THE PURCHASING POWER OF MONEY



THE MACMILLAN COMPANY
NEW YORX - BOSTON : CHICAGO
SAN FRANCISCO

MACMILLAN & CO., LimtreD
LONDON » BOMBAY * CALCUTTA
MELBOURNE

THE MACMILLAN CO. OF CANADA, L.
TORONTO



THE PURCHASING POWER
OF MONEY

ITS DETERMINATION
AND RELATION TO CREDIT
INTEREST AND CRISES

BY

IRVING FISHER

PROFEBSOR OF FOLITICAL ECONOMY IN YALE UNIVERSITY

ASSISTED BY

HARRY G. BROWN

INETRUCTOR IN FPOLITICAL ECONOMY IN YALE UNIVERRITY

Neto otk
THE MACMILLAN COMPANY
1912

AT rights reserved



CorvrIoHT, 1011,
By THE MACMILLAN COMPANY,

Set up and electrotyped.  Pubilished March, xg11.  Reprinted
February, 1912,

Nosiuoat Presy
J. B. Cushing Co. — Berwick & Smith Co.
Norwood, Mass., U.8,A,



Co
THE MEMORY OF
SIMON NEWCOMB
GREAT BCIENTIST, INSPIRING FRIEND,

PIONEER IN TEE 3TUDY
OoF

€ 3OCIETARY CIRCULATION”






PREFACE

THE purpose of this book is to set forth the principles
determining the purchasing power of money and to
apply those principles to the study of historical changes
in that purchasing power, including in particular the
recent change in “the cost of living,” which has aroused
world-wide discussion.

If the principles here advocated are correct, the pur-
chasing power of money-— or its reciproeal, the level of
prices —depends exclusively on five definite factors:
(1) the volume of money in circulation; (2) its velocity
of circulation; (8) the volume of bank deposits subject
to check; (4) its velocity ; and (5) the volume of trade.
Each of these five magnitudes is extremely definite, and
their relation to the purchasing power of money is defi-
nitely expressed by an “equation of exchange.” In my
opinion, the branch of economics which treats of these
five regulators of purchasing power ought to be recog-
nized and ultimately will be recognized as an exact
science, capable of precise formulation, demonstration,
and statistical verification.

The main contentions of this book are at bottom simply
» regtatement and amplification of the old % quantity
heory ™ of money. With certain corrections in the usual
statements of that theory, it may still be called funda-
nentally sound. What has long been needed is a candid
‘eéxamination and revigion of that venerable theory rather
han its repudiation.

Yet in the voluminous literature on money, there seems
0 be very little that approaches accurate formulation and

u
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rigorous deronstration, — whether theoretical or statis-
tical.

In making this attempt at reconstruction, I have the
satisfaction of finding myself for once a conservative
rather than a radical in economic theory. It has seemed
to me a scandal that academic economists have, through
outgide clamor, been led into disagreements over the
fundamental propositions concerning money. This is due
to the confusion in which the subject has been thrown
by reason of the political controversies with which it has
become entangled.

As some one has said, it would seem that even the
theorerns of Euclid would be challenged and doubted
if they should be appealed o by one political party as
against another. At any rate, since the *“quantity
theory” has become the subject of political dispute, it
has lost prestige and has even come to be regarded by
many as an exploded fallacy. The attempts by pro-
moters of unsound money to make an improper use of the
quantity theory —as in the first Bryan campaign — led
many sound money men to the utter repudiation of the
quantity theory. The consequence has been that, espe-
ciglly in America, the quantity theory needs to be rein-
troduced into general knowledge.

Besides aiming to set forth the principles affecting the
purchasing power of money, this book aims to illustrate
and verify those principles by historical facts and statis-
tics. In particular, the recent rise in prices is examined
in detail and traced to its several causes.

The study of the principles and facts concerning the
purchasing power of money is of far more than academic
interest. Such questions affect the welfare of every in-
habitant of the civilized world. At each turn of the tide

of prices, millions of persons are benefited and other
millions are injured.
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For a hundred years the world has been suffering from
periodic changes in the level of prices, producing alter-
nate crises and depressions of trade. Only by knowledge,
both of the principles and of the facts involved, can such
fluctnations in future be prevented or mitigated, and only
by such knowledge can the losses which they entail be
avoided or reduced. It is not too much to say that the
evils of a variable monetary standard are among the most
serious sconomic evils with which civilization has to deal;
and the practical problem of finding 2 solution of the dif-
ficulty is of international extent and importance. I have
proposed, very tentatively, a remedy for the evils of mon-
stary instability. DBut the time is not yet ripe for the
acceptance of any working plan, What is at present most
needed. is a clear and general public understandmg of
principles and facts.

Toward such an end this book aims to contribute : —

1. A reconstruction of the quantity theory.

2. A discussion of the best form of index number.

8. Some mechanical methods of representing visually
the determiration of the level of prices.

4, A practical method of estimating the velocity of
circulation of money.

5. The ascertainment statistically of the bank deposits
in the United States which are sulyect to check, as distinct
from “individnal deposits,” as usnally published.

