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I~ the present work the author has supplied a useful and
lucid introduction to the important economic topics of
Currency, Banking and International Trade for®the Indian
students as well as for our general public. Any one who
contributes to the clarification of thought on these pivotal
matters certainly performs a public service. The book will be
the more useful to our .college students and general recaders
because it aims at emphasising the changes in monetary,
banking and trade policies which form the characteristic
featurec of the post-War period. It is indeed a fascinating
study on which the student of these matters is entering, and
he may bo sure that he will amply be rewarded for the sustained
excrtion that he will have to put forth. Meanwhile, I shall
proceed to notice briefly some of the topics dealt with by
Prof. Sharma.

The author has put in a plea for stabilisation and for the
restoration of the International Gold Standard under proper
and suitable conditions. e has alzo discussed some of the
defects of the substitutes for the Gold Standard. That
standard has in its favour not only psychological supports
and sanctions but also the great advantages which it possesses
on the international side. In fact the strongest defence of
the standard lies on the side of its intvernatiomxl significance
and functioning. I[ven the Sterling bloc countries, which are
in such an advantageous position otherwise, are still anxious
to return to the Gold Standard. The future lies not with the
dethroncment or abandonment of the Gold Standard, but on
the side of 1t8 better management and further development.
For, indced, the Gold Standard has shown itselt nmost elastic
and capable of very great development. In particular, the
proposals of Mr. Keynes and others for the ‘‘ Variable Gold
Standard >’ have opened up new potentialities of management
—the gold parity being varied according to the state of
national and international price-levels.

Our author has devoted a section to the Durchasing
Power Parity Theory. That vemarkable theory has already
had a long and interesting theory ever since its enunciation
by Prof. Cassel. The theory has assumed a Comparative as
well as an Absolute form—which it is very necessary to
distinguish—while Cassel himself has greatly modified the
earlier form in which his theory was cast. The utility of the
theory as a first approximation has certainly survived all
adverse criticism ; but it is obviously necessary that the theory
should be apphed with caution.

Prof. Sharma has done well to give a special chapter to
the functions and importance of the Bank for International
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Settlements. That bank has been expanding its functions
under the stress of economic circumstances, and it bids fair to
become the focus of co-operation on the part of the central
banks of the world. The movement towards such co-operation
was necessitated by the desirability at once for interchange of
services and of avoiding friction. But such co-operation can
go much further and can be of immense use to the world not
only on the banking side but by improving monetary policy
and standards. Thus many of the defeets which have latterly
crept into the Gold Ixchange Standard can be eliminated by
the co-operation of central banks, while the International
Gold Standard can be assisted 1n the matter of its restoration
through the same agency. Thus, such an authority on
currency matters as S Walter Layton has envisaged the
possibility of placing the task of regulating the long-period
value of gold in the hands of the Bank for International
Settlements ; and Dr. Kinzig has shown how that bank can
help in either steadying or raising the world price-level.
The same author has indeed brought forward the idea of a
“world bank-rate” and has made suggestions for the regula-
tion of the rates of interest to be charged by the Bank.

Special attention has also been drawn in the book to the
effects of the Ottawa Agreement and the Indo-British Trade
Pact. The author has presented the reader with both sides
of this coutroversial matter; but he has taken care to add
that the progressive substitution of the Indian linseed for the
Argentine article in the Dritish market ‘‘is an outstanding
achievement of the Ottawa Agreement . Quite apart from
the details of any paiticular agreement or pact, we have to
note the general cconomic advantages of a policy which
gecures to a raw matervial producing country hke India a
preferential footing in such a great and comparatively steady
market as Great Britain—cespecially in times like the present.
For we can take it that other countries producing raw
materials have been and will be developed on scientific lines
and, therefore, India will in future be constantly exposed to
newer and stronger competition in that economic sphere
which she has dominated in the past.

In conclusion, it is to be hoped that our students as well
as general readers will benefit by the labours of Prof. Sharma,
and will be led on to study the authoritative works on the
topics which he has treated carefully and clearly. Before the
student who follows this advice there lies that highly fascina-
ting, though necessarily controversial, literature which has
grown up during the post-War period on the subjecls of

Currency, Banking and International Trade.
[ )

BOMBAY, J, C. COoYvAJEE.
August, 1935.



PREFACE

THE object of this book is to present the elementary
principles of banking,*currency, finance, credit, etc., in as
clear and simple a manner as possible. Iiducated persons
who have not before made any systematic study of these
subjects are expected to get a clear idea thercof with the
help of this bhook. Though designed in this sense for
beginners, it does not gloss over difficulties or avoid severe
reasoning.

A special feature of the book lies in a trcatment of
the fundamental,principles in relation to Indian problems.
Thus topics like international trade, imperial preference, free
trade and protection, etc., have received the attention of the
author in respect of their bearing upon Indian problems also.

In the post-War period, great changes have taken place
in the domain of trade, money, currency, etc., which have
notably affected the views held regarding the gold standard ;
central banking policy ; international trade; imperial pre-
ference and trade depression. Many of the principles
connected with these topics have received new importance in
theory and practice; and the author has taken care to
analyse them in a clear perspective.

In a volume of this kind it is necessarily impossible to
give that amount of attention to many of such matters as
trade depressions, gold standard, international tiade, which
is commensurate with their great importance at the present
time. It is also clearly impossible to give an exhaustive
discussion of such topics as the imperial preference issue,
which are highly controversial, and which are indeed the
cause of much mystification to the general reader and even
to business men. Itis, however, hoped that the considera-
tion given to these problems will make the volume of service
and of interest, not only to the student, but also to the
layman and to the business man and the industrialist.

Though the subject is in parts highly controversial, the
following chapters are not intended to advocate or to attack
any particular cause. The aim of the author has throughout
been to discuss the cantroversial topics in impartial terms,
and to mdke the argument infelligible to the general reader,



viii

The Indian nationalistic views have by no means been
ignored, but they have received the amount of attention
without fear or favour, which they deserve in a volume of
this kind. Thus controversial questions have been approach-
ed with absolute impartiality and moderation, and the
author has attempted to maintain the necessary ‘objectivity
of vision and evenness of temper’; while the aim has been
to be accurate rather than exciting.

The book is primarily intended to be a text-book for
University and college students preparing for commerce as
well as for arts examinations of various Universities on the
subject; but it should also prove useful for business men
as well as for industrialists.

Many of the chapters were read in draft form by Prof.
Kalka Prasad Bhatnagar, M.A., Professor of Fconomics and
Vice-Principal of the local D. A. V. College, who offered most
helpful suggestions, while Prof. Kalishanker Bhatnagar, m.a.,
Vice-Principal of the S. D. College, Cawnpore, once again
generously helped in the revision of the proofs. Tor all
this practical assistance the author tenders his deepest
thanks to them.

The author is deeply indebted to Prof. Sir J. C. Coyajee,
kt., University Professor of FEconomics, Andhra University,
for his learned Foreword, which has, indeed, added immen-
sely to the usefulness of the book.

S. D. CorLrrorn, K. K. SHARMA.
CAWNPORE.



CHAPTER T

Importance of Money

.

IN modern times money plays a very important part in
every aspeet of the life of people and their prosperity is closely
bound with its use. We live in the age of money economy.
We purchase goods through money, pay to domestic scrvants
through money and discharge all our obligations to others
through money. We also gel money in exchange for services
rendered or goods sold to others. The effeet of the con-
veniences and benefits of money is felt in c¢very aspeet of
the life of society and of individuals. Domegtic or internal
trade and international or foreign trade are carried on with
the help of mofley. In the absence of money, it would have
been impossible to carry on the tremendous volume of trade,
inland as well as foreign. A slight change in the value of
money causes a great disturbance in trade. Modern society
is fairly familiar with the evil effects of changes in the value of
money upon trade, commerce and industry. The world has
not yet recovered from the after-effeets of the changes that
took place in money value during the war.

Company promotion, partnership business, declaration
of bonuses and dividends to employees and sharcholders respec-
tively, floating of loans by governments, private and publie
corporations and individuals-—all such operations are rendered
possible with the help of money. The governments of the
various countries of the world would not be able to discharge
their sundry functions without the help of monvey.

