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PREFACE
TO THIRD EDITION

AT the present moment, the chief nations of the world are ad-
mittedly experimenting with currency values. The technique of
currency management has attained a temporarily static form, but
the levels at which currencies shall exchange one for another is
still in course of being discovered by a process of trial and error.
The eventual international monetary system which will emerge is
still in the womb of Time and, under such conditions, all that the
would-be historian can do is to deal with things as they are and not
as they may be. )

Consequently, this edition must be regarded as transitory since
it cannot be more than an attempt to deal with a period of tran-
sition. Even more than before am I conscious of its imperfections
and shortcomings, but I crave the indulgence of my readers under
extenuating (and very provoking) circumstances.

v

NOTE TO THIRD EDITION REPRINT

CERTAIN chapters of this book deal with the pre-war foreign exchange
market, which is, at least for the present, no longer in existefice.
The post-war International Monetary System is slowly taking shape,
but is still in too fluid a state to be moulded into a coherent whole.
Consequently, the necessary revision of certain parts of this book
has been temporarily postponed, but the story of post-war develop-
ments in world monetary affairs up to July, 1947, is told in the
author’s companion volume, Exchange and Trade Control in Theory
and Practice (Pitman).
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PREFACE
TO FIRST EDITION

THREE years ago, in reply to inquiries whether I was going to write
another book, I used to answer in an emphatic negative. Since
then, I have come to the conclusion that preparing a new edition
of an existing book is at least as hard a task. My first book was a
composite volume entitled Practical Banking,Currency and Exchange,
and year by year, while the banking section required little, if any,
alteration, the foreign exchange side required continuous amend-
ment and extension. At last the volume reached over 600 pages
but needed still further revision and extension, and my publishers
consented to its division into two separate books. Practical Banking
has been issued on its own and here is the companion to it.

The title of A MANUAL oF FOREIGN EXCHANGE has been chosen
for the present volume so as to avoid any possible confusion with any
other of the many works on the same subject. It consists mainly ot
Part II of the original composite volume, but I have done my best
to eliminate errors, to supplement omissions, and to bring it as up
to date as is possible when new happenings are of daily occurrence
and a period of months must elapse between the writing and the
publishing of such a book as this. With some invaluable help from
my friend Mr. A. E. Williams, I have re-written entirely the chapter
on Empire Exchanges, many other sections have been altered and
extended, and paragraphs (or at least footnotes) have been added
on the most recent happenings in the financial world.

I am most grateful to all those who have given me help and
encouragement, particularly to those who have written to tell me
that my work has been of use to them, and I must, of course,
acknowledge my indebtedness to Mr. W. F. Spalding for the early
knowledge gained from his numerous and comprehensive works on
Banking and Foreign Exchange.

LEIGH-ON-SEA.
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A MANUAL OF
FOREIGN EXCHANGE

CHAPTER 1
MONEY, CREDIT, AND PRICES

PRIMITIVE man was under the nécessity of satisfying such of his
needs as his own personal efforts could not cover, by exchanging
the products of his labour for the differing products of the labour
of others, as, for example, where a grower of potatoes feeling the
need for a change of dietary, exchanged part of his potato crop
for part of a catch of herrings with a fisherman who felt a similar
want.

This exchange of commodities for commodities is known as
‘““ barter,” but such a double coincidence of wants is impossible
under our modern social system. Imagine a market gardener who
wants a haircut making a round of barbers’ shops in an endeavour
to find a barber who will cut his hair in exchange for a bunch of
radishes! Not only might he find difficulty in discovering a barber
who was fond of radishes but the further difficulty would arise of
the nice adjustment of the number of radishes which each party
considered the haircut to be worth.

With the development in mankind in general of a diversity of
needs requiring satisfaction, came the need for some medium in
terms of which the value of all commodities could be expressed,
i.e. the need for a common denominator of value. This medium
was termed ‘‘ money ”’ and many different substances have been
used for the purpose.” Always, however, the substance has been
one which was desired for its own sake, as well as for its utility in
facilitating the exchange of goods and services, by the community
by which it was used. Oxen among the ancient communities, tea in
China, salt in India and Arabia, cowrie shells in Africa, all having
in themselves a value in the eyes of the persons using them, have
served as material money.
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‘“ Money ’ Defined.

We may best define money as something which is accepted
generally by a community as a measure of value and a medium of
exchange of goods and services. It is a measure of present value;
but it should also be a measure of future value, a sfore of value, that
is. It gives the owner a command over the goods or services of other
members of his community, which command he should be able to
exercise at his option. Anyone who has exchanged his goods or his
labour for money should have obtained something which he can
again exchange for the goods or services of others to an extent which
satisfies him that he has received a fair return.

Qualities of a Money Material.

In order to function successfully, the substance chosen for the
money of a community should possess certain attributes which
may be described as—

(1) Utility and value,

(2) Portability,

(3) Indestructibility,

(4) Homogeneity,

(5) Divisibility,

(6) Stability of value,

(7) Cognizability.

This means that the substance chosen must possess utility in
that it is generally accepted by the community as a medium of
exchange and must have value in that it is desired for its own
sake, i.e. it has intrinsic worth. It must be of a form which will
allow a large value to be represented by a comparatively small
bulk; wheat or rice does not make good money as one would have
to carry about 5 bushels of wheat to pay for a suit of clothes. It
must be durable to withstand constant handling and must not be
subject to deterioration, as would be the case with fish or eggs.
It must be of the same value throughout-and must be capable
of being divided into smaller parts without a disproportionate
loss of value; cattle and slaves as money would not fulfil this con-
dition. In order to act as a store of value, it must be something
of which the demand for and supply of is as constant as possible,
so that fluctuations in its own value are reduced to a minimum.
Finally, it must be something which can be recognized easily and
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for which the substitution of something similar can be readily
detected.

With the evolution of modern social life came the elimination
of most of the early forms of money until the choice was narrowed
down to the “ precious "’ metals, gold and silver. The reasons for
the final adoption of gold almost generally are given later in this
chapter.

