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PREFACE

The dynamic events of the last two decades require fresh interpreta-
tions in the field of economics. Being subjected to the whipsaw action
of the worst depression and of the most destructive war in history,
the economic system plumbed the depths of unemployment and then
reached the heights of full employment. Moreover, during the first
three postwar years effective demand so greatly exceeded the available
supply of goods that a sharp rise of prices took place in all countries.
In all of this, monetary and banking changes played a leading role.

While monetary principles remain largely intact, the institutional
setting in which they apply was importantly altered. Moreover, the
varied experiences of these years provided a testing ground for generally
accepted doctrine. In addition, this period witnessed the challenge
of the Keynesian school to traditional methods of analysis and the
application of Lord Keynes’s theories to public policy in many countries.
Much therefore remains to be done in developing the most fruitful
theoretical approach, in refining principles, and in interpreting the
rapidly moving events of this period.

The general point of view of this work is that of the monetary system
as an integral part of the economy. This means that special emphasis
is placed on the underlying principles governing the price system and
the level of production. While the book is intended to serve mainly
as a text, it should also be of practical value to executives in the fields
of finance, business, and government.

One of the chief aims has been to stress the functional and operational
aspects of the financial system, the relations that exist among its several
parts, and its place in the entire economy. With this in mind an effort
has been made to hold historical material regarding institutions, laws,
and regulations to a minimum. The temptation to put down everything
in encyclopedic fashion has been assiduously avoided. Nevertheless,
the financial system does not operate in a vacuum. It is therefore
essential to include a sufficient factual background so that the beginner
may become reasonably familiar with the environment and develop a
measure of perspective.

Another objective has been to integrate the fields of money and
banking into a unified whole, thus breaking away from their traditional
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viii PREFACE

division into two separate compartments. This is a more realistic
approach since it stresses the interwoven pattern of the entire subject;
it also has the merit of avoiding needless repetition.

A serious attempt has been made to avoid the prevalent habit of
presenting a number of separate theories of money with little effort
at comparison or evaluation. This procedure has tended to leave the
student in a hopeless state of confusion. In an effort to avoid this
pitfall, the favored approach has been presented in considerable detail.
Certain other approaches have then been summarized and compared
with the method of the text.

The money market has been given more than the usual attention
owing to the need for a grasp of this topic in a wide variety of fields.
Certainly no financial executive is qualified to pass judgment on policies
pertaining to investments, loans, liquidity, and solvency without an
understanding of the money market. Likewise, the persons concerned
with the financial management of any sizable business need to know
their way about in this area. Otherwise, how can they wisely ad-
minister a program of working-capital or of fixed-capital finance? The
same-is true of public officials concerned with financial problems. More-
over, if they are Federal government officials, they hold such large
responsibility today for money and debt management that a thorough
grasp of this field is imperative.

A final purpose has been to solve in so far as possible the difficult
pedagogical problem of presenting a subject, the parts of which are
so closely and importantly interrelated. It is of course necessary to
cut into the closed circle at some point. But it is inadvisable to deal
with complex aspects in the early stages except in a suggestive manner.
This has been a common shortcoming of presentation, well illustrated
by the all too frequent treatment of monetary management before the
student has been even so much as introduced to the Federal Reserve
System. So the attempt has been made to move into the subject
gradually, starting with a general framework and subsequently fitting
in the elements of the structure one by one. As a further visual aid,
generous use has been made of tables and charts, and the latter have
been designed so that as an exercise the student may bring them up to
date.

In short, these have been the primary aims that have motivated
this effort. Whether, or how nearly, they have been achieved is a
question which must be left to the judgment of the reader.

My debts in preparation of the manuscript are many. As in all
work of this kind, some of the greatest of these defy identification;
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they constitute one’s general background developed over the years.
Others can be traced and in these cases specific acknowledgment is
given .in the text. In particular, thanks are due to my colleagues,
Professors William A. Carter, James F. Cusick, Robert Davis, Henry L.
Duncombe, Jr., John A. Griswold, Edward D. Gruen, Joseph L. McDon-
ald, and Dean Herluf V. Olsen; to my father, George W. Woodworth;
and to L. Sumner Pruyne, vice-president, First National Bank of Boston,
all of whom have read and criticized parts of the manuscript. This
assistance was invaluable and was instrumental in improving the book
at numerous points. The remaining shortcomings and errors are entirely
my own.
GEORGE WALTER WOODWORTH

Hanover, N.H.,
March, 1950
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NOTE TO INSTRUCTORS

The feature of step-by-step development should make this book readily
adaptable to most college courses in money and banking. The first
twenty chapters are relatively simple and elementary, even though the
degree of difficulty grows as the subject unfolds. Supplemented per-
haps by the final chapter, they may well serve as the basis for a one-
semester course at the most elementary level. With generous use of
the questions and problems—which is suggested in all cases as a means
of deepening the students’ grasp—instructors will doubtless find this
part of the book as much as can successfully be presented in such a
course.

When the maturity and background of the students justify moving
along at a more rapid pace, a selection which best suits the need can
be made from the remaining chapters. In a group of seniors at the
Amos Tuck School, the writer has been able to cover adequately in 42
meetings Chapters I to XXV, XXVIII to XXXI, and XXXV. Others
may find a different selection more useful for their purposes. By gener-
ous employment of problems and outside readings, it is believed that
the book may also serve satisfactorily as the main text for a two-semester
course.

Some of the chapters in the last third of the book are not easy, but
it is believed that they are no more demanding on the student of social
science than are courses in the physical sciences. There has been an
altogether too-ready disposition in this field to talk down to students
on the ground that the issues are beyond them. This is a more serious
crror than cxtending them a little on occasion. Some of them may
accept the challenge!

While care has been taken to avoid needless repetition, the plan of
the book calls for discussion of some topics at different levels. This
method requires careful planning by the instructor in order to refrain
from exhausting the topic—at least in the students’ eyes—on the initial
exposure. For example, a very elementary treatment of the forces
governing the price level is introduced in Chapter III in order that the
student may have this background on which to build. But a thorough
analysis of the topic is not undertaken until Chapters XVIII to XXV,
after he has mastered enough fundamentals to appreciate the issues.

XV



xvi NOTE TO INSTRUCTORS

The analysis of monetary theory is mainly in terms of the conventional
total-transactions equation of exchange for reasons that are developed
in the text. However, this equation is reconciled with the income
approach in Chapter III, and again in a more complete fashion in
Chapter XXV where a summary of the Keynesian and Swedish methods

is presented.
G.W. W,



CHAPTER 1
FINANCIAL FUNCTIONS

The financial system plays a vital and dynamic role in the economic
world. For this reason it presents a challenge to all persons who desire
to become more familiar with the environment in which they live. Un-
fortunately, only the superficial features of the system are obvious to
the layman who has made no special effort to probe into the subject.
The deeper and more significant meanings are hidden from view.
Money and banking are not peculiar in this respect, except that the
issues are more complex than in many other fields. Therefore, while
little can be seen at first glance, the fruits of sustained study are par-
ticularly rewarding.

Most people have some conception of how money mediates trade and
of the use of a commercial bank when a loan or a checking account is
desired. They are also in agreement with the sage who once said,
“Money in the pocket gives one a sense of security and satisfaction that
even religion itself does not afford.”

But this order of understanding is not adequate for the intelligent
citizen. It is even less adequate for the man who holds, or aspires to,
executive responsibilities in finance, business, or government. Most of
the policies and decisions that executives must make have a financial
side, and oftentimes it is the dominant one.

The financial institutions of a country have large responsibilities with
respect to the efficient operations of the economy. Their functions are
in fact just as real as those of farm and factory. But since their con-
tribution is a less obvious one, these institutions have often been popu-
larly regarded as public parasites. This suspicion has long been fanned
by politicians—partly with reason and in good faith, but mostly as an
appeal to popular prejudice. The money trust and the power of Wall
Street have been perennial political issues.

For the present summary, these functions may be classified under
headings, as follows: (1) money, (2) commercial banks, (3) central banks,
and (4) investment institutions.
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THE FUNCTIONS OF MONEY

Money may be defined as anything which has wide acceptability as
a standard measure of values or as a means of debt payment. This
definition is in terms of its two primary functions.

A standard measure of values is one of the first essentials of an ex-
change economy. Without such a measure the value of each of the
myriad of things in all grades, styles, and locations would have to be
expressed in terms of each of the others. This would become a vast
mathematical problem of permutations and combinations which would
prevent progress beyond a primitive economic stage. But money sim-
plifies the problem by providing standard value units in terms of which
the value (price) of each object can be expressed. Coal is $20.25 per
ton; gasoline is 27 cents per gallon; apples are $1.25 per bushel; and so
on. With such a structure of money prices, comparisons of values of
all manner of things then become quite ecasy. A simple division tells
us that 1 ton of coal is the equivalent of 75 gallons of gasoline
(20.25)/(0.27) and of 4.76 bushels of apples (20.25)/(4.25).

The need for a medium of exchange expressed itself at the dawn of
history when trading first began. Bartering one article dircctly for
another presented a number of difficultics. The savage who desired to
trade a canoe paddle for a tomahawk had first to locate another that not
only wished to dispose of a tomahawk but also desired a paddle. This
double coincidence greatly narrowed the ficld. Even when the two got
together the deal was far from complete. Perhaps the tomahawk had
too few notches, was not of the very latest style, was the wrong weight,
was made of inferior stone, or was badly balanced; likewise, perhaps the
paddle failed in one or more respects to meet the desired specifications.
In either event the deal would fall through, and both men would have to
renew their scarch. But even if both of them were satisfied with the
other’s wares, the bargain would still have to be struck. Is the paddle
worth one-half, two-thirds, or three-fourths of a tomahawk? If a two-
thirds ratio is agreed upon, how will change be made—in a war feather,
an otter’s tail, or an arrowhead?

As a consequénce of these basic needs for a medium of exchange and a
measure of values, primitive peoples early deyised some form of com-
modity money. It was usually some valuable and widely acceptable
object within the tribe or area, most frequently an article of food or
ornament. The cow (or ox) was one of the first general units of value,
being dominant in Asia, Europe, and Northern Africa. In fact, the
term “pecuniary” is derived from the Latin word pecus, meaning cattle.
Other early moneys were grain, skins, shells, beads, ivory, cubes of tea,
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and blocks of salt. Pieces of iron and copper were also used, and gradu-
ally the precious metals came to be utilized, at first in nuggets or dust,
and later in crude coins. Private coinage evolved in the beginning, the
coins passing by weight. Then as strong governments developed, in
Greece, Assyria, and Egypt, the official stamp was imprinted on coins.
This stage was reached in the seventh to fourth centuries, B.c. During
the same period the Greck money-changers (trapesites) received coins
on deposit, and orders similar to the modern check were used to transfer
deposit credits on their books. Government paper money was issued
in China in the tenth century. Bank notes find their origin in the notes
of English goldsmiths during the seventeenth century. The goldsmiths
also transferred deposits on their books in accordance with written
orders (checks).!

The function of serving as a medium of exchange involves two sepa-
rate steps. The owner of a valuable product, say cotton, first sells it
for money which he may hold as long as he chooses. Then he spends
the money for things offered in the market place. Not until the end
of this sccond step has the exchange been completed, i.e., the trading
of cotton for food and other consumer goods.

Another aspect of the two basic functions of money is that an object
may serve as a standard unit for measuring values without being used
as a medium of exchange. This may be illustrated by the cow unit of
olden times and by the present gold dollar which is not even coined.
Monetary gold can legally be held only by the U.S. Treasury. The
opposite is also true, viz., that the principal medium of exchange is not
necessarily a measure of values in any basic sense. A good example is
provided by demand deposits with which we pay the bulk of our debts.
The basic unit of value, however, is the gold dollar to which the pur-
chasing power of the deposit dollar is equated.

Closely allied to the two primary functions of money are two other
subordinate ones, viz., to serve as a debt medium, and to serve as a store
of liquid value.

When money is established as the standard unit in terms of which
prices are expressed, when it is made a legal tender, and when confidence
in the stability of its value develops, a natural step is to use it as the
standard medium for debt contracts. This is an exceedingly important
function in view of the enormous amount of debt outstanding. Includ-
ing the $250 billion of Federal debt, the total money debts in the United
States in October, 1948, exceeded $500 billion. This employment of

1J. Lawrence Laughlin, Money, Credit and Prices (Chicago, University of Chi-
cago Press, 1931), Vol. I, Chs. I, II; Vol. II, Chs. I, IL,
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money calls especially for a stable purchasing power. Otherwise, the
real terms of the contract will be changed in violation of the original
intent of both parties. When the value of the dollar falls (prices rise),
debtors gain at the expense of creditors; when the value of the dollar
rises, creditors tend to gain at the expense of debtors—at least in those
cases where default does not occur.

Money is well adapted to meet a part of the liquidity requirements of
individuals, businesses, and governments. Standard money is the most
liquid form of asset, and other forms of money typically have the same
purchasing power. Also, the aggregate value of the stock of money is
substantial, usually amounting to between one-third and one-half of
the national income. Money is held to meet expected expenditures and
to satisfy the senses of precaution and speculation that most of us pos-
sess. Other nonmoney, liquid claims, such as time deposits, U.S. Gov-
ernment savings bonds, and short-term marketable Treasury obligations,
also satisfy the desire for liquidity, but this function is served to a large
extent by money itself. The demand for liquidity rises when there are
large uncertainties, and when the view that prices are likely to fall
prevails. Conversely, the demand for liquidity declines when a feeling
of confidence is general and when higher prices appear in prospect.

A number of institutions are responsible for the issuance of money.
Monetary laws provide the legal background. Among other things,
these laws define the monetary standard, the monetary unit, and legal
tender; indicate the kinds of money that shall be issued; prescribe limita-
tions on issuance, including reserve requirements; designate the issuing
institutions; and provide for the minting of coins and the manufacture
of paper money. Coinage has been a central government function in
the major countries since the beginning of the nineteenth century.
Paper currency was issued by government treasuries, central banks, and
commercial banks prior to the First World War. But since that time
the tendency has been toward the use of central bank notes and away
from issuance by commercial banks and government treasuries. Com-
mercial banks have provided demand deposit money in important
amounts since the seventeenth century. Circulating by check, it has
gradually become the dominant means of payment in the English-speak-
ing world and an important medium of exchange throughout the com-
mercial world.

FUNCTIONS OF COMMERCIAL BANKS

The main monetary function of commercial banks is the creation of
demand deposits (deposit money) and the transfer of deposit credits in
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accordance with the orders (checks) of depositors. Customers are also
furnished currency in the desired denominations, and may readily de-
posit surplus currency.

The other basic function of commercial banks is that of extending
credit to business, consumers, and governments by making loans and
buying investments. Their province is particularly that of financing
the working-capital needs of business, but they have gradually become
important also in financing fixed-capital requirements. In carrying out
this task, it is evident that the banks are very influential in determining
both the quality and the quantity of debts in the country. The wisdom
or unwisdom of their decisions in this regard has much to do with the
general state of economic health and with the cyclical fluctuations of
business.

FUNCTIONS OF CENTRAL BANKS

Central banks are frequently called ‘“bankers’ banks’ since their
dealings are very largely with the commercial banks rather than with
business or individuals. The Bank of England is the oldest member of
the family, having been established in 1694. In the United States
there are twelve Federal Reserve banks distributed strategically over
the country. They are in effect welded into one great central bank by
the Board of Governors of the Federal Reserve System, the over-all
supervisory agency in this field.

The primary function of central banks is the adoption and execution
of monetary policies that contribute most to the economic health and
welfare of the country, viewed as a part of the world economy. Their
other functions are subservient to this one and are of a more mechanical,
routine nature. Along with the treasury they usually hold the ultimate
monetary reserves on which they are privileged to extend their own
credit within limits set by law or convention. This credit takes the
forms of deposits and currency notes. The greatest part of their de-
posits represents the liquid reserves (legal or voluntary) of the commer-
cial banks. Their currency notes typically constitute the bulk of the
paper currency. In addition, they act as currency warehouses for the
commercial banks—counting, sorting, and storing the currency de-
posited, and paying it out again on request. Central banks also perform
a variety of fiscal services for the central treasury, including both loans
and deposits.

FUNCTIONS OF INVESTMENT INSTITUTIONS

For the present summary, investment institutions may be classified
as follows: (1) savings banks, (2) investment houses and brokers, (3)
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life insurance companies, (4) trust companies, and (5) security exchanges.

1. Savings banks serve mainly the middle and lower income groups
by providing a safe and convenient place to invest savings at a reasonable
return. The millions of small accounts are pooled and put to productive
use through real estate mortgage loans and the purchase of corporate
and government bonds. The savings departments of commercial banks
perform the same function as the savings banks proper, and hold about
twice the amount of time and savings deposits. Savings (building) and
loan associations are likewise important in this field.

2. Investment houses underwrite (purchase) the securities of busi-
nesses and governments and sell them to banks, insurance companies,
individuals, and others having money to invest. They arc thus middle-
men between issuers and investors, and their decisions have a large influ-
ence on the direction of new savings into the most productive enter-
prises. Most investment houses are also dealers in existing securities,
and some of them act as sccurity brolkers on a commission basis.

3. Life insurance companies are engaged in the business of contract-
ing to pay a stated sum, say $10,000, to the beneficiary at the dcath
of the insured person. This payment is conditional on premium pay-
ments by the insurer according to a schedule agreed upon in advance.
The premium payments of most policies include a large element of sav-
ings, so that with the tremendous growth of insurance these companies
have become one of the most important types of institutional investor.
In the early part of 1949, their total assets were about $60 billion.

Fire, marine, casualty, bonding, and other types of insurance have a
financial aspect, and when taken together these companies are very
important. They operate more nearly on a pay-as-you-go basis, with
the result that the investment reserve is smaller in relation to the amount
of insurance than in the case of life companies. Nevertheless, these
companies are important institutional investors. All insurance is based
on actuarial tables and on the law of averages.

4, Trust companies and the trust departments of banks serve in a
wide variety of fiduciary capacities for individuals and business. They
are called on to act as administrators or executors of estates of deceased
persons and to ‘manage trust funds for the living. In business, they
serve as trustee in corporate bond issues, fiscal agent, registrar and trans-
fer agent of security issues, and receiver for insolvent companies.

5. Security exchanges provide facilities for trading in existing stocks
and bonds. They thus contribute exchange liquidity or marketability
to the capital market. This is very important both to investors and to
issuers. The New York Stock Exchange is the dominant exchange with
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greater volume than all others combined. In addition, there are more
than twenty other security exchanges in leading cities of the country.

MONEY AND THE ECONOMIC SYSTEM

In broad outline, the monetary system forms an integral part of the
economy by way of its relation to (1) the basic structure of economic
values, (2) the price system and cooperation through exchange, (3) the
level of employment and production, and (4) the distribution of the
national income.

1. A basic feature of any economic system, whether it be private
enterprise, communism, or some other, is a structure of economic values.
A value must be placed on the primary factors—labor, capital, natural -
resources, and enterprise—and on all the intermediate and final products
emerging from the processes of production. Valuation is necessary
from the standpoints of both production and consumption. Lacking a
structure of values, the scarce primary factors would be wasted in the
production of too much of some things and too little of others. This
would mean an intolerably low standard of living. At the same time
nothing would prevent valuable finished products from being consumed
in satisfying inferior wants or uses. For example, the entire supply of
platinum might be dumped in with iron ore in the production of steel
rails. But it is quite improbable that the bride would feel the same
elation from riding on platinum rails as from wearing a platinum wed-
ding ring. Thus, a structure of economic values is a first essential in
an economic system for the guidance of all aspects of economic life.

2. The actual representative of economic values is the system of money
prices. Each of the tens of thousands of goods and services in all their
different grades and styles has a money price. Most of them in a free
cconomy have a market price; lacking this, they are at least valued in
terms of money. A money price, it will be recognized, is the number
of units of money (dollars and cents) that represent the value equiva-
lent of a conventional unit of goods. The morning paper, for example,
quotes the cash price of wheat—No. 2, yellow hard, in Chicago—at
$2.25 per bushel; and the price of heavy steel scrap in Pittsburgh at
$48.50 per ton. This system of prices, representing underlying values,
is relied upon in large part to guide economic activities.

The price system also reflects the complex interdependence within
the economy made possible by exchange cooperation. This is not re-
stricted to one nation, but becomes world-wide through international
trade. Exchange cooperation of this sort opens new vistas of efficiency
by making possible specialization and mass production. This means,
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in turn, new vistas of material and cultural progress. But all of this
would be impossible without money to mediate trade and to provide a
common measure of values.

The strongest single influence at work on prices is that of the monetary
system. When the commercial banks expand the amount of money,
they release a force making for higher prices; and when they contract
the stock of money, the opposite is true. For example, the trebling
of the stock of money during the Second World War was the chief
reason for the sharp rise of prices in the postwar years, accompanied by
windfall incomes to some and great hardships to others whose real
incomes fell.

3. The monetary policies adopted and made effective influence not
only prices but also the level of production and employment. Monetary
expansion has a tendency to increase production until capacity output
and full employment are attained. Beyond this point, it tends only to
push up prices. On the other hand, contraction of the stock of money
is one of the factors making for depression and unemployment, as exem-
plified by the period 1930-1933. This effect does not begin, however,
until the rise of prices has been halted.

4. The final broad effect of a change in the amount of money is on
price relationships, and through them, on the distribution of the national
income. When the price level rises sharply, certain sensitive prices
lead, some prices move slowly, and others do not change at all. This
disrupts the delicate balance in the price structure, especially as between
costs and selling prices, with resulting maladjustments. Those people
who produce raw materials and other sensitive commodities gain hand-
somely, since their incomes rise faster than the cost of living. But
those who produce goods and services with sluggish prices, or whose
money incomes remain almost fixed, suffer heavily when the cost of
living rises.

It should now be clear that money is not a passive element in a modern
economy. Even in the eighteenth and nineteenth centuries—when there
was far less interdependence through trade, and when credit money
was less fully developed—money was not a passive element. It was
erroneously dealt with in that light by Adam Smith, John Stuart Mill,
and other economists of that era.

Practically all payments are made with money; personal income is
received and expended in money; savings are made in money and the
money in turn is expended on capital goods; debts are contracted in
money; and taxes are paid with money. In short, we live in a money
economy. The smooth functioning of the economic system at a high
level of output depends on a smooth flow of money payments round
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and round from consumers to producers and back again to consumers.
Let a break in this flow occur and business activity is interrupted, ac-
compahied by unemployment, lower prices, and reduced incomes. This
is true whether the break occurs at one place or another in the circle,
for example, because consumers save more of current income than is
being invested, or because business firms suddenly cut down on capital
expenditures. This is a distinctive feature of a money economy. If
any important group decides to hold rather than to spend or invest the
money flowing to them, a recession or depression is generated.