\It can be said that our all-tound progress depends upon
money. Yet we seldom reflect upon its historical importance
and realize its all-round influence upon our social, politicgl
and cconomic life) 1t is but natural thal when people are
habituated to the use of a certain institution or thing, they
regard it as usual with them and do not ordinarily think of
the consequences which might arise if they were deprived of
it. Thus even though nioney is closely involved in our day-to-
day life, an ordinary individual seldom pauses to note its im-
portance, much less understand how he would be affected by
a change of the monetary system. Though ur(cd by every-
body, money is not ecasily understood by all. Uts problems
and difficulties are too knotty and complex to be followed
clearly even by experts.

A proper undergtanding and knowledge of the monetary
system is very necessary to purge it of its evils and disadvan-
tages which very often arise unknown, unseen and unexpected.
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Since the introduction of money, people of all ages and climes
have tried to understand it properly and to work it out syste-
matically into practice. But they have not always succeeded
in their legitimate aims of doing away with the evils commonly
associated wifh the working of the medium of exchange. It
has been due in the past to a lack of clear knowledge of mone-
tary science that society has had to face difficulties.

It is not possible to overstate the importance of money.
It i really an epitome of the history of civilization and is an
index of the economic progress of people. As civilization
advances, wants of people grow in variety and number and
the monetary system adjusts itself semi-automatically as it
were to changed circumstances. In a community with divi-
sion of labour little developed, having limited number of wants,
money is simple and inexpensive, but nonetheless necessary.
In primitive economy when production is for local consump-
tion, trade is confined to neighbouring towns, production is
not indirect and roundabout, money is simple and credit is
but little developed. Transactions are mostly carried on on
a strictly cash basis. As trade develops, industry and com-
merce increase and business becomes relatively complex and
expensive, the system of medium of exchange also undergoes
corresponding changes. It becomes very costly and expen-
sive. When incomes are small, payments are for very low
amounts and a very cheap commodity serves as money ; but
when incomes increase and a country becomes very rich,
divided into many classes of people from the point of view of
their earnings, a variety of commodities, some of which may
be costly dnd others cheap, begin to serve as money.
Industrial development can be measured by the system of
exchange which serves the needs and requirements of industries
and commerce.

Money dispenses with the double coincidence of wants
by generalising consuming power. Tt enabhles people to make
their claims upon society in the most suitable form and is,
therefore, productive of great economies in consumption and
avoids waste. In the system of barter when there is direct
exchange of commodities for commodities thereis a great waste
owing to lack of some common measure of values of commodi-
ties which is avoided by the use of money. (}’ﬂgg&uﬂ._mm
modity in universal demand and its owner ig"always confident
that it will be accepted without demur or delay by others in
exchange for their commodities) In case of barter, the owner
of a commodity not in universal demand cannot be sure of the
fact that his commodity can be so accepted and suffers a good
deal owing to lack of general passablenegs of his commodity.
People cannot, therefore, make the best use of their+ naturat
resources in the absence of money. Money, therefore, affects
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a great advantage by generalising the spending power of people,
by enabling them to know what they want and to what extent
do they want a particular commodity.

Money increases production by facilitating exchange of
commodities and by promoting specialization. , Division of
labour increases greatly with the use of money ; for people
can specialize themselves in the production of commodities.
for which they are best fitted by their natural endowments
and technical training. With the help of money, they are
assured of putting a correct valuation on their commodities
and of being able to exchange them for money whenever they
want to do so. In the absence of a common medium of
exchange, production cannot he high, because specialization
cannot take place to a large extent. Everybody has to produce
many commodities for himself and cannot easily barter them
away for those he may require. But money increases produc-
tion by obviatihg such disadvantages. Greater specializa-
tion, 1mpr0vunent in trade, commerce and industry, production
in anticipation of demand and good use of natural resources
of a country depend upon the system of exchange in vogue.
The latter affects them and is in turn affected by them. The
capitalistic system of production fostered by competition and
the system of private property involving mass production of
machine-made goods, leading to all-round progress, cannot be
possible without a corresponding efficiency of the system of
exchange. Hence division of labour, growth of factories,
specialization of machinery, storing of goods and a large
sale of commodities are at once the consequences and causes
of an expensive medium of exchange.

, Money gives the necessary mobility to capital and is
re‘zponsxblo for the concentration of capital into the hands of
those who are best able to utilize it in an effective manner.
Real capital consists of the actual instruments of production
buildings, docks, railways, godowns, steamships, plant, machi-
nery, raw materials, ete. It is these things which increase
production of consumable goods and it is these things which
are required by the entreprencurs of industries for organizing
production. Money gives a command over such goods and is
invested in such goods in a place where they are very produc-
tive. Through the instrumentality of money capital flows
from a place where it is less productive to a place where it is
more productive. This process seems automatic for when
buildings are dilapidated through constant use and machinery
becomes worthy of being thrown on the heap of rubbish,
capital may be invested elsewhere and not in the same place
if the latter is not very remunerative. DBut at the back of all
these processes is thé judgment of the investors. Thus money
gives a proper degree of mobility to capital in this senge.
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Concentration of capital is also possible through meney.
Those who cannot organize production and are unable to start
businesses of their own can lend it to others who are able to
do so. Thus capital is attracted by joint-stock companies
and bankers from all possible sources and utilized for increas-
ing production. Tt is, therefore, through money that loans
can be contracted to be repaid in future. Savings which result
in the creation of capital are made possible through money
only ; for commodities cannot be saved directly as they
deteriorate very soon and he who puts by commodities directly
for future use is not sure of retaining their value. Therefore
money is helpful from this point of view in encouraging savings
through the stimulus of the rate of interest.

Money in the past has also been responsible for the growth
of social and political frecdom by substituting freedom of con-
tract and competition for custom and statps. When rent,
wages and prices are paid in kind, they are generally determin-
ed by status and custom as in the Middle Ages in Kurope and
in India and many other countries even to the present
day. Under such ecircumstances, labourers and cuoltivators
suffer a good deal. The latter are liable to arbitrary exactions
on the part of the landlords and do not feel interest in work.
But as money is substituted for payments in kind, they are
gure of retaining the fruits of their labour for themselves and
feel an air of freedom. The influence of the introduction of
money cconomy was beneficial for the serfs in Iurope for as
they paid rents in money, they were actuated to work more.
Payment of taxes also in money brought about political freedom.
People felt the payment of taxes when money went out of their
pockets and they had a tendency and a will to see that the
proceeds of taxation were utilized for their benefit. They
wanted to have a voice in the control of civic affairs and began
to realize their rights and responsibilities and made the Execu-
tive who spent the proceeds of taxation to realize the force
of their demands gradually but steadily.

In TEngland and other countries, the influence of money
economy proved very beneficial. In the absence of money
economy in the Middle Ages, wages were paid according to the
Truck System, i.c., in commodities. This led to great social
abuses. When labour was paid in kind, rotten stuff at very
high prices was given to the labourers. The Truck Acts making
it compulsory for employers to pay wages in money resulted
in the soecial improvement of the labourers. In India also in
the villages the influence of the introduction of money pay-
ments for payments in kind is being felt and is improving the
condition of the village artisans and agricultural labourers.

Money also creates national and poli;oical solidarity. The
isclation of the village in Russia and India is being broken up
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by many causcs among which the influence of money is by no
means of small importance. Improved communications con-
necting wvillages with towns are enabling village people to import
commodities from outside for which payments are made in
money and they can also sell their produce in citi®s for money.
Villagers, therefore, depend updn outside places for their trade.
They are influencing those places and are in turn being
influenced by them. They feel their interests bound up with
an all-round progress. .'This has been responsible for the crea-
tion of national solidarity in the West as well as in India.
Villagers come into contact with outside people and appreciate
their ideas. The break-up of the isolation of the village in
India and a realization of the interdependence of towns and
villages resulting in mutual goodwill and co-operation is not an
unworthy achievement for which money economy is to a certain
extent responsible.

Money is thus impertant from many points of view and
the economic and material progress of people is closely asso-
ciated with it. 1t is consequen*ly very desirable and neces-
sary that monetary science should be properly understood
and appreciated in its proper perspective. A wrong monetary
policy may plunge society into unfathomable difficulties
which bring universal chaos and disorder in their train. In
the past, society has had to face the consequences of posi-
tively wrong monetary policies of linanciers and statesmen.
Many laws rvelating to mwonetary problems existing on the
statute books of various countries only go to show that the
difficulties have been duc to the adoption of a wrong policy.
As already mentioned, during the last Great War disturbances
in monetary and currency matters caused havee and subjected
various countries to disadvantages and dangers from which
many of them have not yet recovered.

