


DhananjlY- GadgiJ Lihnry 

Ilm~~~~DIW~mD 
GIPE-PUNE-011392 



SERVANTS OF INDIA SOCIETY'S LIBRARY, 
POONA 4 

CI. No. I "'L...... 'I Date of release for loan 
A N ) -.J. . . 

~. o. . • 

This book should be returned on or before the 
date Jast mentioned below. 

An overdu. charge of 5 paise will be levied 
for .acla day the book is kept beyond this d~te. 

I I :~~ I§S5 I ~.- /- 83 23 FF'" '''y1 

2 2 ti .. l1966 ~~rIJ l~~ 7 f.w\ l~~'-
2 8 DEC ,,'s ,'( · 9' FEB 1996 
:,6 DEC 1978 ').Y/I /~.,.. 2 MAP. t;9R 
2" AUG 1975 tar 2-[85 

:J rt· , ,. ~o r I 
1. '.~ 1- I.~- ~fj '1.~ 

1'2.-,. C I 71//%:1 

~~~~~ ~til~ 
"". /I'H S1-- t FE B \ 9

f 
4 

r("\ 

Jb~ 
{ 'j; 1-\, 

t?t-' 
•• B. p. Po 



LECI'URES ON 
POLmCAL ECONOMY 



LECTURES ON 
POLITICAL ECONOMY 

Dr 

KNUT WICKSELL 

LIONEL ROBBINS 

VOLt1IIB Two 

M.ONEY 

LoNDON: 

GEORGE ROUTLEDGE AND SONS, LTD. 
BROADWAY HOOSB, 68-74 CARTD LAn:, E.C. 

1935 



PBIIfTED IIf GUAT BBlTAIlf BY 

8TUDll A'0'8TIIf AllD 80118, LTD., .DnoaD. 



CONTENTS OF VOLUME II 
:rAG. 

INTRODUCl'ION 1 

I. THE CONCEPTION AND FUNCl'IONS OF MONEY 2 

1. TH. ECONOIOO ImoBTDClI o:r MonY IS 

2. MonY .AI ~ Must1Bll aD STOB o:r V.u.17II II 

a. MON.Y .AI ~ MBDIUJI o:r EXCIUlfG. • 15 

4. TH. RBuTJOB BI:TWI:U MODY aD ClumJT . 2' 

n. CURRENCY 29 

1. TuB Pumo178 MBT.us .AI Ct7BIumar 29 

2. CtlBBuar IX MODBBN Tuns 36 

a. SwBDISB Ct7BIumC1' HmTOBY . " 4. TH. TBCBmQ17II o:r Ct7BIumar • 48 

IS. STDD4BD MONBY aD TOXD MonY lSI 

II. MODY nOM ft. LEGAL POmT o:r Vmw • M 

m. THE VELOCITY OF CIRCULATION OF MONEY. 
BANKING AND CREDIT 69 

.. 1. ON VI:LOCJT1' o:r CmouL.lTJON IX GJDlDAL • 69 

• 2. VmTt7.u. VI:LOCJT1' o:r CmOUL.a.TJOB • 67 

,3. FOBMS o:r ClumJT 70 

4. ,So ... lIIsTOBlc.u. Nons ON TlIB OmaD o:r:8ABE:ma • 73 

• 6. MODBBN:8ABE:ma 79 ., 



vi OONTENTS 
rAO. 

6. THE" IDEAL BANX II AND THB OBSTACLB8 TO IT'8 RJ:ALIZATI01l' 87 

(0) Small Payments. BanknoteB 88 

(b) international Payments 91 

(c) The Foreign Exchanges 102 

(d) Exchange Parity and Gold.points 107 

(e) The Central Banks' Discount Policy when there ia an 
Effiux of Gold 109 

(f) Coins of Small Denomination. Gold Premiums. The Loan 
Policy of the Central Banks • 115 

(g) The Regulation of International Payments without 
Bullion. . 119 

(h) The Final Obstacles to a Pure Credit System • 122 

IV. THE EXCHANGE VALUE OF MONEY • 127 

1. WHAT IS UNDERSTOOD BY THE EXCHANOB VALUB or M01l'IIY , 

THE V ALUB or MONEY AND CoMMODITY PIuCBS 128 

2. THE AVERAGE LEvEL 011' PRICES 132 

3. THE QUANTITY THEORY 011' TllJ: V ALUB OJ' MOlJJIY 141 

4. THE COST OJ' PRoDUCTION THEORY 146 

5. MODERN THEoBIBS 153 

6,.... THE DEIl'ECTS OJ'THB QUANTITY THEORY. AJJ ATTIDIJ"l' AT A 
RATIONAL THEORY 159' 

7:, THE INFLUBNOB OJ' CREDIT ON CoMMODITY PRICES 168 

8. A CmTICISlII OJ'TRB THEOBIBS OJ' RIOARDO AlID TOOKE 175 

9. ~ POSITIVB SOLUTION" • • • 190 

../ Note on Trade Cycles and Criaes • 209 

10. CoNCLUSIONS. THE PRACTICAL OBoAlOZA.TIOll OJ' CuBBoCY. 215 

Note on Irving Fisher's Propoea.l for the P.egulation of the 
Purchasing Power of Money • • 225 

AUTHORS INDEX. 

SUBJECT INDEX • 

229 

231 



INTRODUCfION 



I. THE CONCEPTION AND FUNCTIONS OF MONEY 

BIBLIOGRAPHY.-The literature on the subject of money is abundant. 
According to an estimate of C. Menger (in his article .. Geld" 
in Conrad's Handwiirterbvch) an approximately complete 
bibliography would fill an octavo volume of over 300 pages. 
Yet its importance is not proportionate to its scope; of courso, 
the innumerable .special treatises on the money of different 
countries and different ages have their value, but the standard 
works which have advanced our knowledge of the nature and 
laws of money are comparatively few. As regards the general 
theory of money, the views of the classical school are represented 
by the works of Adam Smith, and especially of Ricardo and 
J. S. Mill (Principles, book iii, ch. vii-xiii and xix-xxiv). Mill'. 
presentation is, however, marred by his attempt to combine 
two fundamentally opposite outlooks. 

For a general survey of modem money and monetary 
theories we recommend the excellent essay by E. Nall86, in 
SchOnberg's HanJhuch (supplemented by W. Lexie, and by 
C. Menger's essay in the Handwiirterbvch, which is more 
theoretical). Jevons's Money and the Mechanilm of Euha"1le 
(which is available in several languages) is substantial and 
very readable, though without great originality. A new, 
exhaustive, and in every respect valuable work is Helfferich'. 
DaB Geld, in the Frankenstein collection, Hand- und LeArbudi 
der Staat8t.tJiBBenBchajten. G. F. Knapp makes some noteworthy 
contributions to terminology in his StMtllcM Theone da 
Gildea (1905), and his account is attractively written, though 
somewhat one-sided. 

The chapters relating to money in T. H. Aschehoug'. 
Socialiikcmomik (ch. 58 et seq.) are of special interest for 
Scandinavian readers. 

Further references will be given under the main headings. 

In the introduction to the first volume an account was 
given of the plan and general arrangement of theBe lectures. 

2 



INTRODUCTION 3 

In that plan the theory of the medium 0/ euhange, money and 
credit, occupied the fifth and last of the sub-divisions of the 
general or theoretical part, of which three have been treated 
in Volume J.1 Similarly this volume is primarily tkeoreticaZ. 

To preserve continuity, however, we shall, in PaBBing, also 
deal with certain technical questions relating to currency and 
credit, although, strictly speaking, these belong to the next 
section, which is devoted to applied economics. Meanwhile, 
it is to be noted that we are concerned here only with one 
part or phaae of the extensive field of credit; namely that 
which is indissolubly bound up with money, in so far as credit 
forms, in common parlance, a Matitute for ready money (or, 88 

we prefer to express it, a means of accelerating the real or virtual 
velocity of circulation of money-eince, for the present, we 
mean by money only metallio money). The other phases of 
credit will be more suitably treated in the various sections on 
practical economicS--tl.g. under agriculture and industry 
(agricultural and industrial credit) and especially under trade; 
for not only does trade regularly employ credit, but it also has 
a special branch which consists of trade in credit; dealing in 
shares, the issuing system, and the stock exchange, with which 
a large part of banking is concerned. 