Money may be likened to the drive shaft of a great locomotive. It
works inconspicuously, and we are scarcely aware of its necessity until
a breakdown of some sort takes place. Then we are likely to become so
conscious of its importance, and so fearful of the future. that we magnify
the difficulty by refusing to spend at the usual rate.

Questions

1. Discuss the significance of the fact that barter requires a double coin-
cidence of demand and supply. Iow has the appearance of money improved the
situation?

2. Define: money, money price, real income, and money income.

3. Indicate by an example the two separate steps involved when money serves
as a medium of exchange.

4. State the primary and secondary functions of money. Is it necessary, to
be called “money,’”’ that a liquid asset perform all these functions? Explain.

5. Isit necessary that the object which serves as the standard unit for measur-
ing values must also serve as a medium of exchange? Ixplain.

6. ‘“Money is the only asset that satisfies the need for liquidity.”” Do you
agree?

7. Why are monetary laws an essential part of a money economy?

8. State the monetary functions of commercial banks?

9. Why are central banks frequently called ‘‘bankers’ banks’’? What func-
tions do central banks perform?

10. In what sense may savings banks and investment banks be said to be com-
plementary rather than competitive institutions?

11. Differentiate between the price level and the price structure.

12. Why is a structure of economic values a basic feature of any economic
system?

13. “Money plays an active rather than a passive role in a money economy.”’
Support this statement.
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CHAPTER II
ELEMENTS OF THE MONETARY SYSTEM: A FIRST VIEW

The monetary systems of all important countries have a number of
elements in common. FEach one has a monetary unit, a monetary
standard, standard money, currency, deposit money, reserve money,
legal tender, a central government treasury, a central bank, and com-
mercial banks. It is with these common elements that the present
chapter is concerned. Differences in organization, institutions, and
details of monetary systems can better be dealt with later as the subject
unfolds.

THE MONETARY UNIT

All measurement requires the use of some basic unit, such as the foot,
the pound, or the gallon. For convenience, also, the primary unit of
measurement has designated subdivisions and multiples, e.g., the inch
and the yard. A similar arrangement is needed in the ficld of value.
In order to measure quantities of value, a unit of account must be pro-
vided for the monetary system. In Great Britain this unit is the pound
sterling; in France, the franc; and in the United States, the dollar.

The monetary unit, tdgether with its subdivisions and multiples, is
often called “the denomination system.” Convenience in making small
purchases requires the penny, nickel, dime, quarter, and half dollar.
Similarly, the use of currency for bank reserves, hoarding, and large
payments calls for the issue of paper currency in denominations as large
as $10,000. It is best, as in this country, to set up the denominations
on a decimal basis. Calculations are thereby simplified as compared
with the English penny, which is the equivalent of 14, shilling or 1444
pound. ‘

Table 1 shows a classification by denominations of the currency in
circulation in the United States just before the Second World War and
in 1949. The outstanding fact is the fourfold increase in total currency.
This is explained mainly by the great rise in retail trade and in wage
payments where currency is largely employed. But it is also a result
of currency hoarding and a shift from the use of deposits to currency

10
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by the public. Second, well over half the currency in 1949 was in the
fon.n of $10 and $20 bills. A final fact of interest is that the largest rate
of increase took place in the denominations ranging from $10 to $100.

TaBLE 1. CURRENCY IN CIRCULATION IN THE UNITED STATES AT THE END OF
APRIL, 1939 AND 1949*
(In millions of dollars)

o . April 30, | April 30,
Denominations 1939 1949
Coin:
Silver dollars.. . ................ 42 162
Subsidiary silver . .. ... ...... . 354 934
Minorcoin...  ......... ....... 152 353
Paper currency:
$1—-bills. . ... 505 994
$2—bills .. e e e e 32 60
$5—Dbills. PO 929 1,967
$10—bills. . ..... ...l 1,602 5,913
$20—Dbills...... ... ... 1,453 8,541
$50—Dbills ... ... 418 2,421
$100—Dbills. ................ ... ... 829 4,970
$500—Dbills... ............... R 170 390
$1,000—bills.. ................ .... 370 700
$5,000—Dbills. ................. .. 18 5
$10,000—bills . . ... ............. 33 9
Unassorted. . .. - .. 3 1
Total currency in circulation......... 6,905 | 27,417

Source Federal Reserve Bulletin
*Currency outside the U.S. Treasury and the Federal Reserve banks.

This is accounted for principally by the large rise in prices, wages, and
national income with a corresponding increase in the sizes of money
transactions, and perhaps also by currency hoarding.

THE ULTIMATE MONETARY STANDARD

The keystone of the monetary system of every country is the ultimate
monetary standard, which may be defined as a basic quantum of value
to which the value of the monetary unit is always equated. This
definition is very broad, because the basic quantum of value may be a
certain quantity of metal, a paper note, or even a price index. In the
United States the ultimate standard is a lump of standard gold weighing
15 34, grains; in Great Britain it is now (1949) a paper pound. The
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standard may or may not be coined. While most countries coined the
standard metal before the First World War, few have done so since.
The modern gold-standard practice is to keep the metal in bars in the
central bank or treasury as a final reserve against credit moneys in
actual circulation.

The relationship between the ultimate monetary standard and circu-
lating currency and deposits is somewhat like the relation between the
gallon and the multitude of containers used for measuring liquids—cans,
bottles, barrels, tanks, vats, and the like. Without some basic standard
wide differences would soon exist in liquid measurement. In this case
the Bureau of Standards defines the standard gallon as 8.33 pounds of
distilled water and all other commercial measures must conform. In
the monetary field the purchasing power of all dollars, whether currency
or deposit money, is maintained at a parity with the value of the ultimate
standard. Moreover, if this standard is a good one, it will give assur-
ance that the purchasing power of the monetary unit will be relatively
stable.

RESERVE MONEY AND PAYMENT MONEY

One of the most useful classifications of the money stock isinto reserve
money and payment money. Each of these in turn may be broken
down into various subdivisions for different purposes.

Reserve Money. Reserve money is that part of the monetary stock
which is held by the government treasury, central bank, and commercial
banks as a reserve supporting the payment money that actually is used
to pay debts. In the United States this consists of gold and silver
bullion and lawful money held by the Treasury, gold certificates and
lawful money in the hands of the Federal Rescrve banks, and the cur-
rency and legal reserves of the commercial banks. At the end of April,
1949, the ultimate metallic reserve of the Treasury, consisting of $24.3
billion of gold bullion and $3.6 billion of silver, supported the $109.4
billion of payment money.

If a country is not on a metallic standard, the reserve money may
consist of legal-tender notes of the government or central bank, and the
reserve deposits of the latter. Thus, in 1949, the notes of the Bank of
England constituted the reserve of the banking department, and the
reserves of the London joint stock banks were represented by deposits
and notes of the Bank of England. Yet neither the deposits nor the
notes were convertible into gold.

The chief function of reserve money is to ensure the liquidity of the
institutions issuing circulating credit moneys in the forms of notes and
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deposits. It is especially important that all dollars of the money stock
have identical value, whatever their form may be. Adequate reserves
aid in realizing this aim. Another function of reserve money is to serve
as a means of settling both domestic and international obligations
among banks. Such obligations may arise from interbank loans and
security purchases but they are to a larger extent a result of the failure
of credit claims (mostly checks) to strike a balance. When countries
are on the gold standard, the gold reserve becomes the final means of
settling international accounts. As in domestic trade, the counterclaims
largely offset each other, but whatever balance remains is usually settled
by gold.

Payment Money. The payment' or circulating moneys are those
which are actually employed in effecting the vast volume of payments
for goods, services, and securities from day to day. They thus enter
actively into the price determining process, whereas reserve moneys
occupy a purely supporting role. There are two kinds of payment
money in existence, viz., currency and deposit money. KEach of these
performs a specialized monetary service.

Currency. Currency, or hand-to-hand money, is used in making
relatively small payments, mainly in retail trade and for payrolls. For
larger payments, checks are far more convenient and safe, with the
result that in the United States between 80 and 90 per cent of total
payments is made by check. This dominance of the check is charac-
teristic of the English-speaking world, but on the continent of Europe
currency still remains the more important medium.

The composition of currency in the United States before and after
the Second World War is shown in Table 2. It is evident that silver
circulates mainly in the form of silver certificates. People prefer paper
currency to the heavy “cart wheels,” the name frequently given to
silver dollars. The item Subsidiary Silver includes dimes, quarters,
and half dollars, while Minor Coin refers to pennies and nickels. Total
coin represents but a small part—about 5 per cent—of all currency. The
rest is in the form of paper money.

The bulk of paper money takes the form of Federal Reserve notes

1 Payment money is often referred to as ‘‘circulating’”’ money. The former
term is preferred, however, since it is more descriptive of the purpose for which
such money is held, 7.e., to pay debts. It is also preferred because it does not
give the false impression that money is always on the move, circulating. In
actual fact the typical dollar spends most of its time resting in a bank balance or
in someone’s pocket. Only once or twice a month does it pay a debt and thereby
circulate.
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which now (1949) constitute about 90 per cent of all paper money. The
Federal Reserve notes are a safe and flexible form of currency. They
are direct obligations of both the government and the issuing Federal
Reserve bank. Gold certificates may be thought of as warehouse
receipts for gold bullion held by the Treasury. Each $10 certificate is a
claim upon 10 X 1534, grains of standard gold. The certificates,
however, have not been legally in circulation since 1933. Most of
them are held by the Federal Reserve banks.

TaBLE 2. KiINDs oF CURRENCY AT THE END oF APRIL, 1939 aAND 1949
(In millions of dollars)

. * April 30, | April 30,
Kinds of currency 1939 1949
Silver dollars .. e e 42 162
Subsidiary silver . .................... 354 934
Minor coin.. . . . ................. 152 353
Total coin . e e 548 1,449
Gold certificates. .  ..... ......... 73 43
Silver certificates . P 1,385 2,054
United Statesnotes .. . ... ......... 255 315
Federal Reserve notes. . ... . .. .... 4,426 23,146
Federal Reserve bank notes Lo 26 315
National bank notes .... ... .. 191 93
Total paper money...  ........ .. 6,357 25,966
Total coin and paper . . .... ...| 6,905 27,417

SoURce: Federal Reserve Bulletin.
Nore: The data are the official figures of “money in circulation” which means currency outside
the Treasury and Federal Reserve banks.

Silver certificates are similar to gold certificates, except that they
represent a claim upon silver dollars on deposit at the Treasury. There
is also the further difference that the silver in a silver dollar (371.25
grains of fine silver) is worth much less than the face value of the coin—
only about 55 cents in fact on the basis of the price of silver in July,
1949 ($0.715 per ounce).

United States notes or “greenbacks’ were originally issued to finance
the Civil War. A part of them was retired after the war, but in 1878
their amount was fixed at $347 million where it remains today. A gold
reserve of $150 million has been earmarked for their protection since
1900.
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National bank notes have been an important element of the currency
since the National Bank Act was passed during the Civil War. They
were issued by the commercial banks holding a national charter and
were backed by government bonds pledged with the Secretary of the
Treasury. During the summer of 1935, however, all United States
bonds bearing the circulation privilege were called by the Treasury.
The national banks redeemed their notes at that time and thereby
shifted the liability to the Treasury where it has since resided. The
notes are gradually being retired as they wear out. A similar retirement
policy is being applied to the Federal Reserve bank notes which were
issued during the banking emergency of 1933 and again during the
Second World War.

Subsidiary currency has certain important characteristics. First,
it is usually made of a less expensive metal than standard money for
the convenience of the user and as a measure of economy. Imagine the
difficulty of looking through one’s pockets for a gold dime! Second,
the face value of subsidiary coins is set higher than the value of the
metal of which they are made. This is to prevent their being melted
if the value of the metal advances. This lesson was first learned in the
United States after the discovery of gold in California in 1848. Silver
coins disappeared by melting and export since the metal content became
more valuable than the coins as the value of gold-standard money de-
clined. The difficulty was remedied in 1853 when Congress reduced
their silver content sufficiently to make them more valuable as coins.
Other countries have had similar experiences. Third, subsidiary coins
are minted only on government order so that their amount may not
become excessive. Last, their parity with standard money is ensured
by making them redeemable, and by giving them certain legal tender
powers in the payment of debts.

Since the Joint Resolution of Congress in June, 1933, all forms of
currency have been full “legal tender.” That is, they constitute a legal
means by which a debtor may discharge any money obligation. Before
1933, there were only three kinds of money that were full legal tender,
viz., gold coins, silver dollars, and gold certificates. All other forms of
currency possessed only partial legal-tender power.

In the great mass of day-to-day money payments, the question is
seldom raised whether the money is, or is not, legal tender. In fact,
most payments are made by checks which are an acceptable though not
a legal tender. Nevertheless, it is highly important that a part of the
currency be made a legal means of payment. In case of dispute between
a debtor and a creditor over the amount of an obligation, the former may
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stop interest and court costs by an offer of legal tender, provided the
amount offered is subsequently found by a court to cover the obligation.

The question of what is legal tender also comes sharply to the fore
when a change in the monetary standard takes place. For instance,
the majority of bonds outstanding in 1933 contained a clause specifying
that they were payable in gold coin of the weight and fineness in existence
on the date when the obligation was contracted. This was designed to
protect the creditor against an inflationary change of the standard. In
June, 1933, however, Congress passed a joint resolution that abrogated
the gold clause of money contracts. This permitted debtors to discharge
their obligations in legal-tender dollars that were depreciated some 40
per cent in terms of gold. Subsequently, the Supreme Court upheld
the constitutionality of this action of Congress. There was in this case,
however, no real hardship imposed on the creditor. The legal-tender
dollars, though badly depreciated in terms of gold, were still more valu-
able dollars than those originally loaned.

It has been traditional to designate the highest form of money as
“standard money.” By this is meant the money that either embodies or
most closely represents the monetary standard. Before the First World
War, when most countries coined gold, the gold coins were the standard
money. If they were represented in circulation by gold certificates, the
latter were also included in the standard-money category. But modern
monetary practice is fast removing the significance of this distinction.
Gold is no longer coined, and the tendency is for all paper currency to
be represented by central bank notes with full legal-tender power. The
distinction may continue to be useful, however, as between such notes
on the one hand and subsidiary coins and bank deposits on the other.

Coinage is now restricted mainly to small change.!! Nevertheless,
mention should be made of certain practices, rules, and terms. Although
private coinage was allowed in the United States until the Civil War, a
complete government monopoly is desirable, and in fact exists in all
leading nations. Otherwise, no trust can be placed in the weight and
fineness of coins, and they become little more than lumps of metal that
must be assayed and wejghed before acceptance. The three mints in
the United States are located in Philadelphia, Denver, and San Fran-

1 This does not mean that the United States mints are standing idle. In the
fiscal year that ended June 30, 1948, they produced 803 million coins for domestic
use, and in the preceding year 2,016 million. In addition, they manufactured
a substantial number of foreign coins for smaller countries which either have no
mint or have inadequate mint facilities. The activity of the mints in these two
years, however, was well above normal, owing to the need for coins which has

accompanied the great rise in the national income during and since the Second
World War.
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cisco. In addition, the government maintains assay offices in seven
cities.

If the mint stands ready to coin any amount of the metal offered, coin-
age is said to be free or unlimited, in contrast with coinage on government
account or limited coinage. IFor example, in the United States the
coinage of subsidiary money is limited, while the coinage of gold was
formerly unlimited. When the face value of coins exceeds the bullion
value plus the expense of coinage, the government makes a profit known
as “‘seigniorage.” All or part of the actual expenses of preparing and
coining the metal are referred to as “brassage.” The practice of gold-
standard countries before the First World War was to take no seigniorage
profit on gold coinage but to levy a brassage charge covering all or a
part of the actual mint expense. When no charge is made for the coin-
ing of standard metal, 7.e., metal refined, alloyed, and ready for coinage,
the coinage is said to be ‘“‘gratuitous.”

The guiding specifications of a good coinage system are (1) that the
coins be of convenient size, (2) that they be alloyed in such a way as to
resist the wear of circulation, (3) that they be designed to prevent
counterfeiting and clipping, and (4) that they bear an appropriate and
artistic official stamp.

Similar considerations govern the manufacture of good paper money.
Counterfeiting should be avoided by the construction of the paper and
by the intricacy of the design. The design should also be distinctive
and uniform so as to facilitate the detection of counterfeits. In addi-
tion, such currency should be durable, should be convenient in size, and
should meet aesthetic requirements. All paper money issued in the
United States is manufactured by the Government Bureau of Engraving
and Printing in Washington, D.C.

Deposit Money. We have already indicated that, although bank
deposits are not legal tender, the bulk of actual money payments is
made by the common bank check. Only the checking accounts, how-
ever, belonging mainly to individuals, business firms, and governments
are really deposit money. Since time and savings deposits cannot be
checked upon, they do not serve as a medium of exchange. It is better
to regard them as one of the most liquid forms of investment rather
than as money. At the end of April, 1949, the deposit money in the
country amounted to $84.5 billion as compared with $24.9 billion of
currency outside the Treasury and the banks.

FULL-BODIED MONEY AND CREDIT MONEY

The monetary stock may also be classified on the basis of whether the
value includes an element of credit. The only full-bodied money in
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the United States is the gold bullion held by the Treasury and represented
by gold certificates. That is, the value of the gold represented by a $100
gold certificate is $100, no more, and no less. At the end of April, 1948,
the Treasury’s gold stock amounted to $23.2 billion. All other moneys
embody a credit element in the sense that their face value is greater
than the stuff of which they are made. Thus, all the $111 billion of
payment money (deposits and currency) on the same date was credit
money, as was part of the reserve money itself.

The various forms of money differ in the degree to which they embody
credit. Deposit money represents the greatest use of credit. Indeed,
under the basic reserve requirements, $1 of gold may support between
$17 and $40 of deposit money. In contrast, the gold dollar cannot
legally serve as reserve for more than $4 of Federal Reserve notes.

The use of the term ‘“credit money” raises a question regarding the
real meaning of credit and debt. Credit may be defined as borrowing
power which permits the purchase of things today that could otherwise
not be bought until tomorrow. It implies a promise to pay something
valuable, usually standard money, in the future. Any valuable object,
however, such as bales of cotton of a specified grade, might be promised.
The existence of credit implies conjfidence. Someone must have con-
fidence in the integrity and ability of the one who promises to pay;
otherwise, no credit transactions would take place.

This leads to another aspect of credit which is a topic of widespread
popular confusion, viz., credit is also debf. Just as there must be a wife
for every husband, so there must be a debt for every credit. If someone
extends credit, someone else must assume the debt; there is a lender for
every borrower. Nevertheless, credit has come to refer popularly to
something good, and debt to something bad. The fact is that credit
and debt, like food itself, are good when used in the proper amounts,
and bad when used excessively. This statement applies to the economies
of both the household and the nation.

Returning more specifically to money, the terms credit money and
debt money may be used interchangeably. Thus, modern payment
money and part or all of modern reserve money represents debts of the
central government, the central bank, or the commercial banks. When
a country adheres to a gold or other commodity standard, the debt
money is made redeemable in the commodity at a fixed price, say $35
per fine ounce of gold. But if a paper standard exists, the ultimate
reserve money consists only of lawful paper money. In this case the
creditor (holder of money) has no promise from the issuer of redemption
in any other valuable object. He accepts it either because it is a legal
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tender or because it is a valid tender. In the latter case he has the
assurance that others will accept it at face value, and perhaps also that
it will be redeeméd in legal-tender money. The aggregate demand for
money as such will be maintained only as long as the people retain con-
fidence that the government will not seriously overexpand the stock of
money.

From the foregoing description of monetary arrangements, it is evi-
dent that the banks and the Treasury constitute the principal monetary
agencies. It will be recalled from the preceding chapter that both the
commercial banks and the central bank occupy key monetary positions.
The latter, along with the central treasury, is mainly responsible for
shaping and administering monetary policies.

COMPOSITION OF THE MONEY STOCK

The composition of the money stock is governed by a variety of forces
which may well be considered under the following headings: (1) monetary
laws, (2) monetary habits and institutions, and (3) Gresham’s law.

Monetary Laws. The monetary laws established by Congress and
the Administration provide the framework of the monetary system and
therefore have much to do with the components of the stock of money.
Money that is made full legal tender in payment of all debts to indi-
viduals, businesses, and governmental units has a greater capacity to
remain in the money stock than other forms of money that are given
only partial legal-tender power. The latter in turn have greater capacity
to remain than forms of money which are not legal tender for any pur-
pose. Moreover, the laws largely determine the kinds and amounts of
the various moneys. That is, they set forth the conditions of issuance
of Treasury notes, central bank notes, and commercial bank notes; and
they may foster or discourage the use of deposit money.

Monetary Habits and Institutions. Once established, habits in the
use of money are slow to change. This can be illustrated by the relative
stability in the proportions between currency and deposit money in
the United States since the Civil War. While deposits have become
the dominant means of payment, their proportionate rise has been
gradual. Individuals and businesses had to discard old methods and
adopt unfamiliar practices. The shift to deposits was fostered by the
profit motive of the banks, the availability of banking offices, anda the
perfection of the entire mechanism of payment by check. Given the
level of prices and other conditions, the public decides in what form it
wishes to hold the money stock. If relatively too much currency is
outstanding, it is deposited in the banks until the desired proportion is
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established. Conversely, if deposits are too large relative to currency,
checks are cashed until the proper balance is struck.

Another shift in monetary habits was from the early use of coins to
bank notes. This was promoted by the banks in order to enlarge profits
by loans and to improve liquidity.

Gresham’s Law. The general principle known as Gresham’s law is
credited to Sir Thomas Gresham, adviser to Queen Elizabeth of England
in the sixteenth century. In its early form it was usually stated that
bad money drives good money out of circulation. It was based on the
observation that the worn or clipped coins tended to remain in the money
stock while the good coins were selected for commercial melting and for
export. As stated, the principle was ambiguous and misleading; it may
be reformulated as follows: When different forms of legal or valid tender
moneys exist, the less valuable forms tend to displace the more valuable
forms. This law applies under a variety of circumstances.

First, the principle may apply to the monetary standard itself. When
a gold-standard country suspends gold redemption of currency, legal-
tender (or valid) government notes or bank notes usually become the
ultimate standard. Being legal tender for debt payments, they naturally
become the money in terms of which market prices are quoted. Gold
goes to a premium in terms of them, and it disappears as a form of pay-
ment money (assuming that it was previously permitted to circulate).
This development took place during the Civil War when the legal-tender
Treasury notes (greenbacks) displaced gold, which reached a premium of
185 per cent in July, 1864. Gresham’s law also comes into operation
when a country is on a bimetallic standard, <.e., when the monetary
unit is defined as the value of either a certain weight of gold or a certain
weight of silver. If, under these conditions, the relative market valua-
tion of the metals departs from the legal valuation, the metal that is
overvalued at the Treasury displaces the other one and becomes the
effective monetary standard. This development occurred in the United
States between 1834 and the Civil War. The country was on a legal
bimetallic standard, but gold was overvalued by the Treasury in relation
to silver as compared with the valuation of the world markets. As a
consequence, silver went to a premium and was displaced as standard
money, and gold became the effective monetary standard.