In the interest of business stability it is necessary that the
value of money should remain fairly stable. An absolute
stability in the value of money is not possible; but changes
should be reduced to the minimum. Violent and long-continued
changes in the value of money disturb businesses, upset
trade and ecommerce and turn expected profits into losses.
The relations between debtors and creditors are disturbed
and speculation of the worst type is fostered which demoralises
businessmen.

It is truc that the monetary system is always attended
by ¢cortain evils which cannot be entirely done away with
but can be reduced considerably. The monetary. system of
exchange promotes inequality in the distribution of income and
is respongible for the*concentration of property into the hands
of the capitalist classes. It is also responsible for the Cempeti-
tive Wage System which iy disadvantageous in many ways



6 CURRENCY AND COMMERCE

from the workers’ point of view. As it has promoted capital-
ism, it is also responsible for the evils and disadvantages asso-
ciated therewith. Changes in its wvalue are bound to take
place which are conducive to many social and cconomic evils.
But nonethelcss its advantages far outweigh its disadvantages.
It is true that some of its evils cannot be done away with :
but they are the price which society has to pay for the mani-
fold advantages of money. Other evils can be removed and
to the extent that they can be removed the general interests
of mankind require that they should be tackled in the right
spirit. The monetary system oils the wheels of progress and
makes the utmost satisfaction of human wants possible to a
greater extent than could be done without money. Monetary
science, therefore, should be correctly understood and money
and monetary policy should be properly controlled in the
general interests of mankind. There is no nohler work for the
enlightened humanity to-day than that of controlling money
and monetary policy in the general interests of society.



CHHAPTER 1I

Evolution and Fynctions of Monéy

THE process of evolution by which men have gradvally
come To aseprecious metals as money or the common medium
of exéhange is very interesting; beeause it explains the higtory
of the development of civilization and shows how what are
commonly known as precious metals Tave come to be regarded
as_nfoney. It is generally accepted that in primitive times
there was little use of money and that generally commodities
were direetly exchanged for commodities. With the develop-
ment  of trade, commerce and industry, money largely and
widely came int® use. It is also accepted that as the disadvan-
tages of a commodity, commonly serving as the medium of
exchange at a particular time, were realized, another and a.
better commodity began to be used as money. This generally
accepted explanation of the origin and development of the
system of exchange is largely a matter of guess. Those who
have given an explanation of the carly history of money have
not in their possession sufficient and reliable literature about
life in primitive times. But at the same time there is a great
plausibility in what they say. .

The first use of money did not arise from any agreement
among men. Our system of exchange also has not been evolv-
ed through successive displacements of one means of exchange:
by another. All have grown slowly and unconsciously from
conditions which existed, in germ at least, in very early times.
All the three modes of trading known to us, namely, barter,
money and credit were used in primitive civilization also.
The ancicnt Méxicans uséd barter’ and money and the Shillooks,
a primitive tribe in Africa’; used to sell goods on credit.
But if barter; money and ¢Fedit wére used in primitive times,
the word evolution applied to the system of cxchange seems
to be a misnomer. This is not so, for these three systems have
been used in different combinations and one or the other, not.
to the entire exclusion of the rest, has been predominant in
a particular stage of the evolution of trade and commerce.
The conditions of their industrial life have determined whether,
among a given people, barter or money or credit should be the
most important feature of their system of exchange. Even
in our own times when industrial organization is highly complex,
wants are unlimited and diverse, and the mechanism of

L]

1 Kiunley, “M.oney”, p. 18.
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exchange is highly complex, we find that barter is also prevail-
ing. In every civilized coantry, farmers, etc., In Yl!lages
exchange many commodities directly for other commodities.

The same is true with regard to the use of different com-
modities as“medium of exchange at different times. The
useof gold and silver as money is comparatively a late develop-
ment. At first the thing accepted in exchange was necessarily
some commodity which caused less inconvenience than other
things used for the same purpose. Some commodity must
have been in greater demand than others and the possession
of that one was sure to give it the quality of gencral accept-
ability as compared with others. It must have served as a
medium of exchange.

At different times different commodities have served as
money or as medium of exchange. A commodity which was
in universal demand served as money ; because the owner of
that commodity was sure of realizing its value in terms of other
goods which he required at any time. Therefore general
acceptability determined the unse of a commodity as money.
Naturally in different stages of industry, different conimodi-
ties were wused as money. That one which was most con-
venient at a particular time was used as money. Among early
nomadic tribes, cattle, sheep and other animals were naturally
used as money because they were then generally desirable.
They were of great convenience to their owners because they
were self-portable, so to say, and could also be used to
carry other forms of moveable wealth of their owners. Many
other things have also been recorded as the acceptable means
of exchange in primitive times, their demand depending mainly
on the stage of economic life of a community. For this reason
rice in certain parts of India, cacao among the aboriginal
Mexicans, oil in the Tonin Islands, rocksalt in Abyssinia,
tobacco in Virginia, wampum beads in New England,
dates in a date country, cowry shells, ctc., where these were
highly valued for personal adorninent served as money.*
In course of time these commoditics were discarded in
favour of precious metals, specially gold and silver. It was
because these articlés became unsuitable to serve as money in
times of growing trade, industry and commerce that their use
as money was discarded. These former commodities have
very great disadvantages. Some are inconvenient to handle
and others perishable and unsuitable for storing value; some

2 The things which served as money from time to time have
mainly depended upon a particular stage of economic evolution.
Broadly speaking, furs and skins in hunting stage ; cattle in nomadic
stage ; grain and otlier agricultural products in the agricultuial stage
and methals in the advanced economic stage have served as money.
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are indivisible and heterogeneous and others are too bulky to
be carried.

Thus in course of time metals came to be used as money ;
for they were among the most precious things available to the
semi-civilized people. Copper in Egypt and iron im Sparta are
recorded to have been used ag money. Gradually gold and
silver came to be used as money, for they are more precious
than iron and copper. They are not, however, the only pre-
cious metals and, therefore, it is necessary to consider why they
should have come to be universally adopted as good material
for coinage in all civilized countries of the world. There are
certain qualities which an article used as money should possess
in order to perform its functions to the best advantage. They
may pe summarised as follows :—

The commodity must have large value in proportion
to itS®pbulk. Gold and silver possess a lngh specific value and,
therefore, they are casily portable. Their value differs little
from place to place, because their cost of transportation in
relation to value is very small. The price of gold is roughly
the same all the world over because if its supply is excessive at
one place and very small at another, it would be quickly taken
from the former place to the latter very cheaply. The valué
of gold at the mine in South Africa is less than the value of
refined gold in London by a very small fraction, because it
costs very little to take gold from the former place to the latter.
KFrom this point of view gold is at an advanfage as compared
with silver. Therefore in the U.S.A. silver dollars were replaced
by paper money; because it is very inconvenient to carry
a large quantity of silver.

The commodity in question should also be durable.
If it is not so, it will not serve as a means of transference of
value from one place to another or from time to time. More-
over it will depreciate with great use and will not bear handling
well. It would result in a large loss through wear and tear.
Gold and silver in their pure form rapidly wear away from
usage ; but when mixed with alloy, they get the necessary
durability.

@ The commodity should also possess the characteristic
of easy recognizahility. All pieces should be uniform to such
an extent that they can be recognized at a glance as being of
a particular denomination. This quality reduces the possi-
bility of fraud to a minimum. 1f it were necessary constantly
to test the article offered, business would be much hindered.
€old and silver have this characteristic more than any other
commodity because all pieces of gold in pure form are similar.

A commodity serving as money should possess certain
mechanital qualities so that it may be easily melted .down,
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beaten or drawn into thick or thin sheets to suit certain pur-
poses. To put it in other words, it must be malleable. Tt
must. neither be so brittle as to break easily nor must it be so
soft as not to retain the impression stamped upon it. Gold
possesses thig quality, but platinum does not, because the latter
is a very hard metal.

]

() The commodity concerned must be i G easily
and must also be homogencous. It must be suitable to make
payments in all sums and must be exchangeable in all ratios.
It must be easily divisible and .. .. 030 de, its value
divisions may correspond to its physical divisions and it must
be capable of being put together in a mass without any loss
of value. Two small diamond picces are not as valnable as
a large one equal in weight to the two picces. It is why diamond
cannot serve as money. Gold and silver possess this quality
in a high degrec.