The theory of money, delimited in this way. constitutes 
a complete and rounded whole, which eminently belongs to 
the province of economic science. In all other economic spheres 
other circumstances, such 88 technique, natural conditions, 
individual or social differences. play a role which science can 
only imperfectly survey and control But, with regard to 
money, everything is determined by human beings themselves. 
i.e. the statesmen, and (so far 88 they are consulted) the 
economists; the choice of a measure of value, of a monetary 
system, of currency and credit legislation-all are in the hands 
of society, and natural conditions (e.g. the scarcity or abundance 
of the metals employed in the currency, their chemical properties, 
etc.) are relatively unimportant. Here, then. the rulers of 

I [It will be remembered that the subdivision dealing with population wu 
omitted from Volume I.-Ed.] 
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society have an opportunity ot showing their economic WisdOIl 

-or tolly. Monetary history reveals the tact that tolly ha 
lrequently been paramount; tor it describes many tatefu 
mistakes. On the other hand, it would be too much to sa,1 tha 
mankind hasleamed nothing trom these mistakes. Undoubtedly 
we have advanced tar in the theory and practice ot money iJ 
the last 100 to 150 years. Meanwhile there still remain in thi 
field a number ot dark places which must be illuminated; ther' 
are still different, even diametrically opposed, opinions on th 
most vital questions, which is the more to be regretted sino 
transactions involving money and credit daily gain ground a 
the expense ot the old system ot barter. Consequently eve] 
smaller errors may nowadays have serious consequenoes, sinc, 
every disturbance makes itsel£ telt in a much higher degree an« 
over a much wider area than tormerly. 

For various reasons, it is impossible to give an aooount he~ 
ot all the different views which have been held conoemml 
money. Even a summary review ot them would, I tear, produo 
in most readers a sense ot confusion and insecurity. I sha] 
theretore content mysel£ in the main with a connected accoun 
ot the view which seems to me most correct. Only on certaU 
specially important points, in which the con1lict betwee] 
opposing theories has been ot epoch-making and world-widl 
importanoo, will a full and exhaustive account be given. 



1. The Economic Imparlance oj Money 

We have hitherto considered production, distribution, and 
exchange as it they were effected without the assistance of 
money: in other words, as it labourers, landowners, and 
capitalists receiTed an apportionment of the product in kind
as regards the two first categories, moreover, an apportionment in 
advance, from a pre-existing supply or stock of similar goods
and then exchanged among themselves the products so acquired. 
In such a case, we are not concerned with any other price than 
the relative prices of the commodities. Interest was regarded as 
the direct expression of the marginal productivity of real capital 
itself, or as the difference between the marginal productivity of 
saved and current (present) labour and land; or, more correctly, 
as the marginal productivity of .. waiting ", in which it was of 
no importance whether the owner of productive capital was 
himself regarded as the entrepreneur or whether he was regarded 
as having lent his capital to another entrepreneur. We did 
not, in principle, take any entrepreneur" yrojiJ, strictly so-called, 
into consideration, but assumed that as soon as the field of 
production was large anough to permit full and free competition 
between entrepreneurs, it would tend towards zero. This 
simplification of the problem is absolutely necessary in a pre
liminary treatment of economio phenomena, because actual 
eoonomio life is usually too complex to be examined directly 
with any chance of suocesa. It is also permissible-as a first 
approximation-because there can be no doubt that, in many 
cases, transactions which are made with the assistance of money 
can be conceived as having been made without its intervention. 
Among the many similes which have been employed to illustrate 
the nature and functions of money that which describes it as the 
oil in machinery is, from many points of view, the most 
appropriate. Oil is not a component part of a machine; it is 
neither a motive force nor a finishing tool; and in an absolutely 

15 
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perfect machine a minimum of lubrication would be required. 
Naturally, however, our simplification is only provisional. 
Economists frequently go too far when they assume that the 
economic laws which they have deduced on barter assumptions 
may be applied without qualification to actual conditions, in 
which money actually effects practically all exchangelJ and 
investments or transfers of capital. The ideal machine, running 
without friction, and therefore without a lubricant, has not yet 
been invented, even though we have perhaps approached nearer 
to perfection in the economic field than in the mechanical field. 
The use--or the misuse--of money may, in fact, very actively 
influence actual exchange and capital transactions. By means 
of money (for example by State paper money) it is poB8ible
and indeed this has frequently happened-to destroy large 
amounts of real capital and to bring the whole economic life of 
society into hopeless confusion. On the other hand, by a rational 
use of money, it is possible actively to promote the accumulation 
of real capital and production in general. Not that either money 
or credit is a substitute for, or can really replace, real capital; 
but by its aid it is possible to facilitate the procesa 01 saving, 
the restriction of present consumption which is the 80urce of 
the accumulation of real capital or even to enforce it-by no 
means always an unqualified gain. Credit, in its widest sense, 
contributes to the greatest poBBible productivity of capital. 
Broadly speaking, a closer study of money and its functions will 
reveal a number of more or less unexpected relationshipe, both in 
the field of production and in that of consumption. And in 80 far 
as money, qua money~t least in metallic form-can be made 
superfluous, it is only by a study of its lawB that the necessary 
conditions can be ascertained. 

2. Mrmey as a Measure and Store of Value 

The conception of money is involved in its functions and 
it is usual to distinguish three Buch functions: as a measure oj 
value, as a store of value, and as a medium of exchaflge. Sometimes 
more or less distinct variations, such as the medium of savings, 
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loan medium. medium of payment (the latter for unilateral 
payments such 88 taxes and so on) are added to these. Of the three 
main functions. only the last is in a true sense characteristic of 
money; as a measure of value any commodity whatever might _ 
serve. Indeed. compared with the two others, this is not really 
a function at all. for it has no relation to the thing itself or to 
any of ita external physical properties. The only quality which 
is essential in a commodity which is to serve as a measure of 
value is that it should have. as nearly as possible. a constant 
value: what this implies we 8hall examine later. And however 
desirable it may be that the commodity which is adopted as 
the medium of exchange 8hould have such a constant value, this 
is not indispensable; 8till less is it inherent in the conception 
of a medium of exchange. For a long time past one class of 
commodities. the precious metals. has been employed as a 
medium of exchange. whilst another. 8uch as grain. has been 
used a8 a measure of value. especially in the fixing of wages 
and taxes. (Until quite recently the stipends of the country 
clergy in Sweden were reckoned partly in grain. although they 
were paid in money in accordance with the ao-called MarkRgang 
8cale; and this is 8till true of existing free-farm rents.). A 
remedy for fluctuations in the value of money proposed in more 
recent times is that in agreements extending into a more or 
less remote period of time the measure of value (unit of value) 
should be something other than money. for example the average 
price of a number of commodities (the so-called multiple standard). 
It is clear. however. that a commodity which serves as a medium 
of exchange naturally comes to be used also as a measure of 
value for transactions in goods and service which are near or 
simultaneous in time; and since it then becomes difficult or 
undesirable to prescribe any fixed limit. money has gradually 
been transformed into a general measure of value. even for 
valuations which are separated by a considerable period of time. 
Commoditiea which are subject to violent fluctuations in value 
have therefore proved unsuitable as media of exchange wherever 
they have been 80 employed. The establishment of a greater. 
and if possible absolute. 8tability in the value of money has 
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thus become one of the most important practical objectivea of 
political economy. But, unfortunately, little progress towards 
the solution of this problem has, so far, been made. 

Similarly, the function of acting as a &tore oj rolue is not 
essentially characteristic of money. One might even go so far 
as to say that, from the social point of view, money never has 
this function, but only from the individual or private point 
of view. Society as a whole only requires to preserve U8eJul. 
things, certain utilities for the future. It is true that the precious 
metals, if carefully preserved, are almost indestructible, since 
they are not destroyed by the acids in the air. Their utility as 
ornaments, or for cl;lrtain technical purposes, can therelore be 
preserved indefinitely. This utility is, however, too limited 
and specialized. It is never this utility which is contemplated 
by those who hoard money (and seldom by those who hoard 
ornaments) but the object in view is nearly always that of 
procuring something else for it at a future time. In other words, 
it is the exchange value which it is desired to preserve; it is 
money as a future medium of exchange which is hoarded. On 
further reflection it will appear that this is only p088ible or 
effeQtive on certain definite aBBumptions. In so far as somebody 
else at the same time hoards a sum equal to that which I with
draw from my hoard, for immediate use as a medium of exchange, 
the amount of money in circulation and, presumably, the price 
level, will remain much the same. From the economic point 
of view of the individual the saving achieves its purpose, since the 
person saving will at a future date consume what he now for
goes and which somebody else will then forgo. From the social 
point of view, the only result will be that some part of the supply 
of money will habitually be withdrawn from circulation; or, 
as we prefer to express it, that the velocity of circulation of all 
existing money will be retarded. Again, if everybody adopted 
the same procedure at the same time, this result would not be 
achieved. So long as saving is continued the price of com
modities falls, and if everybody saves uniformly, everybody will 
continue to obtain just as many commodities for their remaining 
income as if they had not saved and were in fact not compelled 
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to restrict their consumption. But when once the money 80 

accumulated ia returned to circulation, the prices of all com
modities will rise, and nobody will be able to increase his con
sumption. Thus saving will not have involved any sacrifice, 
and the result will prove to be exactly nothing. Thus it follows 
that the accumulation of money in cOncreto, which was once 80 

common, may have been a good mean&-at least as long as 
none better was discovered-of protecting one's children, for 
example, or one's old age, against want. Over against those 
age groups which were bent on 88ving there were, in the nature 
of things, other cla88eS which were obliged to encroach on pre
existing savings. But on the other hand, this was clearly useless as 
a protection against a general calamity such as famine, especially 
in olden times when grain could not easily be transported from 
one country to another. In less progressive countries, suc~ as 
India, this custom of hoarding money, qua money, still persists. 