Second, Gresham’s law affects the composition of currency. The
tendencies of worn and clipped coins to displace good coins and of legal-
tender notes to displace a redemption-suspended metal have already
been cited. Experience has also demonstrated that legal-tender interest-
bearing Treasury notes will not remain in circulation, but will be with-
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drawn and held as an investment. The interest accruing makes them
more valuable than non-interest-bearing, legal-tender money. Further-
more, history has established the tendency of inferior bank notes to
displace those at par with standard money. A good example of this
occurred in Boston in the early part of the nineteenth century. Notes
of Boston banks were at par with standard money, but the notes of
many New England banks were at a discount in Boston. Under these
circumstances, the inferior notes displaced those of the Boston banks.
In order to avoid the discount, people deposited Boston bank notes and
retained the inferior notes to pass on to merchants and others who would
accept them at par or at less discount. This situation was remedied by
the famous Suffolk System which will be described at a later point.

QUALITIES OF GOOD MONEY

With the background of this chapter and the preceding chapter, we
are now in position to summarize the qualities of a good money. These
qualities, however, cannot be applied to the money stock as a whole
in view of the functional differences between its subdivisions: the
ultimate standard; reserve money; and payment money, which in turn
is composed of currency and demand deposits.

The ultimate standard should promote a price system that makes a
maximum contribution to the welfare of the people. This means that
its goods value should be relatively stable, although not necessarily un-
changing. It should also command the confidence of the people, and
in so far as possible should promote stable foreign exchange rates and
be susceptible to international adoption. The standard should not be
so inflexible that wise over-all monetary management in the interest of
welfare is precluded.

All moneys, of whatever type, must have wide acceptability, and they
should be at parity with the ulimate standard unit. Otherwise, they
will be unsatisfactory for the performance of either of the two basic
functions, viz., to serve as a measure of values and as a medium of ex-
change. Parity can best be maintained by ready convertibility into
the standard or its representative. Parity will of course give all moneys
the same degree of stability of value, no more and no less, as that of the
ultimate standard, and will give all money units identical purchasing
power. A corollary of this is that money should not yield an interest
return, since this would violate parity and would change its value from
day to day. Another corollary is that money should be something
whose value does not depreciate because of physical deterioration or age.
Still another one is that money should be inexpensive to store or hold.
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This means that, apart from small currency, it should have high value
in small bulk. Deposit money best meets this requirement.

Reserve moneys should be composed of the highest forms of money,
dignified by law for the purpose. When a country is on a metallic stand-
ard, the money metal stock constitutes the ultimate reserve. In the
case of a paper standard, the ultimate reserve consists of government or
central bank notes made legal for the purpose. The reserve-money
structure may also include certificates representing reserve metal and
high forms of legal reserve credit money, such as deposits in the central
bank or in foreign central banks.

All currency should be legal tender in order to widen its acceptability.
It should be issued in convenient denominations and sizes for making
payments in the currency sphere. The design should be appropriate,
intricate, and easily recognized in order to forestall counterfeltmg
Currency should also be reasonably durable.

Deposit money need not be a legal tender, but its acceptability should
be enhanced by ready convertibility into reserve money and by govern-
ment assurance of its ultimate safety.

A final question may well be raised: What gives money its value?
This can best be answered in terms of demand and supply. Demand
for money to hold arises from the real neced of business and individuals
for liquidity, a large part of which is satisfied by money. The demand
for money is enhanced when it is legal tender and when there is great
confidence that it will not depreciate in value. Confidence grows mainly
out of the belief that the money will not be overissued, because of con-
vertibility into a valuable money metal, or that sound monetary manage-
ment by government authorities will prevail. This aggregate demand
for money interacts with the number of units (supply) to give each unit
a goods value.

Thus the explanation of the value of money, like that of any economic
object, lies in demand over against scarcity. This is a more satisfying
general approach than an explanation based on convertibility into some
valuable commodity. It will be noted that such convertibility operates,
if it is present at all, through limiting the stock of money.

Review Questions

1. List the common elements of the monetary systems of all important
countries.

2. What is the ‘‘denomination system’’? Why is it an essential part of any
monetary system?

3. What are the more important reasons for the fourfold increase in total
currency in circulation in the United States between 1939 and 1949?
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4. Define the ultimate monetary standard of any monctary system. What is
the ultimate monetary standard in this country?

5. Differentiate between reserve money and payment money.

6. Discuss the functions of reserve money.

7. What two kinds of payment money are in existence? Discuss their func-
tions and point out their relative importance.

8. Describe the following: Federal Reserve notes, gold certificates, silver
certificates, United States notes, national bank notes, Federal Reserve bank
notes, suhsidiary currency, and standard money.

9. “Since the Joint Resolution of Congress in June, 1933, all forms of currency
have been full legal tender.” Explain. What is the purpose of legal-tender
money?

10. Discuss the advisability of making checks legal tender for debt payments.
Are certified checks a legal tender?

11. Why is it desirable that the central government have a complete monopoly
of coinage? Has private coinage ever been allowed in the United States?

12. Interpret the following terms relating to coinage: free or unlimited coinage,
limited coinage, seigniorage, brassage, gratuitous coinage.

13. Qutline the guiding specifications of a good coinage system.

14. Differentiate between credit money and full-bodied money.

15. Summarize the functions of the Federal Reserve hanks and the commercial
banks in the United States.

16. How do monetary laws, habits, and institutions govern the composition
of the monetary stock?

17. State Gresham’s law. How does it apply to the monetary standard and
to the composition of currency?

Advanced Questions and Problems

1. Prepare a table similar to Table 1, showing the amounts of the various de-
nominations of currency on the most recent date for which figures are available,
compared with April 30,1949. Explain the significant changes which are evident
from the table. (Sourck: Federal Reserve Bulletin.)

2. Prepare a table similar to Table 2, showing the amounts of the various
kinds of currency on the most recent date for which information is available, com-
pared with April 30, 1949. Explain the significant changes which are brought
out by the table. (Sourck: Federal Reserve Bulletin.)
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CHAPTER III
VALUE OF MONEY AND THE PRICE SYSTEM

The practical significance of the value of money has been forcibly
brought to the attention of all householders and businessmen in recent
years. This education in the school of experience was begun as the
events unfolded in the great depression of the 1930’s. In the period
1930-1933 wholesale prices fell 40 per cent, farm prices dropped 60 per
cent, while many rigid prices such as public utility rates did not decline
at all. Although the initial price declines reflected deeper causes, it
was not long before the drop in prices itself assumed a causal role. The
derangement of price relationships carried with it a serious disorganiza-
tion of the whole economy. One wave of liquidation unleashed suc-
ceeding layers of distress selling. The consequences were a deepening
of the depression marked by heavy unemployment, restriction of produc-
tion, widespread business failures, default of obligations, and in the end
the complete breakdown of our banking system.

The school of experience opened a second course on the value of money
during the war and postwar periods. At midycar 1949 the cost of living
(consumers’ prices) was about 70 per cent above the prewar period
1935-1939, and the level of wholesale prices had doubled.! Price
relationships were again deranged, as is illustrated by the fact that
farm-product prices had risen by about 214 times. Morcover, the people
of most other countries were far more keenly aware than we of the rav-
ages of rising prices. For example, between 1938 and 1949, wholesale
prices in France rose nineteenfold, in Italy fifty-sevenfold, and in Japan
fifty-threefold.?2 In these circumstances no academic instruction is re-
quired to emphasize the practical importance of changes in the value of
money. .

THE PRICE SYSTEM

The value of money means simply its power to command goods and
services in exchange, 7.e., its purchasing power in the market place.
Upon reflection this turns out to be a list of thousands of exchange

1 As measured by the indexes of the U.S. Bureau of Labor Statistics.
2 Federal Reserve Bulletin, May, 1949, p. 610.
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ratios between a unit of money and physical units of other valuable
things. That is, $1 buys 20 oranges, 4 pounds of cotton, 5 pounds of
copper, 10 ice-cream cones, and so on. However, money values.are
not usually expressed in this manner, but for convenience as dollar-and-
cent prices of conventional commodity units.

For example, spot prices of selected commodities were recently quoted
in a financial paper as follows:

Wheat, No. 2, red, N.Y.,bu.. .... .. . ... ... ... $252
Sugar, granulated, N.Y., lb.... ... . Ce 0.08
Copper, electrolytic, N.Y., 1b. . . . 0.21
Crude oil, Mid-Continent, 33 to 33.9 gravity,

N.Y, bbl... . . 2.51
Pig iron, No. 2, Philadelphia, ton. . . 42,67

Consideration of these prices reveals that the value of money is the
reciprocal of prices. That is, when the price of wheat is $2.52 per bushel,
$1 buys 1459 bushel. If the price doubles to $5.04, then $1 buys
1§.04 bushel, or only half as much as before. Similarly, if prices on
the average rise to twice their previous level, one may say with equal
propriety that the value of money is halved.

Two aspects of the price system should always be distinguished, viz.,
the structure of prices and the level or scale of prices. The former refers
to the myriad of individual prices and to the various subgroups of prices
which are significant in the study of particular problems. Explanation
of the price structure is in terms of the general theory of value which
makes use of schedules of demand and supply to account for the realized
prices of the market. The price level, on the other hand, is an over-all
average of individual prices.

The Price Structure. An individual realized price emerges as a con-
sequence of the interaction of the schedule of demand for the product,
say wheat, and its schedule of supply. The schedule of demand (po-
tential demand) refers to the number of bushels which buyers would
purchase during a given period of time at each of a series of prices.
Similarly, the schedule of supply (potential supply) refers to the number
of bushels which sellers would sell at the identical series of prices. At
one of these prices in the array, demand and supply will be equated;
this is the realized market price. At any lower price, demand would
exceed supply; at any higher price, supply would exceed demand.

The schedules of demand and supply for each article carry the analysis
down to its ultimate basis: the decisions of individuals and separate
business firms. Each person (or firm) has his own schedules. The
aggregate demand (and supply) schedule for each article is derived by
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the summation of all these individual schedules. An important feature
of schedules of demand and supply is that they look to the future; they
are an outgrowth of plans and expcctations with regard to the course of
prices, demand, production, and other economic developments. More-
over, they are strongly influenced by events of the past in that such
events provide the chief basis on which forecasts are actually made.
Thus realized prices as they emerge from hour to hour are a present link
between the past and the future since they are influenced by both and
in turn influence new business plans, new schedules, and future prices.

The price system is made up of thousands of individual prices of
valuable things which may be classified into more or less homogeneous
groups for different purposes. The most significant group of all is that
of retail prices paid by the final consumer, for whom the whole economic
order presumably exists. This large group in turn subdivides into a
number of subclasses, such as food, clothing, fuel, furnishings, rent, and
so on. At the other extreme is the group of raw material prices—
natural products of farm, forest, and mine. Generally speaking, such
prices include only a preliminary stage of processing. Then between
the retailers and raw material producers stand the manufacturers and
wholesalers who quote prices of products at various stages of production.
These prices embody the costs of raw material and the expenses of
production incurred up to a particular point of manufacture and distri-
bution.

This raises the important distinction between selling prices and the
prices of the cost factors which are the elements of selling prices. At
any stage of the whole productive process, the selling price of the product
may be resolved into costs of the primary factors—land, labor, capital,
and enterprise. Taxes likewise must be included. Each of the primary
cost factors in turn has its price in the form of rent, wages, interest, and
profits. Thus, apart from taxes, the price of any article is made up of
the sum of the values (price X quantity) of the primary factors con-
sumed. Arising from this basic fact is the prime necessity of maintain-
ing a proper balance between costs and selling prices. For the profits
of enterprise are positive or negative depending upon whether selling
prices per unit more than cover or fail to cover costs; and, in turn, the
decisions of businessmen to hire labor and to produce depend upon
profit expectations.

There are also certain other groupings of prices that may be significant
for particular purposes. One may desire to separate the prices of in-
ternationally traded goods from domestic goods that do not enter into
foreign commerce. Or one may be interested in the course of prices at
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the farm as compared with prices of manufactured goods. Again, atten-
tion may be focused on railroad and other public service rates; on pro-
fessional salaries; on the prices of durable consumers’ goods, such as
houses; on durable producers’ goods, such as tractors; or on the value
of the equity in corporations as reflected in the prices of stocks.

All these price groups are closely interrelated and tend to be welded
into one integrated system. But this tendency by no means justifies
the neglect of the separate groups. If, for instance, the quantity of
money were increased until its value were halved, all prices would be
approximately doubled after the readjustments were entirely completed.
The adjustment process, however, would take many years, and in the
meantime relationships among the various price groups would be seri-
ously disturbed. Under the initial stimulus, the sensitive raw material
group might treble in price while public utility rates and other sluggish
prices remained at or near the old level. During the adjustment period,
therefore, it would not be sufficient to rely upon one grand average of
all prices. In order to visualize the degree of price disequilibrium, one
would have to observe the relative movements of individual prices and
price groups.

Thus, while the price system tends toward an equilibrium, it is con-
tinuously disturbed by such events as wars, government interference,
strikes, overproduction of some things and underproduction of others,
new inventions, shifts of demand, floods, and droughts. Disequilibrium
is the rule rather than the exception. For these reasons little can be
learned about the value of money from a single average of all prices.
The whole price structure in its logical divisions and relationships should
be studied over a period of time. The value of money should be con-
sidered in detail rather than simply in general.

The Price Level. The price level may be defined as the grand average
of the myriad prices which when viewed individually or in logical sub-
groups are thought of as the price structure. Such an average suffers
in its usefulness from the limitations of averages in general, since it
compresses into one figure a mass of price data which vary widely from
this figure and also in nature. When prices of primary factors, durable
and nondurable consumers’ goods, durable and nondurable producers’
goods, services, real estate, stocks, bonds, and other things are all thrown
indiscriminately into one hopper the result verges on a mathematical
abstraction. It is almost like calculating the average weight of animals
in the zoo.

Nevertheless, the concept. of a general price level (or its converse, the
value of money) is a useful one in connection with many broad problems
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of public policy involving the whole economy. For example, it is needed
in the determination of policies with respect to the monetary and banking
system, the level of employment and production, the distribution of
income, and taxation.

MEASUREMENT OF PRICE-LEVEL CHANGES

Changes in the price level and its subdivisions are measured by the
use of index numbers. This section gives a brief explanation of their
nature and a description of two leading price indexes.

Index Numbers of Prices. A price index number is a figure that
measures the average change of a group of individual prices. The average
price of the group in a base period is usually represented by 100, and
changes are expressed as percentages of the base-period price. This is
illustrated in Table 3, which shows the steps in computing an index by
the aggregative method. The first step is the multiplication of each
price in the base year (1948) by the weight assigned to it and the entry
of the resulting products in column (4). Next is the multiplication of
each price in the given year (195X) by its weight and the entry of the
resulting products in column (5). The last step is the summation of
columns (4) and (5) and the expression of the latter sum as a percentage
of the former.

TaBLE 3. CoMPUTATION OF A PRICE INDEX
(Aggregative method)

. . . Weights | Weights
Prices | Prices |Weights, % 1948 | % 195X

Commodity 1948 195X | millions . .
prices | prices
1) 2) ®) 4) %)

Wheat, bu.... . . .. . . |[$2.52 |§202 1,365 3,440 2,757

Sugar, Ib. .. o 0.08 | 0.06 |15,000 | 1,200 900
Copper, Ib. ..... N 0.21 0.20 | 2,776 583 805
Crude oil, bbl. .. . . 2.51 3.47 1,856 4,659 6,440
Pig iron short ton. .. .. .| 42.76 58.00 60 2,520 3,480
Total........... ........... 12,402 14,382
12,402
Index for 1948 = 100 = 100
12,402 X
14,382
Index for 195X = 100 = 116
8 12,402 ,402 X

The result (116) is the price-index number for 195X, which means that
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on the average the prices in the group were 16 per cent higher than they
were in the base year (1948). The weights used in this case are the
physical quantities produced or consumed during 1947.

In the planning of an actual index, many difficult problems arise which
we may only enumerate. The first step is a careful definition of purpose.
Upon this rests many of the succeeding decisions. Next comes the
selection of prices to be included. Obviously, only a sample can be
used, and above all, this sample should truly represent the field from
which it is drawn. Then one is faced with the problem of assigning
relative importances to the various prices. It was necessary, for in-
stance, to weight crude oil more heavily than copper in the illustration.
Fourth, comes the choice of a base period. And last, the mathematical
method of construction must be detérmined. Each problem presents
its own peculiar complications and difficulties.!

By far the most widely used and comprehensive index of wholesale
commodity prices is that of the U.S. Bureau of Labor Statistics shown
in Charts 1 and 2. The general method of construction is the same as
that in the foregoing illustration. It is based on about 900 separate price
series and is published weekly and monthly with 1926 = 100. The
weights employed are the average quantities of the included commodities
marketed in 1929-1931. An especially useful feature of this index is
the detail in which it is made available. One grouping is based upon
origin: (1) farm products, (2) nonagricultural commodities, and (3) all
commodities other than farm products and foods. Another grouping
rclates to the stage of manufacture: (1) raw materials, (2) semimanu-
factured products, and (3) manufactured products. Still another more
detailed classification by nature of product is published with 10 main
groups and 49 subgroups. This enables one who is interested in the
course of prices in a particular industry or group to select a representa-
tive index.

Chart 1 gives a view of prices in long perspective since the beginning
of the nineteenth century. One is first impressed by the similarity of
the peaks in 1814, 1864, 1920, and 1948 which were mainly a consequence
of war finance. Another outstanding feature is the periods of long-term
risc or decline of prices: (1) decline from 1814 to 1843; (2) rise from
1843 to 1864; (3) decline from 1864 to 1896; rise from 1897 to 1920;
decline from 1920 to 1933; and rise from 1933 to 1949.

Chart 2 shows the same index with two of its subdivisions since the

! For a more comprehensive discussion of index numbers, see W. A. Neiswanger,
Elementary Statistical Methods (New York, The Macmillan Company, 1913),
Chs. XI, XII.
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outbreak of the First World War. This brings out sharply the important
fact that in periods of rapid change a dispersion of prices takes place.
Relationships become deranged, partly as a reflection and partly as a
cause of economic maladjustments. In particular, raw material prices
exhibit greater sensitivity and move through a wider range than finished
goods prices. This is largely accounted for by the facts that (1) both
the conditions of demand and supply of raw materials are relatively
inelastic; (2) raw materials are traded upon organized commodity ex-
changes under highly competitive conditions; and (3) finished goods
prices in large part embody rigid costs, such as intcrest, rent, wages,
electricity, transportation and depreciation.

The most widely used index of retail prices is the official Consumers’
Price Index for Moderate-income Families in Large Cities, compiled by
the U.S. Bureau of Labor Statistics and shown in Chart 3. It is avail-
able by months since 1913 in six subdivisions as follows: food; apparel;
rent; fuel, electricity, and ice; housefurnishings; and miscellaneous.
The mathematical method is the same as that of the illustration above,
1.e., the weighted aggregate. In 1949 the sample included 342 different
prices at retail in each of 34 large cities. The base period is 1935-
1939 = 100, and price changes are expressed in relation to this base.

The period shown on Chart 3 is a dynamic one, including both world
wars and the intervening great depression of the 1930’s. Retail prices
more than doubled between 1914 and 1920, and again between 1933 and
1948. The intervening decline from 1920 to 1933 was about 40 per
cent. Another noteworthy feature is the tendency for price disparities
to develop during periods of rapid change. Food and apparel prices
show the greatest sensitivity, rising well above the other groups after
both world wars and falling below the others at the bottom of the de-
pression.

Several authorities in the field of money, including the late Lord J. M.
Keynes, prefer to think of the value of money in terms of retail prices.
Much, indeed, may be said for this point of view. The welfare of the
final consumer stands as the only ultimate objective of the economic
system. This welfare in turn depends upon the relation between the
money incomes of consumers and the prices at retail of consumption
goods and services. There seems to be good reason, therefore, to regard
retail prices as basic in a deeper sense than other elements of the price
system.

But despite all of this, one is not at all justified in neglecting the
various other values of money reflected in the price structure. The
streams of consumer money income find their sources in production,
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which proceeds smoothly when the price system is in balance. But
when price disparities develop, production is disorganized, and consumer
income also suffers by unemployment and sometimes by reductions in
wages and other income.

FORCES GOVERNING THE PRICE LEVEL

While only a preliminary discussion of the forces governing the price
level can be undertaken at this point, it is desirable to give some at-
tention to them. These concepts and methods of thought are useful
tools which can profitably be employed as we proceed with study of the
monetary and banking system.

The Equation of Exchange. The most useful device to summarize
these forces is the equation of exchange: MV = PT. M rcfers to the
average stock of payment money in the country during a given period,
say one year. It includes currency outside banks and the Treasury
and deposit money (checking accounts). Reserve money is not included
since it is not used directly in making payments. The term V refers
to the velocity of circulation of the average stock of money (M) during
the period. That is to say, it represents the number of times that M
turns over in making the total money payments (MV). P is the aver-
age price at which the physical units of things are sold—the general price
level which has engaged our attention in preceding sections of this chap-
ter. The last term of the equation, T, is usually spoken of as the
volume of trade. It refers to the physical units of things bought and
paid for during the period—bushels of corn, tons of coal, hours of labor,
shares of stock, services, and so on.

The equation itself tells us nothing whatever about the direction of
causation of the forces at work, and hence does not represent any par-
ticular theory of price-level determination. A thcory must be breathed
into it by interpretation. As a rule, the price level (P) is a passive
resultant of the interacting forces lying behind M, V, and T. A flow
of money being spent (MV) meets and pays for a counterflow of physical
things (7T') being offered and sold at an average price (P).

The usefulness of the equation is chiefly as a guide to analysis, so that
one will not omit an important force nor forget the direction of its pull.
It thus represents a mental approach to the problem. Since complete
information is lacking, especially on the volume of trade and on the
velocity of money, an accurate statistical check on the equation is im-
possible at present. However, there are sufficient data available to
make a rough check and to analyze the influence of each of the factors
in relation to price-level changes.
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The Income Equation. Total money payments (MV) are composed
of (1) income payments and (2) nonincome payments. Income pay-
ments are money transactions which represent either payments to in-
come receivers or payments out of these received incomes for consump-
tion or investment purposes. Incomes are received mainly as wages,
salaries, interest, rent, and profits. Nonincome payments refer to
intermediate money transactions—interbusiness, financial, and specula-
tive. While they are many times larger than income payments, the
latter are more significant in that they represent the final goal of eco-
nomic activities. The amount of money income in relation to the height
of consumers’ prices measures the real standard of living.

