THE MECHANISM OF
EXCHANGE



Oxford University Press
London  Edinburgh  Glasgow  Copenhagen
New York Toromio Melbotrne Capetown
Bombay Calcutia Madras Shanghai
Humphrey Milford Publisher to the UNIVERSITY



THE MECHANISM OF
EXCHANGE

A HANDBOOK OF ECONOMICS

(CURRENCY, BANKING AND TRADE)

BY

JOHN A. TODD, M.A. (Oxon.), B.L. (Grascow)

PRINCIFAL OF THE CITY BCHCOL GF COMMERCF, LIVERPOOL
SOMETIMR LECTURER tIN ECONOMICS, BALLTOL COLLEGE, OXFORD
LATE PROFESSOR OF ECONOMICS ARD COMMERCE, UNIVERSITY COLLEGYF, NOTTINGHAM
FORMERLY OF TIE KHEDIVIAL SCHOOI. OF LA\V. CAINO
AUTHOR OF ‘THE SCIENCE OF PRIGES °, ‘ THE WOKLD'S COTTON CROFS’, ETC.

THIRD EDITION

OXFORD UNIVERSITY PRESS
LONDON : HUMPHREY MILFORD



PREFACE TO THE THIRD EDITION

As a result of the War, Economics has come into its
own. Its reputation of a generation ago as the dismal
science had for many years before the War been gradually
giving place to a fuller appreciation of its value as the
science of everyday life; but its practical importance
never came home to the man in the street. and esveciallv

ADDENDUM

An inset has been added 1o the last chapter,
dealing with the Currency and Bank Notes
Act, 1928

our bustness and manutacturing interests were so wide-
spread that every onc was affected, even although he
never touched foreign business at all. Qur internal
monetary and financial system was involved in the break-
down of the foreign exchanges, so that the trouble was
brought home to every one in the most direct way—
through his pocket. The natural result was a striking
revival of interest in econemic problems; and questions
of currency, banking, and trade naturally attracted the
greatest attention, because they were the first to be
affected by the convulsion. Business men of all kinds,
finding their business paralysed by the breakdown of the



PREFACE TO THE THIRD EDITION

AS a result of the War, Economics has come into its
own. Its reputation of a generation ago as the dismal
science had for many years before the War heen gradually
giving place to a fuller appreciation of its value as the
science of everyday life; but its practical importance
never came home to the man in the street, and especially
the business man, as it did during the War. The reason
is very simple. The War struck at the very roots of our
whole business and financial system by its devastating
effects on our foreign trade, and therefore upon all the
complicated financial machinery which has grown up
round international trade. Even before the actual declara-
tion of war that system had, for the time being, almost
completely broken down ; and the disturbing effects upon
our business and manufacturing interests were so wide-
spread that every one was affected, even although he
never touched foreign business at all. Our internal
monetary and financial system was involved in the break-
down of the foreign exchanges, so that the trouble was
brought home to every one in the most direct way—
through his pocket. The natural result was a striking
revival of interest in economic problems; and questions
of currency, banking, and trade naturally attracted the
greatest attention, because they were the first to be
affected by the convulsion. Business men of all kinds,
finding their business paralysed by the Lreakdown of the
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usual monetary and financial facilities, wanted to know
why, and they found that the answer lay with the
economists,

This newly realized importance of their subject is
naturally gratifying to economists who have always
believed in their science, but it imposes a corresponding
obligation upon them. The teaching of the subject must
now be brought up to date, by showing how the experi-
ence of the War has confirmed or modified the accepted
doctrines of Economics, or affected the form of their
presentation. It is of course impossible to do so with
any hope of finality. Even after eight years of ‘ peace’
we are hardly within sight of the time when the whole
position of our monetary systemn may be re-stated in terms
of what has happened to it during and still more since
the War. It is not yet possible to regard the system as
having reached a static condition of affairs, or to describe
it in less than three tenses. Thisx book must therefore
still describe at least two entirely different things: (a) the
pre-war system of currency and credit, and (5) what
happened to that system during and after the War, As
to the first, the book remains pretty well as it was
written, The second part was bcgun in the second
cdition by an additional chapter on the further eftects of
the War ; but in this edition that with other new matter
has been as far as possible fitted into its proper place in
the original text. To this has been added a description
of what happened after the War, up to the resumption of
the Gold Standard. This has of necessity been very
severely condensed, but it is so essential that some
account of these momentous years should be included
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that the writer has preferred to risk the dangers of undue
compression.