The Work of Money.

The substance chosen as money is called upon to perform the
following functions. It must be—

(@) A MEDIUM OF EXCHANGE in that it is freely accepted within
the community in exchange for goods and services;

() A MEASURE OF VALUE in that the value of all other com-
modities and services can be measured or expressed in terms of the
commodity used as money, i.e. it is a common denominator of value;

(¢) A STorRE OF VALUE in that the passage of time should not
cause its power to command a given quantity of goods or services
either to increase or to decrease;

(@) A STANDARD FOR DEFERRED PAYMENTs, which follows
from its being a store of value and which means that where a
creditor and debtor agree upon payment at some future date in
terms of money, for goods or services rendered immediately, the
money shall, when the future date arrives, still represent a com-
mand over a similar quantity of goods or services and that no
hardship or loss is suffered by either party by reason of the debt
having been expressed in terms of money; in other words, money
must possess a purchasing power which remains reasonably stable
even over lengthy periods.

Narrow and Wide Meanings of Money.

Some difference of opinion exists as to the precise meaning
which should be accorded to the two terms, ‘‘Money’ and
 Currency.” Each is often used to describe either the actual coins
and paper money in use in a country, or any credit instruments
which convey the right to wealth in terms of any given unit, or
to cover both these classes together. The practical interpretation
placed on these terms is that *‘ currency ”’ is used to describe any
generally accepted coin, note or credit instrument capable of
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transferring the property in a stated number of units of account
as used in any given country, i.e. ““ Currency "’ is the generic
term, while ‘“ Money ”’ is used to describe the actual money in the
form of coin or notes or any form which passes freely from hand
to hand as the recognized medium of exchange within a country.
Thus when we speak of dealing in German, French, etc., *‘ currency,”
we should mean the buying and selling of the right to a certain
number of the units of account of that country, such right being
expressed usually in the form of a credit instrument but possibly
in the shape of gold bullion or actual coin or notes, while when we
speak of dealing in German, French, etc., ““ money,” we should
mean the buying and selling of the actual medium of exchange in
internal use in that country in the form of coin, or notes, or
whale’s teeth, or whatever the customary medium may be.

Metallic Money.

Reference to the list of general qualities which should be
possessed by a substance to render it capable of acting as an
efficient medium of exchange will show that the choice of suitable
substances is comparatively limited. The essential attribute of
stability of value means that both the supply of and demand tor
the commodity must be maintained in a fairly constant equilibrium,
as any variation between the supply of and demand for the com-
modity itself would lead to variations in its value in terms of
other commodities. By a process of gradual elimination the
principal countries of the world narrowed their choice of a substance
for use as the standard unit of exchange and of account to the
‘“ precious *’ metals gold and silver. For a time attempts were
made in several countries to use both metals together, one being
kept at a certain ratio to the other. This system, known as
‘ Bi-metallism,”” is dealt with in Chapter III.

Eventually the margin of fluctuation between the supply of and
demand for silver proved to be so much greater than that of gold
that silver was discarded as a principal form of money and gold
became almost universally accepted as the substance most suitable
as the basis of a monetary system.

The main reasons for this choice may be summarized as follows:

(a) it possesses almost to the full every one of the desirable
attributes of a medium of exchange, from which it follows that
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() its use in the arts and for commercial purposes makes it
desirable in itself, i.e. it has intrinsic worth ;

(c) except during the periods when exploration of previously
unknown parts of the globe resulted in the discovery of new sources
of supply (which in themselves rendered possible the general
adoption of gold as a monetary standard by providing the quantity
needed), the annual output of gold has hitherto been barely
sufficient to meet the expanding requirements of the world for
the metal for all purposes. This ensured the necessary equilibrium
between supply and demand which alone will maintain the stability
of value of gold in terms of other commodities. The present
tendency is for the existing mines to become ‘““worked out,” thus
reducing the supply, and for world demand to increase in propor-
tion at least to the growth in population and wealth ;

(@) once it has been refined, each particle of gold has the same
value as any other ; gold can be easily worked into the form of coins;
its weight for value permits a small bulk to represent a high value
it can be easily recognized by its colour and ring and can be tested
for genuineness and, even if unmixed with alloy, will wear for many
years without much loss by abrasion and without any deterioration
of ts essential qualities.

With the adoption of a metal for use as a medium of exchange
comes the need for some method of showing the weight and value
of each piece of metal used. Obviously, in any community, some
authority (usually the State) must be responsible for the proper
marking of the pieces of metal, and in most civilized countries
to-day the Government has assumed, in fact monopolizes, this re-
sponsibility, measures being taken to prevent and punish counter-
feiting or damaging of the money issued. Even in China, where
almost from time immemorial the native money has been a sycee
or “shoe” of silver bearing the “chop’’ or stamped mark of the
local banker as a token of the weight of pure silver which it js
alleged to contain, modern opinion of Young China is in favour of
a properly controlled Government issue of money based on gold.
The process of authenticating each piece of metal eventually led to
the working of an exactly measured quantity of the metal into the
form of a disc bearing a design or inscription on both sides, known
as a coin. With the further march of civilization came more perfect
processes of coining or minting, while each country began to make
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laws prescribing the weight and purity of the metal required to
mint one standard coin., The details of the State Minting of coins
are discussed more fully in Chapter III.

Paper (Faith) Money.

It is a little difficult to draw a clear-cut distinction between a
piece of paper issued as an actual substitute for a certain number
of metal coins and performing all the functions of such coins, and
a piece of paper which performs the functions of “money”’ simply
because of the confidence placed in the issuer by the rest of the
community. Where paper money is freely issued in exchange for the
quantity of the standard metal which it purports to represent, and
is as freely taken back by the responsible authority and the same
quantity of standard metal given in return, there is no difference
whatever between the use of such paper as a measure of value and as
a store of value and the use of actual coined metal for that purpose.
In fact, the use of paper money as a substitute for actual coins is
a saving in wear and waste of the metal as well as giving greater
portability, since one piece of paper can represent many coins, e.g.
a £50 note. Where, however, paper money does not represent the
deposit of an equivalent amount of stanidard metal the element
of “credit” enters, and there are great dangers attending the over-
creation of credit. These dangers are discussed on later pages.

