time the term “bimetallism” in the political platforms
had always meant international bimetallism. The Republican
platform in 1896 declared:

“ ... Weare ... opposed to the free coinage of silver except by in-

ternational agreement with the leading commercial nations of the world,

which we pledge ourselves to promote, and until such agreement can be
obtained the existing gold standard must be preserved . . .”

The Republicans won the 1896 Presidential campaign and the
Walcott Commission was appointed by President McKinley in
April, 1897, to go to Europe and carry on negotiations with the
governments of London, Berlin and Paris, looking toward an-
other international monetary conference whose object would be an
agreement for international bimetallism. Three international mon-
etary conferences had previously been held which dealt with
the subject of international bimetallism, one in Paris in 1878,
another there in 1881 and one in Brussels in 1892. These efforts
had been supplemented by a number of special missions, but all
had been to no avail.! For reasons which we need not here dis-
cuss, the Walcott mission also accomplished nothing.

Souta AFricaN GorLp Discoveries Pur an EnNp TO
BiMETALLIC CONTROVERSY

The failure of the Walcott Commission in 1897 practically
marked the end of the active bimetallic controversy. The chief
reason for this was a fundamental change in the world’s monetary
situation. The great impetus to bimetallism had been given by a
world-wide fall in prices caused by the inadequacy of the world’s

1 Cf., Russell, Henry B., International Monctary Conferences, pp. 459-463.
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production of gold to meet the increased demands for the yellow
metal which had resulted from the demonetization of silver.
Bimetallists wanted more moncy in circulation primarily for the
purpose of putting a stop to falling prices. Beginning about 1896,
a great increase in the world’s production of gold began to produce
this very result. The extent of this increase will be seen from the
following table:
AVERAGE ANNUAL GoLp Propucrion, 1886-1915, BY
QUINQUENNIAL PERIODS
(Thousands of Fine Ounces)

PERIOD AFRICA ResT oF THE WORLD ToTAL
1886-1890 229 5,232 5,461
1891-1895 1,448 6,435 7,883
1896-1900 2,620 9,827 12,447
1901-1905 3,090 12,517 15,607
1906-1910 7,806 13,189 20,995
1911-1915 10,000 12,204 22,204

This enormous increase in the world’s production of gold, ac-
companied by a rapid development in the use of bank credit, as
media of exchange, greatly increased the world’s supply of cir-
culating media, turned falling prices to rapidly rising prices, and
changed the world’s great monctary problem from one of the
appreciation of gold and the resulting injustice to debtor classes to
one of the depreciation of gold, the rising cost of living and of
resulting injustice to the creditor classes. Since the early nineties,
silver though more constant in its annual production than gold
has been even more unstable in its value than gold,! as the following
chart will show.

For a long period from 1896 to 1920, the value of silver, like that
of gold, tended strongly downward, so that a bimetallic system
functioning successfully during these years would presumably
have given an even less stable monetary unit than the gold stand-
ard did.

Aside from a slight revival of interest in bimetallism in 1919,
when the value ratio of gold and silver in the market temporarily
stood in the neighborhood of the time-honored figure of 16 to 1,
there was little discussion of bimetallism during the first three dec-
ades of the twentieth century. The world economic depression
beginning in 1929 caused another small revival of interest in the
subject, a revival that was limited almost entirely to a small part

1 Supra, pp. 364-366, and chart on p. 375.
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of the United States and was due chicfly to the political agitation
of representatives of a half a dozen silver-producing states.
Although the advocates of the frec and unlimited coinage of
silver under a bimetallic system were defeated in the bimetallic
controversy of the last quarter of the nineteenth century, the

VALUES oF GoLb AND SILVER AS MEASURED BY THEIR RESPECTIVE
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protagonists of silver succeeded by way of compromise in obtaining
two pieces of legislation that increased the monetary demand for
the white metal and retarded, at least for a time, the depreciation
of its gold value. These laws were the Bland-Allison Act of 1878
and the Sherman Purchase Act of 1890.

THE BLAND-ALLISON AcT

The Bland-Allison Act had its inception in a bill providing for the
free and unlimited coinage of silver and for making the silver dollar
unlimited legal tender in payment of debts. This bill was intro-
duced in the House of Representatives July 25, 1876, by Richard P.
Bland of Missouri, familiarly known, by reason of his activities in
the interests of silver, as “Silver Dick.” After much debate, this
free coinage bill was passed by the House November 5, 1877, by
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the large majority of 163 to 34. The bill reached the Senate De-
cember 6, 1877, where it was placed in the hands of William B.
Allison of Iowa, Chairman of the Committee on Finance. After
prolonged debate in the Senate, the bill was adopted with two
important amendments, one substituting for the free coinage pro-
vision of the House bill a provision for the coining of not less than
two million dollars’ worth of silver a month, nor more than four
million dollars’ worth; and the other providing for the issuance of
silver certificates “backed” dollar for dollar by silver dollars. As
thus amended, the bill was passed by the Senate February 15, 1878,
by a vote of 48 to 21. The substitution of limited coinage for free
coinage was very unpopular among the members of the silver group
in the House, but they decided that it was the best they could get
at the time, and, accordingly, with disappointment and with deter-
mination to continue the fight for the free coinage of silver in the
future, they decided to vote for the bill. The final vote in the House
was 203 to 72. The bill, therefore, had the support of a large major-
ity in both houses. It was immediately sent to President Hayes,
who vetoed it February 28, accompanying his veto by a vigorous
message giving his objections to the bill.

In this veto message, which is a state paper of high rank, Presi-
dent Hayes said:

“The bill provides for the coinage of silver dollars of the weight of 41214
grains each, of standard silver, to be a legal tender at their nominal value
for all debts and dues, public and private, except where otherwise ex-
pressly stipulated in the contract. . . . The silver dollar authorized by
this bill is worth 8 to 10 per cent less than it purports to be worth, and is
made a legal tender for debts contracted when the law did not recognize
such coins as lawful money.”

He pointed out that there were at that time outstanding over
eleven hundred million dollars of United States bonds issued prior
to February, 1873, at times when the silver dollar was unknown in
the circulation of the country. He showed that ncarly six hundred
million dollars of the nation’s funded debt had been issued after
February, 1873, when gold alone was the coin in which both parties
to the contract understood that the bonds would be paid. He then
based his veto squarely upon the moral obligation of the Govern-
ment to meet its contracts.

“The standard of value,” he said, “should not be changed without the
consent of both parties to the contract. National promises should be
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kept with unflinching fidelity. There is no power to compel a nation to
pay its just debts. Its credit depends on its honor. The nation owes what
it has led or allowed its creditors to expect. I can not approve a bill
which in my judgment authorizes the violation of sacred obligations.
The obligation of the public faith transcends all questions of profit or
public advantage.”

This message aroused the ire of both houses, and on the very day
it was received, they passed the bill over the President’s veto. The
vote in the House was 196 to 73 and that in the Senate 46 to 19.
Thus the Bland-Allison silver bill became law February 28, 1878.
The supporters of the bill came chiefly from the West and South,
while the opponents came principally from the East. The cheap
money interests, including those formerly affiliated with the Green-
back Party and most of the opponents of the Resumption Act, were
nearly all supporters of the bill.

The Act contained three important provisions; viz.: (1) It au-
thorized the resumption of the coinage of silver dollars of the weight
and fineness provided for in the Act of 1837 ! (i.e., 41214 grains,
.900 fine), but limited this coinage to the amount of dollars that
could be minted out of the silver bullion that the Secretary of the
Treasury could buy at the market price of silver each month by
the expenditure of not less than $2 million nor more than $4
million. Under this provision, the lower the price of silver, the
greater the number of dollars that could be minted.

(2) It made these silver dollars unlimited legal tender for all
debts and dues public and private, except where otherwise ex-
pressly stipulated in the contract; and

(3) It authorized holders of the new silver dollars to deposit
them in the Treasury in sums of not less than $10 and to receive
in exchange silver certificates which the Treasury was authorized
to issue in denominations of not less than $10.2 The coin so de-
posited was to be retained in the Treasury for the payment of the
silver certificates on demand.