(6) The commodity mgust possess value. [Its value may
be due to its demand for money only or it may be due to its
demand for uses other than the money use. But if it is demand-
ed for other uses also, it will have a steady value. Gold and
silver give a certain social position to their possessor owing to
their lustre and relative scarcity. Hence they are universally
desirable and possess value. Thus an article which has high
specific value must be preferred to serve as money to one whose
utility is merely instrumental.

(7) The ecommodity must also possess a stable value,
In other words, its purchasing power must remain reasonably
constant from place to place and from time to time. Then only
it can store value and serve as a standard for deferred payments.
But there is no such article which does not vary in value.
These variations should be as little as possible. History has
on record cases of disturbances caused in the value of silver
and gold both because of increase in their supply through dis-
coveries of new mines and also because of their supply running
short of demand for them. At present the supply of gold is
not keeping pace with its demand. At different times silver
and gold have fluctuated in value owing to this reason. Iere
also gold has an advantage. Its value is likely to remain more
steady because of its comparatively small annual supply, the
exigtence of a large stock and a universal demand for it.

FuncrioNns oF MONEY

It is necessary to define clearly the meaning of money.
So far it has been referred to in broad, general terms as the
medium of exchange. This is not a happy term as it includes
certain things which canrot be called as money. As with most
terms In Economic Science there is no very general agreement
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with regard to the meaning of the term money also. What-
ever view we take of the meaning of the termn money, we must
proceed from the determination of its funetions. We must
analyse and discuss these functions very carefully and in
detail. The functions of money may be summarised as
follows :— . °

(1) Money is thie means or the medinm of exchange, 7.e.,
it i3 in terms of money that the values of other commodities
are cexpressed. The earliest service of money was to enable
an individual to buy directly what he wanted. Direet exchange
of commodities for commodities or in other words, the system
of barter required an individual to lind out a buyer for his
goods in the quantities that he had to sell who had at the same
time goods in as mueh quantity as the former wanted.  Money
removed this difficulty. This serviee of money as a means of
exchange is fundamental whatever the stage of cconomice life s
but -t is more inportant in the complex economice life of to-day
in the civilized world. Money facilitates the division of labour
by facilitating the distribution of commodities. Thus
money is a general ecirculating medium. It performs this
service because it is generally accepted. [t is accepted because
people know that others will take it in turn without any hiteh.
[ts owner dpes not think that the ability to part with it depends
on the promise of any third party to redeem it. Its success
depends simply upon the fact that it is in demand for doing
this work.

(2) As everything is exchanged for money, it becomes the
common measurc of value also. Value implies a ratio or a
relation between two commodities. It is not the same thing
as utility. Utility simply means the want-satisfying power of
a commodity. This is subjective and, therefore, cannot be
measured.  Value is the ratio of exchangeability. To_ put
it more clearly, the value of an article is what it will fetch in
exchangs” for itself.  Value, therefore. can b ~dvcurately
measured. TFor instance, one unit of tin may be worth ten
units of iron, i.e., one unit of tin will buy ten units of iron.
Similarly, the value of any article can be expressed in terms
of any other article. Dut it is clear that very early in the
history of civilization, mankind must have realized the benefit
of having some single article by which to measure the value of
other articles. Endless confusion would ensue if different
people measured the values of their commodities by different
articles. This common measure of values is mouney.

(3) Moncy also serves as the standard of delerred pay-
ments. . All contracts which are to be fulfilled at some future
time are expressed i money values though they relate to goods.
If a manufacturer purchases raw materials on a month’s credit,
he will not return an equal quantity of raw materials at the
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appointed time ; but he will pay a certain sum of money. Thus
all future contracts are to be discharged in money and hence
it is necessary that the value of money should remain stable ;
otherwise great disturbances will be caused in businesses.
Absolute stability in the value of money is an impossibility,
but the chaifges should be confined to the minimum.

(4) Money also serves as a store of value. Some people
think that an article which is stofing value cannot be serving
as a medium of exchange. It is a wrong view beeause an article
canhot act as a medium of exchange unless it retaing its value
and retention of value is storing value. This objection would
limit money to what is actually in circulation. But as a loco-
motive is alocomotive even if it is standing, money is money
even if it is lying idle in the vaults of banks.

(5) Money apportions the product of an industry among
the numerous producers and things would not go on smoothly
in a stage of hlghly specialized labour if money were non-
existent and services were to be paid for in kind.

(6) Money enables the total satisfaction derived from
spending it on different commodities to be maximum, for indi-
viduals will spend money in such a way that utility of cach
unit on the margin may always be the same. In theabsence
of money one cannot make the best use of his means.

(7) Tt gives the degired mobility to real capital. There
is always a certain amount of capital which is actually or poten-
tially free to move to some more remunerative employment.
It can be possible if capital is in the most liguid state, i.¢., in the
form of money.

(8) It serves as a hasis of the vast superstructure of
modern credit. On the strength of an adequate reserve of
capital in the form of money, ‘the structure of modern credi
system is raised. Banks always keep a certain amount of
cash in their reserves to meet their demand liabilities. They
are not allowed to issue notes beyond a certain amount without
keeping cash reserves.

The last four may be called the contingent functions of
money which it has to perform only in an advanced stage of
economic organization. The first four may be called its
essential services which money has to perform in all stages of
economic life.

These being its services, we can frame a suitable definition
of money. It is, of course, very difficult to frame a definition
which will conform to the different uses and at the same time
may be logical. Money is commonly defined in three ways :—

(1) It is sometimes described as including all media of
exchange—gold, silver, paper, cheques, bank drafts, bills of
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exchange and other negotiable securities.  All of them affect
exchanges and all more or less obviate the difficulties of barter.
But this definition is too inclusive. It includes even the media
of exchange which are not general circulating media and which
have even a very narrow area of circulation and gare accepted
because of the fact that recougse can be had to the issuer to
recover payment if tlrey fail to pass, e.g., bills of exchange.
Those instruments which are not generally acceptable should
not be called money. Money is included in the term medium of
exchange, but all mediaof exchange do not come under money.
The scope of the term medinm of exchange is much wider than
that of the termh money.

(2) At the other extreme is the definition which restricts
the meaning of money to commodity money only. Those
who advocate this view argue that an article serving as money
should have value independent of its value for money use.
It should be an objeet of direet utility ; then only it can main-
tain value and can properly serve as o measure of valae.  This is
also a wrong view because an article to serve as money must
have value irrespective of the fact whether its value may be
due to its use as money or to its demand for uses other than
those as money. If the general media of exchange of a country
consist of inconvertible paper, can that country be said to be
devoid of money because paper money has no demand except
that it serves as money ?  This definition may be clear-cut,
but it is not in accordance with common usage.

(3) Between these two definitions is the view that money
includes that medium of exchange which the law requires to be
accepted unconditionally in Jd:- “.o0.o of debts. This will
cover standard money and inconvertible paper money, if the
latter is legal tender and if it can also measure value as it
possesses value though it may be due to its demand for mone-
tary purposcs only. Like commodity money, its acceptance
does not depend upon the credit of the issuer. According to
this definition convertible paper money will be excluded from
the category of moncy because if it is refused when offered
in settlement of a debt, the holder has recourse against the
issuer. This definition scems to be logical and in accordance
with usage. The term moncy may be defined as including
that part of the media of exchange which is generally accept-
able 1 full” discliarie of debts and other obligations and its
passableness must not depend on the action of a third party
who "¢can be called upon to redeem it in case its acceptance is
refused. - ‘ T '
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Coinage

Tnr word coinage refers to the stamping of a picce of
metal to be used as money so that its value and denomination
may be known directly or by indicating its weight and fine-
ness.  The government guarantees its weight and fineness and
the designs impressed upon its surface enable-people 1o know
its value.

1t is only very recently that the art of coinage has attain-
ed a good deal of perfection and leaves little room for com-
mission of frauds by dishonest people through the device of
chpping them. In the past there have bheen various stages
in the evolution of coinage as we find it now in the civilized
countries of the world.

In the beginning a picce of some precious metal serving
a8 money was probably shaped like a wedge or spike.  The
bars used in international payments in modern times are its
representatives.  They had to be assaved and weighed in order
to ascertain their wvalue. The merchants and traders
who mnsed private ingots also as coin developed the
practice of placing their own marks upon them and probably
made their ingots of a fixed standard of fineness. Those who
had confidence in the merchants and knew their mark, only
weighed the ingot and took its standard for granted.