The medium of exchange which performs the bulk of the money
work in any community is paper, which is normally accepted in the
faith that it will be equally acceptable in, or even outside, the
community. This paper is usually a written promise to pay (a
bank-note) issued by or under the authority of the State.

By a gradual process the note issue of this country has become
concentrated in the hands of the Bank of England, under Govern-
ment authority, with the exception of small local issues by com-
mercial banks, but in most countries the issue of paper money is
entirely under the control of the State, even though the actual
issue is made by the Central Banking Authority. The essential
attribute of paper money is that it should be accepted by the
members of the community within which it circulates as if it were
actually the quantity of metal which it represents, and that it
should consequently pass freely from hand to hand without question.
This prevents other paper promises to pay, such as cheques and
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bills, from being regarded as paper money, even though the actual
paper money may be to a large extent based on ““credit” in the
same way as are cheques and bills.

“ Convertible *’ and ‘ Inconvertible.”

As has been stated, the ideal form of paper money was considered
to be that which was freely exchangeable for gold and vice versa, and
where such a state of affairs exists the issue is said to be fully con-
vertible paper money. Such paper is sometimes known as ‘“‘bullion
certificates,” as each piece of paper represents and is a promise to
repay an equivalent amount of bullion. Such were the certificates
issued by the United States Treasury. Modern developments in the
use of paper money, however, have shown that, as in the case of
bank deposits, only a certain proportion of the outstanding issue
is likely to be presented for repayment at any one time, the bulk
of the issue being in continuous use by the community for the per-
formance of the necessary money work. Therefore the practice has
grown up of permitting the issue of paper currency backed as to a
certain percentage by gold, or the standard metal, and as to the
remainder by approved sccurities or credit instruments. The
relative proportions of the backing may be fixed by custom or by
law. [n this country the Bank of England note issue is fixed by
statute. Whatever the issue may be, only £260,000,000 (the
fiduciary issue) may be backed by securities under normal con-
ditions. Any issue in excess of this amount must be backed in
full by gold. If conditions demand an increase in the ““fiduciary”’
issue in excess of this amount, Treasury sanction must be obtained,
but it may be assumed that the Bank could reduce the amount of
the ‘““fiduciary” issue on its own responsibility should conditions
warrant such a step. Thus there s no begal percentage of gold cover
to our note issue, but reasonable convertibility is assured by limiting
the amount of notes which may be issued on ‘““credit’’ backing, and
it remains for future legislation to reverse the present position and
to fix a minimum percentage of gold backing to the issue, leaving
the balance to be covered by securities.

The post-war reconstruction of currencies has led to a greatly
increased demand for gold for the purpose of backing issues of paper
currency, and the use of such currency has become general bccause
it effects an economy in the use of the metal by permitting a smaller
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quantity to serve as the basis of many currencies than would be
the case if actual coins had to be minted and put into circulation.
The principle of providing only a percentage of gold backing against
the total issue of paper has become almost universally adopted,
the percentage fixed being in all cases very much more than
sufficient to cover even abnormal encashments of the notes. For
example, the National Bank of Belgium is required to hold at least
30 per cent of the total of all its sight liabilities (including its note
circulation) in gold ; the Bank of France must hold in gold at least
35 per cent of the total note circulation plus current credit accounts;
the German Reichsbank must hold in gold not less than 30 per cent
of its total note circulation,! while the National Bank of Switzerland
must hold cover for at least 40 per cent of its note circulation in the
form of Swiss gold coin, gold bullion or foreign gold coin. It will be
noticed that the minimum gold cover required is 30 per cent, and
even in these cases it is required to be supplemented by a further
10 per cent of cover to be held in the form of rights to the currency
of other gold standard countries, which is practically equivalent
to gold. After the return of this country to a gold standard in 1925,
the gold coin and bullion held by the Bank of England as cover for
the issue in excess of the fiduciary issue was normally about 35
per cent of the total issue. It would therefore appear that the
world in general is now prepared to accept as fully convertible for
practical purposes any note issue of which roughly one-third is
covered by actual gold holdings, and it must be admitted that such
systems of currency provide a country with a cheap form of money
and avoid the heavy loss of interest involved if the State or Central
Bank had to purchase sufficient gold to provide a full metallic
currency, as well as preventing the demand for gold for currency
purposes from completely overwhelming the supply.

Finally, there is the type of paper money issucd, usually by
impoverished states, without any gold backing whatever. When a
Government begins to issue coins of the standard metal which are
less than the legally fixed weight and fineness it “debases” the
coinage. If notes are issued with no backing whatever, this is equal
to complete debasement of the coinage. The paper has no value
in itself, and though it may serve as an internal mediumof exchange
as long as the total amount issued is strictly limited to the money

' Temporarily suspended since 1931; the others since 1936.
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needs of the country, it has always been found that a Government
which once permits the issue of such inconvertible paper has the
utmost difficulty in resisting the temptation to continue to finance
itself by further issues.

Inconvertible paper is, in effect, a compulsory loan from the
community since the Government enforces its acceptance by the
people in payment of sums due to them. On the other hand, it has
to accept payment to it of taxes and other dues, and should there be
any form of money current in the community which has intrinsic
value it will be hoarded or used for export, and the inconvertible
paper will be passed on internally as quickly as possible.

The effects of an over-issue of inconvertible paper on a country’s
international relations are dealt with in Chapter V.

Gresham’s Law.