While the Bland-Allison bill was being pushed through Congress,
Senator Matthews of Ohio introduced a concurrent resolution,
which was debated along with the Bland-Allison bill itself. The
Matthews Resolution, after the usual “‘whereases,” declared: 2

1 Cf., supra, p. 349.

2 The Act of August 4, 1886, authorized the issue of silver certificates also in

denominations of $1, $2 and $5.
3 For the history of this resolution, see Laughlin, pp. 201-213.
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“That all the bonds of the United States issued, or authorized to be
issued, under the said acts of Congress hereinbefore recited, are payable,
principal and interest, at the option of the Government of the United
States, in silver dollars of the coinage of the United States containing
41214 grains each of standard silver; and that to restore to its coinage
such silver coins as a legal tender in payment of said bonds, principal
and interest, is not in violation of the public faith, nor in derogation of
the rights of the public creditor.”

The Resolution was passed by the House January 25 and by the
Senate three days later; in both cases by large majorities. As
Laughlin points out, there was no doubt as to the legal right of the
United States to pay interest and principal of its public debt in
silver if it should so choose; the real question was not one of law
but of moral and public policy.

Before the passage of cither the Matthews Resolution or the
Bland-Allison Act, there were many dire prophesies from high
financial quarters as to the effects the passage of these measures
would have on our national credit. Typical of them is the follow-
ing, quoted from a letter written November 7, 1877, by August
Belmont to John Sherman, then Secretary of the Treasury: !

“] fear that the threatening position of the silver question will check
completely any demand for the four per cent. bonds here and in Europe.
The damage which the passage of this measure will do to our public
credit abroad cannot be over estimated. To remonetize silver upon the
old standard, and make it a legal tender for all private and public debts,
will be considered by the whole civilized world as an act of repudiation
on the part of the federal government, and cast a stain upon our national
credit, which has hitherto stood as high and bright as that of any govern-
ment in the world. . . . To do such a thing now as is contemplated by
the Bland silver bill, when the federal finances are in a flourishing con-
dition, when the premium of gold has been reduced two and a half to
three per cent., and when our funded debt sells equal to that of any
other public security in the world, is actually as if a man of wealth and
position, who had by a life-long course of strict honesty acquired the
well-earned confidence and respect of his fellow-citizens and of the
outer world, should in the midst of his affluence, and without any
palliating excuse of any temptation of want or necessity, commit open
theft.

“I am sure I do not over estimate the damaging effect which the
passage of the bill must have upon American credit. All my letters from
abroad, and conversations with persons familiar with the English and
continental money markets, confirm my convictions on that point.”

1 John Sherman’s Recollections of Forty Years in the House, Senate and Cabinet—
An Autobiography, Vol. 11, pp. 604 and 605.
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How THE BLAND-ALLISON AcT WORKED

The Bland-Allison Act was in operation from 1878 until 1890,
and during these twelve years each succeeding Secretary of the
Treasury, in the exercise of his option to buy not less than $2,000,-
000 nor more than $4,000,000 worth of silver, kept close to the
minimum figure. During this period, however, despite the artificial
demand for silver created by these purchases, the gold price of
silver declined almost continually,! the average price for fine silver
in New York for the year 1877 having been $1.19 an ounce and
for 1889, 93.6 cents an ounce. As the price declined, dollars bought
increasing amounts of silver bullion and therefore resulted in the
pumping into circulation of a continually increasing volume of
silver dollars and silver certificates. For the years 1878 to 1889
the coinage of silver dollars under the Bland-Allison Act was as
follows: 2

$000.000
1878 22.5
1879 27.6
1880 274
1881 27.9
1882 27.6
1883 28.5
1884 28.1
1885 28.7
1886 314
1887 33.6
1888 32.0
1889 34.7

Total 3 344.9

These silver dollars, however, were not popular in most parts of
the country. The public found them cumbersome and inconven-
ient. They piled up in the banks, and the public returned them in
large quantities to the Government in the payment of taxes and
other Government dues. Their circulation, “by proxy,”’ was
greatly facilitated by the use of silver certificates, and particularly
by certificates of the lower denominations which were authorized
by the law of 1886. Throughout the period 1878 to 1890 a large
and generally increasing proportion of the issues under the Bland-

1 Cf., supra, pp. 360-364.

2 Cf., U. 8. Treasury Circular No. 52, July 1, 1912, pp. 54 and 55.
3 In computing the total, complete figures have been used.
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Allison Act was in the form of silver certificates. By July 1, 1890,
the circulation of silver dollars was only $56 million, while that of
silver certificates was $298 million.

Throughout his first Administration, President Cleveland used
his influence for the repeal of the Bland-Allison Act. In his message
of December 6, 1886, after pointing out that silver had just de-
clined to the lowest price in its history, he said:

“Every fair and legal effort has been made by the Treasury Department
to distribute this currency among the people. The withdrawal of United
States Treasury notes of small denominations and the issuing of small
silver certificates have been resorted to in the endeavor to accomplish
this result, in obedience to the will and statement of the representatives
of the people in the Congress.”

He then showed that these efforts had been of little avail, and
called attention to Congress to the fact that the Director of the
Mint “again urges the necessity of more vault room for the pur-
pose of storing these silver dollars which are not needed for circula-
tion by the people.”

The extent to which the country could absorb these monthly
outpourings of new silver money without disturbance depended in
large part upon the volume of the country’s husiness activity. In
prosperous years, when business was active and the demand for
money was large, as in the ycars 1886 and 1887, this new money
was readily absorbed, while in periods of business depression, as
in the ycars 1883 and 1884, it became a drug on the market and,
under the principle of Gresham’s Law, tended to drive gold out
of circulation and out of the country. The absorption of the silver
certificates into the circulation during these years was aided by the
fact that our bond-sccured national bank-note circulation was
declining at this time as a result of the rapid rise in the price of
United States government bonds.!

In November, 1878, when the New York Sub-Treasury was
admitted to the New York Clearing House, the Clearing House
passed a resolution prohibiting the payment of balances at the
Clearing House in silver certificates or silver dollars. This action
in a short time aroused in Congress vigorous criticism of the East-
ern bankers who were alleged to be trying “to discredit the coun-
try’ssilver currency.” In July, 1882, when the twenty-year charters
of the national banks came up for renewal by the Government,

1 Cf., Kemmerer, The A B C of the Federal Reservc System, p. 15.
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Congress prescribed that ““no national banking association shall be
a member of any clearing-house in which [silver] certificates shall
not be received in settlement of clearing-house balances.” The
Clearing House was accordingly forced to rescind its resolution.

In his Annual Report for 1880, Secretary Sherman declared that
it was impossible to keep in circulation more than 35 per cent of
these newly coined silver dollars, and in a personal letter to James
A. Garfield under date of July 19, 1880, he said that “the silver
law threatens to produce within a year or so a single silver standard
. . . I could at any moment, by issuing silver freely, bring on a
crisis.” !

Grover Cleveland, after his first election but before his inaugura-
tion, came out vigorously and fearlessly for the repeal of the Bland-
Allison Act in the face of an overwhelming majority in Congress
favorable to the Act. In a letter to Representative A. J. Warner,
made public February 24, 1885, he said that this act had resulted
in the heaping up in the Treasury vaults of large quantities of 85-
cent silver dollars, and that the fact that these dollars were being
received in increasing quantitics by the Treasury in payment of
government dues was diminishing the flow of gold into the Na-
tional Treasury. He said:

“Silver and silver certificates have displaced and are now displacing the
gold in the Federal treasury now available for the gold obligations of
the United States and for the redemption of the United States notes
called ‘greenbacks.’” If not already encroached upon, it is perilously near
such encroachment. . . .

“These heing the facts of our present condition, our danger, and our
duty to avert that danger, would seecm to be plain. I hope that you con-
cur with me and with the great majority of our fellow-citizens, in deem-
ing it most desirable at the present juncture to maintain and continue
in use the mass of our gold coin, as well as the mass of silver already
coined. This is possible by a present suspension of the purchase and
coinage of silver. I am not aware that by any other method it is pos-
sible.”