Even the poorest have some bits of silver buried in the ground 
beneath their beds, or else wear them on their persons as orna
ments. Their object ia primarily to possess a reserve during 
the oft recurring crop-failures. If the failure is only local and 
a neighbouring district has a good harvest, the means is good 
and effective; but if the failure is general, over a wider area, 
these accumulated stocks of money are (and were still more 80 

before the building of railways in India) quite useless and serve 
only to drive up the prices of foodstufI's to a dizzy height. 

We are reminded of how common this hoarding was all 
over the world, even in comparatively modern times, by a story 
in Macaulay's History oJ England. A London merchant of the 
name of Pope, the father of the famous poet, retired from business 
towards the end of the seventeenth century to one of his country 
estates, taking with him the sum of £20,000 in gold and silver 
coin-a considerable sum, especially in those days. From time 
to time during the remainder of his life he withdrew from this 
reserve the amounts he required for his own maintenance and 
that of his family. 

In France, the custom of keeping large amounts of ready 
cash has been preserved until the present day. A witness before 
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the English Gold and Silver Commi88ion in 1887 said that he 
had spoken with a hotel-owner in the South of France wh08e 
annual turnover amounted to a million francs or more. When 
he was asked his banking connections, he is reported to have 
pointed to a safe in the corner of the room and to have said, 
" That is my bank." 

The hoarding regularly practised in earlier times by princes, 
chiefly with the object of creating a reserve for future war8, was 
of a somewhat different character. In peace time, the taxea 
imposed on subjects, for the accumulation of these funds, were 
probably not too oppressive, in so far as the reduced personal 
incomes were more or less counterbalanced by cheaper prices of 
commodities. On the outbreak of war, when the atate war· 
treasuries were broken into and came into circulation, the conse· 
quent rise in prices compelled all the population to restrict theil 
consumption, whereby supplies became available for the un· 
productive consumption of the opposing armies, thua aasumina 
the character of a disguised war tax. The 8tate i88ues of papel 
money, so common during war periods in the eighteenth and 
nineteenth centuries, had substantially the same effect, but were 
the more dangerous because they could be expanded indefinitely i 
for which reason also the promise of a future withdrawal of luch 
paper money was rarely fulfilled. 

Similarly, from the individual point of view the 1186 01 
money as a standard of future payments over longer perioda is 
unsatisfactory and incomplete, since the capital Baved is not 
employed in production and thus does not, as a rule, yield any 
interest. Owing to the development of credit, private hoarding 
has fallen almost entirely into desuetude in the more progressive 
countries and has been replaced by a more economic method 01 
storing value. The money capital Baved, usually through the 
medium of banks and savings banks, is loaned as quickly as 
possible and is thereby returned to circulation. From the indio 
vidual's point of view, this means the transformation of dead 
capital into fruitful capital, with an interest-bearing claim 
guaranteed by the bank. Even if the money bears no interest 
there is still the advantage that the individual is spared the 
anxiety of guarding his hoard. 
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On the other hand, the queation may be raised whether 
the general economio advantage of this arrangement is, broadly 
speaking, very considerable. At first sight it might appear as if 
it would be restricted to making all existing stocks of money 
available for circulation. That, of course, would be a great 
advantage to any individual country, for the money which was 
not required in circulation could be, and in fact automatically 
would be, sent abroad in exchange for goods or as interest
bearing loans. But this again would only be to the economio 
advantage of individuals. In a closed economy, the result, 
it may be supposed, would be-if we may 888ume it in anticipation 
-that the increased volume of money would bring about a 
corresponding rise in the prices of commodities. There would be 
no direct gain since the larger volume of money with higher prices 
performs the same service as the smaller volume with lower 
prices. Yet even in this case there would be an ultimate gain 
in so far as the production of the precious metals would become 
less profitable-so that the labour and capital employed in this 
fundamentally unproductive activity would find more useful 
employment. 

In reality, however, the economic significance of the change 
from hoarding to the modem forma of saving and (private) 
accumulation of capital is more fundamental than that. Anyone 
who saves a part of his income and locks it away, thereby with
drawing it from circulation, to that extent exercisee a depressing 
in1luence on prices, even though it may be infinitesimal as 
regards each individual. Other individuals thereby obtain more 
for their money; in other words they divide among themselves 
that part of consumption which is renounced by those who save. 
The subsequent use of these savings, say in old age. involves 
sharing in the consumption of others. The total effect may thus 
be compared with a sort of consumption loan which those who 
save give to their contemporaries and of which they subsequently 
claim the capital (though without interest). from the same 
generation or from the next. 

By saving in the modem sense a man entrusts his savings 
as they are accumulated to a bank, which lends them as quickly 
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as possible to some enterprise which employs them productively 
in one way or another. Money is thus withdrawn from circulation 
only for a moment, if at all. No drag on prices need then arise. 

I The commodities of which the saver forgoes the consumption 
will not, in a properly ordered system, be produced at all, since the 
units of labour and natural resources which would have been 
employed in their production will now be employed in prepara
tions for future production. Apart from Bome inevitable 
economic friction everything else will remain unchanged at the 
moment of saving, but production will have become more 
capitalistic, i.e. directed more towards the future, and con
sequently, as a rule, more fruitful. When, at Bome future time, 
the saver claims the return of his capital, he will therefore receive 
an additional sum in the form of interest-which can be, and 
usually is, paid in the interim. He does not deprive the future 
generation of anything, but has rather assisted generally in in
creasing its real income and consumption, because of the effect 
of more intenSive capitalistic production in raising wages and 
rents. 

The view so frequently expressed by the classical economists, 
such as Mill, that savings immediately furnish other persons with 
increased means of subsistence in proportion to the consumption 
which is renounced thereby, is, however, untenable with the 
modem form of saving-which the classics also assumed. The 
benefits which saving confers only become visible at a future 
time, when, thanks to those savings, the production of society 
is increased. 

H we imagine an organic and progruaWe accumulation 01 
capital and expansion of production, the payments to the original 
factors in production, wages and rents, would no doubt as a 
rule increase from the beginning, though certainly not by aD 
amount equal to the Dew savings. 

Reverting to the highly simplified example 01 the laying 
down of wine in Volume I (p. 175), if we increased the original 
capital of au million shillings, then the price 01 the grape 
juice Yo, which was previously 67 shillings per hectolitre, would 
immediately rise, and with it wages (and rent); whilst, at the 
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eame time, interest-etill assuming a four years' storage-period
would iall till Yo equalled 68·30 shillings and interest had sunk 
10 per cent, for which rea80n • five year storage-period would 
have been al profitable al • four year. At the eame time, capital, 
both new and old, with Yo unchanged-or rather under the 
pressure of an infinitesimal rise in the price of grape-juice-
would be diverted more and more to five-year ltorage, until 
it wal all 80 invested, whereupon V. would again begin to rise 
and interest to fall, eto. 

U, alternatively, we assume an organio extension of produc
tion, wages would of course rise uninterruptedly with the growth 
of capital. In the highly simplified instance of the laying down 
of wine alluded to above, we also found that. growth of capital 
due to new eavings from 314 to 422 million shillings, or an 
increase of 108 million shillings, produced an increase in the 
annuallum of rent and wages of only • bare 3 million shillings. 
ThUi the workers were very far from" sharing in the consumption 
which existing savers renounced It. 

The prinoipal error oommitted by the older economists was 
that they oonstantly regarded production as taking place in OM 

year and neglected to take into consideration the lengthening 
of the period of produotion. In the present case, the new capital 
is absorbed mainly in the gradual laying down of. further year's 
vintage, by which no additional labour, but only. year's p0st
ponement of the sale of the four years' wine, is required. 

In the second part of Marx's Capital (p. 490 et seq.) this 
error of the classical eoonomists is rightly pointed out. The 
figures there oited by Marx. and quoted subsequently by Tugan
Baranowsky, and others, are, however, unsuitable in so far as they 
assume not only the growth of capital but also • simultaneous 
growth in aU 'Aree faotors of production: labour, capital. and 
natural resources. 