The effect of having two or more media of éxchange circulating
together in a country was an early discovery doubtfully attributed
to Sir Thomas Gresham in the time of Queen Elizabeth. The state-
ment is commonly known as ‘“ Gresham’s Law,” and in its simplest
form may be expressed thus: ‘“Bad money drives out good money,
but good money can never drive out bad money.” This may be more
fully expressed by applying it to threc separate cases:

(@) if there is a standard currency of only one metal, the coins
of which vary in weight or quality but circulate at the same

.nominal value, the worst coins will tend to drive the better from
circulation since the latter will be hoarded or exported, but the
better can never drive out the worse;

(b) where standard coins of two metals circulate together at a
legally fixed ratio, one to the other, and one metal has a greater
intrinsic value than the other, the cheaper metal, i.e. that which
is over valued by the legal ratio, will tend to drive the other
from circulation ;

(¢) where inconvertible paper money circulates side by side with
a standard metallic currency and the former is issued in excess, the
inconvertible paper will tend to drive the metal from circulation.

Lord King’s Law.

During the monetary crises which marked the latter part of the
eighteenth century, the rise in the market price of bullion and the
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adverse rates of exchange led to investigations being made as to the
effects on the currency system of the volume of inconvertible paper
which was in circulation at that time. The result was summarized by
Lord King, as a kind of corollary to Gresham’s Law, to the following
effect, that where gold coins and inconvertible paper circulate
together and the market price of gold exceeds the legal selling price
of the central authority (this being inoperative since the paper is
inconvertible), and where the value of the home currency in terms
of other gold currencies has fallen below the point at which gold
would have been purchased from the central authority for export,
then the paper currency is depreciated and the difference between
the market price of bullion and the legal selling price is the measure
of that depreciation.

This was exemplified in the years immediately after the War and
before the return of this country to a gold standard, when, our
paper currency being inconvertible and the legal obligation on
the Bank of England to sell gold at a fixed price having been
suspended, the value of the pound in terms of the U.S. dollar
(which was still on a gold basis) fell from the normal of about
4.86% to as low as 3.20, while the price of bullion in the open market
rose from the normal of just under £4 5s. per ounce to well over
£5 thus enabling an exact measurement to be made of the depre-
ciation of our paper currency in terms of gold. It was exemplified
in an even more striking fashion after the suspension of gold pay-
ments by this country in 1931. For the first eighteen months the
price of gold in London was fixed, at the daily meeting, on which-
ever principal gold currency showed the greatest appreciation in
terms of sterling. With the suspension of gold payments by the
US.A. in April, 1933, and by France in September, 1936, the
London gold price was fixed daily on the current exchange rate
between, in the former case, London and Paris, and in the latter,
London and New York. See also Chapter VII.

Credit.

The simple definition of the term “credit’’ as used in a business
sense is “trust,” and it may be described as that confidence of one
person in another which permits the one to entrust to the other
something of value without immediate value being given in return.
The granting of credit may be accomplished by according an
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extension of time for the payment due in respect of goods or services,
which is the form of credit generally granted by traders, or it may
be by furnishing the individual with the means of increasing his
immediate purchasing power, as is the case when the individual is
granted a loan in money or a bank overdraft or has a bill discounted,
thus anticipating the maturity of a debt due to him, or it may be
in the form of according him financial credit, as is the case where a
bank or any person or persons permits a bill to be drawn by another
party, and so allows money to be raised on their good name and
reputation.

The essential attribute of credit is that it implies confidence on
the part of the creditor in the debtor that the latter will meet his
eventual obligation promptly and fully. For the growth of an
extensive credit system it is therefore necessary that it should be
a generally accepted tenet of the business community that a reputa-
tion for solvency and prompt discharge of obligations must be
preserved at all costs, and the legal code of the community must
provide for the absolute security of property and give a genuine
creditor legal rights for the enforcement of payment or penalties
against a genuine debtor.

Creation and Utility of Credit.

Instances of the ways in which credit may be created have already
been given, but the forms which such creation may take are many
and varied. Although trust or confidence is the essence of credit it
is customary for there to bein existence some tangible evidence ofthe
debt created. Since credit involves a promise of repayment at some
future time, written evidence of the existence of the debt is usually
taken by the creditor from the debtor and such forms of evidence
are known as Credit Instruments. These include government notes,
bank notes, cheques, bills of exchange, promissory notes, postal
orders, money orders, and other negotiable or semi-negotiable
instruments; in fact any document representing a right to wealth
in the form of money may be classed as an instrument capable of
creating credit. For example, if a person has subscribed £1,000 in
cash towards the capital of an industrial company and obtains a share
certificate in exchange, he can, under certain conditions, pledge
that security with his bank against an advance for the major
portion of its current value, which gives him an immediate
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further spending power, while his original cash has gone to increase
the spending power of the company to whose capital he subscribed.

It may, therefore, be said that the creation of credit creates
additional spending power in the community, and in this lies both
its greatest use and its greatest danger.

The utility of credit instruments depends on the reputation of
the debtor or party responsible for their eventual discharge. Govern-
ment or bank notes may be made to pass current as money by law,
but cheques and bills pass current only in the limited circle in which
the names of the parties are known and are acceptable. The main
functions of credit instruments are to act as a substitute for legal
money in the facilitating of exchanges of goods and services, and
so to economize the use of gold or other precious metal as a form of
currency.

While the basis of the acceptability of any credit instrument is
the confidence held in the ability of the responsible party eventually
to discharge the instrument by payment in terms of the legal metal,
usually gold, the use of metal as currency would not actually be
economized if every credit instrument had to be discharged in this
way.

The modern social system is so complex and the exchanges
of goods and services are so numerous and so varied that each
member of the community owes to, as well as is owed by, the rest
of the community and only in the event of an individual who was a
creditor on balance demanding payments in coined money would
the need arise for any internal payments to be discharged by legal
metal. The growth of the credit system, however, has rendered the
payment of such individual balances by means of metal unnecessary.
An individual receives his income in the form of credit instruments
which, if in the form of paper money, he uses for the usual domestic
payments, or which, in any other form, he pays into his bank.
His expenditure, other than that made in the form of paper money,
is made by means of cheques drawn on his banking account, and
any excess of income over expenditure is shown by a steadily
increasing sum standing to his credit in his banking account. A
short consideration of the working of our banking system, and of
the Bankers’ Clearing Houses in particular, will show further how
the everyday use of credit instruments economizes the use of coin
or paper money and permits the concentration of comparatively
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small amounts of individual wealth in the hands of relatively few
banks and financial organizations.