This special significance of income payments has led many economists,
especially since the late 1920’s, to couch analysis almost entirely in terms
of them, with little or no attention to nonincome payments. With this
approach, the income transactions equation may be stated as follows:

M.V,
- %

where M ; represents money held to make income payments, V; is the
velocity of M, , T, is the physical volume of goods and services bought
for consumption or investment, and P; is the average price of 7', .

Much progress has been made in recent years in developing the theo-
retical concepts of national income and in assembling the data necessary
to make estimates of it. The topic is rather complicated so that full
discussion must be postponed.! However, it is desirable to introduce
two concepts at this point, v7z., (1) national income and (2) gross national
product or expenditure. )

National income is the total net earnings which accrue to labor, capi-
tal, and enterprise in the forms. of wages and salaries, interest, rent, and
profits. In 1948, total national income as reported by the U.S. Depart-
ment of Commerce was $224.4 billion, of which $139.4 billion was com-
pensation of employees, $72.6 billion was net income or profit of business
enterprises, $7.4 billion was rental income of persons, and $4.9 billion
was net interest income.?

Gross national product or expenditure is the market value of the
goods and services produced before deduction of depreciation and other
allowances for consumption of durable capital goods. In 1948, it
amounted to $254.9 billion, distributed as follows: personal consumption
expenditures, $177.7 billion; gross private domestic investment, $39.7

M{V{:‘PiT,' or P.‘

1 See Chapter XXV.
2 Federal Reserve Bulletin, May, 1949, p. 572.
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billion; net foreign investment, $1.5 billion; and government purchases
of goods and services, $36.0 billion.?

Since all goods and services produced are for either consumption or
investment purposes, it follows that M; V; = C + I, where C stands for
consumption expenditures and I for investment. Moreover, since all
money income is either spent on consumption or is saved, M; V; = C + S,
where S refers to savings. Then from this it follows that I = 8.

These equations may be adapted to the concepts of either national
income or gross national product. When the former is indicated, they
may be used as given just above. If gross national product (GNP) is
indicated, they may be written:

MV)y=GNP=C+1I1,=C+ 05,

where I, and S, refer, respectively, to gross investment and gross sav-
ings.

While the national income approach to analysis is almost indispensable
for many purposes, its limitations should also be borne in mind. In
disregarding nonincome transactions, which are between 7 and 12 times
as large as income payments, very significant influences are often over-
looked. This is the main reason why it is preferable to state the general
theory of the price level in terms of the more inclusive total-money-
transactions equation of exchange. Prices are affected by changes in
nonincome transactions as well as by changes in income transactions.

MEANING OF INFLATION AND DEFLATION

Inflation. The term ‘“‘inflation’’ is a vague one which is used with a
variety of meanings. The most common populer usage refers simply
to rising commodity prices, sometimes with the implication that the
reason is the expansion of money. Economists are likely to mean the
conditions which may lead to rising prices, rather than rising prices
themselves. That is, they may refer to an increase of gold or other
reserves of the monetary system, to an increase in the amount of pay-
ment money, or to a scarcity of goods as “inflationary.” Emphasis
would be on the potential, rather than the actual rise in prices which
may never take place, owing to offsetting influences.

Perhaps a more definite and useful meaning of the term is an excess
of demand for goods and services in general over supply at existing prices.
Under a free market this leads to rising prices until demand and supply
are equated. The condition of inflation may still exist, however, when
prices are held down by government controls. In this event, rationing

3 [bid., p. 573.
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of scarce goods is necessary in order to secure fair distribution, since the
price system no longer performs its usual rationing function.
Deflation. *Deflation” is the opposite of inflation. Popularly, it
means falling prices, while to most economists it means the conditions
leading to falling prices. These conditions may well be thought of as
an excess of supply of goods in general over demand at existing prices.
In a free market this situation results in a decline of prices until demand
and supply are equated. But if monopoly prevails, prices may be
artificially maintained by holding goods and services off the market.

Review Questions

1. Define the value of money. Does the value of money remain constant over
a period of time? Explain.
2. Discuss the relationship between the value of money and prices.
3. Differentiate between the price level and the price structure.
4. Define each of the following: demand schedule, supply schedule, realized
market price, and aggregate demand schedule.
5. “Realized prices are a present link between the past and the future.”
Explain.
6. Point out the main features of the price structure.
7. Discuss (a) the limitations and (b) the usefulness of the concept of a gen-
eral price level.
8. What is a price index number? Give an illustration.
9. Interpret the main changes in wholesale prices as shown in Charts 1 and 2.
10. Why do raw material prices exhibit greater sensitivity and move through
a wider range than finished goods prices?
11. What aspects of retail prices are brought out by Chart 3?
12. Are we justified in thinking of the value of money only in terms of retail
prices? IExplain.
13. State the equation of exchange, and define the forces which it summarizes.
14. What forces as a rule govern the general price level? Explain.
15. Discuss the usefulness of the equation of exchange.
16. Compare income payments and nonincome payments.
17. Differentiate between the over-all equation of exchange and the income-
transactions equation. What are the limitations of the latter equation?
18. Define (a) national income and (b) gross national product.
19. Prove that total income transactions equals the sum of consumption ex-
penditures and investment expenditures.
20. Contrast the economists’ use of the term “inflation’ with that of the
layman.
21. Is “an excess of supply of goods in general at existing prices’’ characteristic
of inflationary or deflationary periods? Explain.

Advanced Questions

1. Is it possible for a decline in prices to cause a further drop in prices?
Explain.
2. Discuss the relative importance of the forces which govern the price level.
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3. “According to the equation of exchange, if the stock of payment money
is doubled, the general price level will also be doubled.” Do you agree? Why
or why not?

4. Why was the cost of living (consumers’ prices) at midyear 1949 about 70
per cent above the prewar period 1935-1939? Ixplain.

5. Bring Charts 1, 2, and 3 up to date, and interpret the recent changes which
they bring out.

6. Prepare a table presenting the following items for a recent date compared
with the corresponding date for the previous year: (@) Index of Wholesale Prices,
including main subdivisions (U.S. Burcau of Labor Statistics); (b) Consumers’
Price Index for Moderate-income Families in Large Cities, including main sub-
divisions (U.S. BLS); (¢) index of common stock prices, including main sub-
divisions; (d) Index of bond prices; and (e) actual spot prices of two staple raw
materials. (SoURcEs: Federal Reserve Bulletin; Survey of Current Business;
Standard & Poor’s Corporation; daily financial page of a leading newspaper.)
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CHAPTER IV
EFFECTS OF PRICE-LEVEL CHANGES

Material changes in the price level seriously limit the extent to which
basic economic objectives can be realized. That is, the disturbances to
business that spring from such changes prevent full production, stable
employment, and equitable distribution of income. There is nothing
sacred about a particular price level, except that its existence for a
considerable period makes it the basis of a multitude of money contracts
and other economic relationships. As soon as this happens there arises
a rcal public interest in preventing any marked departure from that
level. For such a change nccessarily involves a violation in greater or
less degree of existing contracts and arrangements. Revisions and re-
adjustments to a new level require a decade or more, and in the mean-
time the economic system is thrown seriously out of balance.

Studies of periods of marked price changes enable us to trace the
typical effects on various classes of the community and also on the whole
economy. It is with these concrete effects that the present chapter is
concerned.

THE INEQUALITY OF PRICE CHANGES

One of the worst aspects of a marked change in the price level is the
great disturbance to the price structure which is associated with it.
Some prices and price groups, such as raw materials, are very sensitive
to change while others, such as public utility rates, are more or less rigid.
Other prices fall between these two extremes in their responses. This
dispersion of price relationships reflects deeper causes, but it also assumes
a casual role in bringing about economic disorganization. Not only is
normal production disturbed, but large shifts in the distribution of real
income take place. The people whose incomes are derived from com-
modities that have a wide range of fluctuation, for example, farm prod-
ucts and other raw materials, experience unwarranted prosperity when
prices rise sharply and undue hardship when prices decline. At the
same time the people whose incomes arise from goods that have rigid
prices suffer when prices rise and may gain when prices fall.

An example from the war and postwar inflation will aid in visualizing
these disparities in price relationships. Between 1939 and January,
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1948, the prices of farm products in the United States rose 205 per cent
and of raw materials 162 per cent. During the same period the price
of electricity actually declined 15 per cent, and the prices of manufac-
tured products as a whole rose 96 per cent.! In the consumers’ field,
food prices rose 120 per cent while rent rose only 11 per cent.?

If all prices rose and fell at the same rate the widespread disturbances
just described would not occur, since real economic relationships would
not be altered. But such is not in fact the case. Moreover, even if
prices changed at the same rate, there would still remain the disturbances
growing out of long-term money obligations and other long-term con-
tracts fixed in money terms.

At this point it is desirable to consider the effect of changes in the
value of money upon those who receive wages, interest, and profits.
The effect of price changes upon those receiving rent, if the rent is based
upon a long-time contract, is practically the same as upon those receiv-
ing interest. Hence, what is said about the latter group also applies to
those receiving long-term rents.

EFFECTS ON WAGES

Wages are the price paid for labor. They are, therefore, part and
parcel of the whole price system, and any general price disturbance is
bound to influence the price paid for labor. But prices move at unequal
rates. Wholesale prices, largely because of the better organization of
the wholesale markets, advance first and generally more rapidly than
any other prices. The price paid for labor may not advance so rapidly
because the labor market is imperfectly organized. In fact, there are
hundreds of separate labor markets in the United States rather loosely
joined together, since laborers may move from one market to another.

The great majority of people receive their income in the form of
money wages. In 1939, employees in the United States received wages
and salaries of $47.8 billion and in 1948 they received $139.4 billion.
In both years this represented just under two-thirds of the entire na-
tional income.? The total labor force in March, 1949, numbered 62.3
million out of a total population, fourteen years of age and over, of 109.3
million.* Thus the effect of price changes on wages is a question of
large practical importance.

Over periods of cyclical price increase, labor as a group gains in real
income. This is in part because wage rates rise more rapidly than the

! Based on the wholesale price indexes of the U.S. Bureau of Labor Statistics.
? Consumers’ Price Index of the U.S. Bureau of Labor Statistics.

3 As estimated by the U.S. Department of Commerce.

4 Federal Reserve Bulletin, May, 1949, p. 564.
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cost of living but it is more a result of the rise of employment during
such periods. For example, between 1914 and 1920—when the cost of
living doubled—thé average worker in the labor force enjoyed an in-
crease in real income of 15 per cent. The average employed worker,
however, had a real increase of less than 4 per cent. In the most recent
period of rising prices, 1939-1946, the average worker in the labor force
experienced a 58 per cent increase in real income, while the one with a
full-time job throughout the period had a 28 per cent rise.! It should
be pointed out, however, that these are over-all figures comparing the
situation at the beginning and the end of the periods. The result is
not the same month by month along the way. Also, the various sectors
of the labor group fare differently. The money wages of unorganized
laborers, white-collar workers, and professional classes lag behind the
rise in the cost of living, so that they experience a decline in real income
during the dynamic phase of the period. On the other hand, the ag-
gressive policies of organized labor since 1933 have eliminated the lag
in wage rates for this group and have at times pushed union wages up
ahead of consumers’ prices.

When prices decline sharply, labor as a group suffers a decline in real
income as a consequence of the associated decrease of employment.
Between 1929 and 1933 the drop in real income of the average worker
in the labor force was 48 per cent. The average employed worker, how-
ever, was slightly better off than before, since his wage rate declined 1
per cent less than the cost of living.? But behind these over-all figures
there are wide variations in the experience of different elements of the
labor force. Unionized workers and salaried classes suffer less from
decreases in money wages than do unorganized laborers. Also, workers
in the nondurable goods industries are less likely to lose their jobs than
are those in the durable goods field. For example, during the same
period, employment in the former field declined 30 per cent compared
with 58 per cent in the latter.’

EFFECTS ON PROFITS

Profits during Rising Prices. The net profit of business shows a
marked increase when prices are rising rapidly. For example, between
1939 and 1948, net corporate profits in the United States increased from

1 Based on a study by Stanley Lebergott, ‘“Earnings of Nonfarm Employees
in the U.S., 1890-1946,” Journal of the American Statistical Association, March,
1948, pp. 74-93.

2 Ibid.

3 Based on indexes of factory employment of U.S. Bureau of Labor Statistics.
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$5.7 billion to $22.7 billion, or by 298 per cent.! For this there are
several reasons. First, the rise in prices itself contributes to the amount
of profit. The money scale of operations is higher, so that net profit
would rise even with the same physical volume and the same percentage
margin on each unit. Second, the physical volume of business usually
rises materially during such a period. Net profit accumulates rapidly
after the break-even point is passed. Fixed and near-fixed costs are
spread over a larger number of units of output. Interest on borrowed
capital, depreciation charges on plant and equipment, and rental pay-
ments are the most important costs of this nature. ILabor costs used to
come in this category but the wage lag has been eliminated in the aver-
age concern by the aggressive tactics of union labor. Third, the appre-
ciation of inventory makes a substantial contribution to net profit.
The U.S. Department of Commerce estimates that this element of profit
was $5.7 billion in 1947 out of total net profits of $23.5 billion—about
one-fourth. Last, the percentage margin of net profit per physical
unit of sales rises. A sellers’ market usually exists, and competition
among concerns is less severe, both of which encourage a wider margin.

Net profit rises not only in dollars when prices rise but also in relation
to national income, net worth, and sales. Corporate profits rose from
2 per cent of national income in 1938 to 10.1 per cent in 1948.2 Profit
on net worth of leading corporations rose from 3.7 per cent in 1938 to
14 per cent in 1948, and profit on sales rose from 4 to 7.3 per cent.?

It should be pointed out, however, that the foregoing measures of the
growth of net profits during periods of increasing prices give a mislead-
ing overstatement of their real increase. The amount of profit is illusory
for two reasons. First, it includes a large element of appreciation in
inventory. This is a transitory element which is not present when
prices are stable and which reduces profits when prices decline. Second,
depreciation charges are based on the original cost of fixed capital by
traditional accounting procedure. This means that the company will
have charged as expense only one-half of replacement cost if construc-
tion costs have doubled. Similarly, the rise in profit on net worth is
based on original cost values. This percentage would not rise so rapidly
if replacement cost values were used in determining the amount of net
worth.

! Profits after taxes but before inventory va]uatlon adjustment, U.S. Depart-
ment of Commerce.

2 U.S. Department of Commerce estimates.

3 The National City Bank of New York Monthly Letter, April, 1948, pp. 44-46;
April, 1949, p. 40.
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Furthermore, just as money wages must be deflated by a consumers’
price index to determine real wages, so net profit must be deflated to
measure real profits. The rise in dollar profits is thus much greater than
that of real profits.

Profits during Declining Prices. If business profits show a marked
increase during periods of rising prices, they shrink as rapidly when
prices fall. The money scale of operations is lower, physical volume
contracts, fixed costs remain high, inventories depreciate, and the net
profit margin per physical unit is reduced. Moreover, the usual meas-
ures of net profit overstate the decline in real profit just as they overstate
the increase during rising prices.

Profits are by far the most widely fluctuating share of the national
income. In prosperous years they become substantial, but in depres-
sion periods they shrink quickly and may turn into heavy losses. For
example, net profits of corporations in the United States dropped from
$7.9 billion in 1929 to a loss of $4.4 billion in 1932.! Wide variations
of course exist in different industries and enterprises. Some companies
and industries show profits in the worst years, and many companies
suffer losses in the years of greatest general prosperity.

The exceptional situation of public service corporations requires sepa-
rate comment at this point, since their profits often move counter to
those of other business firms during periods of rapid price change.
This is a result of the fact that their selling prices (rates) are set by state
or Federal commissions which have shown great inertia in recognizing
new conditions. When prices rise, labor, fuel, supplies, and other costs
increase, but the commissions permit higher rates, if at all, only after a
considerable delay. As a consequence profits are limited and sometimes
decline while business profits generally are expanding. On the other
hand, when prices decline, their costs likewise fall but reductions in
rates may be delayed. This usually causes profits to rise in the early
stages of a cyclical downturn of general prices after profits of other
concerns have started downward. But if the general price decline is
severe, profits of public utilities also move downward as the demand
for their services declines and as rates are finally lowered.

EFFECTS ON THE CREDITOR CLASS

When prices rise, the creditor class suffers an injustice in proportion
to whatever rise takes place. This may well be illustrated by the case
of Mr. A who bought a United States savings bond for $75 in June,
1939. According to contract the Treasury redeemed it at face value

1 U.S. Department of Commerce estimates.
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($100) in June, 1949. But in the interval prices of consumers’ goods
rose about 70 per cent, so that the $100 was worth only 1097 as
much ($58.82) in terms of 1939 dollars. Thus, he realized no interest on
the investment and in addition he lost $16.18 of the principal. The
“safest investment in the world” turned out under these conditions to
be one of the poorest and most speculative.

The majority of citizens, being owners of savings bonds or other
fixed-money claims, suffered injustice along with Mr. A during this
period. All owners of government or corporate obligations, time and
savings bank deposits, demand deposits, currency, annuities, long-term
rental contracts, pension claims, and life insurance claims were adversely
affected. Some appreciation of the extent of this problem is given by
the approximate amounts of these claims at midyear, 1949: (1) Federal
sccurities outstanding, $252 billion; (2) obligations of states and other
political subdivisions, $24 billion; (3) private debt of individuals and
nonfinancial businesses, $235 billion; (4) time and savings deposits,
$58 billion, represented by more than 30 million accounts; (6) demand
deposits and currency, $110 billion; (7) and life insurance in force, $220
billion, represented by more than 200 million policies. The profound
need of public policies to prevent wide changes in the value of the dollar
becomes evident when one contemplates this vast structure of money
claims.

The question may now be raised: If creditors undergo such serious
injustice during rising prices, do they gain correspondingly during a
period of falling prices. The answer depends on the rate at which the
decline takes place. If it is a gradual downtrend that does not create
serious maladjustments, the creditor enjoys the increased purchasing
power of both income and principal. In the early stage of a cyclical
price decline, he also benefits for the same reason. But if the decline is
sharp and prolonged, creditors as a class suffer along with others. The
decline in national income and net profits then results in widespread
defaults of both interest and principal.

EFFECTS ON DEBTORS

The position of debtors is'in general antithetical to that of creditors
during periods of rapid price changes. The copper mining concern
that borrows $10 million to construct a new smelting plant can pay inter-
est and principal with only half as many tons when the price of copper
doubles. On the other hand, if the price of copper is halved it will
require twice as many tons. Moreover, the lag in costs may result in
such heavy losses that the company may fail and the owners may lose
their entire equity.
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It should be noted, however, that the interests of debtors and creditors
are not wholly in opposition. Both are basically better off when the
whole economy under which they live is in a healthy condition. A
rapid rise of prices may temporarily be favorable to debtors, but if it
generates maladjustments that bring on a depression, they eventually
lose through defaults on obligations more than they originally gained.
Thus the long-range interest of both debtors and creditors is in a rela-
tively stable price level which promotes the greatest welfare for all.

Financial corporations, being debtors and creditors at the same time,
are hedged against the effects of price changes. Commercial banks,
savings banks, life insurance companies, and other similarly situated
institutions have both assets and liabilities in the form of claims to dol-
lars. Hence, they are relatively free from concern over changes in the
value of the dollar. Those who hold the fixed money claims against
them are the ones who lose or gain. Of course, such corporations can-
not, be completely hedged. Rising and falling prices affect their income,
expenses, and in some degree the value of their assets. Like all other
groups in the community, their basic interests are best served by a
relatively stable price level.

Review Questions

1. How do periods of rising prices affect people whose incomes are derived
from commodities that have a wide range of price fluctuation?
2. If all prices changed at the same rate, would economic disturbances arising
from the change be eliminated? Explain.
3. Over periods of cyclical price increase does labor as a group gain or lose in
real income? What are the reasons for this gain or loss?
4. Would your answer to question three have been the same if you had been
considering the various sectors of labor instead of labor as a group? KExplain.
5. Discuss the reasons for the marked increase in the net profits of business
when prices are rising.
6. Do net profits in real terms rise as rapidly as money profits during periods
of cyclical increase in commodity prices? Explain.
7. Contrast the decline in dollar profits with the decline in real profits of busi-
ness when prices are falling.
8. Why do the profits of public service corporations often move counter to
those of other business firms during periods of rapid price change?
9. “When prices rise, the creditor class suffers an injustice in proportion to
whatever rise takes place.” Explain.
10. Describe the position of the creditor class during a period of falling prices.
11. With regard to price-level changes, are the interests of debtors and creditors
wholly in opposition?
12. In what way do debtors lose during a period of falling prices?
13. Compare the effects of price-level changes on financial corporations with
the effects on industrial enterprises.
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Advanced Questions

1. Why is it that all prices do not rise and fall at the same rate?

2. What measures can be taken by the government to foster reasonable sta-
bility of the price level? Iixplain.

3. What measures to moderate fluctuations in the price level can be taken by
(a) business management, (b) organized labor, (c) the farm bloc, and (d) consum-
ers? lxplain and appraise their effectiveness.

4, The cost of living in 1949 was about 70 per cent above the 1935-1939 level.
Should government policy in 1949 have been designed to bring prices down to
the prewar level? Discuss the issues.
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CHAPTER V
MONETARY STANDARDS

No generation since the beginning of the nineteenth century has es-
caped sharp controversy over the question of the monctary standard.
In fact, the issue has been a fundamental one arising from time to time
since the first emergence of markets and a price system. And now again
in the postwar period the nations of the world find themselves groping
for a monetary standard that promises to serve best their economic and
national interests.

This naturally raises the question: What are the criteria of a good
monetary standard? The basis for an answer is found in our final eco-
nomic objectives. In terms of these, we may start with the following
proposition: A good standard is one that produces a price system which
promotes high-level production, stable employment, equitable distribu-
tion of the national income, and a rising standard of living. But these
criteria are very general; more concrete guides are needed in practice.
More specifically, the standard should (1) promote a relatively stable
price level, (2) encourage steady foreign exchange rates, (3) be suscep-
tible to international adoption, and (4) command a large degree of public
confidence. This still leaves, however, a wide ficld for difference of
opinion as to what standard in practice best meets the requirements of
the particular time and place. Many believe in the gold standard, others
in bimetallism, and still others in some variety of the managed paper
standard.