The transition from hoarding to modern forms of saving 
introduoes further peculiar phenomena. II banks are opened in 
a oountry which formerly possessed none, and in which the greater 
part of the money was hidden in .. safes and coffers". then this 
money is put into circulation, and the consequence is, apart from 
inoreaaed enterprise, a more or less marked rise in prices. The 
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latter is, in fact, a necessary condition of the former, for the 
enforced general reduction of consumption which result. from it 
constitutes just that accumulation of real capital which is the 
indispensable preliminary to a higher degree of capitalistio 
production. In other words, increased enterprise withdraw! 
some labour and natural resources from the production of present 
commodities in order to employ them in preparation for future 
production, and this would be impossible in the long run iJ 
present consumption were not restricted in the Bame degree . 
.AB we shall see later on, the banks can achieve the Bame result 
independently, with~ut obtaining control of already existing 
stocks of money, by increasing the volume of credit. 

The only substantial accumulations of money which exist 
in our days in the economically most progressive countries are, 
as is well-known, the metallio cash reserves of the banks i thougb 
in countries still using metallic currency to any large extent thi! 
does not prevent the aggregate of the small sums in the handa oj 
the publio from exceeding-in some cases very greatly exceedin~ 
-the amount of precious metals in the hands of the banks, 
This latter circumstance is indeed of great importance in iudgin~ 
the monetary and interest policy of the banks. In such countries, 
the primary function of the banks is to control the supplies oj 
metallio money for current needs or to prevent a surplus from 
arising, thus regulating prices and the value of money. ThelM 
reserves can scarcely be called standards of future payment 
for in reality they neither bring to nor withdraw from societ) 
any real values. 

At the same time, it is well-known that the metallic reserve! 
of the banks constitute reserves for ifllemational paymenU 
and to that extent they are undoubtedly to be regarded &I 

standards of future payment. But, when these supplies ot mone) 
in any country as such are taken into account, that country 
appears to some extent as an individual via-d-N other countries 
so that even this function ot money, seen from the worl~ 
point of view and that of international currency, assumes funda
mentally a private or individual economio character. In recenl 
times, attempts have often been made and proposals put forwa~ 



INTRODUCTION 15 

to render this last remnant of the old hoarding practice super1luous. 
W. shall deal in another place with the COnditiOIlll of its successful 
achievement. 

3. Money IJI a medium oj ezdIange. The ezdIange wlue oj money 
and the .. need It Jor money 

There remains the function of money &8 a medium of exhange 
or a means of payment, which includes, &8 has been said, the 
storing of value over a short period; i.e. the period between a sale 
and a subsequent purchase or, more generally, between a payment 
received or advanced and a payment by the receiver. What is 
meant by a medium of exchange 1 It is an object which is taken 
in exchange, not on its own account, i.e. not to be COJl8umed 
by the receiver or to be employed in technical production, 
but to be exchanged for something else within a longer or shorter 
period of time. Now this is also true of a merchant's goods, 
but in that case it is a question of amlin. protl~ion, since 
commerce and distribution may be regarded &8 a part of pro
duction, &8 the final phase of the process Qf production; or-in the 
case of trade in raw materials or semi-manufactures, &8 well &8 

machinery or tools-aa an intermediate link in the process. 
Fundamentally, therefore, these commodities are me&Jl8 of 
production, and not mere media of exchange. But even with 
this limitation our definition is still too wide to describe money 
accurately. Something more must be added, namely the quality 
of being general or conventional. We shall illustrate the importance 
of this latter qualification by meallll of an example and shall 
thus discover the essence of the nature of money. 

For this purpose, we shall revert to the case described in 
Volume I on p. 64, in which three or more kinds of goods, ..4., B, C, 
etc., are exchanged for each other on the same market. Once 
again, we ignore, for the present, the 'ime-element, though in 
fact it enters into every exchange transaction:. If there are two 
kinds of commodities on the market they can be exchanged 
directly agaillllt each other without any medium of exchange, and 
the use of such a medium would not, nnder these assumptiOllll, 
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confer any benefit, though it might, of course, still serve-an 
in exchanges in kind does, in fact, serve-as a meaaure of val", 
li, on the other hand, there are more than two kinds of good. 
then, as Walras has shown, there cannot be any generl 
equilibrium in the market so long as the owners of the goods al 
constrained to exchange their supplies directly with one anothe 
It is true that, even under such conditions, the influence of suppl 
and demand in the market would bring about a certain equil 
brium: one unit of A would be exchanged for so many unit 
or for such and such a fraction of a unit, of B; and, similarl: 
one unit of B for Q, etc. But these prices would not generall 
be correlaleil. Whereas, in ordinary price formation, the pri( 
of A in terms of 0 must always be the same 88 the product c 
the price of A in terms of B and the price of B in terms of O-or, 
it be preferred, the quotient between the prices of A and 0, bot 
expressed in terms of B-this is generally not the case here, but, 
can have an exchange value in terms of 0 either more or ICl 
than the said product or quotient. li, for example, 1 lb. of A 
exchanged for 3 lb. of Band 1 lb. of B for 2 lb. of 0, it migl 
happen that lIb. of A would nevertheless not exchange for 611 
of 0, but for, say, 5 or 7 as the case might be. 

But should this happen, the operation which in the inteJ 
national money and exchange market is known as arbit,Of. 
would necessarily appear in the market; this is more or ICl 
the function of a middleman. li, for example, the price of 
in terms of 0 is higher than the said product or quotient, the 
it will be to the advantage of the owner 0, as can easily be Beel 
to obtain his requirements of A in an indirect manner by fin 
acquiring B for 0 and then A for B. In other words, in sue 
circumstances an irulirect ac1w:nge always develops, to a largl 
or smaller extent, out of the direct exchange; and only in th 
way is there established that general market equilibrium :, 
which all prices are correlated in such a manner that one exchaIl{l 
relation can always be expressed by the quotient or produ( 
of two or more of the others. This relationship becomes mO! 
marked in extreme cases, also described in the passage referre 
to above; 88 in the case where the owner of A has no deman 
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for C but only for B, the owners of B only want 0, but not ..4., 
and the oWner of 0 only ..4. and not p. In this example, suppose 
that A represents forest products, B fish, and 0 com, and that 

. the owners are the populations of the three Scandinavian 
countries. In such circumstances, no direct exchange is, of course, 
possible, though an indirect exchange is. For example, the owners 
of A, the population of Sweden, might obtain in exchange for 
their staple goods (timber) a certain quantity of 0, Danish com, 
not in order to consume it themselves but in order to exchange 
it for B, Norwegian fish, and in this manner to acquire this latter 
commodity, which is in demand. 

In this transaction, the commodity 0 clearly plays the role 
of a medium of exchange and is, in contrast to commodities 
intended for further production, or for trade in the ordinary 
sense, a real medium of exchange. The sole purpose of the process 
was to facilitate an exchange which would otherwise have been 
impossible, even though the required commodities existed 
in the immediate vicinity of the consumers. But it is 
not a general medium of exchange; it is a medium only for 
intermediaries, whilst remaining for producer and final consumer 
a commodity, like any other. For this reason the whole 
operation is very clumsy and incomplete. The medium of 
exchange must be obtained and transported in quantities equal 
to the total value of the commodities offered or demanded
an entirely unnecessary double transport of what may be perish
able and fragile goods. 

Conditions are quite different where we have available 
a general medium of exchange, i.e. a commodity which is 
habitually, and without hesitation, taken by anybody in exchange 
for any commodity-especially if it is at the same time durable, 
easily transported and of high value in proportion to its bulk. 
An owne. of ..4. having in his possession a quantity of 
this commodity, which we will call P, sends the latter in 
exchange for the quantity of commodity B which he requires. 
The owner of B exchl)D.ges it in turn for a quantity of the 
commodity 0 from whose owner it passes in exchange for a 
quantity of..4. i thus it comes once again into the hands of an 

o 
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owner of A. The latter will generally be a different person fron 
the one who first put the medium of exchange into circulation 
The last seller, with the help of the medium of exchange, no" 
effects his purchases of B, whereupon the new seller of B make 
his purchases of 0 etc., until the commodity P (the medium 0 

exchange, or money) after a larger or smaller number of revolution 
in its coil-like movements, returns to its original starting-point 
It will now have facilitated the exchange of a quantity of th, 
commodities A, B, and 0 equal to its exchange value mulliplie4 
by the number of times it has circulated. Owing to the peculiarit: 
that, at the conclusJon of one purchase or sale, it is immediatel: 
ready to effect a new one, returning after a longer or shorte 
period of time to its starting point, money is differentiatec 
from all other commodities, even if the latter can sometime 
incidentally serve as (individual) media of exchange in carryinl 
trade. 