Limits to the Creation of Credit.

In order to preserve a reasonable convertibility of credit in any
form into legal money and, more particularly, into a precious metal
which is acceptable for the purposes of international trade, the
volume of credit existing in any community must bear a strict
relationship to the amount of precious metal owned by that com-
munity. The metal need not be entirely in the physical possession
of the community but may be represented by rights to such metal
held by another community as, for example, where the note issue
of a country is backed partly by an actual gold holding and partly
by ‘““gold exchange,” i.e. credit instruments payable in other
centres where payment can be legally demanded in gold and the
gold withdrawn to the home centre. In all modern communities
the basis of the use of credit instruments other than legal paper
money is that they shall give the holder the right to demand pay-
ment in the form of legal coin or paper. If payment is made in
legal paper the ability of the holder to demand gold (since gold is
now the international medium of exchange) depends entirely on
the degree of convertibility of the legal paper. Any credit system,
therefore, must be based primarily on the proportion of gold or gold
exchange backing to the legal note issue, having regard to the fact
that in the majority of countries to-day, with the exception of the
U.S.A.,! Canada,? Switzerland, and Sweden, the State or Central
Bank holds the entire gold stock of the nation, and even in the case
of the countries mentioned, the amounts held privately are not
considerable. If, therefore, it is desired to turn credit instruments
into gold the instrument must first be exchanged for notes and the
notes then exchanged for gold. The volume of bank credit in a
country is therefore built up as follows—

(a) a note issue based probably on one-third gold and two-
thirds credit;

(b) credit created by the Central Bank against its own cash
reserve in the form of notes and coin, i.e. it will hold, say,

1 In 1934 the U.S.A, Treasury took over the entire gold holding of the
Federal Reserve System.

* In March, 1935, the Central Bank of Canada took over the gold holdings
of the Canadian Treasury and of the commercial banks in Canada.
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. 40 per cent in cash against its total deposits, the remaining
60 per cent being covered by credit instruments in various
forms;

(c) the commercial banks’ cash reserves in the form of coin,
notes, and balance at the Central Bank, representing, say, 10 per
cent of their total liabilities, the balance being covered by credit
instruments in various forms.

In each case the credit instruments held comprise certain propor-
tions of obligations of the State in the form of Treasury Bills or
Government Loans, certain securities for capital issues such as
municipal or railway stocks, first class industrial debentures, stocks,
and preference shares, etc., and certain obligations of leading firms
and individuals in the shape of accepted bills of exchange, but the
real volume of bank credit is to be found in the total of advances
made by the Central Bank and the commercial banks. As was
shown in my book on banking, banking practice in this country sets
a limit of about 50 per cent as the total of the proportion of advances
to deposits. Since certain other proportions of assets are already
held in the form of credit instruments, any increase in the volume
of credit by the commercial banks can only be effected by reducing
the proportien of assets held in other forms, e.g. cash and premises,
and increasing the proportion of advances, but a change in our
present banking practice would be necessary to render this possible.
It is the Central Bank, therefore, with its much higher proportion
of cash to liabilities, which is in a position to increase or decrcase
the volume of bank credit in a country once the limit of the com-
mercial banks has been reached. By increasing or decreasing the
amount of its advances it can correspondingly increase or decrease
the amount of its deposits and so raise or lower the amount of
bank cash at the disposal of the other banks, or of its own customers.
If, for example, the Central Bank has private deposits of 75
millions against which it has made advances of £25 millions, and
it increases these advances to £50 millions, causing an increase in
deposits to £100 millions, the commercial banks will eventually
have their cash reserves increased by £25 millions by transfers to
them of the amounts obtained by private individuals or by them-
selves from the Central Bank, which are necessarily required for
commercial purposes. If, then, the commercial banks previously
had a total of deposits of £1,750 millions against which they held
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£175 millions in cash and balances at the Central Bank, their cash
reserves will increase to £200 millions but their deposits to only
£1,775 millions. Their advances previously will have been about
£875 millions, but with a cash reserve sufficient to cover deposits
of £2,000 millions they can proceed to purchase further bills and
securities and to make further advances to customers to the extent
of £225 millions since each purchase or advance results in a credit
to a deposit account somewhere and the adjustment of proportions
by individual banks leads to an eventual levelling out of the total
proportion. Action by the Central Bank, therefore, is likely to
produce nine times the effect on the total volume of bank credit in
the country where such proportions are generally accepted, and the
proportion of cash to deposits held by the Central Bank is there-
fore of vital importance, since, if the increase in bank credit becomes
too large, the ability of the public to draw notes from the banks
and so to obtain gold in exchange for notes may result in such large
amounts of gold being withdrawn that the convertibility of the
note issue is endangered. It is for this reason that changes in the
official rate of interest (Bank Rate) are made, since a low Bank
Rate encourages borrowing and so tends to expand credit, while a
high Bank Rate discourages borrowing and encourages saving, so
that in the latter case loans are paid off, credit is contracted, notes
in circulation are paid in by depositors to the banks and by them
to the Central Bank, and the cash reserves of the commercial
banks and the Central Bank are both increased, while the volume
of deposits is more than proportionately reduced by the repay-
ments of advances.

The limits to the extension of individual credit are the estimated
capacity of the borrower to repay and the corresponding willing-
ness of lenders to grant him credit. In trade circles the status and
resources of most firms in the trade are known, and reports on them
can be obtained from the banks and from various institutions
specializing in the supply of credit information, e.g. Seyds,
Bradstreets, etc., and the amount of credit, i.e. deferred payment,
which they can obtain varies accordingly. The ability of the
private person to obtain such credit varies with the estimate of his
status formed by the supplier, which often varies with the person’s
own power of creating an impression in the mind of a tradesman.
The hire-purchase system is dealt with below.
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Perils of Credit Inflation.