Two days later the House defeated the amendment for suspending
silver coinage by a large majority, the opposition consisting of 118
Democrats and 52 Republicans, while the proponents of repeal
were 54 Democrats and 64 Republicans. Thus, says Nevins:

1 Quoted by Noyes, p. 74.

2 McElroy, Grover Cleveland, Vol. I, pp. 107-109.
3 Qrover Cleveland, p. 204.
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“The first Democratic President in a quarter century had been slapped
in the face by his own party hefore he took his seat. Nevertheless, the
letter was a statesmanlike piece of initiative. It served notice that Cleve-
land, following in the footsteps of Seymour and Tilden, would turn a face
of granite against all inflationist schemes. By its very vigor it put heart
into frightened bankers and restored confidence.”

Exports of gold, which had been very heavy in 1884, became
negligible in 1885, and under the prosperous conditions prevailing
during most of the next four years the new issues of silver certif-
icates were fairly well absorbed and resulted in driving very little
gold out of the country, except for the year 1889.1

This brings us to the second silver-purchase measure, the so-
called Sherman Silver Purchase Act of 1890.

THE SHERMAN PURCHASE AcT

During the latter eighties interest in the silver purchases under
the Bland-Allison Act was quiescent, since the new silver certifi-
cates that were being forced into the circulation were, for a time,
readily absorbed thanks to the business prosperity and to a declin-
ing national bank-note circulation. However, Mr. William Win-
dom, President Harrison’s first Secrctary of the Treasury, uncx-
pectedly pushed the subject of silver prominently into public
attention by recommending in his first Annual Report to the
President a new silver coinage plan supplementing the Bland-
Allison Act, which he wished to have continued. Among other
things this plan called for the issuance of Treasury notes against
the deposit of silver bullion at the market price of silver at the time
when the bullion was deposited. The Treasury notes were to be
redeemable in gold, or in silver bullion at the market value at
the time of redemption. Concerning the plan President Harrison
said that he had been able to give it “only a hasty examination

. owing to the fact that it had been so recently formulated.”
Although this plan was never adopted, it became the basis of the
Silver Purchase Act of 1890, which was approved by the President
July 14, 1890, and which replaced the Bland-Allison Act of 1878.
This Act was a compromise between the demands of the extreme
bimetallists and those of the gold monometallists. The compromise
character of the law explains in part why, although the Democratic

1 Cf., chart showing United States Notes and Treasury Notes Redeemed in Gold,

and Exports of Gold, 1879-1897, Indianapolis Monetary Commsission Reports,
p. 434.
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Party was much more favorable to silver than the Republican
Party, not a single Republican member of either house voted
against the bill, and not a single Democratic member voted in
favor of it.

The political situations underlying the passage of the Sherman
Act were described by Senator John Sherman a few years later.
He said: !

“The authorship of this law has been generally credited to me, and it
was commonly called the ‘Sherman silver law,” though I took but little
part in framing the legislation until the bill got into conference. The
situation at that time was critical. A large majority of the Senate fa-
vored free silver, and it was feared that the small majority against it in
the other House might yield and agree to it. The silence of the President
on the matter gave rise to an apprehension that if a free coinage bill
should pass both Houses he would not feel at liberty to veto it. Some
action had to be taken to prevent a return to free silver coinage, and the
measure evolved was the best obtainable. I voted for it, but the day
it became a law I was ready to repeal it, if repeal could be had without
substituting in its place absolute free coinage.”

The principal provisions of the Act were as follows:

(1) The Sccretary of the Treasury was required to purchase
silver bullion to the amount of 4,500,000 ounces each month, or
such a part of that sum as might be offered at a price not greater
than a dollar for the amount of silver contained in a silver dollar;
that is, about 77 per cent of an ounce; and to pay for the silver so
bought by the issuance of a new kind of money called Treasury
notes. It will be noted that when the price of silver declined the
volume of Treasury notes issued also declined, and when it rose the
volume of Treasury notes increased; whereas, under the Bland-
Allison Act, which required the monthly purchase of not less than
$2 million worth of silver or more than $4 million worth, when the
price of silver declined the amount of silver purchased for coinage
into silver dollars rose, and when the price rose the volume pur-
chased declined.

(2) The Treasury notes were made “redeemable on demand, in
coin,” and the law provided that when so redeemed, they ‘“may
be reissued.” The redemption provision of the law is noteworthy
in the light of subsequent developments. It was:

1 John Sherman's Recollections of Forty Years in the House, Senate and Cabinet,
Vol. II, pp. 1069-1070.
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“That upon demand of the holder of any of the Treasury notes herein
provided for the Secretary of the Treasury shall, under such regulations
as he may prescribe, redeem such notes in gold or silver coin, at his dis-
cretion, it being the established policy of the United States to maintain
the two metals on a parity with each other upon the present legal ratio,
or such ratio as may be provided by law.”

(3) Unlike the silver certificates of the Bland-Allison Act, the
Treasury notes were made unlimited legal tender.

(4) The Secretary of the Treasury was required to coin monthly
until July 1, 1891, two million ounces of the silver bullion purchased,
and thercafter so much as should be necessary for the redemption
of the Treasury notes. Since the public in presenting Treasury
notes for redemption almost invariably asked for gold instead of
silver dollars, this latter provision of the law was of little impor-
tance.

IssueEs oF TrEasURY NoTes orF 1890

During approximately three and a quarter years in which silver
bullion purchases were made under the Act of July 14, 1890, the
Government bought (in round numbers) 169 million fine ounces of
silver in payment for which it issued $156 million in Treasury
notes. The volume of these notes in circulation at the end of ecach
of the years during which they were issued for the purchase of
silver was as follows:

$000,000
1891 40.3
1892 98 3
1893 140.9
1894 134.7

On Junc 30, 1893, they constituted about 9 per cent of the nation’s
total monetary circulation.

These four years were years of business depression throughout
most of Europe and, also, except for the year 1892, in the United
States. It was not a time in which the country could readily absorb
substantial increases in the monetary circulation. Since many
people were skeptical about the soundness of these new Treasury
notes, ‘“backed” as they were by silver which had been depreciat-
ing for years in terms of gold, the public early began to discriminate
against the Treasury notes and in favor of gold coin and gold certif-
icates. In other words, in accordance with the principle of Gres-
ham’s Law, they held back the better money and passed on to
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others the poorer money. Furthermore, as money became relatively
redundant and, in consequence, exchange rates went to the gold-
export point, gold, which had a ready foreign market, went abroad,
while the fiduciary money, including the increasing volume of
these Treasury notes, stayed at home.

According to Dewey: *

“Before the passage of the Sherman Act nine-tenths or more of the cus-
toms receipts at the New York customhouse were paid in gold and gold
certificates; in the summer of 1891 the proportion of gold and gold cer-
tificates fell as low as 12 per cent., and in September, 1892, to less than
4 per cent. The use of United States notes and treasury notes of 1890
correspondingly increased.”

The Sherman Purchase Act, it will be recalled, required the
Secretary of the Treasury to redeem the Treasury notes “in gold
or silver coin at his discretion.” The Secretary, however, had al-
ways redeemed the Treasury notes, as he was legally obliged to
redeem the United States notes, on demand in gold. Beginning
with the summer of 1892, demands for redemption of both kinds
of notes began to increase rapidly. They fell off, however, with the
crop moving demand for paper money in the fall, but increased
enormously in December. For the first four months of 1893 re-
demptions amounted to over $50 million, as compared with less
than $214 million in the corresponding months of the year 1892.2
By April, 1893, the net gold in the Treasury had fallen below the
conventional $100 million limit.> The excess of gold exports over
imports for the fiscal years 1890 to 1893 inclusive were:

$000,000
1890 4.3
1891 68.1
1892 0.5
1893 87.64

1 Dewey, Davis R., Financial History of the United States, pp. 443 and 444.

2 Finance Report, 1897, p. 139.

3 While there was no statutory provision for a gold reserve of $100 million, the
public for some years had been accustomed to expect the reserve to be maintained
at a figure not lower than this sum. There were two reasons for this tradition:
(1) under the Resumption Act of 1875 no part of the face value of the bonds sold for
providing the funds for redemption purposes, amounting to about $96,000,000,
could be used for fiscal purposes; and (2) the Act of 1882 in authorizing the issue of
gold certificates provided that the Secretary of the Treasury should suspend their
issue whenever the amount of gold in the Treasury * reserved for the redemption of
United States notes falls below one hundred millions of dollars.”