In real life, at any rate in larger communities, it is tru 
that a coin once spent returns less often i" oorpare to ita forme 
owner; and, naturally, still less frequently does it return befor 
he requires to make a new payment. But, sooner or later, h 
obtains in its place another coin of the same size and value, .. 
that the circulation of money is complete on this occasion .. 
rar as he is concerned. Money possesses in the highest degree
and this is one of its most important characteristic&-the qualit; 
of a res fungibilis. It behaves in much the same way aa th 
circulation of the blood, to which, as has often been pointed out 
the circulation of money bears a resemblance, even if only 
superficial one. Broadly speaking, the whole volume of th 
blood circulates incessantly through the blood vessels, but i 
must be very unusual for the same drop of blood to paaa th, 
same capillary vessel twice, least of all twice in succession. 

That, however, constitutes an imperfection from the poin 
of view of money, and logically there would be nothing~providec 
that we could disregard the time-element required for purcbae 
and payment&-to prevent all money tranaactiona in a count:: 
or in the whole world from being effected with OM and the lam 
penny piece. The paradox in this idea will be less unfamilia 
to the imagination if we remember that the greater part 0 
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i~temational trade, at any rate, is conducted by payments in 
which money is not, in fact, used ,at all. 

It has been said that other goods, considered as goods, and 
not as exchange media, only reach the market in order to 
leave it again. They move as a rule in a simple path, easily 
traced out from producer to consumer, with a few, if any, 
intermediaries; for which reason the expression" circulation 
of goods", which is sometimes employed, is rather unreal. 
Money, on the other hand, always remains in the market, 
though in difi'erent hands. Indeed, its function is to pass from 
hand to hand. The well-known Dutch economist, N. G. Pierson, 
has very happily likened money to a shunting locomotive at 
a railway station: at one moment it pulls one line of trucks, at 
the next it pushes another; its function being to bring each 
truck on to the right rails in order that it may be able to reach 
its destination. But the locomotive never leaves the station. 

These observations may appear simple and even trivial, 
though in nine cases out of ten they are forgotten when reasoning 
about money. But one of their consequences is that the 
characteristics of money as a commodity (its concrete qualities) 
are forced more and more into the background when it is used 
as a medium of exchange. They may emerge again, but only 
when it ceases to be money and becomes.an ordinary commodity. 
Money is thus converted into an abstract symbol, a mere quantity 
of value. Even the Roman jurist Paul knew that money performed 
its services .. non tam ex substantia quam ex quantitate". It 
would perhaps be more correct to say that, economically speaking, 
money is a quantity in two dimensions, quantity of value on the 
one hand and velocity of turnover or circulation on the other. 
These two dimensions multiplied together give the efficiency 
of money (Helfi'erich) or its power to facilitate the turnover of 
goods during a given time. in the course, for example, of one 
consumption year. Greater velocity of circulation achieves, from 
the point of view of the community. the same result as a larger 
quantity or, what is exactly the same from· the point of view of 
society. a more valuable substance of money; and vice versa. 
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Consequently, the laws determining the exchange value of mone) 
or, what is the same thing seen from the obverse side, the law 
governing the general level of concrete commodity prices and i1 
changes, are quite different from the laws determining th 
exchange value of the commodities themselves. It is a greal 
and unfortunately a common, error to forget this and t 
imagine that what applies to commodities in general and t 
commodities in terms of each other can also be applied witholl 
qualification to .. the commodity money" and its relation t 
commodities proper. This is not true, simply because mone 
is not a commodity. like other commodities. 

The formulre by which we endeavoured to express the lall 
of price formation in the previous volume and which all relal 
to the exchange value of commodities in terms of one anothe 
become meaningless when we consider the exchange value c 
money or the actual level of commodity prices. It is true th~ 
the exchange of goods effected by money is regulated in the mai 
by those laws: in equilibrium, the supply of, and deman 
for, every commodity must still coincide; the margiru 
utility of a commodity, to every' individual consumer, wi 
still remain proportional to its price. But money itself has Il 
marginal utility, since it is not intended for consumption, eithc 
directly or at any ascertainable future time. It has, perhap 
an indirect marginal utipty, equivalent to the goods which 11 

could obtain in exchange for it, but this depends in turn on tl 
exchange value, or purchasing power, of the money itself all 

and it thus does not itself regulate the latter. Similarl; 
.. supply" and .. demand", expressions 80 convenient] 
applied to almost everything under the sun, become obscw 
and, in reality, meaningless when applied to money. The ind 
vidual seller who offers his goods at a certain price may, it is trul 
be said to " demand" money to an amount equal to the sellW 
price; and the buyer who demands goods can be said to offer c 
" supply" a corresponding amount of money. But these individw 
offers or demands constitute in combination only an absUac 
value, not a total demand or supply of society for a ckfini 
physicaUy determined ljuantily of muney ; for the same pioo 
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of money may function, from one day to the next, several times 
over in sales and purchases and th~ constitute the object of 
both supply and demand. In this sense, therefore, the demand 
for money can neither exceed nor fall short of the supply. However 
small the quantity of money, it could in a given time effect any 
number of transactions, at whatever price, if only it could 
circulate with sufficient velocity; and, on the other hand, the 
quantity of money required for the annual turnover of goods 
may assume any magnitude if only it circulates slowly enough. 

It is very common to seek to establish a difference between 
II money on the wing" and II money in hand" because 
the latter lies idle for longer periods in the till. This is done 
by C. Menger, in the article" Money" in the Hanawiirter
bucA der StaaUwis,emchaften (but cf. 3rd edition, pp. 606 and 909). 
Only the first kind of money, it is said, in1luences prices. This 
view, however, is unscienti1io, and in any case it is quite impossible 
to draw the line between oirculating and non-oiroulating money. 
A fund, in order to fulfil ita funotions, must be so large that it is 
never exhausted and only rarely falla below a certain minimum 
amount. For that reason, some money may often lie untouched 
for years in the same till, though it has not, on that account, 
ceased to serve as a means 'Of circulation. If we liked we could, 
from time to time, change it for other money, so that in the end 
every ooin would have the same velocity of circulation as every 
other, i.e. the average velocity of the whole volume of money, 
upon which everything depends. 

In the case of hoarding in the strict sense, which is becoming 
more and more rare in civilized countries, it is of course possible 
to say that certain parts of the stock of money in a country are 
withdrawn from circulation, but even this is nnnecessary i in 
any case. there is no objection to including the whole monetary 
stock of a country in the conception of the general velocity of 
circulation of money. If commodity prices should change 
80 much that a favourable opportunity arose for the purchase 
of durable goorh, such as real property. we should soon see 
the hoarded money become effective as an automatio' regulator 
of the velocity of circulation and hence of commodity prices. 

Attempts have sometimes been made to render the definition 
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. of demand for money more precise by taking into account onlJ 
those sums which are due for payment at certain agreed 0] 

statutory dates for payment, the end of a month or of I 

quarter, etc. But little is gained thereby, for of the persoru 
who must make payments on those dates many, and perhapl 
most, will certainly have arranged their affairs in such a waJ 
that at those dates money is due to them in the form eithel 
of payment or of a loan; for which reason the velocity 0 

circulation is much greater at such fixed payment dates thai 
during the intervening intervals. 

In a word, ther~ is nothing in the act of exchange as sud 
which can determine the value of money or concrete commoditJ 
prices. This is the more obvious since, at bottom, it is only goods 
which are exchanged against each other. To the individual, it iJ 
of no importance whatever if he has to pay three or four times 8i 

much money as usual for the goods he demands provided that hi 
will receive payment for his own goods in the same proportion 
for the result will be, as before, that the money will return tc 
him after the exchanges are effected. This will happen in anJ 
case if we do not take into account the tifM required for thl 
exchange transactions. To society, 8i8 a whole, the matter is 0: 

even smaller importance. Nothing, at least so far 8i8 internal 
trade is concerned, can be of less importance to a country thaI 
the question whether it has little or much money, or whether thil 
is of great or little value. The quantity of money, the velocitJ 
of circulation, and the prices of commodities always adjus' 
themselves in such a way that all money intended for circulation 
that is, all the money in the country will be exchanged againsl 
all the goods which are turned over. 

We have assumed, however, that the goods which are finallJ 
exchanged against each other by the mediation of money arl 
in the market simultaneotUJly, in the widest sense of the term 
i.e. are turned over at the same time. In such a case there is, 
strictly speaking, no other limit to the velocity of circulatior 
of money, and thus no other minimum limit to the demand fo] 
money with a given turnover and a given price level than tha1 
determined by the time interval necessary for its actua 
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. payment or its transport. This latter is not without importance 
a8 regards payments between remote places, but with modem 
communications such transport does not, as a rule, oCten 
require more than a few days. Furthermore, the virtual 
circulation of money, especially in international payments, is 
greatly increased by the familiar procedure of cancelling out 
debits and credits. 