While the extent to which credit is being created can be readily
seen in the case of a note issue or of bank advances, it is far from
easy to keep a check on the amount of credit obtained by any
private firm or individual. When the metallic reserve held against
a note issue becomes obviously insufficient, a loss of confidence
in the paper currency immediately ensues and forces are set in
motion which, as will be seen later, tend to force either a
withdrawal of part of the issue or eventually a reconstitution of the
currency. Any excess of advances by an individual bank will
result also in a loss of confidence, withdrawals of deposits, and
eventual bankruptcy unless immediate steps are taken to rectify
the position. Where, however, a private firm or person is obtaining
credit in many directions, it is impossible for each lender to know
exactly the extent of the borrower’s liabilities unless the latter
makes a full and truthful statement of his position. Consequently,
the indiscriminate granting of credit by banks and traders is likely
to lead to overtrading by firms and persons with a limited capital
and, should any crisis arise, the inability of the firms and persons to
whom too much credit has been granted to meet their obligations
may lead in turn to the eventual bankruptcy of those who allowed
the credit. The force of competition between both lenders of money
and sellers of goods is always inclined to render it easy for more credit
to be obtained by any party than is strictly justified, and this is
particularly so since the development of the hire-purchase system.
While it must be admitted that this system enables the individual
to enjoy at once the possession of goods which he might never be
sufficiently thrifty to be able to purchase outright for cash, and
also encoutages trade and stimulates production by enabling an
immediate demand for goods to be created, at the same time it
has a tendency to induce people to purchase articles which they
would otherwise class as luxuries beyond their means and, by
tempting them to mortgage their future prospects of savings for
the immediate possession of such articles, often places them in the
position of being unable to meet some sudden and unforeseen
demand on their resources, such as illness or loss of employment,
unless they surrender the article purchased and lose all or more
than the sums they have already paid on account. Where exten-
sive purchases on this system have been made by a community
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and severe trade depression ensues, leading to less employment
and reduced wages, the inability of many purchasers to continue
their payments leads to markets becoming glutted with second-
hand goods and this serves only further to depress trade and increase
unemployment.

One of the greatest sources of the over-creation of credit is to be
found in stock exchange operations and the over-inflation of the
quoted value of securities. A stock exchange “boom” is usually
started by some extra activity in a certain branch of trade. On the
assumption that the profits of firms engaged in that trade will
benefit considerably and that dividends will be consequently
increased, the professional operators will begin to bid for the shares
of such concerns and cause them to rise in price. The interest of
the investing and speculating public is thereby aroused and buyers
appear from all quarters. Not to be outdone, dealers in the shares
of concerns having only the most remote connection with the trade
in which the unusual activity prevails, promptly proceed to raise
the prices of the securities in which they are interested, and they
can usually inspire favourable notices in the daily Press as to the
excellent prospects of capital appreciation in any and every share.
Once more the gullible public rushes in and the “boom’’ in shares
becomes general. At their increased market values, shares become
the basis for increased advances which, in turn, mean increased
bank deposits, and the additional credit passes from hand to hand
as early buyers sell out and take their profit at the higher level,
leaving the shares in possession of new buyers. It is difficult to
explain the mass psychology which induces people to believe that
the price of shares will continually mount higher and higher, and
which allows an utter disregard of the elementary principles of
finance which demand a reasonable return by way of interest on
capital invested, but it is a curious fact that at such times the
intrinsic value of shares is completely ignored and the public seems
to become obsessed with the “get rich quick” fever. In due course
sellers begin to outnumber buyers and the professional operators
again step in and, by “selling short’ large blocks of shares, force
weak holders to throw out their shares on an already falling market
until something approaching a selling panic is produced and share
values are brought down to or below the level at which they started,
and the wily professional quietly buys in the shares which he has
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sold “short” and contemplates his pass book with satisfaction.
The effect of such financially, socially, and ethically unsound opera-
tions is twofold. Weak holders of shares who have pledged their
holdings with a bank or broker as security for the advance of part
of the purchase money, find themselves unable to provide the
difference between the value at which they were pledged and the
value then current, and . must be “‘nursed” by the lenders if whole-
sale bankruptcies are to be avoided. This means that a certain
portion of the credit which has been created becomes “frozen,”’ i.e.
incapable of immediate liquidation, and thus a certain portion of
the loanable funds of the financial community is locked up, with
the result that genuine trade borrowers may not be able to satisfy
their requirements. Further, the task of repayment of such loans
by borrowers means that their savings for some time to come must
be devoted to this end and their immediate purchasing power is
therefore curtailed, leading to a general falling-off in the demand
for ordinary goods and services, with consequent depression of
trade, while the increase in bank deposits, which still remains as a
result of the creation of extra credit, has passed into the hands of
the few instead of remaining in the hands of the many. The few
are already sufficiently provided with the ordinary requirements
of life, and so are not likely to spend their increased wealth in the
purchase of consumable goods.

Speculation in commodities or in real estate is also likely to pro-
duce similar effects. The money values of such things are artificially
forced up to uneconomic levels ; the original speculative buyers sell
out at a profit, genuine buyers find the inflated cost too heavy to
make purchases worth while and so hold off; the value, in con-
sequence, starts to fall and is helped by speculative sales, and those
who bought at the top, hoping for a further rise, are left ‘“holding
the baby” and must pay their losses out of savings, thereby cur-
tailing their immediate purchasing power in other directions. The
main difference is that no one is compelled to buy stocks or shares,
but the primary products of the earth, as well as land and houses,
are essentials to any community. Consequently, the values of
securities can fall to nothing if savings are not available for invest-
ment or speculation, but there is always a demand for the essential
commodities, and any fall in values results in those producers who
are least fitted to produce and who are working on a bare margin
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of profit being driven out of production, thus reducing the total
supply and tending to bring it into equilibrium with the current
volume of demand and so preventing a further fall in values.

Prices and the Value of Money.