4 Finance Report, 1897, p. 140.
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The Philadelphia & Reading Railway Company went into bank-
ruptcy February 20, with a capital of $40 million and a debt of
more than $125 million. In early May

“ . . the National Cordage Company, with twenty millions capital

and ten millions liabilities, followed suit. . . . In January, National

Cordage stock had advanced twelve per cent. on the New York market,

selling at 147. Sixteen weeks later, it fell below ten dollars per share,

and with it, during the opening week of May, the whole stock market
collapsed.” !

The number of commercial failures in the country increased 50
per cent in 1893 over the preceding year and the total liabilities
were three times as large as they were in 1892. Pig iron production,
which was considered to be one of the best indices of industrial
production at that time, declined 24 per cent in 1893.

Moreover, just at the time when our circulation was being
glutted with Treasury notes as a result of the large silver purchases
and when the public were becoming increasingly fearful that the
country would be driven from the gold standard to a silver stand-
ard, India, whose silver standard currency for many years had
been providing an unlimited market for the purchase of silver,
closed her mints to the free coinage of silver (June 26, 1893) and
thereby gave a severe blow to the value of the white metal. Since
this action by the Indian Government had been expected, anticipa-
tion of it had been depressing the gold price of silver for a consider-
able period. The average prices for an ounce of silver in New York
for the years 1891 to 1894 inclusive were:

1891 $0.99
1892 0.88
1893 0.78
1894 0.64

The situation became so bad that the business men of the coun-
try began to urge strongly the calling of a special session of Con-
gress for the purpose of repealing the Sherman Purchase Act. The
Commercial Club of St. Louis, for example, on May 20 passed a
resolution declaring that the Sherman Act was

“only productive of eyil in our monetary system and disturbance to the

national credit, and that the prosperity of the whole country, agricul-

tural, manufacturing and commercial will be in a great degree promoted
by its early and unconditional repeal.” ?

1 Noyes, pp. 188-189.
2 Quoted by Barnes, James A., John G. Carlisle—Financial Statesman, p. 269.
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The following month the banking house of Harvey Fisk and Sons
in New York issued a circular which, after describing the growing
distrust throughout the country resulting from the Sherman Act,
said:
“Still this great American nation is obliged to calmly face inevitable
ruin . . . simply because its Representatlves are not called together in
accordance with the authority vested in its Chief Executive, and forced
to remove from the Statute Books the law which is eating away the

vitals of American honesty, of American credit, and casting into a great
abyss a century of financial honor.” !

President Cleveland, who had been during his previous Admin-
istration a strong opponent to the heavy coinage of silver required
by the Bland-Allison Act, was from the beginning of his second
Administration also outspoken in his opposition to the Sherman
Act. On June 30, 1893, only four days after the closing of the In-
dian mints, he called for an extraordinary session of Congress to be
convened on August 7, “to the end that the people may be relieved
through legislation from present and impending danger and dis-
tress,” a condition which ‘is largely the result of a financial policy
which the executive branch of the Government finds embodied in
unwise laws, which must be exccuted until repealed by Congress.”

The day after Congress opened Cleveland sent to it a clarion
call for the repeal of the Sherman Act and for other legislation
that would “ put beyond all doubt or mistake the intention and the
ability of the Government to fulfill its pecuniary obligations in
money universally recognized by all civilized countries.” In ex-
plaining the breakdown of confidence resulting from the heavy
silver purchases, he said:

‘“Between the 1st day of July, 1890, and the 15th day of July, 1893, the
gold coin and bullion in our Treasury decreased more than $132,000,000,
while during the same period the silver coin and bullion in the Treasury
increased more than $147,000,000. Unless Government bonds are to be
constantly sold to replenish our exhausted gold, only to be again ex-
hausted, it is apparent that the operation of the silver-purchase law
leads in the direction of the entire substitution of silver for the gold in
the Government Treasury, and that this must be followed by the pay-
ment of all Government obligations in depreciated silver.”

This, he pointed out, would constitute abandonment of the gold
standard. He then continued:

1 Quoted by Barnes, idem, p. 259.
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“The knowledge in business circles that our Government cannot make
its fiat equivalent to intrinsic value nor keep inferior money on a parity
with superior money has resulted in such a lack of confidence that capital
refuses its aid to new enterprises, while millions are actually withdrawn
from the channels of commerce to become idle in the hands of timid
owners. Foreign investors, equally alert, not only decline to purchase
American securities, but make haste to sacrifice those which they al-
ready have.”

The fight for repeal was a hard one, and both political parties
were badly split. Broadly speaking, the division of public senti-
ment was more territorial than political. In the East both Repub-
lican and Democratic sentiment were strong for repeal. The West
was strongly pro-silver, the Middle West was divided, while the
South, except for the large planters and the commercial population
of the cities, was gencrally opposed to repeal. The House, in which
the representation of the populous Eastern states dominated,
passed the repeal bill promptly on August 21 by a vote of 239 to
108; but the Senate, with its large representation from silver-
producing states and from agricultural states, continued to resist.
The spread of the panic from the East to the West, however, with
widespread failures of Western banks, somewhat weakened the
silver enthusiasm in a number of the Western states.

In the latter part of October the Democrats in the Senate, 37
out of 44, sought a compromise according to which the silver pur-
chase clause should be extended to July 1, 1894, the seigniorage in
the Treasury should all be coined, and further issues of Treasury
notes should be limited to the denominations of ten dollars and
above. In this effort the Democrats were joined by a group of silver
Republicans. Cleveland was indignant over the proposal and on
October 23, after a Cabinet meeting in which he expressed his
opposition in vigorous language, he authorized a statement to the
press given out by Secretary Carlisle, that: ¢ The President adheres
to the position that the purchasing clause of the Sherman silver
law should be unconditionally repealed. . . .” !

The President finally won his fight and on October 30 the
Senate voted for repeal by the vote of 43 to 32.

AFTER REPEAL
The repeal of the silver purchase clause, however, did not bring
the financial crisis to an end. The ecrisis had altogether too much
1 Cf., Nevins, Grover Cleveland, pp. 545 and 546.
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momentum to be stopped so easily. Moreover, the agitation for
bimetallism, both in Congress and out, continued unabated. In
fact, it was soon to be greatly strengthened under the powerful
political leadership of William Jennings Bryan.

The gold reserve continued to decline in response to heavy de-
mands for hoarding and for export, and by February 1, 1894, it had
reached the low figure of $65 million. Again the Secretary of the
Treasury replenished it by the issue of bonds under authority of
the Resumption Act of 1875. Two such issues added to the gold
reserve over $117,000,000, but as fast as the reserve was replenished
it was depleted by the presentation of Treasury notes and green-
backs for redemption in gold, and the so-called ‘‘endless chain”
continued in full operation. In the words of President Cleveland’s
message of December 2, 1895: “ Again disappointment awaited
the anxious hope for relief. There was not even a lull in the exas-
perating withdrawals of gold. On the contrary, they grew larger
and more persistent than ever.” On January 28, 1895, the President
again sought authority from Congress to issue gold bonds at low
interest rates for replenishing the reserve, but again there was no
response.

THE SyYNDpICATE BoND ISSUE

By February the situation had become critical, with the reserve
at less than $42 million, and with a breakdown of the gold stand-
ard imminent. To meet the situation a new device was adopted.
Instead of selling the bonds in the open market for gold that was
in large part withdrawn from the Government’s gold reserve by
the public to pay for the bonds, the Government made a special
agreement with a syndicate of large financial interests. This
agreement provided that 4 per cent thirty-year bonds, of a type
authorized by the Resumption Act of 1875, amounting to about
$62 million, should be exchanged for gold receivable by weight, to
an amount a little over $65 million. The gold was to be delivered
in installments over a period of six months, and at least one-half
of it was to be obtained from abroad. It was stipulated that dur-
ing the continuance of the contract the members of the syndicate
would use every means in their power to protect the Government
against gold withdrawals.