The real difhculty still remains, namely, to imagine
what is going to be the final state of affairs to which we
shall ultimately return. That is of course a matter of
acute controversy in many respects, and all that can be
done is to suggest certain possible lines of development.
It is certain that the old pre-war system will never be
restored in its entirety. But in the mecantime we must
have something to go on with, and it seems to the writer
that the time has come when an attempt must be made
to gather up the threads of our experience during these
dreadful years, and see if possible whither they are
leading us.

In preparing this book, as in 7/e Science of Prices, the
writer has attempted to carry out his long-cherished
ideas of how Economics ought to be studied by the
elementary student, or by the business man who wants
to understand how economic problems affect him in his
business. Economics is the science of everyday life, and
its study must be a constant application of theories to
actual conditions. It must above all things be a living
science, enabling the student to see his own everyday
life through economic spectacles, to realize that he is
“living’ economics all the time. To do so he must be
taught not only the accepted theories on the subject, but
also how and where to get the facts, how to handle
these facts, and how to appreciate them rightly. With
this view a certain amount of statistical information on
the problems dealt with in the book has been collected
in an Appendix, with in every case the source of the
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information. In this edition the Statistical Appendix
has been brought down to date as far as possible, and in
most cases this has involved cutting out a great many of
the figures for intermediate dates.  Statistics which were
given weeckly in the original edition can now only be
given monthly or quarterly, owing to lack of space.

The first two diagrams given in previous editions have
now grown so large that it is impossible to reduce them
to the size of a text-book page. A new diagram of
price movements and banking and credit statistics since
1914 has been substituted for that given in former
editions which covered the history of these movements
back to the earliest dates available.

At the end of each chapter references are given to the
particular chapters of any book which the writer has used,
or to other bocks which the student should find useful
for further reading in conjunction with the chapter. In
this way it has been hoped to avoid the necessity of
frequent references throuzhout the text, which are worse
than useless to the class of readers the writer has in
view.

JOHN A. TODD.

CITY ScHOOL oF COMMERCE, LIVERPOOL
May, 1921.



CONTENTS

PAGES
CHAPTER L. INTRODUCTORY

The meaning of exchange value.—Money the means of exchange.—
Prices and value.—DPossible effect of the mechanism of exchange
upoen values . . . . . . . . . . I-5

CHAPTER II. THE HISTORY OF EXCHANGE

The place of exchange in production.—The development of ex-
change,—Its a(‘\antages—lhe essenttals of exchange.—The

trader class.—Means of transport.—~Money breaks up barter into
sale and purchase . . . . . . . . . 6-13

CHAPTER III. MARKETS

Markets and market price—Meaning of a market.—Law of
markets.—Local . world-wide markets,—Short 2. long markets.—
The Stock and Produce Exchanges . . . . . I4-24

CHAPTER 1V. THE FUNCTIONS OF MONEY

The fonctions of money,—Its evolution.—How the precious metals

came to be chosen as money.—Their advantages.—Development
of the modern form of coinage , . . . . . . 25-34

CHAPTER V. THE QUANTITY THEORY OF
MONEY

The value of money is its purchasing power.—Quantity theory of
money.—Variations of its purchasing power or general lsvel of
prices.—Index Numbcers—The meaning of Mouey —Metallic
money with full intrinsic value, Token money, l"m.per money,
Bankers' money, and the Credit system . 35-44

CHAPTER VI, THE QUALITIES OF GOOD
COINAGE

Intrinsic value and legal tender value.—Right, weak, and strong
money.—Free mint and mint price. —Gratuitous coinage.—

Brassage and seigniorage.—Gresham’s Law.—Token money . 43-53



X CONTENTS

PAGES
CHAPTER VII., BIMLETALLISM

The meaning of the questinn and its importance. —[nsnfficiency of
gold alone for the worli's currency requirements.—Instabality
of the value of gold.—Difficulties of national bimetallism —The
Latin Urion an its history.—The position of India and America,—
Possibilities of Tuteruational Bimetallism . . . - 59-77

CHAPTER VIil. PAPER MONEY

Different kinds of paper moncy.—Diflerences Letween paper and
metallic money, —Limits of issue of paper money. —Signs of over
issie.—\War Paper Currencies . . . . . . 7890

CHAPTER 1X, THE CREDIT SYSTEM

A system of deferred payment and of doing morey’s work withont
the use of cwirency.—The functions of a bank.—The Clearing
Hounse.—Deposits and dizcounts.-~Bank notes contrasted with
(@) bills of excliange and .4 inconvertible paper money. —Asscts
and liabilitics of a bank.— Reserves  , . . . gL-107