It has been stated that money has to act as a common denominator
of value and as a store of value. This implies that the value of
goods and services in exchange for others is measured in terms of
money and that, consequently, money itself can be said to have a
value in terms of the goods or services for which it can be exchanged.
The ratio between a certain quantity of money and the quantity of
goods or services for which it will exchange is known as the ““ price”’
of those goods or services, and the quantity of the latter which a
given sum of money will command is known as the “purchasing
power of money.”

The level of prices or the varying purchasing power of money is
one of the most complex of all economic problems, and many diverse
views and theories are held by the leading economists of the day.
It is only necessary to consider that a primary function of money
is to permit the expression of debts payable in the future in such a
form that the eventual payment involves no loss or hardship on
either debtor or creditor, to realize that the command of money
over goods and services, i.e. its purchasing power, should vary as
little as possible even over long periods; in other words, the object
of those responsible for the monetary system of a community
should be the maintenance of a reasonably stable price level. The
output of commodities necessarily varies through both natural and
mechanical causes, e.g. good or bad harvests, insect or vegetable
pests, invention of new methods and machinery, etc., and the
current value of any commodity or service will always depend on
its supply relative to its demand at any given time. Thus, the
exchange value of any individual item is bound to vary in terms
of other items, and, through them, in terms of money from time
to time. But such variations are eventually smoothed out by the
operation of the normal economic forces of demand and supply.

But when we have a widespread rise or fall in the value of goods
and services gemerally, i.e. a change in the general purchasing
power of money, this implies a variation in the value of money,
that is, a change in the general level of prices. In order to observe
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such changes, modern economic science has devoted increasing
attention to the statistical system of measuring the general level
of prices by means of what are known as “Index Numbers.” By
this system, a careful selection of certain commodities in general
use is made and the money values of these, at certain regularly
recurring periods, are recorded. Falls in the values of some, owing
to any special causes affecting those items in particular, are offset
by any rises in the values of others, also due to any special causes,
while, given a general equilibrium of supply and demand, there
should be very little variation in the total shown. If such variations
appear and cannot be accounted for by natural causes, then it is
assumed that a change has taken place in the value and purchasing
power of money itself.

To compile an Index Number presents some difficulty, and
however ingeniously compiled it can only be approximate. It is
virtually impossible to calculate exactly the relative importance in
the life of a community of any one commodity or service and, even
in a small country such as this, the standard of living varies to
some extent in different parts so that what is looked upon as a
necessity of life in one district may be a semi-luxury in another,
and the taste of Lancashire for clogs and shawls may have no
counterpart in Surrey. Retail prices are far more subject to influ-
ences of this nature than are wholesale prices since, for instance,
imported eggs may be more extensively used and so command a
better retail price in one district than another, whereas the wholesale
price for imported eggs reflects the general level of their value
throughout the country. The most important Price Index Numbers
are therefore based on wholesale prices. Moreover, in order that
the more important items should have the greater effect upon the
resulting index number, the quotations are ‘‘weighted.” Thus, if
wheat is regarded as being twice as important as beef a rise of 10 per
cent in wheat counts as much as a rise of 20 per cent in beef.

The Board of Trade Index Number is one of wholesale prices.
It considers a large number of commodities and is the generally
accepted method by which we can establish a comparison between
our prices and those ruling in other countries. It is the geometric
mean of the monthly average wholesale prices of 150 commodities,
expressed as a percentage of the 1924 average.

The Ministry of Labour’s ““Cost of Living”’ Index Number is one
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of retail prices. The Ministry, through the work of some hundreds
of skilled observers in town and country over the whole land,
attempts the difficult task of ascertaining, month by month, the
retail cost of various items upon which the working-class household
spends its income. These costs are then worked out as percentages
of costs relating to similar items in June, 1914. The average
increases are “weighted,” i.e. combined in accordance with the
typical pre-War working-family expenditure. This proportion is
assumed to be: Food, 60; Rent, 16; Clothing, 12; Fuel and Light,
8; Miscellancous (including soap, soda, ironmongery, brushes,
crockery, tobacco, fares, newspapers) 4. The list makes no preten-
sion to be an exhaustive budget; but the rather large assumption
is made that other necessary expenditure in the working-class
budget will show a corresponding variation.

The Index Number is an average. It sets aside the irregularity of
individual prices and replaces it by the regularity of prices in
general. Provided that we select with wisdom the various goods on
our list and give to each its due importance, we get a reasonably
solid basis for action in modifying existing contracts. If our method
of measuring changes commands confidence, we remove one source
of friction at all events.

Theories of Money.

Attempts to explain the causes of variations in the general
purchasing power of money, i.c. of rises and falls in the general
level of prices, have been made by economists from carly times,
and each fresh attempt is set out as a new “Theory of Money.”
All attempt to set out not only an explanation of why the pur-
chasing power of money should vary but also a scheme by which
such variations may be eliminated, or minimized, in order to ensur
that changes in the values of commodities shall be governed purely
by factors affecting the commodities themselves, and so permit the
free working of economic forces and the development of the com-
munity socially and economically without friction caused by
defects in the system of exchange. Briefly, it is held that the
product of all labour is used in the purchase of the labour of others,
or in savings which can be directed into promoting labour, and
that the ability of each to consume (and thereby promote the labour
of others) depends on the ability of others to consume the product
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of the labour of the first. In other words, specialization and the
division of labour leads to our taking in each other’s washing, and
the transfer of each different parcel of washing must be facilitated
and not hampered or rendered costly by any defect in the means of
transfer.

Quantity Theory of Money.

One much-discussed theory of the value of money contends
that the purchasing power, or value, of money depends upon the
quantity of money in existence at any given time, and on the
rapidity with which that quantity passes from hand to hand. This
theory is known as the Quantity Theory of Money and, in its
simplest form, may be expressed as follows: In any community,
at any given time, there are a certain number of exchanges of
goods and services which need to be facilitated, that is, there is a
certain amount of money-work to be done. This money-work
demands the existence of a certain number of units of money which
must pass from hand to hand sufficiently quickly to permit of the
total number of exchanges being completed as fast as they appear.
Thus, if a community has to effect 100 exchanges in one week, and
there are 100 units of money in existence in the community, and
each unit changes hands once during the week, the money-work of
the community is nicely adjusted to the quantity of money and its
rapidity of circulation. If, however, the number of units of money
available or the number of times each unit changes hands during
the period, is altered, exchanges are made too easy or too difficult
according as to whether the amount of money or its rapidity of cir-
culation is increased or decreased, and the usual factors of demand
and supply will operate to change the exchange value of each piece
of money until that value is adjusted to the amount of money-work
to be done.