In primitive times the coins in some cases bore resemblances
to certain articles which were used as medium of exchange,
for instance, in Egypt gold coins bore small images of oxen
and in China of knives which recalled the previous use of oxen
in Egypt and knives in China as medium of exchange. But
we cannot lay down any hard and fast rule with regard to that
because the modern coinage system is not a result of invention
but of evolution.

Coins began to be stamped by the state gradually and the
small bean-shaped coins were in use in Egypt and in China
about 700 B.C. which bore punch marks in the side and they
are probably the last stage before the emergence of a more or
less real coin. Coins then began to be made round and flat and
bore some symbols on both sides. Such were the Greek coins
in the seventh century B.C. But possibilities of abrasion and
dishonesty were great. The modern invention of milling the
edges has been to chcck this dishonesty. The meéghanical
technidue of the modern coin leaves little to be desired.
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Nearly all metals have been used as coins at one time or
another. Iron, copper, lead, tin, gold, platinum and others,
alone or in combination, have been used for this purpose. The
range of incomes and prices in a country determines the ¢hoice
of the metal used as a coin. The metal of a great value will
be used for this purpose if incomes and prices ar® high and of
a low wvalue if they.are low. In modern times to meet the
needs of all classes of people coins of different metals are in
circulation.

We shall now consider the requisites of a good system of
coinage. They are as follows :—

(1)  All coins of the same denomination and value must
be very accurate in composttion and weight.  Gold and silver
coins can be durable only if they contaim a certain proportion
of the base metal. That is why they are mixed with alloy ;
but it is very mecessary that the proportion of alloy and of
money metal in all pieces should be the same ; otherwise those
contaming a greater proportion oi alloy than others would be
Tess valuable and would cause great inconvenience. Before the
development of the art of modern coinage these difficultics
of difference in values of different coing of the same nominal
ralue and  of the same metal were very great because Of
different proportions of alloy in different coins.

(2) Coing of the same denomination should be accurate
in weight.  They do not pass by tale everywhere ; but only
within the political boundaries of the same country and they
pass by weight in discharge of foreign obligations. 1f, being
of the same denomination, they differ in weight, the heavier,
ones will be picked out for melting or will be exported and this
will deplete the currency of the country.

(3} Convenience of shape, size and weight is another
requisite of good coinage. The best shape is that which reduces
the possibility of loss from use and abrasion to the minimum.
Circular coins are generally the most convenient but octagonal
and oblong coins also circulate. Coins should be of such a
size that they should not produce inconvenience in handling.
They should be of a convenient size or weight.,  The four-anna
pieces and two-anna picees of silver in India were all circular
and very small and inconvenient to be handled by the masses
in the villages who easily lost them. Therefore their size and
shape have been changed.

(4) It should be very difficult to imitate a coin in order
to prevent counterfeiting, but it is impossible to attain perfec-
tion in this line. Kven modern coinage can bhe imitated.

(8). Coins sholld be very durable and should be hard
enought to reduce loss by abrasion to the minimum, Their
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durability is promoted by putting a rim around a coin some-
what above the face so that the coin may rest on the rim when
placed somewhere, for when the whole of the surface will
not rest, it will lose little in fineness and weight.

(6) Cognisability is another characteristic of a good
coinage. The device upon a coin should be such that people
should be enabled to know at once the value and denomination
of the coin.  This device should not be very complex ; other-
wige it will defeat its object.

To acquire all the above-mentioned characteristies, manu-
facture of coins has in all countries become the exclusive
monopoly of the state. Its adoption by the state as its own
business is the final stage in the history of coinage. The
government makes coins with its own mark and fixes the weight
and the standard of finencss of the coin. Tt also fixes its
value and denomination and ordains that peeple shall accept
coins of a certain value in full discharge of their claims.

Probably coinage did not originate with the state. But
very early the state took it in its hands so that now it is every-
where done by governments There are sound reasons for
letting it remain as a state monopoly. Firstly, coins circu-
late among people who cannot, verify the accuracy of the
device on them which i a sort of certilicate of their weight and
fineness. I it is in private hands, deviees upon it may differ
and it may lead to dishonesty also. Tt is the state only which
can obviate these difficulties and it is the one single authority
in which all can have confidence. It may be said that the
state can grant the exclusive right of coinage to a private
moncepolist ; but then the state will have to control the monopoly
and this is bound to entail friction. Secondly, if coinage were
left in private hands, dishonesty and frauds would become com-
mon and more rampant. The character of competition tends to
sink to the level of the most unserupulous competitor and this
will perhaps hold good more in case of coinage than of any
other business. The poor and the ignorant would suffer most
in that case. Finally, coinage results in profits and in equity
this belongs to the public and should not go to private
individuals or firms. It may be said in answer to this that
a private monopolist issuing the coin can be made to pay a
certain form of tax on the profits of coinage; but that will
not be a good policy and besides, the government cannot get all
that profit through a tax on it. It is, therefore, necessary that
coinage should be the monopoly of the state.

Bullion may be converted into coinage by governments
for individuals. A person may take a certain quantity of gold
or silver bullion and may get it converted into coins. In such a
case coinage is called free. A free mint keeps the coinage



COINAGE 17

right. It is clear that if the state is prepared to purchase
gold in any quantity at the rate of £3 17s. 103d. per ounce,
nobody would sell gold for less than that price and no outsider
would offer a higher price than this; for if he did so, people
would sell gold to him at a profit and he would sogn lower the
price. Morcover why should he offer more than this amount
when Ite can get one ounee by melting down sovereigns 7 When
the state converts gold or silver bullion into coins on ils own
account, coinage is said to be limited. All token coins, i.e.,
coins whose real value ds less than their face value are made
on state account because the government makes profit on them.

The state may not charge anything from an individual who
offers bnllion to be converted into coins.  The comnage then is
said to be gretuilons,  The government sometimes makes a
charge equal to the expense incurred in manufacturing coins.
This charge is kgown as brassage. 1 the charge exceeds the
cost, incurred in manufacturing coins, it is known as seigniorage.
But this latter term is a general terne used to  denote the
profits made by the state from comage.  The state in nearly
all the advanced countries of the world exaets a charge for
turning bullion into coins, but it tries to keep the charge equa
to the cost incurred in manufacturing coins. :

Some people argue that the state should, in all justice,
recover the cost of manufacturing coins from the public. The
reasons are: firstly, a good comage system is a great con-
venience and, therefore, the cost of coinage should be recovered
by the government from the users. Secondly, if a charge is
made for eoinage, coins are less likely to be exported in settle-
ment of forcign indebtedness, because the exporters will be
credited only with the bullion value of the coing and not with
their face value. 1If coinage is gratuitous, people will export
coins in settlement of foreign obligations because they will get
credit to the full extent of the face value of coins. The export
of coins depletes the currency and is an evil.  Finally, the
jewellers will not melt down coins to reconvert them into
bullion because they will not submit to the loss represented by
the cost of coinage.

Others argue that coinage of the standard metal should
be gratuitous. Charges for coinage will vary at different
mints ; but the same quantity of metal will be embodied in
all coing. Therefore some will be more valuable than others
and with a charge the principal mcasure of value will not be
perfect. Secondly, it is argued that if coinage is gratuitous,
it will adjust itself more rapidly and easily to changes in prices
than if it is not gratyitous. 1t is also argued that the use of
coinage in a foreign country is beneficial for the trade and com-
merce of the home country. It serves as a sort of advertising
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agency. The familiarity of the foreigners with the money of
the home country will help the trade of the latter country.
Coins will be accepted by the foreigners at their bullion value
and the charge should be borne by the state as it will be a sort
of advertisernent cost. Another argument is that merchants
who have to meet foreign obligajions will not be prevented from
exporting coins if they cannot get bullion easily and cheaply
merely because the government makes a charge for coinage.
The merchants then will incur some loss in exporting coins,
but they will pass it on to the publit in the form of higher
prices for their goods. Finally, it is argued that even if coins
are exported—when coinage is gratuitous—in settlement of
foreign obligations, the state will not incur a great loss ; because
there is the chance that the balance of trade may be in favour
of the country later on, and there is the likelihood of those
coins being returned. Various countries hold imported coins
for export in the eventuality of a turn in the tide of trade.

What is said above with regard to the expenses of coinage
relates not to the subsidiary coins but to the standard or the
principal money. Nearly cevery country requires coins of dif-
ferent denominations to satisfy the needs of different classes
of people having different incomes. Coins of small value are
required for small purchases and they are of metals of low value,
their nominal value being greater than their real value.