MONOMETALLISM: THE GOLD STANDARD

Although the precious metals were used as money many centuries
before the Christian Era, the gold standard as such has had legal recog-
nition only since its adoption by Great Britain in 1816. For the pre-
ceding century, however, Britain had been effectively on a gold basis
because silver, being undervalued, was scarcely coined at all. In the
United States the legal basis for gold dates back only to 1879, when specie
payments were resumed after the greenback (paper standard) period.
But the effective gold basis began in 1834, when the gold-silver ratio in
the bimetallic standard was changed so as to undervalue silver. Con-
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gress apparently intended to keep both gold and silver in circulation at
that time but failed to estimate accurately the market ratio between
them. The new German Empire adopted the gold standard in 1871;
the Scandinavian countries in 1872; Holland in 1873; France, Italy, and
Belgium about 1874; Russia and Austria in 1892; and Japan in 1897.
Thus, as the world’s history goes, the formal gold basis is distinctly a
modern institution.

The general features of a gold standard may be summarized as follows:
First, the value of the currency dollar (monetary unit) must be exactly
equated to the ultimate standard which is a fixed weight of gold bullion
as defined by law. The usual method of achieving this equality at all
times and places in the country is that of providing adequate facilities
for the two-way conversion of domestic currency and gold. Given
these facilities, the bankers and bullion dealers can be depended on to
maintain this desired equality by their constant search for profits.

Second, no important restrictions may be placed on gold as a commer-
cial raw material or on its flow back and forth between monetary and
commercial uses. To do so is to interfere with the purchasing power of
gold and with the value-equating process between currency and gold.

Third, no important restrictions may be imposed on the export of
gold to other countries or on its import from them. This is essential
in order to equate the domestic value of gold to its world value. A
corollary to this point is that the international values (exchange rates)
of the monetary units of all gold-standard countries will be fixed within
a very narrow range of fluctations.

Fourth, relatively free movements of goods, services, and investments
among nations is a condition to the success of the gold standard. These
movements are recorded in what is called the international balance of
payments, and they are part and parcel of the adjustment processes
governing world gold prices and the distribution of gold among nations.

Last, no permanent interference by a nation with the effect of gold
imports or exports on its price system is consistent with the international
gold standard. To the extent that this is done a natural adjusting pro-
cess is defeated; a serious interference may eventually drive the country
from its gold basis. ‘

The foregoing features make clear the fact that the gold standard
fits into a larger scheme of friendly cooperation among nations. It
is a more or less automatic device tending to produce a closely integrated
system of world prices, stable foreign exchange rates, and a high degree
of economic internationalism. Under conditions of excessive national-
ism and extensive government management in the international sphere,
it is an incongruity with small chance of success.
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There are three varieties of the gold standard, viz., the gold-coin, the
gold-bullion, and the gold-exchange types.

The Gold-coin Type. Before the First World War the practice of
unlimited and usually gratuitous coinage of gold was universal in gold-
standard countries. That is, the government stood ready to buy and
coin all gold that was offered (unlimited or free coinage), usually without
charge (gratuitous coinage) except for all or part of the actual coinage
cost (brassage). The inconsistency of a government profit on coinage,
known as seigniorage, was recognized and for the most part was re-
spected. Also, as a rule no restrictions were imposed on melting coins
into bullion. It was understood that this feature was necessary in order
to prevent the value of coined gold pieces from falling below that of their
gold-bullion content—a situation which actually developed in Great
Britain during the First World War when free melting of coins was pro-
hibited by law. On the other hand, unlimited coinage was essential to
prevent the value of coined gold from rising above the bullion con-
tent—a thing which happened in Sweden during the First World War
when gold coinage was suspended.

In the United States, for example, coined gold was made full legal
tender and was recognized as standard money. Other types of currency,
aside from gold certificates, usually were given only partial legal-tender
power. As an example, the national bank notes were made receivable
at par by all national banks and by the Treasury for all taxes and other
public dues, except duties on imports. In the payment of other debts
they were not a legal tender. Other types of currency, however, were
made readily convertible into gold coin, either directly or indirectly.
This was to ensure that the purchasing power of one type of dollar would
be the same at all times and places as every other dollar. Hard experi-
ence had driven home an appreciation of the great inconvenience in
trade of currencies at varying discounts from standard money. Deposit
money was not made legal tender but was kept at par with standard
money by requiring that the banks stand ready to redeem it on demand
in lawful money.

The Gold-bullion Type. When the leading nations returned to gold
after the First World War, most of them established the gold-bullion
arrangement. That is, gold was no longer coined, but was held by the
central bank or treasury in the form of bars as a reserve against credit
moneys in circulation. The central bank agreed to buy and sell gold
at a fixed price in terms of domestic paper currency. The Gold Standard
Act of 1925 in Great Britain, for example, required the Bank of England
to sell gold bars on demand at £3 17s. 10}4d. per ounce and to buy gold
at £3 17s. 9d. per ounce. However, since the minimum-size bar that
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was to be sold contained about 400 ounces, the gold withdrawals from
the bank were actually restricted to export and industrial purposes.
The general public could not get gold for their Bank of England notes in
small amounts.

The point should be emphasized that, in essentials, the gold-bullion
standard is not different from the gold-coin basis; onc may be as truly
a gold standard as the other. The all-important requirement is a close
coupling of the value of domestic currency to the world value of gold.
This may be achieved without coining gold and without redeeming small
amounts of the local currency. It is enough that the central bank buy
gold freely at a fixed price and sell it at the same price in amounts con-
venient for the bankers and bullion dealers.

The Gold-exchange Type. The third variety of gold standard is the
gold-exchange type which has been utilized mainly by nations whose
cconomies are satellites of a major country which is on the gold standard
proper. In the case of this standard there is no need for gold in the
country. Instead, the gold stock of the major country may be utilized
by fixing the price of foreign exchange on it. The central bank or
treasury of the small country may then be dirccted to buy and sell
claims on the foreign currency at a fixed price. As long as the local
currency of the satellite is freely convertible into foreign exchange at the
fixed price and foreign exchange is freely convertible into local currency
at the same price, the value of the satellite’s monetary unit is firmly tied
to that of the major country. Thus, it is a gold standard once removed,
or an indirect gold standard.

In order for the gold-exchange standard to work, the satellite must
maintain a deposit balance of adequate size in banks of the major coun-
try, just as the latter must itself own a gold stock of adequate size for the
ultimate monetary reserve. Also, the satellite must observe the basic
rules of the gold standard. That is, it must follow domestic and inter-
national policies which permit the maintenance of its gold-money de-
posit account. This means that its imports of goods and services must
not for a long period exceed its exports, since the foreign deposit account
would thereby be depleted in settlement of the unfavorable balance.
Such a situation might arise, for example, as a consequence of inflationary
expansion of the local money with a resultant rise of prices.

Russia adopted the gold-exchange standard in 1892 when the govern-
ment agreed to purchase and sell German marks at a fixed price in terms
of rubles. Austria-Hungary set up a similar arrangement in the same
year. In 1893, India linked the rupee to the British pound sterling,
and in 1903 the Philippines tied their peso to the dollar. During the
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period of monetary reconstruction following the First World War, a
considerable extension of the gold-exchange standard occurred. Coun-
tries that adopted some form of it included Austria, Poland, Germany,
Chile, Ecuador, Colombia, and Bolivia. But most countries were forced
to give it up during the depression of the 1930’s. Drifting or managed
paper standards took its place.

The most important advantage of a gold-exchange standard is the
stabilization of the price of gold-standard moneys in the smaller nations
that would otherwise have to resort to a silver or paper standard. Such
standards are associated with uncertain fluctuations of gold-exchange
rates which constitute a serious obstacle to foreign trade.

A second advantage is the cconomy of such an arrangement. A
small country may not be able to afford a sufficient gold stock to support
a gold-bullion standard, but it may enjoy practically all the advantages
of gold by keeping instead a reserve of foreign exchange. Most of this
reserve can be invested in interest-bearing assets so that the cost of the
system is held to a minimum. Thus, by this device the world’s stock of
monetary gold may be used with great cconomy, and the gold-standard
area may be extended without increasing the need for monetary gold.

Another possible advantage of the gold-exchange basis is that it may
reduce price fluctuations of certain small countries. This does not neces-
sarily follow since the record of the gold standard has been far from
satisfactory in this respect. In any event, their price levels are by this
means tied to world gold prices which are likely to show greater stability
than silver prices. Whether gold prices are more stable than a managed
price level depends upon the quality of the management.

The main drawback of the gold-ex¢hange basis is that it represents a
refinement of the use of credit which at times becomes impracticable.
When the world is torn apart by war or depression, losses may be suffered
alike by the financial centers that hold the reserves and the gold-ex-
change-standard countries.

A part of the danger from war may be avoided by the selection of a
friendly financial center for lodgment of reserve balances. For example,
some of the South American countries link their currencies to the dollar
and keep balances in New York City banks. But even then the eco-
nomic disturbance from a war may lead to an embarrassing withdrawal
of balances.

The best illustration of the hazards of such a standard during de-
pressions is furnished by the world-wide monetary breakdown during
the period 1931-1933. More than £400,000,000 of short-term balances
were lodged in London in 1931, a large part of which represented gold-
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exchange reserves of other countries. It was the panicky withdrawal
of these balances that forced Great Britain to suspend the gold standard
in September, 1931. At the same time, France and several other coun-
tries lost heavily from the depreciation of their remaining sterling
balances.

The fact should also be emphasized that, even though a financial center
holding these reserves is able to meet such a drain and thereby rebuild
foreign confidence, the money market is seriously disturbed. Our loss
of more than $700 million of gold during September and October, 1931,
is a case in point. The commercial banks had to fall back upon the
Federal Reserve banks for more than $1 billion of reserve credit. Money
rates rose and the fire of depression was fanned by enforced liquidation.

It thus becomes clear that the practical application of the gold-
exchange standard is subject to definite limitations under existing world
conditions. These limits are largely set by the inability of mankind to
settle disputes without resort to war or to prevent the recurrence of
business depressions. Until real progress can be made along these basic
lines, international cooperation in every field, including credit refine-
ments, is lamentably restricted. Despite all this, there remains a defi-
nite field of usefulness for the gold-exchange standard. Its success is
most likely when the smaller country is a political as well as an economic
satellite of the country where the final gold reserve is maintained.

Automatic Corrective Forces. Under the traditional gold standard
the price of a foreign gold-standard currency (the foreign exchange rate)
in terms of domestic currency was limited in its fluctuations within a
narrow band defined by the costs of importing and exporting gold. For
example, under the old parity with Great Britain of £1 = $4.866, the
actual rate in New York could not rise above about $4.882, or fall below
$4.841. A rate of $4.882 covered the cost (including a small profit) of
shipping a gold pound to London. Therefore, the offerings of sterling
exchange by bankers at this rate would become practically unlimited.
If their foreign balance became depleted, it could be rebuilt by shipping
gold. At the same time, no banks with facilities for gold export would
pay more than this figure for bills to replenish their foreign balances.
Thus the combined influence of a nearly unlimited supply and a sharply
reduced demand at the gold-export rate fixed a definite ceiling of fluctua-
tion. On the other hand, a rate of $4.841 covered the cost (including a
small profit) of shipping a gold pound from London to New York City.
Foreign exchange dealers in New York would buy all the sterling ex-
change offered at this rate since they could profitably import the gold to
which it entitled them. This unlimited demand, combined with a mark-
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edly reduced offering of bills at any lower rate, effectively set the lower
limit.

With exchange rates relatively fixed under gold, international ad-
justments took place largely through the effect of gold movements on
prices. As an example, assume that the gold standard prevails and that
a more rapid expansion of money in Great Britain causes prices to rise
somewhat relative to prices in other gold-standard countries. This
would make Great Britain an expensive place in which to buy and an
attractive place in which to sell, with the result that imports would ex-
ceed exports. The enlarged demand for foreign exchange would then
drive rates up to the gold-export point where it would become profitable
to ship gold. The loss of gold would deplete the cash reserves of British
banks and as a result they would sooner or later contract the amount
of their earning assets and deposits and raise their interest rates. The
higher rates would in turn have a restraining influence on demands for
credit. Faced with the high cost of credit and with curtailed money
purchasing power, British consumers and business firms would then be
unable or unwilling to buy the current output at existing high prices.
Stocks of commodities would pile up and prices would fall, first in the
sensitive raw material fields and later in other less sensitive sectors.
At the same time the exported gold would have entered the bank re-
serves of other countries and for opposite reasons would have tended to
create higher prices abroad. Thus, as a consequence of these develop-
ments, Great Britain would become a better place in which to buy and
a poorer one in which to sell. Her exports would rise in relation to
imports until the foreign exchange rate would drop below the point at
which gold could profitably be shippéd. With world price levels again
in balance following the adjustment, equilibrium would prevail until
new developments created another disturbance.

As a matter of fact, under the conditions that obtained in the century
before the First World War, especially after about 1875, these automatic
correctives operated with a surprising degree of effectiveness. But
after the First World War the heritage of economic maladjustments, the
rise of nationalism, the increase in government regulation of business,
and the more active role of central banks—all combined to make the
traditional gold standard unworkable. The automatic corrective forces
were so generally subjected to interference that they no longer were able
to bring about international economic equilibrium.

The Managed Gold Standard. The gold basis adopted after the
First World War may well be designated a ‘“managed gold standard”
of the gold-bullion and gold-exchange types. There existed during this
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period a far greater degree of international, central bank cooperation
than in any previous cra. lLarge loans were arranged on occasion, and
agreements were reached in regard to discount-rate policy and open-
market operations. To a large extent this vigorous and active new
role of central bankers determined the direction of gold flows, and it
also offset the operation of the automatic correctives making for inter-
national equilibrium. That is, the country losing gold often tried to
insulate itself against the deflationary effects therefrom by having the
central bank extend its reserve credit in an amount roughly equivalent
to the gold loss, while the country receiving gold attempted by the
opposite process to nullify the price effects of inflowing gold.

Many proposals for management of the gold standard have been made,
among which should be mentioned that of the Genoa Monetary Con-
ference of 1922. Very briefly summarized, this plan called for central
bank cooperation with a view to stabilizing the world value of gold.
If prices should start to rise, a restrictive credit policy would be followed;
conversely, if prices should begin to fall, credit expansion would be en-
couraged. Thus, instead of currency units being tied to the value of
gold, the latter would be tied to currency units of relatively steady pur-
chasing power. The great advantage held out for the scheme was that
it promised both stable prices and stable foreign exchanges. Its prac-
tical drawback was the fact that such a large measure of international
cooperation was politically beyond attainment. In addition, the scheme
was subject to the theoretical criticism that the expressed aim of price
stability might at times be pursued at the sacrifice of the more basic
goals of high-level production and business stability.

Appraisal of the Gold Standard. The chief merit of the gold standard
lies in its encouragement to international economic cooperation. It is
important that the world be on a common monetary basis with stable
foreign exchanges. Otherwise, foreign trade and investment are seri-
ously hindered, and there is always present a threat of one nation at-
tempting to gain selfish trade advantage over the others through
depreciation of its currency. This in turn necessarily leads to retaliatory
steps by the other countries—competitive monetary depreciation, tariffs,
quotas, exchange controls, and embargoes. Events since 1931 furnish
an unfortunately large number of illustrations. Accentuated national-
ism, intensified world poverty, and threats to peace are the inevitable
consequences.

The gold standard unquestionably represents the simplest common
monetary basis. . The need for conscious international economic coopera-
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tion is held to a minimum, and it commands widespread public confidence.
This in turn makes adoption by all leading nations politically feasible.

An important drawback of the gold standard is to be found in the
disturbingly wide swings of the price level that may take place under its
operation. In the past, large changes in the value of gold have been
caused by the variations of monetary demand more than by any other
single influence. New discoveries and improved methods of mining
have also caused material changes at times. The demand in the in-
dustrial arts has remained rclatively stecady.

This all suggests that the permanency of the gold-standard area, in
order to minimize variations of the monetary demand for gold, is a first
condition of stability of the value of gold. Such permancncy would
likely be realized in greater degree if all nations would enter into the
arrangement. It also suggests that extreme fluctuations in gold value
are more liable to occur if only one or a few nations comprise the gold
arca. That is to say, the feasibility of the gold standard is in direct
proportion to the extent of its adoption. Hence, the abandonment of
the gold basis by all other countries would provide an excellent reason for
similar action by the United States; conversely, general adoption of the
gold standard would furnish more plausible grounds for a like step on our
part.

The only sensible argument for our maintenance of a qualified gold
standard since 1934 has been to keep the gold torch burning with the
hope that the flame might encourage sounder monetary policies abroad,
greater freedom in international trade, and an eventual return to gold
by the rest of the world. But the fuel for this torch has been costly
indeed. Since January 30, 1934, when the dollar was devalued, the gold
stock of the United States has risen from $7 billion to $24.3 billion in
April, 1949.  The bulk of this increase has been purchased with valuable
American products at the higher mint price of $35 per ounce. It has
thus in a sense represented another form of lend-lease. Moreover, it
has brought so large a part of the world’s gold to the United States that
the difficulties of a return to gold facing other countries may now well be
unsurmountable. The marked expansion of government regulation in
both the domestic and international fields raises grave doubts concerning
the feasibility of gold as a monetary basis. Certainly the world in
which we live is not in harmony with the automatic gold standard of
the century preceding the First World War. Only the future can reveal
whether under the auspices of the United Nations and the International
Monctary Fund a general return to some form of managed gold standard
will eventually take place.
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Another serious objection to the gold standard is its undesirable rigid-
ity. This feature has at times in the past thwarted realization of the
more basic aims of maximum and stable production and of reasonable
economic progress.

BIMETALLISM

Traditional bimetallism called for the definition of the monetary unit
in terms of both gold and silver. By the Act of 1834, a dollar was de-
fined as 23.22 grains of fine gold and as 371.25 grains of fine silver.
This was a ratio of about 16 to 1 between the metals. A second essential
was that the mint buy and coin all the silver and gold offered at the
stated mint prices. It was also necessary that melting of coins for in-
dustrial purposes be freely allowed and that redemption of all currency
in gold or silver coin be readily possible. A further requirement was
that both gold and silver money be made full legal tender in payment
of debts. While both gold and silver were traditionally coined, the
essentials of the system do not actually require coinage of bullion any
more than does a monometallic basis. It is sufficient for the central
bank or treasury to buy and sell both metals freely at fixed prices in
terms of paper currency.

Pros and Cons. The principal theoretical advantage urged for bi-
metallism is that it promises greater stability of the price level than does
the gold standard. This expectation is based upon two assumptions:
(1) that the average value of both metals is likely to fluctuate less than
that of gold alone and (2) that the so-called “compensatory action’ of
the double standard will keep the market values of the two metals the
same as the mint prices. The first assumption may perhaps be granted
on the basis of the law of averages, although it should be noticed that on
many occasions the fluctuations of the combined values would be wider
than those of gold alone. This would be true whenever the values of
the two metals were moving in the same direction with silver showing
the greater rise or fall. In fact, since silver has shown less stability than
gold in the past, one is led to question whether its net influence would
actually make for greater stability.

With respect to the ‘“‘compensatory action,” the argument runs as
follows: A departure of the world-market values of the two metals from
the mint prices would be impossible because of a compensating adjust-
ment of monetary demand. For example, if the mint ratio is 16 to 1,
and if because of silver discoveries the market ratio becomes 17 to 1,
the latter would automatically be forced back to the mint ratio of 16 to
1. This would tend to take place since no newly mined gold would be
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sold to the mint and since an increased proportion of newly mined silver
would flow to the mint. In addition, part of the monetary gold stock
would be melted, and nonmonetary and foreign silver would be drawn
into the monetary system. Thus, the simultaneous fall in the monetary
demand for gold and the intensified demand for silver as money would
soon drive the world-market ratio back to the mint-price ratio of 16 to 1.

But the force of this compensatory action would be sufficient to keep
the market prices in line with the mint prices only under a condition of
international adoption of bimetallism on a common basis, and if the
change in the market relation of the two metals were not of a violent
nature. In this, we find the telling catch regarding the practicability of
bimetallism: It will not work in one country alone or in a few countries,
and universal adoption on a common basis is beyond the realm of prob-
ability.

The explanation of why bimetallism will not work in one country alone
rests upon the failure of the compensatory force to keep the market
ratio identical with the mint ratio and upon the operation of the mone-
tary principle known as “Gresham’s law.” The weakness of the com-
pensatory force results from the relatively small part of world demand
for the metals represented by the monetary system of one country.
Thus, in the preceding example, the world-market ratio would probably
not have been brought back to 16 to 1 by the displacement of gold by
silver in this one country’s monetary system. Perhaps after the export
of all the country’s monetary gold the world-market ratio might find
equilibrium at, say, 16.5 to 1. Every bimetallic experiment in history
has broken down shortly after its establishment as a consequence of a
discrepancy between the world-market and domestic mint ratios of the
metals.

As soon as such a discrepancy appears, Gresham’s law is brought into
play. Whenever one metal becomes more valuable in the market than
at the mint, it tends to be displaced in the monetary system by the other
metal which is overvalued by the Treasury. The latter metal alone is
sold to the mint, and it soon becomes the effective standard, .e., mono-
metallism results and bimetallism exists only as a legal myth.

The point should be emphasized that not only does legal bimetallism
become monometallism in practice but the standard metal becomes the one
showing the greater depreciation in the world bullion market. Such de-
preciation is most likely to result from a withdrawal of world monetary de-
mand for one of the metals. Thus, the general adoption of the gold basis
after 1871 was mainly responsible for a decline of the market-value ratio
between silver and gold from 15.6 to 1 in 1870 t034.7 to 1in 1900. Under
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such circumstances a lone bimetallic country absorbs the cast off and
depreciated metal of the rest of the world. This in cffect establishes
monometallism of the least desirable sort, i.c., upon the basis of the less
stable metal, and the one rejected by the rest of the world. The chief
advantage of international monometallism—stable foreign exchange rates
—is thetrefore not realized.

Bimetallism was frequently urged as a remedy for a shortage of mone-
tary gold in the periods 1873-1896 and 1931-1934. But if a real short-
age does develop in the gold-standard area with an undesirable downward
pressure on prices, a more feasible remedy is reduction of the weight of
the gold unit by an appropriate amount. Or if monometallism is re-
jected, a well-managed paper standard is preferable to the erratic bi-
metallic basis.

Historical Development. The use of both gold and silver for mone-
tary purposes dates back several centuries before the Christian Era.
Coins were struck as early as 700 B.c. Silver, however, was used more
extensively as money until the early part of the eighteenth century, when
the leading nations adopted legal bimetallism. In Great Britain, Spain,
and Portugal the mints overvalued gold and undervalued silver, so that
the coinage was composed mostly of gold. France, on the other hand,
overvalued silver with the result that silver money predominated.