In view of the National Government’s repudiation in 1933 of
the gold clause in its bond obligations, it is significant that in the
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case of this bond issue of 1895 the confidence of the public in the
integrity of the gold clause was so great that the Government
could have borrowed, it was alleged, at a substantially lower inter-
est rate, if Congress had been willing to authorize the issue of
bonds payable in gold coin, instead of merely “in coin.” On this
subject President Cleveland said in his message of December 2,
1895:

“The contract also provided that if Congress would authorize their
issue, bonds payable by their terms in gold and bearing interest at the
rate of 3 per cent per annum might within ten days be substituted at
par for the 4 per cent bonds described in the agreement.

“On the day this contract was made its terims were communicated to
Congress by a special Executive message, in which it was stated that
more than $16,000,000 would be saved to the Government if gold bonds
bearing 3 per cent interest were authorized to be substituted.”

Congress failed to grant the authority to issue gold bonds re-
quested by the President and the syndicate operation for ““coin”
bonds was carried through as planned. As a result of this opera-
tion, the gold reserve was raised to about $108 million by early
July, 1895. Confidence was temporarily improved, but the syndi-
cate was not able to prevent a further serious depletion in the re-
serve and in a short time the reserve had again fallen to a danger-
ously low figure.

Although Congress had refused the President authority to issue
bonds payable in gold, the proponents of silver in both houses
attacked him vigorously for this issue of bonds for gold bullion
through a syndicate of bankers. The critics claimed that such an
issue lacked legal authority, and that in making it the President
had been subservient to the dictates of Wall Street.

A FourtH BoND IssuE To REPLENISH GOLD RESERVE

At the end of 1895 the reserve was so low and the situation was
so threatening, apprehension having been recently increased by
the fear of war with England over the Venezuelan affair, that a
fourth bond issuc was authorized to replenish the gold reserve. In
view of the opposition aroused by the previous syndicate issue, this
fourth issue, which was for $100 million 30-year 4 per cent
bonds, was offered directly to the public. It was greatly oversub-
scribed and yielded a premium of approximately $11 million.
However, according to careful estimates, something like forty
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million of the bonds were purchased with gold that was with-
drawn from the United States Treasury for the purpose through
the presentation of notes for redemption.

Despite the replenishment of the reserve through this fourth
bond issue, the hoarding and exportation of gold continued to de-
plete the reserve, and this depletion was stimulated by the free sil-
ver campaign which culminated in the defeat of William Jennings
Bryan and the election of William McKinley in November, 1896.

CONFIDENCE IN GoLD STANDARD RESTORED

After the election confidence was restored, gold came out of
hoards and was turned into the Government Treasury in large
volume, while the heavy net exports of gold which characterized
the period 1891 to 1896 (except for the year 1892) were soon
transformed into a strong flow of gold into the country. By 1897
prices began to move upward under the influence of the heavy
outpourings of gold from the newly developed gold fields of South
Africa, and the country entered upon another period of prosperity
which continued until the panic of 1907.

THE GoLp STANDARD AcT oF 1900

Although the closing of the American mints to the free coinage
of the standard silver dollar in 1873 provided the legal basis for
a gold standard currency which would become cffective whenever
specie payments should be resumed, and although the currency
was actually and lawfully on the gold standard after the resump-
tion of specie payments on January 1, 1879, there was no clear-
cut and definitive statutory establishment of the gold standard
until the so-called Gold Standard Act of 1900. This act declared
that the dollar consisting of 25.8 grains of gold .900 fine should be
the standard unit of value, and provided that ‘“all forms of money
issued or coined by the United States shall be maintained at a
parity of value with this standard, and it shall be the duty of the
Secretary of the Treasury to maintain such parity.” United
States notes and Treasury notes were specifically made redeem-
able in gold coin on demand and a redemption fund of $150,000,000
was established to be “used for such redemption purposes only.”
For maintaining the redemption fund at an adequate figure the
Secretary of the Treasury was given liberal powers of borrowing
money on terms and conditions that would have fully met the
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wishes of President Cleveland during the long years of his valiant
fight to obtain authority from Congress to issue bonds on satis-
factory terms for the maintenance of the gold reserve. Not only
was the Secretary of the Treasury authorized by this law to sell
bonds to replenish the gold reserve fund whenever necessary to
maintain the gold standard, but he was positively required to do so.

The Act of 1900 provided for the cancellation and retirement
of Treasury notes to an amount equal to the value of standard
silver dollars and subsidiary silver coins minted from the hullion
purchased with these notes, it being contemplated that the notes
themselves would be replaced in circulation chiefly by silver
certificates. By 1912 all the Treasury notes had been retired,
except about $3,000,000 and the few struggling notes still out-
standing have long since ceased to be a factor in the monetary
circulation.

The silver legislation of the years 1933-1935 and its results are
tied up with the currency and banking problems of this critical
depression period. They will be discussed in Volume II of this
book as a phase of our current monetary problems.!

NOTE

The second volume of this book, which is now in preparation, is devoted
mostly to the subjects of credit and banking. Inasmuch as our current mone-
tary problems are closely interwoven with our problems of credit and banking
and cannot be adequately discussed except in their interrelationship with
those problems, the chapter dealing specifically with our present-day monetary
controversy is being placed at the end of Volume II instead of in the present
volume on Money.

Until the publication of Volume II, any reader interested in the author’s
views on the monetary controversy of the depression period 1930-1935 will
find them given in popular form 1n his book Kemmerer on Money,? which was
first published in January, 1934 and 1s being currently revised.
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Diminishing gratification, principle
of, 20.

Dollar exchange, 135-136.

Dollar, Hamulton's arguments in fa-
vor of, cited, 329.

Dollars, conage of silver, discontin-
ued, 339-310; importance of half
dollars, 340-341; sce Commodity
Dollar.

Doraiswami, S. V., cited, 168.

Drachma, 10.

Drafts, 49. R

Dual standard, 14; use of term, 96;
examples of, 96, 319.

du Pan, Mallet, cited, 190.

Durability, of gold as a commodity,
76-77.
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Edmunds, Senator, mentioned, 258.

Elasticity of demand, of gold as a
commodity, 77-79.

Emergency Banking Act of March 9,
1933, United States, 268.

Employment, during greenback pe-
riod, 249-250; in Germany im-
mediately after the War, 284-285;
Germany, 306.

Equation of exchange in a simple
monetary régime, 32-33; a gold
coin régime, 33-34; extended to
include deposit currency, 51-53;
revised form, 53.

Exchange and bullion value, of
rupee, 28; of Philippine silver coins,
30-31.

Exchange, demand and usance, 132~
134.

Exchange futures, 141-142.

Exchange rates, sensitive prices, 149.

Exportation of bullion, gold and sil-
ver, prohibited in France during
the Revolution, 178.

Exportation of Philippine coins pro-
hibited, 30.

Exports, classes of, 121-124; com-
modities, 122; securities, 122; serv-
ices, 122-123; travel, 123-124;
‘““treasure,” 124.

Extravagance, during French Revo-
lution, 194; during greenback pe-
riod, 250-251.

Falkner, C. U., cited, 196.

Federal Reserve, notes, gold parity
of, 71, 73; efforts to check dechning
prices, 114.

Fessenden, Senator William P., cited,
240, 243.

Fiduciary Coinage Act of 1853, 351,
354-355.

Fiduciary money, maintaining parity
of, by limitation of supply, 72-73;
making interchangeable with gold,
73; legal-tender, 73.

Fiduciary money standard, England,
1931, 15; India, 1893-1898, 15;
United States, 1862-1879, 15; im-
portance of, 96-97; examples of, 97;
definition, 97; French assignats,
173; in Germany for ten years from
1914, 274,
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Fiduciary silver coins, United States,
first, 353-354.

Fiscal operations, in Germany, of new
Republican Government, 281-282;
i Germany, latter post-war period
of inflation, 286.

Fisher, Irving, cited, 54, 109, 112;
commodity dollar plan, 108.

Fishhook money, 8.

Fisk, Harvey and Sons, resolution on
Sherman Act, cited, 387.

Fite, K. D., cited, 250.

Flight from Money, 60-61; Mexico,
1916, 61; Germany, 1923, 61; 115.

Foreign coins, Hamilton on use of,
332; Act of February, 1793, 335;
Act of February, 1798, 336; silver
in United States, 342-343; in
United States, 355-357.