The government of every country fixes the number of
standard coins that can be minted from an ounce, say of gold
or silver. Ilow many coins shall be made out of an ounce of
aold depends not upon the purchasing power of gold but upon
the quantity of gold contained in the coins. Thig is called
the mint price of gold or silver as the case may be. In
fingland £ 3 17s. 101d. were made from an ounce of gold.

In England the mint for standard coinage wasg frec and any
person could take a certain quantity of gold bullion to the
mint and get it converted into coins. [le was, in theory,
entitled to get £3 17s. 101d. for every onnce of gold bullion. But
for turning gold bullion into coins, some time is required and
he had to wait till that,time. In the meantime he had to
incur the loss of interest. Consequently, he would accept
something less than the mint price of gold. The government
there had authorized the Bank of Iingland to buy all gold that
might be offered at £3 17s. 9d. per ounce. Any one, therefore,
who had bullion to convert in coins need not go to the mint.
He could go to the bank, offer bullion and receive the corres-
ponding amount of sovereigns as soon as the gold had been
weighed and assayed to prove its standard. Owing to con-
venience and the saving of time the individuals whe had to
get bulion converted into coins could sacrifice 11d. per ounce.
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This implied some remuncration to the Bank for its trouble
and some compensation to the government for interest on
capital invested in the mint. This was also a further advan-
tage inasmuch as it prevented over-issue of coinage because
the gold lay in the vaults of the Bank uncomed tild coinave was
required.!



CHAPTER IV

Currency and Principles of Its Circulation

Tie word currency refers to those articles which are the
current media of exchange in a country and are commonly
accepted in  discharge of obligations. ‘Some articles act as
medium of exchange and pass on from hand to hand without
reference to any ‘characteristic except their passableness.
People acecept them in payment not because they know that
they can have recourse to their issuer in the eventunality of their
non-acceptance by others to whom they are offered in pmymont
but because they believe that others will aceept them in pay-
ment just as they themselves have done. These articles consti-
tute the currency. They include metallic money, both stan-
dard and token coins; convertible and inconvertible paper
money and deposit certificates. But there are other articles
also used in cffecting evehanges which do not have a general
circulation. They are acceptable more or less on a narrow
area, and pass current primarily because of the credit of the
issuer, and are not cwrency. Such articles are bills of
exchange, hundis, cheques, promissory notes and other
commereial paper and negotiable sccurities.

Thus the currency of a country is not simple, bul very
complicated and heterogencous. We find in nearly all
civilized countries coing of different metals and of different
denominations circulating along with paper money and credit
paper of private and public bodies.

The fundamental object of the currency organization
of a country is to provide various kinds of circulating media
to suit all kinds of transactions and payments required for such
transactions. The currency organization must be {flexible
and automatically adjustable to the various needs of the people.
Sonie people have to make large payments and others small.
On the one hand payments run into thousands and millions
of rupees and, on the other, the poor have small payments to
make varying from a few annas to a few rupees. The currency
system must be so organized as to meet all such needs. The
currency requirements differ according to the stage of economic
and industrial development reached by a country and accord-
ing to the quantity of its national dividend. Where people
are rich and per capita wealth is high as in Great Britain,
large quantities of full legal tender money will be required ;
otherwise the public will feel great inconyvenience in handling
coins of a low denomiration. A country like India ,with a
smaller.aggregate production and with a low per capita income
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will require a larger quantity of token money. In India whero
banking facilities are meagre and consequently banking habit is
little developed large quantities of metallic money will be
needed ; but in England or America where people are used to
credit instruments of all kinds, less of metallic money will he
required for internal ecirculation. Thus the oreanization of
currency will have to he different in different countries and its
amount will be largely determined with particular reference
to the needs and habits of the people. The best medinm of
exchange is one which provides instruments of exchange. of
different kinds and denominations to suit diffevent scales of
payment. The circulating medium of most countries includes
metallic money, paper money and various credit instru-
ments.

The metallic money includes standard or principal money
which is usually gold or silver. The standard money is that
in reference to which the values of all other commodities are
determined. It may or may not be in cirenlation. In the
United States of America the standard is the <2old dollar
which is nine-tenths (ine, but which is not issued. The charac-
teristics of standard mouney are: firstly, its bullion or real
value is equal to its face or nominal value, but that may not
be so in every country. In Indw, for instance, the rupee
whose nommal or face value is greater than its intriusic value
ix the standard money. Sceondly, it is everywhere declared to
be legal tender the offer of which is sufficient to discharge
obligations. A legal tender law prevents uncertainty in con-
tracts and saves weak creditors from being imposed upon with
spurious money. It does not, however, compel people to dis-
charge their obligations by other means of payment. They can
discharge their obligations through cheques, bank drafts,
cte., provided creditors are willing to aceept them in settle-
ment of their claims. Once aceepted, they constitute a
sufficient discharge of their obligations unless they are finally
dishonoured on due presentment. Iinally, no central institu-
tion is bound to redeem or convert the stamdard money into
some other kind of money. Convertible paper is not standard
money, because the issuer, the bank or the state is bound to
convert it in gold or silver coin if the holder so likes.

Metallic money also includes subsidiary coins which are
generally of a different metal from the standard one. They
are sub-multiples of the standard money and are usually made
of silver and copper. The smallest denominations are some-
times called minor coins. The subsidiary money is limited
to payments of certain amouunts. In the U.S.A., half and
guarter dollars and dimes are legal tender only to the extent
of ten do}lars and the*five cent piece and the copper cent serve
as legal' tender for twenty-five cents. In England silver is
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legal tender for 40 shillings. Similarly in India, eight-anna,
four-anna and two-anna bits are legal tender only to a limited
extent, but the rupee is the legal tender for all amounts.

A subsidiary coin is usually though not always a token
coin whose .nominal value is greater than its real or intrinsie
value. “ Token coins may be.defined in a preliminary manner
as coins the nominal value of which &s money is avowedly
greater than their value as metal even if the cost of coinage
is taken into account.”  The object of token money is to
afford convenience to people in making small payments and it
provides economies in the use of precious metals. There is no
free mint for token coins. The government retains the coin-
age of token money in its own hands and nobody can get silver
or any olher metal minted into token coins by the government.
In England in the reien of James I the sole right of token coins
was granted to a private individual with disastrous consequences
so that later on the government had to take upon itself the
duty of preparing such coins.  The government also makes
a considerable revenue by manufacturing these coins.  The
government in this respecet incurs a serions responsibility be-
cause they will depreciate in vatue if issued iz excess of the
requirements of the people and an insufficient supply of them
will cause a great inconvenience and loss to cvery one who
wants change for the standard coin or currency notes.  Token
coins circulate at their face value because of the limitation of
their supply to the money work they are expected to perform.
Some people argne that {oken coins circulate at their face
value because they are legal tender only to a limited extent ;
but this argument is altogether irrelevant. The rupee in our
country circulates at its nominal value even though it is un-
limited legal tender. The chief reason then for the circulation
of the token coins at their face value is the limitation of their
supply.

The fundamental cause for the circulation of money,
whether it may be standard money or subsidiary money, is
the belief of the recciver that others in turn will aceept it from
him in settlement of their claims. The area of circulation
depends upon the nature of the confidence which induces
acceptability and it may vary from a very small group to a very
large one. Itisthis confidence which is the underlying cause
of the acceptability of the various media of exchange.

The reasons for this confidence are four in number. Orne
is the persistence of social habit which is the primary cause
responsible for the circulation of commodity money. Com-
modity money like gold or silver is more widely circulated

1 Nicholson, “Money’’, Part I, Chapter IV, p. 45.
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than any other kind because its value arises from its use for
purposes of art in addition to its use as money. This value
continues so long as the demand for the commodity in ques-
tion continues. People accept it in payment because they
know that the desire for it is permanent and that in future
also the public will accept it pwing to force of social habit.
Butif a large and sudden supply of gold were to come through
some new discovery or invention in its production or manufac-
ture, its desire will suddenly fall and possibly it may not
remain as valuable as it i« now. It has value because it i§ in
goeneral demand and ilis in demand becanse its supply is very
small. People, therefore, have belief that its value will continue
because they have been accustomed to it for lone.