The above assumption,· however, seldom holds true in 
practice. In reality the seller is seldom transformed into a buyer j 
rather he remains a seller and leaves the market without buying 
anything himself. The money, he acquires then remains in his 
hands both as ready money for anticipated future purchases 
or payments, and as a reserve for unforeseen liabilities. 
His money thus becomes his means of storing value (though 
usually only for a shorter period), his potential purchasing power, 
or future medium of exchange. In other words, it becomes 
a pledge or guarantee-de facto not de jure-for the future 
performance of counter-services to which he is economically 
entitled by virtue of the services he has performed. And since 
the money in his possession cannot, at the same time, serve as 
a medium of payment or exchange for somebody else, the real 
limit to the tJeZocity of circulation of money, at any given moment, 
is to be found here. It is the total of individual cash balance.t 
which regulates and limits the demand for money, and thereby 
modifies the value of money. In this sense it may be said that 
money has by no means exhausted its function as a store of value, 
but that the latter remains of vital importance, expecially as 
a factor influencing its exchange value or purchasing power. 
In countries using a metallio currency, especially where banking 
technique is imperfectly developed, these private reserves, 
though small individually, nevertheless constitute a considerable 
total. They tend to increase with the growth of population and 
the development of the monetary system. Moreover, if the 
production of the precious metals does not keep pace with the 
increasing demand for cash, the inevitable consequence must be 
an increase. in the value of money and pressure on Commodity 
prices. 
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On the other hand, there exists a persistent, and in many 
cases very successful, endeavour to employ credit, to supersede 
the last remnant of the ancient function of money as a means 
of storing value. Theoretically, this process may proceed to any 
desired extent, since a promise to pay-if properly secured 
and redeemable at will-is just as good a pledge or reserve as 
is a supply of the medium of exchange. Thus, in this case also, 
the limits of the velocity of circulation and of demand for money 
are at first sight very indefinite and variable, and their close 
examination requires thorough investigation. 

4:. The Relation between Money and Oredit, 

Clearly, there is a close connection between money and 
credit, in so far as credit is the best lever for increasing the velocity 
of circulation and thus diminishing monetary requirements. But 
this connection has another and very important aspect, in 110 far 
as the granting of credit or the transference of capital is itself 
frequently made in the form of money-which is also the way in 
which capital accumulations, or savings, are made. Money is 
usually said to constitute a means of Baving and of transferring 
capital (loans). By capital here we mean only real capital employed 
in production, including trade, and this can, as we have already 
shown, always be referred back to one or both of the two elements : 
accumulated labour and accumulated natural rellOurces. The 
simplest imaginable form of capital accumulation and capitalistio 
production would be where the p088eBBOrB of labour and natural 
resources employed them themselves in the creation of objects 
destined for future production and consumption. But, especially 
as regards labour, this is practically never the case. Labour 
usually constitute one group and the entrepreneurs who employ 
it in the service of production constitute another. A third group 
consists of those who accumulate capital (savers) who 
voluntarily postpone the present consumption which they are 
economically in a position to enjoy, and thereby render pro
duction for the future possible. Capital accumulation and 
transfer are almost always effected by means of money, usually 
in accordance with the following simple scheme. 
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A landowner who saves a part of his income subscribes 
and paYl'for shares or bonds in a ~eighbouring railway which 
is under construction. With the money 80 obtained, the railway 
board paYl' a number of workmen, who provide themselves 
with milk and other foodstuff.a from the landowner's land. The 
landowner, in proportion 88 the money flows back to him, 
re-invests it in shares or bonds; and 80 on. The landowner might, 
iC he so wished, directly consume the product· of this labour, iC, for 
example, he employed the same workmen 88 beaters in a hunt. 
Instead, the labour is now used in a saved-up form in order to 
render future railway traffic possible. This is the tJCCIImulation 
0/ real capital. If we add to our illustration horses, which in the 
one case may be used for-hunting and in the other may be hired 
out by the landowner for a cash payment 88 beaats of burden 
for building the railway, we shall thereby include another element 
in capital, ,aved up fIaluraZ resOtu'ceB, in 80 far 88 we regard the 
value of pasturage, hay, oats, eto., used for the feeding of such 
horses, as essentially representing the rent ofland. Even the most 
complex forms of capital accumulation and transfer, 88 well 
88 the transformation of existing capital, may be analysed in the 
same way. Here, too, as we have seen, money transactions 
only represent the /mm of real economio phenomena; any 
quantity of money, however small, would evidently be adequate 
to effect any amount of capital accumulation or capital transfer 
whatever. In other words, the quantity of money and the 
quantity of capital in a country bear no necessary relation to 
each other whatever. 

In this respect the well-known Danish economist, W. ScharIing, 
is of the opposite opinion. In his view, money, in addition to 
aoting as a medium of exchange, also .. represents capital" • 
.. It is too orten thought." he says (Ba"kpolitik, ch. 1, p. (3) II that 
every increase in gold production increases the volume of money 
in circulation correspondingly-but in reality only a part of this 
quantity of metal comes into circulation, often only an infinitesim
ally small part, in 80 far 88 the constant increase in the supply of 
capital requires a constant increase of money, capital, etc." 
In support of this opinion Scharling adduces that the total metallio 
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holdings of the great metallic banks increased in the yea~ 

1873-1886 from 3,329 million reichsmarks to 6,044 million, wherea 
the amount of notes issued against this metallic reserve at th, 
same time went down from 11,328 millions to 10,389 millionl 
Since the amount of notes always exceeded the metallic covel 
it is scarcely possible to maintain that some part of the latte 
had been "withdrawn from circulation ". Scharling appear 
also to have overlooked the immense simultaneous increase iJ 
the use of cheques which, in most cases, perform exactly the sam 
services as paper or metallic currency; the .. idle capital' 
may therefore be said to have been in circulation just a 
much as if a corresponding note issue had been based upon it 

A fact which might appear to lend support to Scbarling' 
view is that, in a period of depression, metallic currency usuall; 
accumulates in the banks while at the same time large stocks Q 

goods accumulate in the hands of manufacturers (accumula~ 
real capital). When better times arrive the money flowl ou 
into circulation, and the accumulated stocks begin to be con 
sumed by the1abourers and other producers of fixed capital; iJ 
other words, some circulating capital becomes fixed. But thi 
relation is more apparent than real. It is usually incipien 
unemployment, low wages, and decreased consumption, &8 weI 
as falling prices, which reduce the demand for metallic currency 
whereas just the contrary is evidently true of better times. 

On several occasions, moreover, Scharling has stated tha 
the metallic cover in the central banks is superfluously large 
which would scarcely be the case if it were required to represen 
the, in all probability, vastly greater volume of real capita 
in process of accumulation.1 

But since the various phases of credit, both of the kind whicl 
constitutes a transfer of capital and of the kind which replace 
money as a store of value and thereby increases the velocity 0 

circulation, constantly overlap, and can never be differentiate< 
fully, the money market and the capital market (credi 
market) will always-not only in popular opinion and 8peecl 
but also to a large extent in reality-be one and the same 

1 In my book, Geldzim aM G1Uerprei« (Jena, 1898). I bad already brougb 
forward my objections to Scbarling'lI vie_ (p. 106). 1(. Heltfericb nbeequeutI; 
eriticized them from the same point of view. 
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or, more correctly, they will mutually influence one another, 
so that now one and now the other will predominate. The interest 
on loans of money in particular, which should theoretically be 
only a form, a market embodiment of the natural rate of 
interest on real capital used in production, may diverge from the 
latter for a longer or shorter period, especially with the assistance 
of credit institutions. Two consequences then ensue. In the i 
first place, the monetary institutions may, as we have pointed 
out, exert considerable influence, either by stimulating or' 
retarding economic life. In the second place, and more important,. 
a change in the relation between the natural and the market rate· 
of interest cannot fail to exercise a determining influence on th~ 
extent to which credit is used, and thus on the factor by which; 
the value of money, or its purchasing power, is finally regulated. 

It will be our purpose in the following pages to examin~ 
more closely the fundamental nature and functions of money.' 
Our subject will then naturally fall into three divisions: 
(1) the theory of money itself~urrency-by which for 
the sake of simplicity we mean, unless otherwise expressly 
stated, metallio money, (2) the theory of the velocity of 
circulation of money in the widest sense; or, what is the 
same thing, the theory of credit and banking, in so far as we 
shall consider the subject, (3) the theory of the value of 
money or its purchasing power over goods and services, as 
well as the practical applications of the theory, i.e. the means 
of preserving the stability of money in space and time, of 
establishing a medium of exchange which will, as far as possible, 
function at the same time as a stable store of value payments. 

These three divisions of the subject cannot, of course, be 
kept entirely apart, especially the third from the first two. 