Foreign exchange, between two coun-
tries on the same standard, 121-
142; factors determining rates of,
128-129; insurance, 132-133; cable
rate, 132; demand rate, 132; inter-
est, 133-134; sight rate, 134; rela-
tion to discount market, 134-135;
monetary forces in exchange rate,
136-140; bank reserves, 137-138;
interest rates, 138; security and
commodity prices, 138; gold flow,
139; futures, definition of, 141-142;
between a gold standard country
and a silver standard country, 142-
146; forward contracts, 147-148;
between a paper money standard
country and a gold standard coun-
try, 149-153; gold exchange stand-
ard country, 156-159; rates, 178.

Foreign trade, effect of commodity
dollar on, 112; means of payment
n, 124-125.

Forward exchange contracts, 147-148.

I'ractional coins, driven out of circula-
tion by greenbacks, 246.

France, gold-silver ratios, 173; edict
of August, 1788, 175; decrees of
October, 1790 and May, 1791, 176;
return to specie basis, 1796, 319.

French Monetary Law of 1803, 319-
320.

Gallatin, Albert, cited, 346; men-
tioned, 347.
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Garfield, James A., mentioned, 256.

Gaudin, French finance minister, 319.

Germany, pre-war currency, 271-272;
fiscal situation, 1914-1919, 275;
industrial production, 1920-1923,
306; agricultural production, 1920-
1923, 306; foreign trade, 306-309;
foreign trade restrictions during
the War, 307; foreign trade restric-
tions after the War, 307-309.

Gold, dollar in United States prior to
1933, 69; monometallism, varieties
of, 70; in gold standard system,
fixed price, 70, 73-74; unlimited
market, 74; production varies with
prices of commodities, 74-76; char-
acteristics of as a commodity, 76—
80; scarcity, 76; durability, 76-77;
elasticity of demand, 77-79; varia-
bility in production, 79-80; market
value, effect of increasing use of
gold 1 bimetallic system, 86-87;
price level anchored to, tends to be
more stable, 116; movements in
international trade, 131; purchas-
ing power of, in United States, 150;
price of during French Revolution,
178; price of, compared with com-
modities, 247-248; basis of cur-
rency in United States, 1879-1933,
260; in reparations payment, 286;
coinage ratio in France, 1803-1835,
320-321; coms of United States,
1792-1834, 336-338; disappears
from active circulation, 338-339;
overvaluation of, in United States,
346-348, 351; discoveries of, in Cal-
ifornia and Australia, 350, 353;
South African discoveries of, put
end to bimetallic controversy, 373-
375; excess of exports of, 1890-
1893, 385.

Gold bullion standard, characteris-
tics, 80.

Gold clause, 1933 repudiation of, by
United States, 389.

Gold coin standard, effect on equa-
tion of exchange, 33-34; in United
States, 70-72; typical, 72.

Gold exchange standard, 81; object
of, 154; outstanding characteristic
of, 154; in operation in various
countries, 154; favored by Finan-
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cial Commission of the Interna-
tional Conference in 1923, 154,
Philippine Islands’ experience with,
155-159; functions of money pro-
vided for, 156-157; fundamental
principle of, 157; advantages of,
159-161; economy, 159; disadvan-
tages of, 164-169; future of, 169.

Gold-export point, 130-132, 385.

Gold-import point, 129-130.

Gold production, world’s, 77; world’s,
1801-1934, 79-80; down, 1865-
1871, 324; changes in, affect value
ratio to silver, 364—-366; 18861915,
374.

Gold ratio to silver, decided on by
Hamilton, 329-331; in United
States, 336, 350, 359.

Gold reserve, necessary to resume
specie payments in 1879, 260;
fourth bond 1ssue to replenish, 390-
391.

Gold school, in Bank of England con-
troversy, 215-224.

Gold standard, England, 1821, 69,
70; characteristics of gold in its
relations to, 73-76; foreign ex-
change with silver standard system,
142-146; foreign exchange with
paper money standard system, 149~
152; breakdown during war period,
154; breakdown n England, 1931,
168; laws cnacted in Germany,
18701875, 271; 1914, ceased to
exist 1n fact in Germany, 273; re-
turn to, by Germany, 1924, 316-
317; adopted by Germany, 1871,
323; confidence in, restored in 1896,
391; act of 1900, 391-392.

Gold value, 1918-1921, 282-283; of
money in Germany, 287-289; in
world’s markets, 1921-1923, 292;
purchasing power over commod-
ities, 1873-1893, 362; 1818-1933,
375.

Graham, Frank D., cited, 294, 295,
303, 305, 307-308, 310; mentioned,
293. ;

Grant, President, cited, 257.

Greenback Party, 259.

Greenbacks, legal-tender cases, 260-
268; Bronson vs. Rodes, 261-262;
Lane County vs. Oregon, 1865,
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262; Hepburn vs. Griswold, 262-
264; Knox vs. Lee, 265-267;
Parker vs. Davis, 265-207; Juil-
liard vs. Greenman, 267-268.

Greenbacks, origin of, 235-238;
Spaulding’s plan, 235; plan for
issuance of legal-tender notes, 235;
bankers’ plan, 235; law for first
issue passed, 237; arguments in
favor of, 238-240; ‘‘argument of
necessity,” 238; financial program
of opposition, summarized, 240-
241; arguments agamst 1ssue, 241-
243; further issues of, 244-246;
second issue, 244; third issue, 245;
acts affecting status of, 245-256;
fluctuations 1in value of, 246-250;
prices and wages 1 terms of, 247;
gold prices compared with com-
modity prices, 247-248; wholesale
vs. retail prices and cost of hiving,
248-219; cost of hving, 249-250;
not redeemable in government
bonds, 259; further contraction
prohibited, 260; value of, 260; not
a substitute for comn mn debt pay-
ments, 262; post-war history of,
251-268; plan for early return to
specie basis, 251-253; schools of
monetary reform, 253-254; opposi-
tion to currency contraction, 254-
255; question of paying government
bonds in greenbacks, 255-257;
Resumption Act, 257-259.

Gresham’s Law, exemplification of,
86, 182, 220, 323, 341, 343, 357,
380.

Hamilton, Alexander, cited, 243-244,
330, 331, 332; mentioned, 336; Re-
port on the Mint, 328-329; sum-
mary of recommendations, 331-
332.

Harris, cited, 184, 185; mentioned,
180.

Harrison, President, cited, 382.

Hawtrey, R. G., cited, 191; men-
tioned, 207.

Hayes, President, cited, 376-377.

Hellferich, Karl, cited, 62, 314, 323;
mentioned, 61.

Highly exchangeable commodities,
how they develop into money, 4-6.
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Hoarding, of gold, effect on elasticity
of demand, 78; of gold and silver
during the French Revolution, 178;
of gold and silver, 1929-1935, 178;
of gold, silver, and commodities
penalized by French Government,
190.

Horner, Francis, mentioned, 211, 223.

House of Representatives, resolution
of April, 1790, 328; report of Feb-
ruary, 1821, cited, 338; C. P. White
Committee Report, cited, 339,
343; mentioned, 347; committee
report, cited, 347.

Howe, Senator T. O., cited, 240.

Hume, David, cited, 58, 221.

Hyper-inflation, during the French
Revolution, 187, 193; in Germany,
287.

Illig, H., mentioned, 183.

Independent Treasury Law of 1846,
United States, 233.

India, monetary experience, 1893-
1898, 26-29; Secretary of State,
cited, 29; “growing up to specie
payments,” 254; closing of mnts,

Ingham, 8. D., cited, 344-345; men-
tioned, 338, 339, 343, 347.

Inflation, during the French Revolu-
tion, 186.