The second cause of this confidence is the authority of
the government. We know that not only gold and silver
which have an inglependent value for purposes of art, but paper
money also which has value only by reason of its nuse as money,
is in circulation. Its area of ctrculation is, of course, confined
only to the political boundaries of a country. It circulates
beeause people have faith in their government. They know
that the covermment, itself will reeeive it in taxes and will
also redeem it in standard coin on presentment. In the nexd
place, we find that promisgory notes of private individuals and
corporations also circulate though in a narrower area. It is
because of the fact that the receiver believes that the issuer
will redeem the article or pay legal tender money for it on
presentment for payment on the due date of maturity. The
cause of circulation here is commercial credit.

A fourth reason for this confidence may be the existence
of an agreement among a certain group of individuals to accept
the article in question in settlement of obligations.  There is
probably no historical illustration on the point, though some
writers have traced the origm of money to the existence of such
an agreement. If international bimetallism is ever brought
into practice, we shall have a remote sort of analogy.

Each of these causes promotes the circulation of a
different kind of money. So long as any one of them is present,
the article for which a demand is caused will act as-a medium
of exchange. But as noted above, the primary cause of the
circulation of any kind of money is the fact that the holder or
the receiver believes that others in turn will accept it from
him. Although an article may generally circulate as money
owing to some reason or other, different portions of it may have
different degrees of acceptability. This brings us to the
consideration of what is commonly known as the Gresham’s
Law. The Law is incorrectly associated to the name of Sir
Thomas* Gresham, the founder of the Royal Exchange and
Financjal Advisor to Queen Elizabeth. It was known long
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before Gresham’s time although perhaps he was the first to
formulate it scientifically.

Briefly stated the Law is that bad money drives good money
out of circulation; whilst good money cannot drive out bad
money. [t has three forms. Firstly, when in a country coins
of the same metal but of differing weight and fineness circulate
together at the same nominal value, the inferior coins have a.
tendency to drive the superior or the strong coins out of
ciroulation. Coins are used for different purposes. They pass
from hand to hand as current media of exchange. They
are valuable as bullion also and if payments are to be made to
foreign creditors, they will accept gold or silver bullion or coins
also. It is clear that for such purposes full-weight coins will
be more valuable than light-weight ones from the point of view
of the debtors, who will get credit only to the extent of the
bullion value of the coins. Naturally gond coins will be
exported in discharge of foreign obligations, Kven if coins are
to be melted for ornaments, the full-weight coins will be more
valuable as bullion than light-weight coiny. Pcople also hoard
coins to a greater or lesser extent in every country and new
coins are preferred to old and clipped ones for this purpose
also. TFor ordinary payments the inferior ones will be as good
as the superior coins. Ilence licht-weight or inferior coing
will remain in cireulation and full-weight coins will either
be exported or melted for arts or hoarded.

A second form of the Law is when coins of two different
metals, say gold and silver, circulate side by side as full legal
tender at a certain rate of exchange fixed by law. The market.
‘value of onc metal in terms of the other may be different from
the legally fixed value. Tn such a case the tendency will be
for the coins with a smaller market value as bullion to drive
out of circulation the coins with a higher value as bullion.
An illustration from English history will make the point clear.
In Tingland in Edward I’s reign gold coins constantly dis-
appeared from ecirculation as soon as they were issued through
being underrated. The legal ratio at which gold florins and
gilver shillings circulated was1: 6, i.e., florins were proclaimed
current at six silver shilllngs; but in the market one florin
was worth seven shillings. By melting a gold florin into bul-
lion seven shillings could be realized while as florin, it could
satisfy a debt of only six shillings. People, therefore, paid
their debts in silver and hoarded, melted or exported gold.

A third form of the same principle is when inconvertible
paper money circulates side by side with standard metallic
money and both are declared as unlimited legal tender ; the
full-value coins for the some reason will bé driven out of circu-

lation by paper money.
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At first sight the statement that bad money drives good
money out of circulation sounds paradoxical. Ordinarily
people acting in self-interest prefer to keep what is good and
reject what is bad.  In case of money they seem to keep the
bad and reject the good. This paradox is solvgd when we
remember that the owner of money is a seller who sells the
better goods bhecause they can feteh him juore in that way i
while he keeps the inferior money for purposes of payment.
The object for which the bad money is used is to make pay-
ments and to effect exchanges and so long as this monev’ is
accepted by the creditor or the payee, the payer does not
care more. It is in the best interests of the debtor to pay in
the worst coins that he can obtain and pass them on in dis-
charge of obligations.

This principle has two limitations. (a) At a certain time
cevery country reduires a certain quantity of money to meet
the needs of her trade, comunerce and industry. If the good
and the bad coins together are only in such a quantity that they
can harely meet such needs, they will circulate together. TIf
the demand is not large enough to use all of them. the better
coing will be withheld from circulation to the extent that the,
two together exceed the needs of thecountry. Inother words,
if the demand for them is so great that all of both kinds
of coins will be required, the value of the inferior coins
will rise to equality with the bullion value of the better or
full-weight coins. Tt ean never rise more than this, because
the heavier coins will not be taken anywhere for more than
their bullion value. But if the purchasing power of money
will rise still further, foreign coins or bullion from outside
will be imported and a rise in the value of the inferior coins
above the bullion value of the full-weight coins cannot be
expected.

(h) A second qualification is that the force of custom
or habit may impede the operation of the Law. Coins pass
from hand to hand by tail and ordinarily people accustomned to
the use of a particular kind of coin go on using it even though
it may have deteriorated in weight and fineness.  This deterio-
ration is not marked till it becomes appreciably great and every
civilized government now makes arrangements for the with-
drawal of bad coins within a certain period of time. There-
fore till then generally the bad and the good coins circulate
together. 1f the people of a country are bent upon not aceept-
ing the inferior coins, they cannot circulate against public
opinion. The history of California during the American Civil
War provides an apt dllustration of the influence of custom as
an obstacle in the operation of the Law. The government of
the U.S.A. issued inconvertible paper money which circulated
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in that country everywhere ; but the inhabitants of California
did not use the Greenbacks issued by the government.

Gresham’s Law 1is gstated in a general form like this.
“When a community in which competition is free and
intelligent Las a choice of means of payment, it will use the
least expensive which will serve its purpose under existing
circumstances. Or, in a community in which eompetition is
free and intelligent there is a constant effort to perform every
economic service by the ageney which yields the largest net
results.”



CHAPTER V

Systems of Currency : The Gold Standard

CURrRrRENCY systems may be broadly divided into two cate-
gories—metallic currency and paper currency. The_cireuja-
tion of metallic currency in a country depends upon the range
of incomes and prices and the development of the art of coin-
age.  Tn comparatively undeveloped societies coins are erudely
fashioned and pass by weight and not by tale. The latter form
could be possible only when the art of coinage was perfect-
ed. A single metal would serve as currency only in a com-
munity where people have got more or less uniform incomes
and their tasteseand fashions arce also similar so that the
amounts that they spend on different commodities are fairly
uwniform: In a modern civilized community based as it is
on glaring inequalitics of incomes from work and property
both, one metal cannot serve as money. To suit different
scales of meomes and prices, different metals will be used for
purposes of coinage.

Jevons mentions live possible systems of metallic currencey.
One of them is currency by weight.  Aceording to the system
the government provides weights and measures and people use
them in weighing or measuring the metal used as money. This
is the oldest method of making payments by means of metallie
money. With the development in the art of coinage, this
system has ceased to opevate in modern civilized countries.

A second system is  wwrestricted  ecurrcncy by tale.
According to this system the metal is made into picces having
uniform weight and fineness and they are stamped to indicate
their value. On the strength of this certilication, the coins
pass as the current media of exchange.

A third is the single legal tender system under which only
one comimodity is coined into moncy and that is made
unlimited legal tender for all amounts. The iron money of
Sparta is an illustration on the point. But this system is
suitable only in a very simple economic life where incomes and
prices are more or less uniform.

A fourth one is the multiple legal tender system according
to which coins are made of two metals, say, gold and silver
and they circulate at legally fixed ratio and both are declared
unlimited legal tender for all amounts. Bimetallism is an
cexample of this system of currency.