CHAPTER X. THE ENGLISH BANKING
SYSTEM
The Bank of England,— The Other Banks.—Lombard Strect.—
Where they get their money and what they do with it —T'he Bank
Charter Act, 1844,—The Issue Department of the Bank of
England.—Regulation of bank note issues in other countries,.—
The Banking Department—The Weekly Retarn,—The Reserve 103-130

CHAPTER XI. TIE RATE OF EXCHANGE

International trade a return to the system of barter.—The law of the
balance of trade.—Foreign bills and the Rate of Exchange.—
Course of Exchange.—Variation of the Rate of Exchange.—-Its
effects and its limits. —Gold points.—The cause of the foreign
drain . . . . . . . . . . . 131-138

CHAPTER Xl1I. A FINANCIAL CRISIS

The Protection of the Reserve.—Raising the Bank Rate.—Its effect
on the foreign drain and on the home money mark:t.—Usual
course of a crisis.— Suspension of the Bank Act.—The War crisis
0f191’4 . . . . . . . N . . 130_160



CONTENTS xi

PAGEY
CHAPTER XIII. THE TEST OF THE QUANTITY
THEORY

Was it true before the War!—The facts of the rold snpply and
prives.—How does it work —Money of all kinds and credit.—
The gold control of credit,—The War experience. —\Why prices
have riscn —Paper money.—Credit inflazion . . . 161-180

CHAPTER XIV. THE BALANCE OF TRADE

The law of the balance of trade.—Customs returns of imports and
exports.—Invisible exports and imports,—International trade of
Great Britain.—Eflect of the War upon the world’s trade . 181-202

CHAPTER XV. THE THEORY OF INTER-
NATIONAL TRADE

The advantages of foreign trade, —The theory of comparative cost —
Free trade ». protection.—A question of policy not principle.—
Its application to varions countries. —Arguments in favour of pro-
tection, and objections.—Import duties and bounties . 203-218

CHAPTER XVI. THE POST-WAR FERIOD

Progress of Prices.—Post-Armistice slump.—Post-war boom.—De-
flation.— Cunliffe Committee.—Currency Notes.—Bank Notes.—
The Gold Standard.—Cost of production of gold.—Silver.—
Foreign Exchanges.—Purchasing power parity theory.—Balance
of trade and indebtedness.—Reparations and inter-allied debts.—
Future note issue and credit control . . . . . 219-246

STATISTICAL APPENDIX

TADLE PAGES
I. World's Production of Gald and Silver since the discovery

of America, and the probable Stock of Gold . . . 248-9

1. World’s Coinage of Gold and Silver, 1876-1925 . 250

ITI.  Imperial Gold, Silver, and lironze Moneys issued from the
Royal Mint, London and Light or Worn Coin withdrawn

from c:rcu]:mon 1900-25 . 251

IV. Average Price of Silver, and Se:gmorage on the Silver
Cainage of the United ngdom, 1870-1926 . . . 252
V. Todex Numbers, 1782-1¢26 . . 253
VI. Index Numbers of W ho]es11e and Retall Pnces, 1914 2% « 254-5
VIi. Currency Note Issue, tgr4-27 . . 250-7

VIIL  Statistics ol the Banhers Clearing House, London lSGb ig26 258
VIilIa. Weekly Return of the Bauk of England . . . . 259



xii CONTENTS

TADLE
IX. Banking Statistics of the United Kingdom, 1895-1926:
(1) Bank Deposits, {2} Note Circulation, (3) Bank Rate,
(4) Principal Assets .
X. Analysis of the Balance Sheets “of the ‘ng Five’ Bnnks,
1913-27 . .
XI1. Analysis of the Weekly I\eluru 1914 27 . .
XII. London Cour-e of Exchange . . . . .
XIIT. Foreipn Exchanges on London . . .
XIV. Effect of the War on the Foreign I:.xuhanges
XV. New York Exchanges on Europe, 1914-27.
- XVI. (1) London Money Market Rates, (2) i‘orur*n Money
Market Rates . . .
XVIIL Foreign Trade of the United Klngdnm, 1861~ 1916
XVIII, Composition of the Trade of the United Kingdom, 191 ‘;-36
XIX. Direction of the Trade of the United Kingdom, 1913-25
XX. Monthly Trade Returns of the United Kingdom, 1913-27
XXI. Volume of British Imports and prurls and bhlpp:ng,
1913-26 . . . .

INDEX . . . . . . . . . . .

D1aGRAM OF PRICE MOVEMENTS, BANKING, AND CREDIT

PAGE

260-1

. 2623

. 264-5

260
a6y
268
269

270
271
271-3

.« 274-5
. 276-7

. 278~y
281