6. An improved statistical evaluation of the volnme
of trade, as well as of the remaining elements in the
equation of exchange.

7. A thorough statistical verification of the (recon-
structed) quantity theory of money.

Asg it is quite impossible to do justice to some of these
subjects without the use of mathematics, these have been
freely introduced, but have been relegated, so far as
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possible, to Appendices. This plan, which is in accord-
ance with that previously adopted in The Nature of Cap-
ttal and Income and The Rate of Interest, leaves the text
almost wholly nonmathematical.

Most of the statistical results review and confirm the
conclusions of Professor Kemmerer in his valuable Money
and Credit Instruments in their Relation to Greneral Prices,
which appeared while the present book was in course
of construction. I am greatly indebted to Professor
Kemmerer for reading the entire manuscript and for
much valuable criticism threughout.

My thanks are due to Professor F. Y. Edgeworth of
All Souls’ College, Oxford, and to Professor A. W. Flux
of Manchester for kindly looking through the manuseript
of the Appendix on index numbers and for suggestions
and criticisms.

To Dr. A. Piatt Andrew, now Assistant Secretary of
the Treasury, my thanks are due for his kindness, as
Special Assistant to the National Monetary Commission,
in putting the resources of that Commission at my dis-
posal, and in working out, from the records of the office
of the Comptroller of the Currency, the volume of deposits
" subject to check at various dates in the past. For codper-
ation in carrying out these same calculatiors, I am like-
wise indebted to Mr. Lawrence O. Murray, Comptroller
of the Currency. 'These valuable figures are the first of
their kind,

To Mr. Gilpin of the New York Clearing House, my
thanks are due for his kindness in furnishing various
figures asked for and cited specifically in the text.

To Mr. Richard M. Hurd, President of the Lawyers
Mortgage Co., I am indebted for reading parts of the
manuseript and for valuable eriticism.

To Mr. John O. Perrin, President of the American
Naticnal Bank of Indianapolis, I am indebted for statistics
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of the *activity” of bank accounts in his bank, and for
similar figures I am indebted to the officers of the National
New Haven Bank and the City Bank of New Haven.

My thanks are due to the Fronomic Journal for permis-
gion to use unaltered some parts of my article on “The
Mechanics of Bimetallism,” which first appeared in that
journal in 1894.

My thanks are due to the Journal of the Royal Statistical
Society for similar permission with reference to my article
on “A Practical Method for estimating the Velocity of
Circulation of Money,” which appeared in December,
1909,

A rpumber of my students have rendered valuable
gervice in gathering and codrdinating statistics. I would
especially mention Mr, Seimin Inaoka, Mr. Morgar Porter,
Mr. N. S. Fineberg, Mr. W. E. Lagerqnist, now in-
structor at Cornell University, Messrs. G. 8. and L. A.
Dole, Dr. John Bauer, now assistant professor at Cornell
University, Dr. John Kerr Towles, now instructor at the
University of Illinois, Dr. A. 8. Field, now instructor at
Dartmouth College, Mr. A. G. Boesel, Mr. W. F. Hicker-
nell, Mr, Yasuyirc Hayakawa, Mr. Chester A. Phillips,
and Mr. R. N. Griswold. Mzr. Griswold performed the
lengthy caloulations involved in ascertaining an index
of the volume of tfrade.

There are two persons to whom I am more indebted
than to any others. These are my brother, Mr. Her-
bert W. Fisher, and my colleague, Dr. Harry G. Brown.

To my brother my thanks are due for a most searching
criticisin of the whole book from the standpoint of peda-
gogical exposition, and to Mr. Brown for general criticism
and suggestions as well az for detailed work throughout.
In recognition of Mr. Brown's assistance, I have placed

his name on the title-page.
IRVING FISHER.

Yarg Urnrvererry, February, 1911.



SUGGESTIONS TO READERS

1. The general reader will. be chiefly interested in
Chapters I-VIIIL

2. The cursory reader will find the gist of the book in
Chapter II.

8. Objectors to the quantity theory will find their theo-
retical and statistical objections discussed in Chapters
VIII and XII respectively.

4. Students of finaneial history should read Chapter XII,

5. Currency reformers should read Chapter XIIL.

6. The appendices are addressed mainly (though not
exclusively) to mathematioal economists, for whom the chief
interest will probably lie with the Appendix to Chapter
X, on Index Numbers, (which should be read as a whole,)
and § 6 of the Appendix to Chapter XII, on the Method
of Determining Velocity of Circulation.

7. The remainder of the Appendix to Chapter XII is
supplied chiefly in order that statistical critics may be en-
abled to verify the processes described in the text.

8. Chapter X and its Appendix are of chief interest to
students of index numbers, a subject as fascinating to some
as it is dry to others.

9. The analytical table of eontents, the index, and the
running page headings have been constructed with espe-
cial reference to the varying needs of different classes of
readers.

The book is, however, designed to constitute a complete
whole, and it is hoped that as many as possible of those
who approach it from special viewpoints may, in the end,
read it all.

i
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