Finadly, there is the composite legal tender system accord-
ing to which coins of only one metal are made legal tender for
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all amounts and there are subsidiary coins which are ‘declared
legal tender for fixed amounts chiefly to suit people of smaller
incomes. They are usually token coins and of a different
metal.  This is the system prevalent in all the advanced
countries «f the world to-day. Besides, cheques, bills of ex-
change, promissory notes amd other commercial paper also
serve as media of exchange. But they are not legal tender
and their area of circulation is narrow though the volume of
transactions settled through them is very conmsiderable,

BEvery country has evolved a currency system particularly
guitable fto its economic conditions; but the fundamental
principles underlying the currency systems of mearly all civi-
lized countries are similar. The most important of these
systems of currency to be considered in this book are: (1)
The single metallic standard or monometallism. This means
gold standard for all practical purposes because till recentlv
the currencies of nearly all countries except those of China and
India were on a full gold basis. (2) Bimetallism or the double
gtandard which-is nowhere in operation now. It shall be dis-
cussed because of its historical importance and also because
there are some people who still believe in its efficacy. (3)
‘Convertible paper money issued both by banks and govern-
ments. (4) Inconvertible paper money issued both by banks
and governments. Now we shall consider these systems one
by one in detail.

THE GOLD STANDARD

The gold standard was definitely adopted by Britain in
1816 and later on all the leading nations one by onc adopted
it. Under the gold standard all values are measured in terms
ofegold and coins of gold only function as standard money.
According to the system gold alone performs the function of
standard money. It serves as the measure of values, as a
store of value and as a standard of deferred payments. Gold
coins alone are declared full legal tender and thus capable of
meeting all obligations and discharging all debts. Tt is not
necessary that standard money alone should remain in circula-
tion. Currency notes and subsidiary coins and cheques and
other commercial paper also serve as media of exchange.
Currency notes in practice, though convertible, are accepted
generally in all amounts in satisfaction of debts and obligations.
The currency of subsidiary money is necessary for discharging
debts of small amounts : but the subsidiary coins are declared
legal tender for fixed amounts only and they are not freely
coined. Tf banking organization in a country is highly develop-
ed, actual metallic money may circulate to a small extent only
and debts may be discharged through cheques in large amounts.

Another requisite of gold standard is that free mints are
opened for gold only and the mint value and .market value of
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gold are the same. The weight and fineness of the coins are
defined and anybody can take any amount of gold bullion and
can get it coined gratuitously or at a very small charge.

A third requisite of gold standard is that paper currency
of the country should be redeemable in gold coins without any
restriction and without any limit %8 to amount.! This is neces-
sary to give the desired clasticity to the curreney. I people
know that they can get gold coins in exchange for paper money
on presentment, they are not likely to present large amounts
of paper money for redemption and thus gold can be available
for building reserves on the strength of which credit structure
can be built.

It i3 clear that under the gold standard there is an anto-
matic device for the expansion and contraction of currency.
If there is any superfluity of coins, it can be removed by melt-
ing them. Owing to the fact that there is a free and open
market for gold its outward and inward flow is unchecked.
Iforeign exchanges and the fluctuations in the rates of exchange
between gold standard countries are confined only to the specie-
points. They cannot go beyond them ; because then gold
will begin to flow out or flow in as the case may be.

Payments in foreign trade are generally made through
bills of cxchange. This mechanism of payment in foreign
trade through bills of exchange may be called the foreign
exchanges. Let wus suppose that an exporter in America
has sold goods to an importer in England and that
another person in England has sold goods to a certain person
in America. Tn this case the American exporter has to receive
money from the English importer and the English exporter
from the American importer. Tet us also suppose that both
transactions are for £ 1,000. [for simplicity we can suppose that
the American exporter will sell his bill of exchange drawn
upon the English importer, to the American importer who will
send it to his Knglish creditor. What amount will the American
importer pay to the American exporter? One thousand
British sovereigns contain as much pure gold as 4,866 dollars.
When a bill of exchange for £1,000 is sold for 4,866
dollars the exchange is at par or, in other words, exchange is
said to be at par when the €oin of one country exactly sells
for its specie equivalent of another country. In the particular
case exchange will be at par and the American importer will
pay 4,866 dollars to the American exporter.

1 Redeemabulity in* gold coins did not remain the essential
attribute of gold standard in the 20th century. Paper notes were
generally made redeemable in gold bullion.
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In actual practice exports and imports of a country to
and from another country do not exactly balance. American
exports to England may exceed her imports from that country.
Americans will draw bills of exchange. on their English debtors
for a greater amount than the American importers will pur-
chase. Thé exporters in America will offer more bills for sale
than the importers require.” Therefere exchange will not
remain at par and the importers will offer less for the bills of
exchange than their face value. But there will be a certain
poiut below which the American exporters will not sell their
bills of exchange. Tf the importers offer below that point,
the exporters will send for sovereigns or gold bullion from
England and get them converted into dollars in America.  All
this will niean some delay and expense. The total expense of
sending specie from England to America is somewhere about
one-half of one per cent. It comes to 21 dollars for every
4,866 dollars. The American exporter wili not sell his bill
of exchange of £1,000 for less than 4,815 dollars or 4.8 15 dollars
per pound. If the importers offer less than this, it will be
remunerative for the exporter to send for gold bullion. When
foreign exchange is at this point specie begins to come in and
this is called the specie-importing point from the point of view
of America. Under these conditions exporters™ bills will sell
at a discount.

In the opposite circumstances, when the American exports
to England may be less than her imports from the latter
country, the importers will have to purchase more bills than
the exporters will offer. Consequently. they will be prepared
to pay 1,885 dollars for every bill of exchange of the face value
of £1,000. The exchange will be -1.885 dollars to the pound or
it will be above par and this is called the specie-exporting point.
The importers will not pay more ; forin the alternative the send-
ing of specie will become more protitable.  Thus between two
gold-using countries the rate of exchange will be between these
two specie-points.  If it falls below the specie-importing point,
gold will flow in and its value will fall in America. This will
lead to a rise in prices and imports will be stimulated and
the exchange rate will have a tendency to rise, 'Thus foreign
exchanges under the gold standard adjust themselves auto-
matically and the divergence is confined to the two specie-
points.

These were the features of the gold standard which was
prevailing in all countries except China and India before the
war and which was restored in the post-war period with slight
modifications. It was prevailing in England since 1717,
though definitely adopted there in 1816. Originally, the
English currency like that of other countries was on a silver
basis and until the beginning of the 18th century the bulk of
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her coinage was of silver, but gold also had been circulating
at varying rates in relation to silver.

In 1663 the guinca was coined to circulate at 20
shillings. But the silver curreney was in a depreciated state
and the weight of the silver shilling was much below fhat which
was fixed by law. Consequently, the value of the guinea in terms
of shillings was rising very much and people did not part with
guineas for legs than thirty shillings per guinea.  TIn 1695 siltver
was recoined at a cost of € 2,700,000 and the price of guineas
went down to 22 shillings ; but as new eoins of silver were
brought into circulation, they rapidly disappeared. Gold
being over-rated was driving silver out of circulation. [t was
because the price of the guinea was fixed at 22 shillings ; while
the market value of guineas in terms of shillings was less. There-
fore silver was more valuable as bullion than as coin. Gold
at this ratio was oyor-mted and silver went out of circulation.

Tn 1717 Sir Isaac Newton being asked to give his advice
issued his report in which he pointed out that the ratio between
gold and silver in other countries did not exceed 15: 1 and
according to this ratio, the guinea would command 20 shillings
and 81 pence in silver.  In England it was exchanged for 21
shillings and 6 pence. It was profitable for these countries to
send gold to England and buy with it silver. e, therefore,
recommended a reduction of 12d. from the value of the guinea in
shillings ; but this value was to be reduced gradually according
to convenience and experience. He recommended an immediate
reduction of 6d. so that the value of the guinea would be 21s. in
silver and that would diminish the incentive to melt down silver
coins. But this was to be the preliminary step only and further
reduction was also to take place.

The government aceepted the recommendation and fixed
the legal ratio of the guinea at 21s., but carried out no further
reduction even though that was necessary. From 1717 to
1816 gold and silver by custom were legal tender to any amount
and there was free coinage of both at a fixed legal ratio.  Thus
virtually the characteristics were of a complete bimetallic
system. But in actual practice, no one brought silver to the
mint to get it coined, because its bullion worth was more than
its money worth. It was more profitable for an Englishman
to buy gold on the continent and produce it to the mint in
Tngland. In Furope the gold that was to be contained in a guinea
could be purchased for 20 shillings and 8 pence only ; whereas
in England if a man took silver to the mint and received coin,
it would take 21 silver shillings to purchase as much as a
gold guinea at the ratio fixed at law.

Therefore the circilation of silver coins became less as they
were melfed and the difficulty increased to such an extent that
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they were not available for exchange also. Those which
remained were depreciated to a great extent and their hullion
worth was much less than their face value. To preve