Therefore, continuing the above example, if the number of
weekly exchanges in the community remains at 100 but the number
of units of money available is increased to 200, the supply of
money will be double the demand for it, and its utility will be
halved, with the result that its desirability will decrease and
only one-half of the former quantity of goods and services will be
tendered for each unit; in other words, its purchasing power will be
reduced to one-half, and prices will be doubled in terms of money.
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Similarly, if the number of exchanges remains at 100, and the
number of money units at 100, but each unit changes hands twice
in one week instead of once, the effect is the same as if the num-
ber of money units had been doubled, since each unit then per-
forms the work of two, and the purchasing power of money will
gradually decrease to one-half, which is the same as saying that
prices in terms of money will be doubled.

Like most theories dealing with economic phenomena, this theory
has its limitations and must be applied with reservations ; but its
basic truth has been proved over and over again. Increase the
number of money units or the rapidity of their circulation, e.g.
through a growing lack of confidence in the currency, without a
corresponding increase in goods bought, and prices rise; diminish
the number, and prices fall. The amazing increases in prices during
war-time multiplication of currencies are recent instances both of
increases in the number of actual units and of increased velocity of
circulation due to loss of confidence.

As long as metal itself served as the chief medium of exchange,
prices tended to vary with the total quantity of that metal in
existence and, in each community, with the power of that com-
munity to acquire and put into circulation more of the metal than
its needs justified. An undue acquisition of metal, if put into
circulation, caused such a rise in prices as would cause a falling off
in purchases and an increase in imports from other centres with
lower price levels, resulting in a movement of metal in payment of
debts until the decrease of metal in one centre, and the increase in
others caused an adjustment of the respective price levels to a
common level. This is the basis of the Gold Standard Theory and
of the Purchasing Power Parity Theory of the Foreign Exchanges,
which is referred to again later.

The enormous development of “credit’’ in the modern economic
system has rendered this simple working of the Quantity Theory
much more complicated, and has greatly obscured the effects which
should result from a community being over or under supplied with
the necessary quantity of the medium of exchange. Where the
quantity of legal money is so vastly inflated by the use of credit
instruments, representing spending power, and where no possible
control can be exercised as to how that spending power shall be used,
grave potentialities for harm exist.
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The manner in which the spending power is used is of the first
importance. Primary producers and manufacturers each depend
upon the consuming power of the other for the absorption of the
products of each. Every prudent individual endeavours to maintain
a margin between his income and his expenditure, and this margin
constitutes his savings. Through our modern banking and financial
machinery, the small savings of the individual can be made avail-
able in bulk for the requirements of agriculture and industry, but
modern concepts of the pyramiding of credit have frequently led
to bulk savings being used (and lost) in purely financial operations.
The greater part of the mass of war and post-war credit is in the
hands of the few, and the immediate consuming power of the few is
strictly limited. Unless the surplus is used in providing the masses
with consuming power, the wheel of production is slowed down,
since it is useless to produce if the product cannot be consumed.

In the opinion of many, much of the recent world distress—
starvation in the midst of plenty—is due to the mis-direction of
money into channels not directly concerned with production and
consumption, e.g. Government and Municipal Loans. The wealth,
or accumulated spending power, is there and the consuming power
of the masses remains. The problem is to place the purchasing
power in the hands of those who will use it for the purchase of
consumption goods, and so, by giving a fresh stimulus to production,
promote employment in the primary industries, which, in turn, will
give fresh purchasing power to those employed therein to be passed on
to those engaged in other branches of production and distribution.

Space does not permit of the problem being more than cursorily
examined, but the point must be borne in mind when considering
many aspects of internal and international banking and finance, and
particularly in any consideration of trade cycles and financial crises.

Other Theories of Money.

Many other theories have been put forward from time to time
by eminent economists, most of them being based on the Quantity
Theory, but aiming at a more full and exact exposition of the
relation of money, credit, and prices. The modern endeavour is
to expound a theory in mathematical form, and to arrive at a
formula which, when its constituents are known, will express that
relationship and its varijations exactly.
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Professor Cannan accepts the view that money is a commodity.
But he argues that the total volume of money in existence is so
large that the normal fluctuations in its volume are too small,
relative to the total, to have an effect comparable with the effect
produced by alterations in the supply of other commodities and
that, therefore, money cannot be regarded as being governed
strictly by the operation of the law of supply and demand. He
also argues that the demand for money is not produced by the
number of transactions to be financed, but by the willingness of
individuals to hold money. It is this “unspent margin” that
constitutes the ‘“ quantity of money” and with it the value of the
monetary unit. So ‘“we think of the demand for houses as coming
not from the persons who buy and re-sell or lease and sub-lease
houses, but from the persons who occupy houses.” This theory does
not disagree with the view that the purchasing power of money
varies with the relation between the demand for and the supply of
it, but differs from the orthodox as to the factors constituting and
affecting demand and supply.

The American economist, Irving Fisher, puts the Quantity Theory
in this form: ‘“The general level of prices tends to vary directly
with the quantity of money and its rapidity of circulation (i.e. its
supply), and inversely with the activity of exchange (i.e. the demand
for money indicated by the number of goods exchanged multiplied
by their prices).” He denotes this ‘‘equation of exchange’ by
calling the price level P, the quantity of money in circulation M,
the velocity of circulation V¥, and the volume of trade T, arriving
therefore at the following equation—

MxV
Poc><

or as PT = MV

This is elaborated to include credit instruments when used as money,
by denoting such instruments as M’ and their velocity of 