Great Britain formally established the gold standard in 1816 but legal
bimetallism prevailed elsewhere in Europe until 1871-1875, when the
leading countries adopted gold. As late as 1865, France, Italy, Switzer-
land, and Belgium formed the Latin Monetary Union which provided
for a common basis of bimetallism. This Union broke down in 1874
when silver fell in value owing largely to its demonetization elsewhere.
The first monetary system of the United States, established in 1792,
was bimetallic with a mint ratio of 15 to 1. Silver was overvalued and,
therefore, became the effective standard. But in 1834, the mint ratio
was changed to 16 to 1. This overvalued gold, so that gold became the
real standard, and silver ceased to be taken to the mint. The law that
ended the legal bimetallic era in the United States was passed in 1873,
later dubbed by the silver interests as the “crime of ’73.”

A powerful agitation for reestablishment of bimetallism continued,
however, until the silver interests were defeated in the presidential elec-
tion of 1896. William Jennings Bryan, the leading proponent, was
beaten by William McKinley who upheld gold. Little more was heard
of the silver issue until the depression of the 1930’s, when bimetallism
was again strongly urged as a means of raising prices. Under the infla-
tion Act of May, 1933, it became a legal possibility. President Roose-
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velt was granted discretionary power to establish bimetallism, but he
relied upon other inflationary methods and did not exercise this preroga-
tive. Large purchases of silver were made by the Treasury as directed
by the Silver Purchase Act of 1934. This Act, however, did not establish
a legal basis for bimetallism in the traditional sense.

NONMETALLIC STANDARDS

Some form of metallism is not, however, the only possible monetary
standard. Secveral nonmetallic standards have been urged from time to
time, and at least two of them have been tried. A country may muddle
along on a drifting paper basis, or it may sct up some variety of the price-
index standard in which price stability is made the objective. In addi-
tion, it is conceivable that a country may manage its money with certain
other aims in mind, such as stable wage rates, stable business, or maxi-
mum output of industry.

The Drifting Paper Basis. Practically all actual experience with
nonmetallic standards has been with the drifting paper basis. This
standard, if it may be called such, has usually emerged from the mone-
tary expansion of war finance. It has then been cast aside during the
period of postwar reconstruction by a return to a metallic standard.
The drifting standard might well be called a “government expenditures”
basis. When it exists, monetary objectives are largely disregarded be-
cause of a great national cmergency. The value of money is cut away
from its metal mooring and drifts with the volume of the treasury deficit,
which becomes the main determinant of the quantity of money.

Onc may find as many examples of the drifting paper standard as
there have been major wars. The outstanding recent illustrations are
the First and Second World Wars, in both of which the gold standard
beeame a war casualty. During the First World War the currencies of
Germany, Austria, and Russia depreciated until they were worthless.
The note issue of the German Reichsbank rose from 5 billion marks at
the end of 1914 to 496,507,424,772,000,000,000 marks at the end of
1923.1 In 1924, the old notes were made convertible into new marks on
the basis of one trillion to one. Italy and France were able to check the
depreciation of their currencies, so that they finally returned to gold with
the lira at about one-fourth and the franc at about one-fifth of their
former gold value.

There was only a short interval between the wars—1925 to 1931—
when the gold basis prevailed. Great Britain and the sterling area

1J. P. Young, European Currency and Finance (Washington, Government Print-
ing Office, 1925), Vol. I, pp. 526-529.
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returned to it in the former year but were forced to abandon gold again
in September, 1931, as the great depression deepened. Since that time
the drifting paper basis has prevailed (to early 1949) with only the
United States and Switzerland standing as islands of gold surrounded by
oceans of paper. The Second World War only magnified manyfold the
monetary chaos which existed at the time of its outbreak in 1939. Gen-
erally speaking, the inflationary events of the First World War repeated
themselves, although on a wider scale. The worst inflation occurred
in Eastern Europe and in China. As illustrations, the money stock of
Rumania rose from 62 billion lei in 1939 to 43,749 billion in July, 1947,
just prior to the exchange of new currency for old, and consumers’
prices rose 4,819-fold; and wholesale prices in China rose 6,560,747-fold
between 1939 and October, 1948.!

Other good illustrations in the United States may be drawn from both
the Revolutionary War and the Civil War. The notes issued by the
Continental Congress were overissued so greatly that they became worth-
less; this gave rise to the classic phrase, “not worth a continental.”
The Confederate currency issued during the Civil War likewise lost all
its value. In the North the irredeemable greenbacks depreciated about
65 per cent in terms of gold in 1864 but they were later made redeemable
in gold at par in 1879.

There is an unfortunate popular tendency to identify all nonmetallic
standards with the drifting paper basis. All the untold hardships of
extreme currency depreciation are laid upon the nonmetallic doorstep.
It is assumed that an inevitable consequence of a nonmetallic basis is
violent inflation. Stated somewhat differently, the paper standard is
often charged with much of the economic loss and injustice that should
actually be attributed to the excesses of war finance and the ravages of
war in general. Propaganda of this kind only serves to becloud mone-
tary issues and to retard monetary progress. It leads to an undeserved
glorification of the metallic basis and to unjustified fears of a nonmetallic
standard.

As a matter of fact, a nonmetallic standard is much better adapted to
intelligent management than is a metallic standard. Indeed, when the
time for substantial monetary refinements arrives, some form of non-
metallic standard is likely to prevail. Nor does the latter basis in-
evitably lead to inflation, as several experiences of history attest. For

1 United Nations Monthly Bulletin of Statistics, June, 1948; January, February,
1949; old lei were partly exchanged for new lei at the rate of 20,000 to 1 beginning
in August, 1947.
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example, during the irredeemable greenback period, prices fell 36 per
cent between 1864 and 1875, when the Resumption Act was passed.!
Again, wholesale commodity prices in Italy declined 37 per cent be-
tween 1925 and the end of 1927, when the gold standard was resumed.
And similarly, prices in France declined 27 per cent between 1926 and
the date of return to gold early in 1928.2 In all three of these cases, the
drop in prices was chiefly a consequence of deflationary monetary and
fiscal policies of the government. Thus, not only is the inevitability of
inflation on a nonmetallic basis a popular fallacy, but deflation is readily
possible, and has occurred on that basis. What occurs becomes a ques-
tion of monetary policy and management. This leads to a consideration
of those nonmetallic standards which, unlike the drifting basis, pursue
some definite objective.

The Stable-price-level Standard. The stable-price-level standard re-
fers to those plans for monetary reform which have as their objective
the stabilization of the commodity price level, or, what is the same thing,
the prevention of variations in the purchasing power of money over
goods. While such plans differ in details and methods, all rely on an
index of prices to guide monetary policy. For this reason it may also
be called a “price-index’’ standard. 1f the index should rise above the
base-period level of 100, various deflationary steps would be taken to
bring it back. Such steps would include direct reduction in the volume
of ultimate monetary reserves, reduction in the reserves of commercial
banks through sales of securities by the central bank and by higher cen-
tral bank rediscount rates, increased legal reserve requirements for
commercial banks, and contraction of deposits by retirement of bank-held
government securities. Thus, they'all have the common aim of pro-
ducing lower prices by a contraction in the stock of money or in its
velocity.

On the other hand, if the guiding price index should fall below the
base-period level of 100, the foregoing steps would be reversed in order
to expand the money stock, or its velocity, and thereby encourage higher
prices.

Selection of a Price Index. A difficult problem in setting up a stable-
price-level standard is the selection of a price index that accurately
reflects changes in the value of money. If the purpose is to stabilize

1 Measured by the Index of the General Price Level of the Federal Reserve
Bank of New York.

2 The price declines in Italy and France are calculated from the wholesale price
indexes for those countries published in the Federal Reserve Bulletin.
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the general price level, an index such as was published for many ycars
by the Federal Reserve Bank of New York would be appropriate.! If
it is desired to stabilize wholesale commodity prices, the official index
of the U.S. Bureau of Labor Statistics would be indicated (sec Chart 1,
page 30). Or if the object is to secure stability of retail prices, the con-
sumers’ price index of the U.S. Bureau of Labor Statistics would doubt-
less be the best available (see Chart 3, page 33).

The difficulty of this problem, it should be observed, has two phases.
The first phase involves a logical analysis of the value of money in its
various senses and the selection of the concept that is basic from the
standpoint of price stabilization. In other words, is it desirable to
stabilize the general price level, the wholesale-commodity price level,
the retail price level, or some other segment of the price structure?
When this question is satisfactorily answered, one is faced with the
second phase of the problem, accurate measurement. This is so im-
portant that a new price index may have to be designed for the purpose.

Inspection of the movements of leading price indexes reveals sub-
stantial differences. This precludes a “grab-bag” selection of a guiding
index on the ground that they all move together. For example, between
1939 and March, 1949, the wholesale price index (BLS) rose 105 per
cent and the consumers’ price index rose 70 per cent.

Moreover, if it is concluded that retail prices should be stabilized,
special difficulties of measurement arise. Finished goods bought by
consumers undergo continuous changes in quality and make-up. The
modern automobile, radio, refrigerator, and airplanc—to mention a few
examples—are only second cousins of products that bore the same
names a few years ago. For this reason, unless a most careful adjust-
ment is made, a retail price index is liable to reflect an inseparable
combination of quality and price changes. Since there is no way to
measure quality changes, save by intelligent estimates, it may be
practicable to include in the index only the more standardized articles.
But such a restriction of the sample makes it less representative of the
family budget of expenditures. In addition to quality changes, the
make-up of consumer purchases does not remain the same. New
products are added and old products are dropped or bought in different
proportions.

Appraisal of the Stable-price-level Standard. The principal argument
for the stable-price-level standard is that it may eliminate the wide

1 This index was based on a broad sample of all kinds of prices, including com-
modities at wholesale, retail prices, real estate values, security prices, and wages.
It was discontinued just before the Second World War.
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swings in prices that have occurred on a metallic basis. There is no
doubt that the value of money has often been violently disturbed by
the vagaries of monetary demand, new metal discoveries, and new
methods of mining. In so far as these disturbances can be eliminated,
this standard holds out an advantage over the traditional gold basis.
But at the same time new disturbances may be created.

An attempt to stabilize the price level may go beyond such monetary
factors, and it may seek as well to influence the production and demand
for goods. Here it seems more likely that the effects would be injurious
rather than constructive. If, for example, prices decline because increased
productive efficiency has lowered costs, a good case can be made for
allowing the decline to stand. A larger volume of consumption is made
possible, and in addition a desirable equilibrium between costs and
prices is left undisturbed. It may also be urged that the cause of
economic justice is served by enabling the creditors and other fixed-
income groups to receive their fair share of an enlarged national income.

On the other hand, if offsetting inflationary steps are taken, price
relationships which were previously in balance may be disturbed. A
larger share of the national income may be shunted to profits of enter-
prise which may in turn encourage overinvestment, speculation, and
unsound boom conditions in general. Such conditions may then be
followed by depression and unemployment. To put the matter differently,
the expressed aim of price stability would in this case be pursued at
the expense of the far more basic goal of business stability at a high
level.

As with bimetallism, the price-index standard has the drawback of
of not lending itself readily to international adoption. Without wide
adoption on a common basis, there are likely to be fluctuating foreign
exchange rates which hamper international economic cooperation.
There is also greater danger on this basis of competitive currency de-
preciation among nations than in the case of the international gold
standard.

A final feature of this standard that weakens its case is the fact that
in practice a stable price level is very difficult to attain in a free com-
petitive economy. There is some reason to believe that a rise of prices
may be checked with a fair degree of success. Powerful influences
of restraint can be brought to bear by central banks and treasuries
although their timely application is extremely difficult in a democracy.
But a sharp cyclical decline of prices is less susceptible to control.
The lessons of the depression of the 1930’s indicate that no very im-
mediate response can be expected from enlargement of bank reserves
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and artificially low discount rates. When a major depression occurs,
the downward pressure on prices is so great that offsetting monetary
steps are likely to be swept before it. Moreover, if the depression and
the accompanying lower level of prices persist for several years, it may
in the end be unwise to return to the former price level. This is true
if the price system reaches a balanced position at a lower level. Under
these circumstances, further inflationary steps only make for the twin
evils of price maladjustment and business instability.

The proponents of price stabilization answer that their program would
eliminate business booms and depressions and that hence the criticism
is irrevelant. But serious students of the business cycle find the causes
of depressions to be far more complex and deep-seated. In their view
such a simple remedy would be naive indeed, and would be likely to
create more problems than it would solve.

For the foregoing reasons, the conclusion seems clear that pursuit
of the price-stability objective alone is unwise because it would fre-
quently conflict with the more basic aims of the economy cited at the
beginning of this chapter. Nevertheless, in so far as price stability
serves these ends, it should be regarded as a legitimate goal. It should
be one of the guiding factors, but by no means the only criterion, of mone-
tary policy.

The Labor Standard. Another possible standard which economists
have suggested from time to time since the early nineteenth century
is the labor standard. While no country has ever expressly adopted
this basis, an understanding of its general nature is desirable. The
guiding principle is the stabilization of money wage rates, t.e., the
purchasing power of the dollar over labor services, or the price of labor.
In practice, an official wage-rate index would become the monetary
guide, just as an official commodity price index would show the way
under the stable-price-level standard. Such an index would measure
the money price (wage rate) of a composite unit of labor, including all
grades of labor throughout the country.

The advantage urged for this basis is that the pain-cost of labor itself
is a fundamental factor wl)ich remains relatively more constant from
generation to generation than the products of labor. Hence, the con-
stancy of the real purchasing power of the monetary unit can best be
ensured by equating it to a unit of labor. But nevertheless, there are
grounds for grave doubts concerning the practicability of this proposal.
First, accurate measurement by means of an index would present many
problems, some of which would have to be settled arbitrarily. For
instance, would the hourly, daily, weekly, monthly, or annual money-
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wage rates be selected? A substantial difference in results would emerge
as the hours of labor change over periods of time. Second, such a
standard would probably crowd aside the more basic objectives of the
economy just as would the price-index basis. As an illustration, this
standard would necessarily mean a declining commodity price level in a
progressive economy in which the productivity of labor increases. A
decline of prices at this rate might well prove to be a serious obstacle
to enterprise with the result that the real income (standard of living)
would be sacrificed. Third, the wage level would be equally as difficult
to stabilize in practice as the price level. Last, this standard would
have little chance of international adoption on a common basis. As a
consequence, fluctuating foreign exchange rates would be an ever-present
obstacle to international trade and cooperation.

THE BASIC OBJECTIVES

The foregoing canvass of metallic and nonmetallic standards brings
us back again to the basic criteria, viz., high-level production, stable
employment, equitable distribution of the national income, and a rising
standard of living. Taken together with proper blending these form
an amalgam which may be called “maximum economic welfare.” This
means the highest possible welfare for the greatest number over a long-
term period, a goal which should stand as the ultimate guide in all
monetary questions as well as in other economic policies. Whatever
specific standard is adopted, the accompanying price system should be
consistent with maximum economic welfare. Otherwise, the standard
fails of its final purpose and should be discarded in favor of one that
promises a more acceptable performance. The standard should not
be regarded as the hub around which the economic system revolves,
even though it be recognized as one of the key spokes in the wheel.

If the traditional gold standard permits disturbingly wide swings
in the price system, or produces a too-rapid downtrend or uptrend, it
may defeat economic welfare to such an extent that a major change is
called for. Such a change may take the form of central bank and treas-
ury management, or it may mean the rejection of gold and adoption
of a more promising basis. Similarly, if a price-index standard proves
in practice to promote unhealthy boom conditions, or disturbing fluctua-
tions in foreign exchange rates, a modification or change in the standard
should be undertaken.

When the great complexity of the economic system and the several
objectives which it should serve are recognized, the question of what
monetary standard is best for a country in a given period is a very dif-
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ficult one. The ideal, as already indicated, appears to be unmistakable.
Monetary management should be such that the basic economic goals
which reduce to maximum economic welfare are realized as nearly
as is possible. This rules out the traditional gold basis because on occa-
sion gold may become the master instead of the servant. It rules out
stabilization of the price level because this is only one of several clements
which are significant to the problem. A proper monetary policy can
be evolved only by a continuing analysis of the whole economy. This
analysis should include among other things the national income and its
distribution, the level of production in relation to productive capacity,
the stage of the business cycle, the price system, existing financial
institutions, and international economic problems. This is a large order
but nothing less can meet the requirement.

On the assumption of an able monetary authority, held in high regard
alike by informed citizens and the political administration, the best
criterion for monetary policy would be maximum economic welfare.
Gold might well be assigned a subsidary position as a tangible basis for
international cooperation and the promotion of relatively stable foreign
exchange rates, but it should definitely be held subordinate to the main
purpose. The authority would keep the public informed by publishing
its analyses and conclusions with respect to proper monetary policies.
Congress would be fully informed by hearings, consultations, and recom-
mendations. There is good reason to believe that this approach promises
the best legislative and administrative action in the monetary ficld that
can practically be attained in a political democracy. The imperative
need for a thorough study of the proper organization of the Federal
government with a view to realization of wise fiscal and monetary
policies is discussed in Chapter XXXV.

Review Questions

1. Discuss the criteria by which the various possible monetary standards
may be tested and judged.

2. Summarize the main features of a gold standard.

3. What are the distinguishing characteristics of (a) the gold-coin type of
standard, (b) the gold-bullion type, and (c) the gold-exchange type?

4. Why is it essential under the gold-bullion standard that the central bank
or treasury stand ready to buy and sell gold freely at a fixed price in terms of
domestic payment money?

5. Explain why foreign exchange rates between gold-standard countries are
stabilized within a narrow range of variation.

6. What is meant by a managed gold standard?

7. Discuss the merits and drawbacks of the gold standard.

8. Why is the feasibility of the gold standard closely related to the extent of
its adoption by the nations of the world?
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9. Describe the essential features of traditional bimetallism.

10. Explain the compensatory action of the bimetallic standard. Does this
feature of bimetallism ensure greater stability of the price level than can be
realized under the gold standard?

11. What is meant by the term ‘““drifting paper standard’’?

12. “A rise of prices is the inevitable result of departure from a gold or other
commodity standard for the monctary system.” Discuss this statement.

13. Define the stable-price-level standard. Why is it also called the price-
index standard?

14. Discuss the problems involved in accurate measurement of changes in the
price level, 7.e., in the development of an official price index.

15. Appriase the stable-price-level standard from the standpoint of its prac-
ticability as a basis for the monetary system of the United States.

16. What is meant by a labor standard for the monetary system?

17. Appraise the labor standard.

Advanced Questions

1. Develop the similarities of purpose between (a) free melting and free coin-
age under the gold-coin standard, (b) purchase and sale of gold by the government
at a fixed price under the gold-bullion standard, and (c) purchase and sale of gold
foreign exchange by the government at a fixed price under the gold-exchange
standard.

2. Explain why the price of the British pound sterling could not fall below
about $4.84 under the former gold parity of £1 = $4.866, which obtained before
the First World War and between 1925 and 1931.

3. “The marked expansion of government regulation in both the domestic
and international fields raises grave doubts concerning the feasibility of the old
automatic gold standard.” Develop and discuss this statement.

4. What would happen to wage rates in a progressive economy under a stable-
price-level monetary standard? Explain.

5. What would happen to the price level in a progressive economy under a
labor standard for the monetary system? [xplain.

6. Discuss the nced for subservience of specific types of monetary standard
to the basic objectives of the economy.
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CHAPTER VI

THE FIELD OF BANKING

ORIGINS

Banking services are almost as old as trade itself. The need for them
has grown apace with specialization of occupations, the extension of
markets and the rise of large-scale enterprise. Of course, there would
be no call for such servicesin a Crusoe economy—not even for a medium
of exhange. But just as soon as men began to specialize and to trade,
the need arose for a medium of payment and a measure of values. With
further commercial development, there arose shortly a need for special-
ized financial services. Collections from distant buyers became neces-
sary, and the great hazards of transporting the precious metals called
for other means of cffecting payment. Sellers of goods, moreover,
desired to receive immediate payment, and the purchasing merchants
frequently wanted to defer payment until resale was possible. There
was also an early need for safekeeping the precious metals, and for
changing one form of coin into another. To meet these various require-
ments, a class of money changers and primitive bankers emerged.

Loans upon notes of merchants and upon property date back to the
beginnings of recorded history. As early as the ninth century B.c.,
bills of exchange baked in clay were used in Babylonia. Loans upon
silver at interest and loans secured by mortgages on land were recorded
in the reign of Nebuchadnezzar (625 B.c.). Early banking attained
its highest development in ancient Greece. Athenian bankers exchanged
foreign and local coins, received deposits, made loans with the deposits
entrusted to them, and transferred deposit credits. These advanced
practices were carried by the Greeks to Rome where further refinement
in technique developed. The Argentarii (Roman bankers) made a wider
use of deposit transfers and bills of exchange. This was partly a result
of the added validity given to prevalent commercial practices by Roman
law. In the Dark Ages that followed the fall of Rome a marked retro-
gression in banking occurred along with all the arts of civilization.
Probably this lost ground was not regained until the fourteenth century
when trade began to flourish in Venice and Florence. The private bank-
ers of Venice prospered and grew to a position of power, even lending

68
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to the King of England. But, like many modern bankers, they finally
overextended their ability to loan and create deposits. Numerous
failures in the last quarter of the sixteenth century led to the prohibition
of private banking and to the establishment of a public bank (Bank
of Venice) in 1587. This bank confined its operations with the public
to receiving, paying, and transferring deposits of bullion and coins.
At first the deposits were held in uninvested form. Subsequently,
however, the fiscal demands of war led to government loans and to the
issue of inconvertible paper. At the time of its liquidation by Napoleon
in 1806 the deposits were some three times larger than reserves.
Shortly after the establishment of the Bank of Venice, the growing
financial needs of commerce led to the formation of public banks in
Amsterdam (1609) and Hamburg (1619). The primary purpose of these
banks was to create a stable standard of values in a market where great
confusion existed because of the variety of circulating coins—foreign
and domestic, gold and silver, clipped and full weight. Coins and
bullion were received on deposit, and credit was given in the amount
of the standard money equivalent. These deposits, known as ‘“bank
money,”’ furnished a common medium in which to make domestic and
foreign payments. They were transferred only upon a personally pre-
sented order. Both institutions were supposed to hold intact all specie
deposits entrusted to them; 7.e., not to lend nor invest them. The
Bank of Hamburg lived up to this standard but the Bank of Amsterdam
failed to do so. When the latter failed in 1791, it was disclosed that
loans had been made to the East India Company, to the city, and to
individuals and that its reserves were but one-third of its deposits.
Banking development in England iagged somewhat behind that of
Amsterdam but by the middle of the seventeenth century the goldsmiths
of London were performing all the essential banking functions. On
the basis of deposits left with them, loans were made and new deposits
were thus created. Payments were made by orders, similar to the
modern check, directing the transfer of deposits. In addition, the
goldsmiths issued notes payable to bearer which circulated as money.
These were the first bank notes. The Bank of England, the leading
central bank of the world, was established in 1694. It differed from the
earlier public banks in that it was a privately owned corporation granted
the additional powers of issue and discount. In a sense, modern bank-
ing may be said to begin with the founding of this great institution.! _

1 For a full treatment of early banking development, see J. L. Laughlin, Money
Credit and Prices (Chicago, University of Chicago Press, 1931), Vol. II, Chs. II,
III; and C. A. Conant, The Principles of Banking (New York, Harper & Brothers,
1908), Book V, Ch. I.
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INVESTMENT BANKING

A useful distinction is usually drawn between commercial banking
and investment banking. The former refers to the financial services
performed in connection with the most liquid part of the wealth of the
community. By “most liquid part” is meant those goods rather im-
mediately approaching a market with final consumption or use a
nearby prospect. These services include the holding, transfer, and
creation of demand deposits as well as the extension of short-term loans
to business for working capital purposes. Investment banking, on the
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other hand, is concerned with the flow and commitment of savings,
i.e., the financing of permanent capital requirements. Its origin dates
back to the Middle Ages when wealthy private bankers made long-term
loans to certain sovereigns. When government credit became suffi-
ciently stabilized, houses of issue were formed which underwrote and
sold government obligations to the public. By thus holding the purse
strings, the Rothschilds, Fuggers, and others rose to a position of great
power. But the field of investment banking was comparatively narrow
until the growth of large-scale enterprise after the industrial revolution.
In order to amass sufficient capital under one managment, it became
necessary to adopt the corporate form of organization and to sell securi-



THE FIELD OF BANKING 71

ties to the public. This called for highly specialized banking machinery,
including security exchanges to provide ready marketability.