Indeed, just as we have already expressed some preliminary views 
on the causes of changes in the value of money, so also in the 
following pages we shall be obliged to do the same. A consistent 
presentation of the whole theory of the value of money, 
unfortunately neglected hitherto by economists, will, however, 
constitute the final, the most difficult, and at the same time 
the moat important section of our inquiry. 
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1. Tit. Preciotu Metal. GI CurMICY.-Some Historical Notes 
on Currency in .Antiquity and the Middle Ages. 

We know nothing definite concerning the beginnings of 
the use of money. The surmise put forward by Karl Bucher in his 
WVtdaft 4er NCJlurtlOllreft that a commodity which in a certain 

!9 
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place, in a certain tribe, is not itself an object of production, 
but is only acquired by exchange with other tribes, would always 
acquire the characteristics of money whenever its properties 
proved suitable for that purpose, seems to have much in its 
favour. The habit of taking this commodity in exchange and 
the necessity for keeping stocks of it until the next caravan 
or shipload arrived would, of itself, have led to the use of the 
commodity as a more or less accepted medium of exchange in 
that place; a use which, it must be remembered, would be 
maintained and developed when once a beginning had been made 
on a sufficiently large scale. It is known, however, that among 
the civilized races of the earth the precious metals (gold and 
silver) have been used as a medium of exchange since the 
earliest times and have gradually replaced all other media. 
The qualities which make them especially suitable for this 
purpose are not difficult to discover. They are their beauty 
and brilliance, their durability, comparative scarcity, and 
consequent value (still further increased by their use as money), 
so that large values can be easily transported, or hoarded. 
Also their homogeneity, a virtue of the precious metals to which 
the essential quality of money as a res fungihilia applies in a 
high degree; their malleability, and the unlimited possibility 
of dividing them into smaller, or combining them into larger, 
pieces---a quality which, for example, platinum does not possess, 
and precious stones possess to a much lesser degree. Finally, 
they possess the quality, at first suspected rather than clearly 
apprehended, of being steaiJy in txilue, due to the fact that, apart 
from currerrcy, they are used almost exclusively as ornaments 
and are therefore exposed to very little wear and tear, and also 
that the quantity consumed as a rule constitutes only a small 
portion of the total stock. With the exception of sea-shells,! 
this quality is entirely lacking in the other objects, which have 
been, and are still used, by primitive peoples 88 media of 
exchange, such 88 furs, salt-cake, tea, cocoa-beans, etc., and 

I Cowrie shells have in more recent timee been u.eed .. money in many 
parte of Southern Asia (the peninBular and the ialanda) .. well .. South Africa, 
eta. According to Laughlin, wampum (another kind of ahell) w.. u.eed in 
Massachusetts .. late .. the seventeenth century. 
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cattle. In these cases we are dealing with goods which are 
being constantly consumed and th~ stocks of which cannot 
easily be very great in proportion to the quantities normally 
produced and consumed. If production and consumption do 
not coincide, a surplus or deficiency of the medium of exchange 
must arise, with a consequent change of values and a rise or 
fall in the prices of other goods. Among metals the same is true 
of copper, and even more so of iron-both of which were formerly 
widely used as media of exchange (the Greek 000108 originally 
meant a small iron bar, the drachme = 6 000108, i.e. as many 
iron bars as could be held in the hand. We should remember that, 
in antiquity, iron was a comparatively rare metal). As regards 
copper, the original metal of the ancient Roman coinage, we are 
reminded of its importance in a number of current expressions, 
aeranum == treasury, estimare = value in copper (aes); this 
metal has also played a fateful role in the history of Sweden, even 
as late as the eighteenth century; and the same is true of Russia. 
But we also know the violent fluctuations in the value of copper 
plates and copper dollars, which, combined with excessive weight. 
made them particularly unsuitable for coinage. The fact that 
copper, or copper alloyed with zinc and tin (bronze), should 
still be in use in most countries as token money, is quite another 
matter, for in that case, as we shall soon see, the intrinsic value 
of the metal is of quite secondary importance. Indeed, in copper 
coins it constitutes only a fraction of its legal value. 

At the height of the classical period, silver and gold both 
forced themselves into the foreground as media of exchange and 
standards of value, and in earlier times also .. electron". 
which is supposed to have been a natural alloy of gold and silver. 
Nowadays we are amazed at the quantities, especially of gold, 
which existed in Greece under the Macedonian rulers and in 
Rome under the Cmsars j quantities which, if the authorities 
are correct, can even be compared with modern stocks of those 
metals. Since the population of antiquity was much less 
than that of modern times, and its turnover of trade, even in 
proportion to the population, certainly not comparable with 
that of to-day, it is not easy to understand to what uses such 
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masses of the precious metals were put. We should bear i 
mind, however, that modem methods of increasing the velocit 
of circulation of money were then unknown, and especial] 
that hoarding, even for its own sake, as a form of wealth an 
ostentation, was practised to an extent of which we in model 
times. have no conception. 

During the Middle Ages, the greater part of these hoarc 
were lost and the known mines exhausted; scarcity of tl 
precious metals was general and, to judge by various indication 
they seem to have risen considerably in value in the later Midd 
Ages, until the discovery of the Bohemian, Tyrolese, an 
especially the South and Central American, deposits brougl 
about a change. concerning which we shall have more to S8 

later. 
The origin of coined or minted money is similarly obscw 

and still a matter of dispute. Efforts have been made to discov4 
in the peculiar form of early coins the image of the object 
such as fish, cattle, domestic utensils, etc., which had previous] 
served as media of exchange, or at least as measures or storE 
of value. But.probably the purpose of minting money was rath4 
to facilitate exchange by fixing the weight and fineness of t~ 
precious metals. Yet, throughout antiquity, the practice persiste< 
side by side with minting, of valuing the precious metals b 
weight, as is done in Eastern Asia. Most of the older names lik 
" talents", " mines", "shekels", etc., were originally the namE 
of a certain weight of gold or silver. This practice, too, w~ 
universal among the Hebrews, as the biblical writings ShOll 
The well known mystic words from the Book of Daniel, " Men4 
tekel, upharsin," mean, according to one interpretatioI 
nothing more remarkable than three kinds of weights and thre 
names for coins; "mene" was simply the Greek word .. mena 
or "mina", "tekel" was .. shekel", etc. The words could thll 
be freely translated by pounds, shillings, and pence. 

When states developed and their governments took OVE 

the minting of money, and when taxes and dues were paid i 
such coinage, this method of payment probably gained groun, 
side by side with the weighing of metal. In this way, of co~ 
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trade was considerably facilitated, though there was a strong 
temptation to debase the currency, a practice constantly 
recurring in currency history since' Roman antiquity (under 
Septimus Severua and his successors) until the most modem 
times. Hence the original designations of weights for money 
gradually became mere empty names, without a meaning. 
One cause of this continuous debasement of the currency 
may be specially emphasized here as it is inherent in the 
nature of metallio money. The advantage of having as a 
medium of exchange a quantity of metal easily recognizable 
by ita external form instead of having to bring forth scales and 
testing stone for every transaction is 80 great that even consider
able inequality in the weight or composition of the currency 
is generally tolerated before the currency becomes nseleas as 
a medium of exchange on account of its diminished value. In 
earlier times, before ,the art of making the precious metals more 
durable by means of alloys, of protecting coins against wrongful 
clipping and scraping by means of an artistic design, money 
was much more worn and damaged than it is nowadays. If the 
coinage of a country comes to consist of such depreciated coins 
it is futile to attempt to regenerate it by minting new coins of 
full value. This new money, which can be obtained as cheaply 
aa the old worn money, is collected eagerly by hoarders or is 
melted down and sent abroad. The bad money, aD it is said, 
drives out the good. This principle has been called Gresham's 
Law, and was well known to antiquity. A government, thereCore, 
haa only two courses open; either to call in, melt down, and 
remint the whole of the currency, which is very costly, or to 
mint the new money at a lower value, which is the first step 
towards currency abasement, and soon followed by others. 

Finally, some very difficult problems arise as regards the 
relation between the values of gold and silver and the exchange 
value of these metals in terms of goods. 

In the old Assyrian Empire. as also in Asia Minor and 
Persia, the relation between gold and silver is said to have been 
131 to 1 for many centuries. The reason appears to have been 

'that electron. a natural alloy of gold and silver. was reckoned 
D 
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at ten times the value of silver, and pure gold at an additional one 
third. The same names were used for the different units of weigh 
of gold and silver (talents, minea, Btales, etc.). But the lattE 
were one-third heavier than the former and were calculated 8 

one-tenth of their value. After the discovery of the gold mine 
in Thrace and Macedonia, and after Alexander the Great h8< 
dispersed the gold hoards acquired in the Orient, this ratio coul, 
no longer be maintained, and the gold and silver "mine" (J 

" talent" was given the same weight, so that the value rati 
became as 10: 1. 