Inflation, Germany, periods of, 272;
the War period, 272-280; emer-
gency measures to protect cur-
rency, 272-274; motive for infla-
tion, 274-275; fiscal situation, 275;
expansion of currency and bank
credit, 275-276; depreciation of
mark, 276-278; retail prices, rents
and wages, 278-279; government
control of prices and rents, 279-
280; the early post-war period,
280-285; volume of fiscal opera-
tions and paper money issues, 281-
283; cost of living, 283-284; wages,
284; ynemployment, 284-285; un-
usual proportions reached in Ger-
many, 285; the latter post-war
period, 285-304; volume of govern-
ment fisecal operations, 286-287;
paper money circulation and gold
reserves, 287-289; prices, rents and
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wages, 200-292; velocities of ecir-
culation, 292-294; wages, 294-296;
devices to protect worker from un-
due losses arising from inflation,
296-299; inflation and debts, 299-
301; bond prices, 301; inflation and
the corporation stockholder, 302—
304; effect on industrial plant and
equipment, 304-305; influence on
trade, 305-309; domestic industry
and trade, 305-306; foreign trade,
306-309; effect on tax revenues,
309-311; distribution of wealth,
311-312; measures for combating
the evils of, 312-317; the “rye
mark,” 313-314; the rentenmark,
315-316.

Inflation, Russia after the War, 310~
311.

Interest, rate, effect on price level,
682-64; early issues of assignats
bore interest, 176.

International Labour Office, cited,
285, 295, 305.

Index numbers, construction of, 21-
24; of prices, defined, 21; wholesale
price index of United States Bu-
reau of Labor Statistics, 21;
weighted, 23; median of, 24; geo-
metrical mean of, 24.

Jackson, President, mentioned, 348.

Jefferson, Thomas, cited, 326.

Jevons, W. Stanley, cited, 4, 9, 49,
91.

Johnson, President, message of, De-
cember, 1868, 257.

Kellogg, Representative, cited, 239.
King, Lord Peter, cited, 225.
Knife money of ancient China, 7.

Latin Union, 321-322; organized, 323;
closing of mints, 359.

Laughlin, Professor James Laurence,
mentioned, 65.

Law of February, 1862, 255.

Law of supply and demand, prin-
ciple of, m price determination, 17;
determining value of money, 24;
illustration, 30; fundamental law
of value, 31; expressed in quantity
theory formula, 33-34; in interna-
tional bimetallism, 90.



402

Legal-Tender Act, United States,
1862, summarized, 236-238.

Legal-tender notes, Congressional de-
bate over constitutionality, 243—
244.

London, importance in foreign ex-
change transactions before the
War, 135.

London Conferences,
third, 285.

London Times, cited, 250.

second and

Madelin, cited, 192-193.

Madison, President, cited, 340.

Malthus, Thomas R., mentioned,
215.

““Managed currency,” 101.

Mandats, 195, 319.

Mark, monetary unit in Germany,
271; fluctuations in value of, 1914
1918, 276-278; fluctuations in
value of, 1918-1921, 282; depre-
ciation, 289; exchange rate, 1914—
1923, 290; depreciation of, in Ger-
many and abroad, 290, 292; depre-
ciation, 300; valorization of paper,
November, 1923, 316.

Martineau, mentioned, 175.

Material for a study of Germany's
Economy Currency and Finance,
cited, 299, 308-309.

Matthews, Senator, resolution, cited,
378.

“Maximum,” 185-186; law passed,
April, 1793, 185; Government en-
forces principle of, 189-191; re-
pealed, 193.

McCulloch, Hugh, cited, 251, 256;
mentioned, 252; monetary school
of, 253.

McKenna Committee, 285.

McKinley, President, mentioned, 373,
391.

Metals, used as money, 9, 14.

Mexico, superfluity value of money
in, 102.

Mill, John Stuart, cited, 49, 193.

Mint, crected in Philadelphia, 334.

Mint Act of 1792, 332-333;
legal ratio not followed, 334-335,
356

Mint .ordinance, first, United States,
327-328.

INDEX

Mint par, rate in foreign exchange,
128; defined, 128; established in
United States, 1782, 326, 327; ratio,
United States, 1786, 327.

Mint ratio, 1834, United States, 346—
348; how it worked, 350-351.

Mirabeau, cited, 175.

Mitchell, Wesley C., mentioned,
246.

Monetary Law of 1803, France, 319-
320, 337.

Monetary reform, schools of, in
United States after the Civil War,
253-254.

Monetary standards, types defined,
94,

Money, development of, from highly
exchangeable commodities, 4-7;
defimtion of, 8; transitional forms
of, 8-9; precious metals as, 9; func-
tions of, 10-13; primary function,
10; common measure of value, 11;
storehouse of value, function of, 12;
a standard of deferred payments,
12; “depressed value money,” 13;
bank reserve function of, 13; classi-
fication of, 13; standard fiduciary,
13, 15; commodity, 13, 14; non-
standard, 15-16; purchasing power
of, 21; value determined by law of
supply and demand, 24; illustration
of principle, 24-26; cowrie shell,
24-26, 33-34; elasticity of demand
for, 32; depreciation of value, 35; 1n
circulation, relation to volume of de-
posits, 53-54; public confidence n,
59; prospects of convertibility, 59—
60; fight from, 60-61, 115; devices
for maintaining parity of, 72-73;
fiduciary standard value affected by
convertibility, 98-100; superfluity
value, 101; examples of, 102; scar-
city value example of, 102; value of,
181; increased velocity of circula-
tion, 187; standard of England
prior to 1797, 209-211; inconvert-
ible, legal-tender, American ex-
periences with, 230; unit of, in the
United States, 1791, 329; changes
in demand for gold and silver, 366—
367; circulation glutted with Treas-
ury notes, 386; see Quantity Theory
of Money.
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Monometallism, 14; defined, 69; gold,
England, 69; silver, 69; agitation
for in the United States, 343-344;
gold vs. silver, 344-346.

Moore, Samuel, mentioned, 345, 347;
cited, 338-339.

Morrill, Representative Justin S.,
cited, 241-242.

Morris, Gouverneur, cited, 189.

Morris, Robert, cited, 325, 326.

Multiple standard, use of term, 14,
94; examples of, 94-96.

Napoleon, mentioned, 200, 319.

National debt, of the United States in
1860, 230.

Negotiable eredit instruments, 48-49;
of postponed payment, 48-49; pay-
able in money on demand, 49.

Nevins, Alan, cited, 382.

Newcomb, Simon, mentioned, 108.

New York, importance in foreign ex-
change transactions after the War,
136.

New York Independent, cited, 250-251.

New York Tribune, cited, 235-236.

Nicholson, J. Shields, cited, 372.

Non-standard money, defined, 15-16.

Notgeld, emergency 1ssue of, in Ger-
many, 276.

Noyes, Alexander Dana, cited, 386.

Panic of 1907, 391.

Paper money, convertible, 50-51; as
“treasure”’ item in foreign trade,
124; disappeared from circulation
in France after Revolution, 196;
disappeared from circulation in
Mexico, 1916, 196; circulation in
Germany, 287-289; issues in Ger-
many for financing the War, 309.

Paper money standard, characteris-
tics affecting foreign exchange, 148-
149; foreign exchange with gold
standard system, 149-152; experi-
ences of nations after the World
War, 271; importance of, in United
States business, 371.

Parity, devices for maintaining be-
tween different kinds of money,
72-73.

Parliamentary Committee
France, 1792, cited, 188.

report,
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Pearse, Deputy-Governor of the Bank
of England, cited, 213-215.

Peoples Party, 373.

Peru, bank law of 1931, 162-164;
qualified gold exchange standard of
1931, 162-164.

Philadelphia and Reading Railway
Company, 386.

Philippine Islands, experience of,
with gold exchange standard, 155
159; Coinage Act of 1903, 155;
Gold Standard Fund, created in
1903, 155; Gold Standard Fund, in
operation, 156-161.

Pitt, cited, 204; mentioned, 202.

Pound sterling, 9-10; fluctuations in
value of, 1797-1819, 207-208.

Precious metals as money, 9.

Price, determination of price range,
17-19; determination of individual
market prices, 17-20; subjective,
18; determination of precise point,
19; determination of price level,
20-21; effect of production on, 31;
effect of supply and demand on, 31;
in equation of exchange, 32-34;
rise 1n commodity prices increases
monetary turnover, 35; influence
of checks, 50-51; lag between dif-
ferent classes of, in price move-
ments, 65; equilibrium between
prices and exchange rates, 140; lag
in relation to foreign exchange, 151;
government control of, in Ger-
many, 279-280; fall in beginning of
1873, 370; fall in, impetus to bi-
metallism, 373-374.

Price, average, concept of, 32; aver-
age price in equation of exchange,
33.