An Over-all View. The accompanying chart should aid in under-
standing the structure and functions of the investment banking system.
Individual savings (in the top rectangle) accrue in millions of small
increments. Their final utilization is mainly by business corporations
and governments (in the bottom rectangle) that raise large aggregates
of capital by issuing stocks and bonds. All investment banking institu-
tions, no matter what their special ficld, are or should be engaged in
facilitating the flow of savings to corporations and governments that
promise to utilize them most economically. The several institutions
grouped in the square at the left converge the countless rivulets of in-
dividual savings into larger pools which are invested in securities offered
by investment banking houses. They thus perform a specialized service,
not in competition with, but complementary to, that of the so-called
houses of issuc. The latter (in the center rectangle) buy issues of
securities from corporations requiring new capital and resell them to
investing institutions and individuals. It should now be apparent that
all of these investment institutions are middlemen in the capital-raising
process. DBrief consideration must next be given to the services and
operations performed by each type.

Investment Banking Houses. As indicated above, investment houses
occupy the pivotal position in bringing together long-term lenders and
borrowers. They receive proposals from corporations and governments
to issue various types of new securities. These proposals must be ex-
haustively studied before acceptance or rejection. If, for example, a
railroad is secking $100 million through an issue of bonds, it is necessary
for the house to consider among other things: the record of past earnings;
the physical condition of the property; the financial position; the pros-
pect for carnings in the future; and the current state of the investment
market. Moreover, in order to develop an adequate basis for passing
judgment upon the most important of these, future carning power, the
inquiry must cover many broad and complicated questions. Some of
these are production trends in the country and in the territory of the
road; development of competitive means of transport; probable course
of government regulation; relevant international factors; the position of
the business cycle; and the prospect of interest rates and bond prices.

Should the decision be a favorable one, the investment house! buys
the issue and, on the date and under the conditions agreed upon, turns

1 Usually a group of houses, called a ‘‘syndicate,”” underwrites all large issues.
In this way the risk is spread and each one is enabled to maintain a better bal-
anced position.
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the proceeds over to the railroad. It is usual that the bulk of the money
immediately advanced is raised by a commercial bank loan, with the
unsold securities as collateral security. As the bonds are sold, the loan
is repaid. The job of selling the issue falls upon the sales department
of the investment house. Trained salesmen, operating out of the head
office and branches in other cities, contact prospective buyers. It is
also usual that numerous small, independent dealers as well as other
large houses participate in the selling campaign. The customers are
largely institutional investors—savings banks, commercial banks, trust
companies, life insurance companies, and others. Wealthy individvals
may likewise take a substantial amount. Should the venture turn out
favorably, the issue is sold to investors at a price sufficiently above the
amount paid the railroad to cover selling expenses and leave a margin
of profit. For a high-grade bond the gross margin covers about 2 per
cent of par for underwriting and 1 per cent for selling. Of course, an
untoward change in the investment market or in the affairs of the railroad
may make the sale of the bonds impossible except at a loss. It is chiefly
for the assumption of this risk that the underwriting house receives a
commission.

In addition to these almost indispensable services to borrowing cor-
porations, investment houses are charged with a large social respon-
sibility. In a world of limited resources, the most important economic
problem is that of achieving an efficient utilization of resources so that
the standard of life may be as high as possible. Stated differently, it is
essential that output be properly balanced in relation to the socially
important wants. Otherwise, a waste of valuable productive power
results. To a large extent, this problem is left to the decisions of the
investment banker, assuming that his interests and those of society
coincide. In an important sense, he holds the purse strings of industry
by directing the flow of new capital. He may encourage some business
concerns and stifle others; he may encourage some industries, even
governments, and obstruct others.

A few corporations have tried to cut the cost of raising capital by
selling their securities directly to investors. Ordinarily, however, the
services of an investment house are found to be worth the cost. Most
business concerns need new capital only at intervals and are, therefore,
in no position to maintain an investing clientele. Moreover, before
undertaking an expensive program of capital outlays, the assurance is
needed that a definite amount of money will be available at a specified
time. Otherwise, the program may be held up by costly delays owing
to the lack of funds.
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In recent years, investment banks have lost a very substantial volume
of new financing owing to the rise of direct placement of securities with
insurance companies and other large institutional investors. The large
insurance companies maintain their own departments for investigation
of prospective new issues. If the issue is a large one, it is usually appor-
tioned among a group of interested institutions. In this way, the direct
commission of investment bankers is eliminated as well as part of the
costs of preparing a prospectus and of registration with the Securities
and Exchange Commission. It should be pointed out, however, that
this direct method is still in the experimental stage and that part or all
of the apparent savings may prove to be illusory. It may be found that
the services of an investment banking specialist are worth the money
just as the services of other middlemen are worth the money throughout
the economy. That is, the banker’s commission and the registration
expenses may be more than offset by the direct costs of investigation,
errors in judgment arising from inexperience and lack of expert guidance,
and the absence of a market for the new issues.

Savings Banks. Savings banks exist primarily for the benefit of the
masses in the lower income brackets. It is highly important from both
the individual and social points of view that adequate facilities be
available to encourage thrift. Millions of small deposits are gathered
together by savings banks and made available for productive purposes.
These deposits are the chief source of funds—accounting for about nine-
tenths—while the other one-tenth comes from capital. Before the
1930’s the main outlet for these funds was real estate mortgage loans,
but since that time bond investments—largely United States securities
—have become the dominant type of asset. At midyear 1949, invest-
ments constituted 70 per cent and loans were 30 per cent of total earning
assets. Cash assets were about 4 per cent of deposits.

The advantage to the small saver lies in the opportunity to invest
as little as a few dollars with a high degree of safety in relation to yield
and availability. This is possible mainly because of the enlistment of
the services of investment experts and the greater diversification of risk
achieved. To some extent, also, the legal restrictions upon investments
of savings banks are responsible. The average person lacks the time,
the technical knowledge, and the experience to make good investments.
In addition, his savings are too small to permit a balanced investment
program. Should he have enough to buy one bond, which is unlikely,
he would not have a sufficient amount to spread his risks by buying
several bonds. The smallest deposit in a savings bank represents a
proportionate claim on the safety and yield of the whole portfolio. The
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opportunity to purchase such a claim is obviously advantageous to the
small saver.

Savings banks proper-in the United States are organized mainly on
a mutual basis although stock companics are important in the Middle
West and in California. In a mutual bank the depositors are them-
selves the owners. They receive all net earnings in dividends apart
from the amount set aside for surplus or special reserves which of course
contribute to safety and future dividends. The stock companies, on
the other hand, agree to pay the depositor a definite rate of interest.
Net profits after meeting this and other expenses belong to private stock
holders who supply the bank’s capital.

By far the largest fund of savings and time deposits, however, is held
by the commercial banks. At the end of the first quarter of 1949 they
held $36.1 billion and the mutual savings banks held $18.7 billion,
making a grand total in the United States of $54.8 billion.!

Savings and Loan Associations. Savings (building) and loan asso-
ciations are essentially a specialized type of savings bank. They pool
the funds of small savers by the sale of capital stock in shares of low
par value. These funds are then loaned largely to members in the
community for the purpose of building homes. Real estate mortgages
or contracts and stock in the association arc taken as security for the
loans. Since the first association was organized more than a century
ago,? these institutions have come to occupy an important position in
financing residential construction. At the end of March, 1949, there
were about 6,100 such associations with total assets of $13 billion.
More than two-fifths (2,648) of the associations with assets of $10
billion were insured with the Federal Savings and Loan Insurance
Corporation.! This Corporation insures the investment of a saver
(stockholder) in each association to the amount of $5,000; it is under
supervision of the Federal Home Loan Bank Board in Washington,
D.C. While savings and loan associations are located in every state
of the Union they are most important in California, Illinois, Ohio, and
Pennsylvania.

Life Insurance Companies. The tremendous growth of insurance
in the United States sincé the First World War has made the life in-
surance companies our greatest savings institutions—with more than
$200 billion of insurance in force and with assets of more than $55 billion
at the beginning of 1949. United States government securities were
the largest component of these assets (39 per cent), corporate securities

1 Federal Reserve Bulletin, May, 1949, p. 540.

? In Philadelphia, 1831.
3 Savings and Loans News, June, 1949, p. 39.
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—mainly bonds—were next (30 per cent), followed by mortgages (17
per cent).! A large element of savings is present in premiums except
in the case of term insurance, and the assets constitute a reserve fund
to meet future obligations to policyholders and beneficiaries.

Trust Companies. Trust companies and the trust departments of
commercial banks are important in the investment field because of the
wide range of fiduciary services which they perform. They execute
different kinds of individual trusts, such as executor or administrator
of the estates of decedents, manager of trust funds for the living, and
guardian of the estates of minors, the mentally incompetent, and others
not legally qualified to look after their affairs. In the exercise, also,
of their corporate trust powers, they perform vital investment services.
These include trustee in corporate bond issues, fiscal agent, registrar and
transfer agent for securities, and receiver for insolvent and embarrassed
corporations.

Investment Companies. Investment companies arc designed to af-
ford the investor, especially the small investor, the advantages of expert
management and diversification of securities. They sell their own se-
curities, issued in convenient denominations, to investors and use the
proceeds for the purchase of a portfolio of stocks and bonds (mainly
the former in the United States). The holder of a share of the invest-
ment company thus has a proportionate claim upon the earning power
and appreciation prospects of the entire portfolio. While such com-
panics have occupied an important place in Great Britain since the
1860’s, ,American experience with them has been brief. Before 1920,
they were almost unknown in the United States. During the 1920’s,
however, a mushroom growth occurrcd mainly as an incident to the
stock market boom, and at the end of 1929 there were about 675 such
companies with assets of $7 billion. During the depression which
followed, the number was greatly reduced owing to liquidations and
mergers. After the worst of the depression was over, there began a
new stage of growth which is still under way (1949). This expansion
was on a much sounder basis than that of the 1920’s, owing partly to
lessons of experience and partly to the searching regulation imposed by
the Investment Company Act of 1940.

There are two main types of investment companies. The closed-end
type has a stated capitalization with infrequent changes in the number
of shares outstanding. These shares are traded on the security ex-
changes and in the over-the-counter market just as the shares of other
corporations. The open-end companies differ from the closed-end
companies in that they may change the number of shares outstanding

! Institute of Life Insurance, 1948 Life Insurance Fact Book, pp. 8, 48.
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from day to day, and also in that there is no general market for the
shares. Instead, the issuing company undertakes at all times to redeem
its shares at the net asset value less a discount of about 3 per cent.
New shares are sold at net asset value plus a premium (loading charge)
of 5 to 9 per cent. This type of company has been growing more
rapidly in recent years than the closed-end type. At the beginning of
1948, there were over 350 investment companies registered with the

Securities and Exchange Commission with assets of approximately $3.3
billion.!

TABLE 4. LoANs OF GOVERNMENT CORPORATIONS AND CREDIT AGENCIES,
SEPTEMBER 30, 1948

(In millions of dollars)

To
To | To aid
aid | aid To finan-| For-
Government corporations and . aid . . Other
. . agri- |home-|, cial | eign Total
credit agencies indus-|. . loans
cul- | own- insti- | loans
try
ture | ers tu-
tions
Federal Farm Mortgage Cor-
poration..................... 80| ... .o o ] .. 80
Federal Intermediate Credit
Banks................... ..l 426 426
Banks for cooperatives .... .. 305 e - e . e - 305
Commodity Credit Corporation.|1,293 | ... ... 1,293
Rural Electrification Adminis-
tration. . ......... ... .... 999 .. 999
Farmers’ Home Administration.| 523 .. - - - - 523
Home Owners’ Loan Corpora-
tion.............. ... . 369 | . . 369
Public Housing Administration.{ ... | 295 ... e ... - 295
Federal Home Loan Banks. .. ... .. 515 ... .. 515
Reconstruction Finance Corpo-
ration........... ..........1 ... 177 | 410 | 211 190 100 | 1,088
Export-Import Bank..........| ... . ... (2,145 | ... | 2,145
Allother...................... 6| 221 40 4 (3,750 | 100 | 4,121
Total.............. ...... [3,632 1,062 | 450 | 730 6,085 | 200 (12,159

SoURCE: Federal Reserve Bulletin, June, 1949, p. 708

Government Banking. A marked increase in the size and scope of
banking functions of the Federal government has taken place since
the early 1930’s. The details of this area of finance would fill a large

! Standard & Poor’s Corporation, Industry Surveys, Investment Companies,
Oct. 8, 1948, p. 12-2.
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book, but a general notion may be gained from the summary presented
in Table 4.

It will be noted that government corporations and credit agencies
had loans outstanding of $12.2 billion at the end of September, 1948.
Foreign loans accounted for half the total, and agriculture for almost
one-third. The remaining one-sixth was distributed among homeowners,
industry, finance, and others.

Security Exchanges and Brokers. An essential accompaniment of
the growth of business corporations and large-scale enterprise has been
the development of machinery to facilitate the ready transfer of out-
standing stocks and bonds. Buyers and sellers are brought together
by security brokers who are members of one or more of the organized
exchanges. A security exchange is an organization of security brokers
and dealers designed to provide a market for all listed issues. The
New York Stock Exchange overshadows all others in the United States.
At the end of April, 1949, this great institution listed 2,350 issues of
stocks and bonds with a market value of about $200 billion.! In addi-
tion, the New York Curb Exchange and more than twenty other ex-
changes in leading cities list the less widely traded securities of local
concerns. There is also a large over-the-counter business done by brokers
in municipal bonds and other unlisted securities.

COMMERCIAL BANKING

Principal Functions. Commercial banks are frequently referred to
as institutions of ‘“deposit and discount.” This descriptive title is
particularly apt since it places emphasis upon their two main functions.
More fully stated, these are (1) to provide the greater part of the money
stock in the form of deposits subject to check, and (2) to make economi-
cally justified loans to business enterprises, individuals, and governments.

In practice, so-called commercial banks perform many other related
services. No institution, however, should be designated a commercial
bank unless it both holds demand deposits and makes working-capital
loans.

The first function is strictly monetary in character. Business firms,
individuals, and governments follow the practice of keeping the bulk
of their cash funds in the form of demand deposits with the banks.
The amount of this deposit money was 77 per cent of the total stock
of money in March, 1949. Deposits are transferred by the ordinary
bank check which is the means of effecting between 80 and 90 per cent
of all payments made in the United States. The use of the check,
however, has not always been so important. Prior to the Civil War

1 The Ezchange, May, 1949, cover page.



78 THE MONETARY AND BANKING SYSTEM

currency exceeded deposits. But since the 1860’s, the greater con-
venience and safety of the check has resulted in a gradual displacement
of currency, the use of which is now largely confined to retail trade and
wage payments. The widespread use of checks necessarily gives rise
to a subsidiary banking service, check collections. Most deposits are
made in the form of checks drawn upon other banks. These checks
must be presented to, and paid by, the drawee banks before the funds
actually become available. The tremendous physical task of collecting
and accounting for many billions of such items every year is one of the
major banking operations, engaging a large part of the working force.

Although the second principal function has an important monetary
aspect, it is more definitely a part of the capital-raising process. In
addition to plant and equipment—fixed capital —business ecnterprises
must make adequate provision for cash, inventories, and recceivables.
These items, which are normally turned over one or more times during
the year are classified as working capital. Fixed capital is raised largely
by the sale of stocks and bonds in the capital market, and by retained
earnings. Working capital, on the other hand, is raised by the sale
of securities, the retention of earnings, and by borrowing at banks.
The method varies greatly among different types of concerns and
within the same concerns, as conditions in the money markets change.
A simple example will, perhaps, serve to make clearer the nature of
working-capital loans.

Consider the case of a department store. The big selling season comes
in the last quarter of the year, reaching a peak in December with the
rush of Christmas trade. In preparation for this season, shelves must
be stocked with new merchandise in September, and further additions
to inventory must be made during October and November. Bank
loans are accordingly arranged in these months to carry the merchandise,
pending sale and the receipt of payment. Part of the goods are sold
for cash, the rest on credit. The cash sales permit some reduction of the
loans by December, and the collection of rececivables enables the store
to pay off the remainder during January and February. Borrowing is
again necessary to finance the spring buying season, and, if all goes well,
these loans are cleaned up by June or July.

Similar examples might be drawn from any field of business—manu-
facturing, mining, farming, or public service industries. All have a
need for working capital and regularly or intermittently seek accom-
modation from the banks. Loans of this type have the common charac-
teristic of financing an operation the completion of which is shortly
expected from the normal flow of current individual and business ex-
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penditures. In this sense they are self-liquidating in a short time in
contrast with fixed-capital loans which are seclf-liquidating only over a
considerable number of years. Necither type, however, can be quickly
liquidated as a whole without precipitating widespread business failures,
price deflation, and depression.

In this process of redistributing the community’s pool of liquid re-
sources through business loans, the commercial banks discharge a large
social responsibility. Their decisions in granting or withholding ac-
commodation are influential in determining the members and location
of each industry. With a view to making these important decisions
wisely, large banks maintain a specialized credit department which
gathers and analyzes all information bearing upon the credit standing
of actual and potential borrowers. It should also be observed that
the credit policy pursued by bankers has much to do with the course of
the business cycle. By pursuance of wise or unwise policies during the
various phases of the cycle, business fluctuations may be minimized or
accentuated.

Although the monectary aspect of the loan function cannot be fully
explained at this point, a brief introduction to the subject is necessary.
When the banks expand their loans and investments, new deposits are
thereby created. Infact, most of the existing demand deposits originated
in just this way. When a textile manufacturer borrows $500,000 to
finance the purchase of raw materials, the bank credits the amount to
the concern’s checking account. 'Total deposit money is thereby in-
creased unless offsetting reductions in deposits take place. Later, when
the loan is repaid, a contraction in deposit money occurs. In summary,
then, it may be said that commercia! banks create, hold, and transfer
by check the largest element of the money stock—deposit money.

Other Services. In addition to the two esgential functions of com-
mercial banking just discussed, several other financial services are
performed by the modern bank. This effort of one institution to offer a
complete financial service is usually referred to as ‘‘department-store
banking.”

1. The banks serve as paying and recciving stations for currency.
Their facilities enable the business community to adjust conveniently
the amount and denominations of currency. Until recently, also, com-
mercial banks issued currency in the form of bank notes. But, since the
redemption of the national bank notes in 1935, such issuance has been
confined to the U.S. Treasury and the Federal Reserve banks.

2. TFacilities are provided for both domestic and foreign remittances.
By maintaining balances with correspondents, the banks are able to
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sell checks (drafts) on such balances acceptable anywhere in the civilized
world. Several other specialized services are also afforded by the
foreign department of a large bank, such as travelers’ and commercial
letters of credit, acceptance credits, and purchase and sale of foreign
exchange futures.

3. The collection for customers of drafts, promissory notes, and other
obligations constitutes an important service.

4. Most so-called “commercial banks” also maintain a savings de-
partment. These funds are employed chiefly for fixed-capital purposes
by making real estate loans and purchasing bonds.

5. An increasing number of banks have entered the trust field. Most
of the large institutions perform both individual and corporate fiduciary
services.

6. Facilities are furnished for the safekeeping of securities and other
valuables.

7. Until recently many of the largest banks were important under-
writers of securities. But the Banking Act of 1933 restricted such
operations to the securities of cities, states, and other governmental
units of the United States. This act also prevented the purchase and
sale of securities except for the account of the bank. In the previous
decade even many small banks established bond departments for the
purpose of selling securities to customers.

Institutions. As Table 5 indicates, commercial banking in the United
States is carried on by several classes of institutions. Part of the
fourteen-thousand-odd banks are chartered by the Federal government
and are called “national banks.” The rest hold state charters and are
referred to as “state banks.” The national banks hold about three-
fifths of commercial bank deposits but represent only one-third of the
total number.

Practically all the banks have their deposits insured by the Federal
Deposit Insurance Corporation. This insurance covers a customer’s
deposit up to $5,000 but does not insure accounts beyond that amount.

The member banks of the Federal Reserve System hold the bulk
(85 per cent) of deposits but represent less than half the number of
banks. All national banks are required by law to be members and
state banks may join provided they are able to meet certain standards
set up by the Federal Reserve System. Nonmember banks are for the
most part small institutions, the average amount of deposits being less
than $3 million.

Other institutions engaged in specialized phases of commercial banking
include commercial-paper houses, finance companies, acceptance dealers,
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cattle loan companies, and factors. All stand in the position of middle-
men between the lending bank and the borrower. Their function is
chiefly that of furnishing specialized facilities and experience in making
and supervising loans to a particular class of borrowers.

Central banking functions are performed in the United States by the
Federal Reserve System. This consists of twelve regional Reserve
banks owned by the member banks of the district and supervised by the
Board of Governors in Washington, D.C.

TaBLE 5. CoMMERCIAL BANKS IN THE UNITED STATES,
DecemBER 31, 1948

Total
Banks dep o'mts, Number
billions
of dollars
Classification I:
National Banks (Federal charter).... ... ... . 81.4 4,991
State banks (state charter)...... .. ... .. 61.4 9,180
All commercial banks. L 142.8 14,171
Classification II:
Insured commercial banks ... . ......... 140.6 13,413
Noninsured commercial banks e e 2.2 758
All commercial banks. .. ........... ... ... 142.8 14,171
Classification ITI:
Member banks (Federal Reserve System). . . .. 121.4 6,914
Nonmember banks.... .... . . ...... ... ..., 21.4 7,257
All commercial banks .. Cee e e 142.8 14,171

SOURCE: Federal Reserve Bulletin, June, 1949, pp. 692-693.

Review Questions

1. Summarize the historical development of banking.

2. Outline the relations of the institutions which comprise the investment
banking system.

3. Give an illustration of underwriting and distribution of an issue of securities
by investment banking houses.

4. Discuss the large social responsibilities of investment houses.

5. Describe the methods employed in recent years to by-pass the services of
investment banks.

6. What are the functions of savings banks? Why may these functions be



82 THE MONETARY AND BANKING SYSTEM

viewed as complementary rather than competitive with those of investment
banks?
7. Distinguish between mutual and stock savings banks.
8. Compare the organization and functions of savings banks and savings and
loan associations.
9. Explain the fact that life insurance companies are the largest class of sav-
ings institution in the United States in terms of the nature of lifc insurance.
10. Point out the services performed for business and individuals by trust
companies and the trust departments of commercial banks.
11. Describe the organization and functions of investment companies. What
advantages do they offer investors?
12. Summarize the size and scope of banking functions performed by govern-
ment corporations and credit agencies.
13. Why has the development of stock exchanges accompanied the growth of
business corporations?
14. Summarize the principal functions of commercial banks. What other
services do they perform for individuals and business?
15. Distinguish between (1) national banks and state banks, (2) insured banks
and noninsured banks, and (3) member banks and nonmember banks.

Advanced Questions and Problems

1. Obtain the prospectus (prepared for the Securities and Exchange Commi-
sion) of a recent issue of securities, and make a summary of the information con-
tained therein.

2. Interview an officer of the local savings bank and of the local savings and
loan association. On the basis of these interviews and other available informa-
tion, prepare a report comparing the relative merits of the two institutions from
the standpoint of savers.

3. Obtain the annual reports of two investment companies and compare them
from the viewpoint of (a) yields, (b) management fees, and (¢) investment policies.

4. Interview an officer of the trust department of a local bank. On the basis
of the interview, prepare a report on the fiduciary services which the trust depart-
ment performs in the community.

5. Interview a local life insurance agent for information concerning the
different types of insurance sold and the purposes of each type.

6. Obtain the annual report of a life insurance company and analyze it from
the standpoints of (¢) margin of protection afforded policyholders by equity capi-
tal and (b) investment position and policy.
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CHAPTER VII
COMMERCIAL BANKING OPERATIONS

In order to gain a fuller understanding of commercial banking func-
tions, described generally in the preceding chapter, it is necessary to
examine the actual operations of the individual bank. These operations
are first explained in a general way and are then illustrated in terms of
their effect on the bank statement.

The nature of the commercial banking business can best be described
by answering two questions: (1) What are the sources of the funds with
which a bank operates? (2) What are the uses to which these funds
are committed? At this point we shall be concerned only with the
principal commercial banking functions—not with the savings depart-
ment or with other financial services actually performed in most banks.

SOURCES OF FUNDS

As in any other business enterprise, there are but two main sources
of a bank’s funds, »z., the contribution of the owners (shareholders),
and that of the creditors. Despite this general similarity, however,
the peculiar methods of raising bank funds require further explanation.

Proprietorship. The contribution of owners is represented on a bank
balance sheet by capital stock, surplus, undivided profits, and equity
reserves. In most banks these items, taken together, constitute between
5 and 10 per cent of total assets. From the standpoint of depositors the
function of the proprietorship equity is to provide a buffer of safety in
the event of losses sustained by the bank. There is thus a certain
conflict of interest beween shareholders and depositors. The former
are anxious for liberal earnings and dividends upon their invested
capital. This purpose is served by a low ratio of proprietorship to
deposits. Depositors, on the other hand, seek a high degree of safety
—an object which is furthered by a large ownership interest. But there
is actually little conflict of interest between the two groups in the long
run since reasonable earnings contribute to the safety of the bank.

Capital stock, which is the most permanent element, is divided into
shares, each with a fixed par value. Although the original amount is
paid in by shareholders, changes may subsequently be made as a result

84 .
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of operations. A growth of earnings and deposits may lead to an in-
crease of capital stock. On the other hand, losses and a contraction
of deposits may call for a reduction of capital stock.

Current earnings are first carried to the undivided profits account
and are subsequently paid out as dividends or transferred to the more
permanent surplus account. The undivided profits item thus represents
a small transitory reservoir through which earnings flow to their destina-
tion. If the flow to surplus is large and steady, this item may grow until
it exceeds the amount of capital stock. Such is the case in many of the
country’s old and successful banks. But if the bank sustains losses,
cither from current operations or declining investment values, a corre-
sponding write-down of surplus may become necessary. If the losses
are sufficiently severe, a part or all the capital stock may also be wiped
out. In that event the banking authorities are liable to close the bank.

Deposits. By far the most important source of a bank’s funds is the
deposits of customers. This item is usually between 8 and 16 times
larger than proprietorship. As stated previously, these deposits consist
principally of the checking accounts and time deposits. In another
sense, they may be thought of as borrowed money. When a customer
deposits $1,000, he actually lends this amount to his bank. The banks
thus operate largely with borrowed funds, a practice which is generally
called “trading on the equity.” Although most types of concerns trade
on the equity in greater or less degree, the banks furnish an extreme
example of the practice. When carried too far, the margin of safety
for deposits becomes too thin. While it is difficult to lay down a
general rule, this point is reached in most banks when risk assets be-
come more than five or six times larger than proprietorship.

Bills Payable and Rediscounts. In addition to operating with money
borrowed from depositors, the banks borrow intermittently from other
sources when their cash reserves run low. The items “bills payable”
or ‘“rediscounts” represent such borrowing on the bank statement.
Prior to the Federal Reserve System the large city banks performed the
service of lending to the smaller banks. Now, however, member banks
in need of reserves usually turn to the Federal Reserve banks for ac-
commodation. But nonmember banks still depend largely upon their
city correspondents for advances, and members continue to use this chan-
nel when necessity or profit dictates.

USES OF FUNDS

It still remains to answer the second main question: What are the
principal uses to which a bank puts its funds? Disregarding the fact



86 THE MONETARY AND BANKING SYSTEM

that an outlay for physical equipment is necessary, these uses may con-
veniently be classified under three headings: loans, investments, and
cash reserves.

Loans. The item appearing on a bank statement, “loans and dis-
counts,” harbors a varied collection of obligations. Prior to the 1930’s
the total amount considerably exceeded open-market investments but
since that time the latter have been more important. The largest
subdivision represents commercial loans made to business concerns that
keep checking accounts with the bank. More than one-half the amount
of these loans is unsecured. For the most part, these are made to large,
established firms. The remainder, representing about two-thirds of the
number, is made largely to smaller and less well-established businesses,
and is secured by some form of specific collateral. Other important
classes of loans are real estate mortgage loans, loans on securities,
agricultural loans, and consumer loans. The first three of these are usu-
ally secured by the pledge of property of some sort, while consumer loans
are ordinarily secured by endorsement. The portfolio may also include
a variety of noncustomer loans, including open-market commercial paper,
bankers’ acceptances, and stock exchange loans to brokers.

Investments. The distinction between loans and investments is a
rather arbitrary one since any advance of funds may, in a broad sense,
be labeled either a loan or an investment. It does, however, scrve a
useful purpose. The investment item on the statement includes bonds
of all types and also stocks in so far as banks are permitted and disposed
to hold them. Securities of the United States government constitute
the largest element, although railroad, public utility, state and municipal,
industrial, and foreign bonds are likewise held.

The most liquid part of open-market investments is called the “sec-
ondary reserve.” To qualify for this reserve, a security must be readily
marketable at any time without appreciable loss. The bulk of the
secondary reserve consists of short-term United States securities.

Since it is the usual practice of banks to meet the legitimate loan
requirements of their customers first and to invest only residual funds,
the relative amount of loans and investments varies considerably in
the course of the business cycle. In order to meet the increased demand
for loans during the prosperity phase, the banks are usually forced to
sell a part of their investments. Such a shift occurred in 1929. On
the other hand, when the credit needs of business decline during a depres-
sion, the banks attempt to keep their funds employed by enlarging the
investment portfolio. The year 1930 affords a good illustration of this
tendency.
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Taken together, loans and investments are known as the ‘“‘carning
assets” of a bank. The other assct items, such as fixtures, cquipment,
and cash reserves, do not yield a direct return cven though they may
be absolutely essential to operations. A major problem of bank manage-
ment is to keep the yield and amount of earning assets as large as is
consistent with safety.

Primary or Cash Reserves. The principal limitation upon the ex-
pansion of the proportion of earning assets is the necessity of maintaining
an adequate fund of primary reserves. For a national bank, the balance
sheet items which make up this fund are “cash in vault,” “legal reserve
with the Federal Reserve bank,” ‘“demand deposits’” maintained with
correspondent banks, and ‘“‘cash items in process of collection.” In
view of the fact that a commercial bank must stand ready to meet
deposit withdrawals at a moment’s notice, the management can ill
afford to sacrifice liquidity too greatly for the sake of immediate income.
The very life of the bank is at stake since failure to meet any withdrawal
with acceptable funds would mean a loss of the community’s confidence,
and hence failure.

This does not mean, however, that the cash reserve against deposits
nceds to be 100 per cent. Txcept in a severe financial panic, not all
depositors seek to draw their funds at the same time. Instead, the
stream of inflowing deposits largely balances withdrawals. The func-
tion of working cash reserves is to mect any probable excess of the latter
over the former from day to day. In normal times, the two flows are
sufliciently synchronized, so that a cash reserve (cxcluding legal reserve)
of between 6 and 12 per cent of total deposits is adequate for most
banks. It should be noted, however, that requirements vary widely
between banks and within the same bank at different times. The man-
agement should, therefore, devote constant study to the forces that
may cither retard the inflow or increase the outflow. In the United
States the practice of preseribing certain reserve minima by law has
been followed. The original purpose of such legal requirements was to
cxert some restraint upon speculatively inclined banks, but in recent
years there has developed an additional aim of controlling the quantity
and velocity of deposit money.

EFFECT ON THE BALANCE SHEET

A firmer foundation for understanding the nature of banking opera-
tions can be laid by considering each one of them in terms of the bank
statement. For this reason, it is proposed to consider a series of simple
illustrations of the principal banking transactions. Assume that a new
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bank, the Alpha National, has just opened for business in a small city,
that the 10,000 shares of capital stock (par value $100) have been
subscribed and paid for at $120 per share, that the founders have
made original deposits of $1,500,000, and that an outlay of $100,000
has been made for fixtures and equipment. We may also suppose that
the proper amount of stock in the Federal Reserve bank has been sub-
seribed and that the legal reserve has been deposited with the Federal
Reserve bank.! The statement on the opening day, then, would appear
as follows:

ArLpHA NATIONAL BANK

Resources Liabilities and Net Worth
Cash items... ......... $2,414,000 Deposits...... .. . .... $1,500,000
Reserve with Federal Re- Capital stock........... 1,000,000
serve bank ...... ... 150,000 Surplus................. 200,000
Fixtures and equipment. 100,000
Stock of Federal Reserve
bank................. 36,000
$2,700,000 $2,700,000

Next, the components of Cash Items may be separated by depositing
$200,000 with correspondent banks and sending all cash above $50,000
to the Federal Reserve bank. These steps would change the above
statement (1) by decreasing Cash $200,000 and increasing a new asset
account Due from Banks by the same amount; and (2) by decreasing
Cash by $2,164,000 and increasing the account Reserve with Federal
Reserve bank by a like amount.

H HANOVER, N.H. qmll L1949 No_Llol
mEDARTMOUTHNATIONA]%ANK OF HANOVER 5416

|| e, oy lpw/- .

[/Twie cnacn 18 14 pavaenT OF FH roLLOWING.

! The required subscription to Federal Reserve bank stock is 6 per cent of
capital and surplus of which one-half must be paid in; the basic legal reserve re-
quirement for the Alpha National is 10 per cent of net demand deposits.
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Now suppose that $1,000,000 of new deposits are received—$100,000
in cash, $600,000 in checks' drawn upon local clearing-house banks, and
$300,000 in checks drawn upon out-of-town banks. This transaction
would require the opening of two new asset accounts—Exchanges for
Clearing, and Federal Reserve Collection Account—which would be
increased, respectively, by $600,000 and $300,000. Cash would also
be increased by $100,000 and Deposits by $1,000,000. By way of
explanation it may be noted that practically all deposited checks drawn
upon local banks are exchanged and collected through an association
of local banks called the ‘clearing house,” while most out-of-town
checks are sent to the Federal Reserve bank for collection. At this
stage the revised statement of the Alpha National would be as fol-
lows:

AvrHA NATIONAL BANK

Resources Liabilities and Net Worth
Reserve with Federal Re- Deposits. ... ..... .. $2,500,000
serve bank. ... ....... $2,314,000  Capital stock .. . . 1,000,000
Federal Reserve collec- Surplus....... e 200,000
tion acecount.......... 300,000
Due from banks.. ...... 200,000
IExchanges for clearing. .. 600, 000
Cash in vault. . . .o 150,000
Fixtures and cquipment. . 100,000
Stock of Federal Reserve
bank. . .. ... 36,000
$3,700,000 $3,700,000

Hanover, N, H.,__%I?_z_w#? Duwlfe’.nl,.l?“?
7?,;.7 Aramdm.fmdu ived' I promise to pay

to the order “MM_M&J‘
Qe 1Lrvsard Dollan, || $/,.002.........

Payable at The Dartmouth Natonal Bank of Hanover, N. H, ~ Waiving demaad, notce and protest L‘
‘With interest after maturity at 7’.

Add /KI L7 Si 9. Noe
M ' J

1 Note the specimen of the ordinary bank check on page 88.
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By this time many requests for loans! would have been made by cus-
tomers. Suppose that out of those investigated, advances of $1,000,000
($800,000 in discounts and $200,000 in straight loans) are granted on
a 90-day, 5 per cent basis and that the proceeds are credited to the bor-
rowers’ checking accounts. The balance sheet changes effected thereby
would be:

Loans and discounts . +$1,000,000 Deposits. . .............. +$990, 000
Uncarned discount....... + 10,000

This draws attention to the technical distinction between a discount and
a straight loan. If the advance takes the form of a discount, the
interest is deducted immediately. In the above case, the borrowers
whose notes were discounted were given deposit credit of $990,000 and
the interest of $10,000 deducted in advance was credited toa new liability
account Unearned Discount. In a sense, this account represents an
offset on the liability side to an overstatement of the present value of
the discounts since they are entered on the books at face value ($800,000).
In the case of the straight loan, the borrower receives deposit credit for
the full amount and is obliged to pay the face value plus interest at
maturity. It should be obvious that the actual rate on the discount
basis is slightly higher than the nominal rate.

On first view one might conclude that the bank has discovered in
this process of making loans a magical device by which its own deposits
can be expanded to more than $23,000,000—limited only by the 10
per cent legal reserve. Such a conclusion, however, would be quite
erroneous, even though the banks as a group can do this very thing.?
Referring to the example, businessmen who watch costs closely would
not have borrowed the $1,000,000 at 5 per cent interest unless they
necded the funds to make payments. For this reason, the Alpha Na-
tional would expect to lose all, or nearly all, of the $990,000 within a
few days. Part of the new deposits might be withdrawn in currency
but most of it would be transferred by check. These checks would,
for the most part, be deposited in other banks and be presented for
payment through clearing and collection channels. Assuming the loss
in this manner of all these loan-created deposits, the statement of the
Alpha National would very shortly change as follows:

Reserve with Federal Re- Deposits ... . .. . . —$990,000
serve bank —$990,000

1 Note the specimen of a promissory note on page 89.
2 This point is explained in Chapter XVII.
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The net effect of the advances to customers would be, therefore,

Loans and discounts +$1,000,000 Unearned discount....... 4$10,000
Reserve with Federal Re-
serve bank. . . . . —990, 000

The bank still holds large excess cash reserves which the management
would be anxious to convert into earning asscts. Assume then that
$1,000,000 of bonds (U.S. government, $500,000; municipals, $200,000;
railroads, $150,000; public utilities, $75,000; and industrials, $75,000)
are purchased in the open market and that payment is made by check
upon the reserve balance. This transaction would involve a simple
exchange of asscts as follows:

U.S. government bonds . .. ........ .............. +$500,000
Other bonds ....... . ...... . ... .. ... ..., +500, 000
Reserve with Federal Reserve bank........ .... —1,000,000

At this point the complete revised statement would be:

Avrna NaTioNaL BaNk

Resources Liabilities and Net Worth
Reserve with Federal Re- Deposits . $2, 500,000
serve bank. $ 324,000 Unearned discount . . 10,000
Federal Reserve collec- Capital stock............ $1,000,000
tion account . . 300,000 Surplus ................. 200,000
Due from banks 200,000 .
Iixchange for clearing 600,000
Cash in vault .o 150,000
Loans and discounts . 1,000,000
U.S. government bonds . 500, 000
Other bonds 500,000
Fixtures and equipment . 100,000
Stock of Federal Reserve
bank. . .... . .. 36,000
$3,710,000 $3,710,000

Next, the effect of the clearing operation may well be considered.
Every morning a city bank takes all the checks drawn on other local
banks to the clearing house and exchanges them for the checks, drawn
upon itself, which all the other clearing banks have received. If the
items taken exceed the items received, the other banks must settle
the difference with acceptable funds. But if the checks received exceed
those taken, the bank is obliged to pay the difference to the others.
Although several methods of settlement have been used, the prevailing
one at present is the transfer of reserve deposit credit at the Federal
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Reserve bank. This is a simple matter when all the banks have balances
at the Reserve bank. The amount of the settlement is ordinarily only
a fractional part of total clearings owing to the offsetting process.
Now suppose that the Alpha National takes its local items to the clearing
house and receives checks drawn upon itself to the amount of $700,000.
In this event, the statement changes would be:

Exchanges for clearing... —$600,000 Deposits........... ..... —$700,000
Reserve with Federal Re-
serve bank. ........... — 100,000

Had the clearing-house balance been favorable, rather than unfavorable,
the Reserve balance would have been increased.

In addition to the foregoing illustrations, it is well to consider a series
of others. Suppose that the Alpha National Bank proceeds with opera-
tions as follows:!

1. Receives reserve credit for the collection items sent to the Federal Reserve
bank.

Reserve with Federal Reserve bank e e +$300, 000
Federal Reserve collection account . ... ....... —300,000

2. Pays out $100,000 of currency to depositors who present their checks at
the teller’s window.

Cash in vault........... —$100,000 Deposits. ............. —$100,000

3. Sells a $10,000 bank draft drawn upon a New York City correspondent
to a customer who is remitting funds to an exacting creditor; also sells a $1,000
draft to a noncustomer for cash (commissions disregarded).

Due from banks ..... ... —$10,000 Deposits................ —$10,000
Due from banks .. . ... —$1,000
Cash.......... ....... ... +1,000

4. Gives recognition to the interest that has acerued on its straight loans.

Interest accrued........... +$5,000 Undivided profits.......... +$5,000

5. Enters the amount of unearned discount that has become earned.2

1 In order to obviate repetition of transactions, no attempt is made to preserve
a realistically balanced position in this final series of operations.

2 In a sizable bank, entries similar to operations 4 and 5 are made daily. Each
day another increment of interest accrues on the straight loans and another in-
crement of unearned discount becomes earned. These interest accounts thus flow
steadily into gross operating income. For the sake of simplicity, the balance
sheet item, undivided profits, is credited in the illustration.
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Unearned discount. .. .... —$8,000.
Undivided profits......... -+$8,000

6. Accepts repayment of a straight loan ($10,000, 90-day, 5 per cent) which
has matured. The customer pays by check.

Loans and discounts... .. —$10,000 Deposits. . .............. —8$10,125
Accrued interest...... .. —125

7. Accepts repayment of a $20,000 discount.
Loans and discounts .... —$20,000 Deposits ... .. . ..... —$20,000

8. Borrows $100,000 from the Federal Reserve bank on its own note secured
by eligible securities. One-fourth of the proceeds is taken in currency.

Reserve with Federal Re- Bills Payable. .. .. . . +$100,000
serve bank . . .. . . +4$75,000
Cash in vault..... ..... +25,000

9. Purchases business machines at a cost of $5,000. Payment is made by
cashier’s check.!

Fixtures and equipment.. . +$5,000 Cashier’s checks . ........ +$5,000

10. Certifies a customer check for $20,000.2

Deposits............. .. —$20,000
Certified checks. ..... ... +$20,000

11. Writes off losses of $10,000 on loans and $15,000 on railroad bonds.
Loans and discounts .. .. —$10,000 Surplus... .............. —$25,000

Other bonds ... . .. —15,000
12. Declares a 10 per cent dividend and carries $20,000 to surplus.

Surplus... .. ......... +$ 20,000
Undivided profits....... —120,000
Dividend payable . . . +100,000

Finally, in order to bring out typical relationships among the balance
sheet items, the following statement of the Alpha National is presented.

1 A cashier’s (or treasurer’s) check is an order drawn upon the bank itsclf by
the cashier directing it to pay a definite sum of money to the payee. ‘When issued
such a check is a liability that usually returns for collection within a few days.
Payments for bank supplies and equipment are frequently made by this method
and customers sometimes use such checks for distant remittances.

? For certain payments, the ordinary check is unacceptable because the creditor
insists on definite assurance that the check is good. This assurance may be given
by the bank’s certification, 7.e., by one of the officers stamping CERTIFIED
across the face and attesting the fact by his signature.
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This statement shows its position at the end of 1948 after it has become
a typical established national bank.

ALPHA NATIONAL BANK—STATEMENT OF CONDITION ON DECEMBER 31, 1948
(In thousands of dollars)

Assets Liabilities and Net Worth
Currency and coin. .. .. 1,025 Demand deposits (business
Reserve with Federal Reserve and personal) . 46,931
bank . . . .. ... 13,357 sertified and officers’ checks 1,233
Due from banks . . . . . 4,342 U.S. government deposits. . 1,381
Cash items being collected. 4,250 State and municipal deposits. 4,475
Total cash reserves. 22,974  Due to banks ... . . 7,794
Total demand deposits... .. 61,814
U.S. government securities. . 34,852
State and municipal bonds . 3,186 Time deposits . . . ... 19,553
Corporate bonds . 1,896 Total deposits ... . ... 81,367
Corporate stocks .. .. . . 31
Stock of Federal Reserve Miscellaneous liabilities. . . 816
bank : 129 Total liabilities.. .. ..... 82,173
Total investments. .. 40,093
Capital sto<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>