Price, gold, and silver during the
French Revolution, 178; gold, in
world, 1797-1819, 208; gold, in
Bullion Committee Report, 215-
216.

Price, level, composite of market
prices, 20-21; influence of credit
on, 49-50; effect of interest rate
on, 62-64; relationship of money
and credit instruments, 65; result-
ant of interaction of various fac-
tors, 113; attempted control of, in
the United States, 114-115.
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Price, market, point fixed at, 19,
31.

Prices, bond, in Germany, 301.

Prices, commodity, level affected by
psychological factors, 113-115;
commodity, affected by politics,
115-116; commodity, during the
French Revolution, 179; commod-
ities, reach maximum in England,
1814, 226; commodities, during
Greenback period, 247-250; com-
modity, in Germany adjusted to
exchange rates, 313; commodity,
fall of, in gold standard countries,
1873-1896, 359-360.

Prices, evil effects of falling commod-
ity, 367-369; increased burden on
debtor classes, 367-368; depressing
effect on business, 369.

Prices, retail, in Germany during War
period, 278-279.

Prices, stocks, in Germany during
period of greatest inflation, 291;
stocks, in Germany during period
of inflation, 302-304.

Prices, variations 1in silver and com-
modities, 1873-1893, 363.

Prices, wholesale, level of, in United
States, 1896-1920, 111; wholesale,
in Germany, 1914-1923, 290;
wholesale, in Germany during pe-
riod of greatest inflation, 291;
wholesale, difference  between
groups of, 292; wholesale, advance
faster than volume of circulating
medium, 293.

Production of gold, variabilty in,
79-80.

Promissory notes, 48.

Purchasing power parity, doctiine,
220.

Qualified gold exchange, standard,
161-162; Peru, 1931, 162-164.

Quantity theory of money, 31-36; in
a simple monetary régime, 32-33;
in a gold coin régime, 33-34; veloc-
ity factor, 35; equatiofi of exchange,
50; extended to include deposit cur-
rency, 51-53; assumptions under-
lying, 57; illustrated in German
stabilization, 62; restatement, 64—
66.

INDEX

Rates of exchange, 127-128; defined,
127; factors determining, 128.

Ratio question, 331.

Reichsbank, before 1914, 271-272;
gold reserve reduced, 286; gold re-
serves, 288.

Rentenbank law of 1923, 315.

Rentenmark, 61, 315.

Rents, government control of, in Ger-
many, 279-280.

Reparations, fixed, 1921, 285; cause
of stupendous growth in Germany’s
expenditures, 286.

Republican Party, 258; platform,
cited, 373; 383.

Resolution of Congress, June 5, 1933,
262.

Resumption Act of 1819, England,
provisions of, 228,

Resumption Act of January 1, 1879,
United States, 257-258; principal
provisions, 258; opposition to, 259-
260.

Resumption Act of 1875, 389.

Revalorization law of 1925, Germany,
302.

Ricardo, David, letters to The Morn-
ing Chronicle, 209-211; cited, 31,
210-211; mentioned, 215, 228.

Richards, C. D., ated, 103.

Ridgeway, Wilham, reproductions of
knife money and fishhook money,
7-8.

Rittenhouse, David, mentioned, 334.

Rose, A., mentioned, 223.

Rothschild, N. M., mentioned, 215;
cited, 216-217.

Ruhr occupation, 285.

Rupee, 26-29; comage practically dis-
continued, 27; gold value of, 28-29;
prior to 1893, 69; as fiduciary coin
standard, 1893-1899, 97; 363.

Rye mark, 313-314.

Sauerbeck index numbers of wholesale
prices in the United Kingdom, 362.

Scarcity, relative, cause of apprecia-
tion of money, 30-31; of gold as a
commodity, 76.

Schacht, Hjalmar, cited, 275, 279,
289, 314; mentioned, 313.

Scrope, G. Poulett, on tabular stand-
ard, 104-105.
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Securities, items in foreign trade,
122,

Seigniorage, 10; profit of Indian Gov-
ernment, 26.

Senior, William Nassau, mentioned,
183.

Services, items in foreign trade, 122—
123.

Sheffield, Representative, cited, 244.

Shekel, Babylonian, 10.

Sherman Purchase Act, 367, 382-385;
provisions of, 383-384; repeal of
advocated, 386; repealed, 388; after
repeal, 388-389.

Sherman, Senator John, cited, 239,
381, 383; mentioned, 258, 259, 260.

Silver, used as a standard, 83; market
value, effect of dumping large quan-
tities of silver in bimetallic systems,
86-87; price of, during the French
Revolution, 178; coinage ratio in
France, 1803-1835, 320-321; scar-
aty, 1851-1872, 323; production up,
1865-1871, 324; period of overvalu-
ation in the United States, 334;
coins 1n the United States, 339; dis-
appearance of coins from circula-
tion 1 the United States, 342; coin-
age of, n the United States, 351-
353; dollars, Mexican, 361; value
or purchasing power over commod-
ities, 362; closing of world’s mints
to free comage of, 367; value of,
1896-1920, 374; value measured
by purchasing power over com-
modities, 1818-1933, 375; effect
on business of purchases of, under
the Bland-Allison Act, 380; average
price, 1891-1894, 386; ratio to gold,
see Gold.

Silver standard, in Ethiopia, Hong
Kong, and China, 69, 92; foreign
exchange with gold standard sys-
tem, 142-146; in China and Hong
Kong, 143; in the Philippines prior
to 1903, 143-144; favored by Mor-
ris, 325; countries, 361.

Smith, Adam, cited, 104.

Social value theory, 65.

Spanish dollars, 326, 329, 335, 339-
340,

Spaul(.ling, Congressman E. G., cited,
233-234.
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Specie, alleged depreciation of, during
the French Revolution, 191; return
to specie basis by France, 196; re-
turn of France to, in 1795 and 1796,
202; payments, suspension of, in the
United States, 1861, 234; move-
ment for return to specie basis,
1865, United States, 251-253; re-
turn to specie basis by the United
States, 1861, 357.

Speculation, during the French Revo-
lution, 194; in gold, during the
greenback period, 247; by foreign-
ers in German marks, 309.

Standard fiduciary money, defined,
15.

Standard of deferred payments,
money serves as, 12.

“Starve the circulation,” India, 27.

Stevens, Thaddeus, cited, 257.

Stinnes, Hugo, mentioned, 300.

Storehouse of value, a function of
money, 12.

Sumner, Senator Charles, cited, 239.

Sycee silver coins, 95.

Symmetallism, 14.

Syndicate Bond Issue, 389-390.

Tabular standard, use of the term, 14;
103-107; defined, 103; plan, 105;
examples of, 105; advantages of,
105-106; more stable purchasing
power, 105-106; economic depres-
sions and crises lessened, 106; de-
fects of, 106-107; complicated, 106;
confusion in long-time credit stand-
ards, 107; foreign trade under, 107;
prospects for adoption poor, 107.

Thornton, cited, 221-222; mentioned,
220.

Tobacco, used as money, 6-7.

Travel, item in foreign trade, 123-
124.

Treasury Notes, issues of 1890-1894,
384-385.

Treaty of Versailles, effect of, on
Germany, 280.

Union of South Africa, depressed
value coin standard, 1917-1920,
102-103.

United States, gold dollar, content of,
up to 1933, 34; Act of March 14,
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1900, 73; stabilizes gold value of
dollar, 1934, 151.

United States Bank, First and Sec-
ond, 39; Bank, Jackson s fight with,
345.

United States Supreme Court, deci-
sion, cited, 261, 264; opposition to,
264; Cited, 265, 266, 267, 268.

Value, monopoly, determines value of
monetary unit in fiduciary money
standard system, 97; superfluity in
depressed value coin standard, 101;
commodity dollar, fixed, 108; how
determined, 109-110; fluctuations
of assignats, 177.

Vansittart, resolutions, cited, in part,
223-224.

Velocity, in equation of exchange, 33;
factor in equation of exchange, 35—
36; examples, 36; annual rate of
bank deposit, 52-53, 113-114; bank
deposit correlation with business
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culation in Germany, 289; of cir-
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292; at time of stabilization n
Germany, 316.
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