In Rome, wh~re the coinage of gold and silver was (J 

comparatively late date, no fixed value ratio between thes 
two metals appears to have developed. Under the EmperOr! 
gold, which was usually accepted by weight, gradually becam 
the real currency metal, whilst silver, as a result of continuou 
debasement, fell to mere token money. Ultimately even th 
State refused to accept it and demanded the payment of taxe 
in gold. This metal, however, had become scarcer, so that th 
value ratio, which was 9 : 1 in Julius Cresar's day, gradually rOSE 
and in Justinian's Code it stands at 14·4: 1. In the Middle Agel 
the movement was in the opposite direction: both gold an4 
silver, but especially the latter, became more and more scarCE 
so that, at the beginning of the sixteenth century, the valu 
ratio was 10·3 : 1. 

It is difficult to say to what extent the attempts to fu 
a definite legal ratio between these two currency metals wer, 
really successful in earlier times. There can scarcely be an) 
question of bimetallism in the strict modem sense, but rathe 
something resembling what we should call a parallel-standard 
which has really existed for long periods in the recent past anI 
in modem times. The two currency metals, and even the differen 
currency forms of the same metal, had their fields of activitJ 
and use side by side with each other, and according to circum 
stances payments were required to be made in one or the otheJ 
of the metals or kinds of currency. But, on the other hand 
one cannot assert that the legal ratio was merely formal and haC 
no influence on the actual exchange ratios or valuations of th4 
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two metaIa in relation to each other. It can be readily seen that 
Gresham''; Law, which in the opinion of many economists would 
make a fixed value ratio impossible between two metals both 
used &8 standards, is chiefly important fU between different 
countrie6. If there is active commercial intercourse across 
the frontiers of two neighbouring countries and if different 
ratios are established in them between full weight gold and silver 
coins, it is inevitable that each of the metaIa will sooner or Ia.ter 
find ita way to the country in which its value is relatively higher. 
There are examples of this kind in antiquity. But the greater 
or the more isolated the territory in which the statutory ratio 
prevails, the more probable is it that it will really determine 
exchange relations, even between individuals, though this may 
in the end become impossible if one or other of the two metals 
should become too abundant or vice versa. 

A lIimilar answer must be given to the extremely obscure 
question of the purchasing power of money in terms of other 
goods in earlier times and the causes of its changes. There can 
be little doubt that, here also, habit and custom played an 
important part. The determination of the prices of various goods 
in terms of each other or of money which, under a more advanced 
economic system, is so easily a:ll'ected by the influence of the 
market, is an extremely difficult and complex matter under 
a primitive system, and it must often have been felt as a great 
relief, corresponding to a real need, when such prices were 
fixed, as was often the case until comparatively modern times, 
by official schedules. Yet the economic forces which in abstract 
theory alone govern price formation doubtless manifested them
selves at all times as a tendency which, when the pressure 
became strong, enabled them to overcome habit and led to 
new price formations-which, in their tum, came to acquire 
the force of habit and custom. Perfectly clear examples of this 
can, in fact, be adduced from antiquity. Again if we compare 
antiquity with the later Middle Ages we shall find ·that the 
excessive quantities of the precious metals in the former, and 
the scarcity of them in the latter, period was reflected in a price 
level which, in the days of the Antonines, for example, is supposed 
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to have been as high as at the present day; whereas in the 
Middle Ages, at any rate in Scandinavia, the prices of those 
necessities which it is possible to compare were only a fraction 
of what they are now. 

2. Oum~1WY in Modem Times, especiaUy in the NineteentA 
Oentury. 

Towards the end of the :Middle Ages, new silver deposita 
were discovered in the Tyrol and Bohemia (Joachimsthal in 
Northern Bohemia, fr.om which the words .. thaler " and" dollar " 
are derived); and after the discovery of America, the Spaniards 
came into possession both of great accumulated stocks of gold 
and silver and of the extremely rich silver mines of Potosi in 
Bolivia. In addition, great progress was made in the eighteenth 
century in the technique of extracting silver from the ore by 
means of quicksilver. The consequence was that, during the latteJ 
half of the sixteenth and the whole of the seventeenth century, 
there took place a progressive rise in the prices of all goods and 
especially a fall in the price of silver in terms of gold from about 
1: 11 in the middle of the sixteenth century to about 1: 15 
at the end of the seventeenth. Silver production then pre
dominated even in value terms and continued to do 80 until 
the middle of the nineteenth century; being about two-thirds 
to three-quarters of the total annual production value, as compared 

. with about three-fifths in the middle of the eighteenth century. 
During the last centuries of the Middle Ages the reverse was the 
case. The world supply of currency thus became predominantly 
silver. In the eighteenth century, England alone, for a reason 
to which we shall shortly return, retained a certain amount oj 
gold in circulation; and since its silver coinage had become 
worn out and debased, it effectively went over to the Gold 
Standard at the end of the eighteenth century (formally 
in the year 1816). The value ratio between gold and silveJ 
from the middle of the seventeenth century and throughout the 
eighteenth only varied between 131: 1 and 151: 1 and during 
the first half of the nineteenth century between 15} : 1 and 151 : 1. 
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In the years 1848 and 1851 the goldfields in Calitomia and 
Australia were discovered, followed by similar discoveries in New 
Zealand, Colorado, etc. The output of gold was thus suddenly 
increased tenfold; in twenty-five years as much was produced 
as in the previous 250 years, and the annual production for 
a couple of decades was as much as three times the value, and 
one-fifth the weight, of that of silver. That this increase in 
the stock of precious metal was not without influence on 
commodity prices can be seen in the statistics, even though 
the crisis of 1857 caused a set-back in the rising price level. On 
the other hand, one would have expected the value of silver to 
rise cooaiderably in relation to gold; but, curiously enough, 
this did not happen. Despite the complete revolution in the 
conditiooa governing the output of gold and silver, their relative 
values remained for a further twenty years-until the middle of 
the 'seventie&-about the same as had prevailed for 200 years, 
i.e. 151: I, or slightly less. This state of affairs undoubtedly 
cooatitutea a strong argument in favour of the bimetallists who 
contend that a stable relation between the two metals can be 
effectively maintained by law (even though within certain 
limits) so that both might serve as standards with free coining 
and be full legal tender. In point of fact, two of the most 
important commercial countries of Europe at that time had, 
as early as the beginning of the eighteenth century, set up a 
statutory ratio between the gold and silver coinage. It 
this ratio had been the same in both countries it is quite 
probable that the market value would have related to it 
and that the circulating medium of both countries would have 
cooaisted of a mixture of gold and silver currency. This did not 
occur, however. The ratio established in England was 15·2 : I, 
which was above the contemporary market value of gold in 
terms of silver. The French ratio was HI : I, which was lower. 
It would perhaps be more correct to say that the market value 
8uctuated between these two limits. The consequence was that 
gold coins left France for England, whilst the full-weight English 
currency disappeared from England and only the worn coins 
remained, in complete accordance with Gresham's Law. This 
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was one of the chief reasons why England, instead of calling in 
and melting down the debased silver currency in order to replace 
it by full weight, preferred to go over to a pure gold standard 
and, to that end, forbade the free minting of silver for 
private account when, as a result of the fall in price of silver, 
it had again become profitable to do so. Shortly before, 
however, France had raised its ratio to 151: 1 (subsequently 
known as the bimetallic parity) and thus succeeded for a time 
(until about 1820) in retaining a certain amount of gold in circula
tion with silver. The revolutionary changes in the conditions 
of production which followed 1848 produced the following 
results: the market ratio between gold and silver fell below 
II>!: I-the ratio established by French currency law. Hence 
gold began to flow in and to monopolize the circulation, whilst 
the superfluous silver was melted down and sold to other countries 
-a large part of it going to India and the East. The weakening 
silver served as a parachute for gold and prevented the fall 
in its value which would otherwise have occurred. It is true that, 
at that time, there were, besides the bimetallic countries, also 
pure silver and pure gold countries ready to absorb whichever 
metal had become superfluous. But the results would probably 
have been just the same, if not even more favourable, had the 
majority of countries intJ;oduced the bimetallic system with 
the same ratio as France. 

These movements in the market for precious metals 
became the immediate cause, in 1865, of the so-called Latin 
Currency Union between France, Belgium, Switzerland, and 
Italy. All these countries had adopted the French currency 
system and both silver and gold coins circulated quite freely 
between them, irrespective of the imprint. When silver began 
to flow away, fears were entertained lest it should disappear 
altogether, and in order to preserve quantities at least sufficient 
for smaller payments it was proposed to convert the silver coins 
of lower denomination (2- and I-franc pieces and less) into token 
money and to mint them as such. An agreement was reached 
whereby the government of each country, under certain con
ditions, guaranteed to accept the debased silver currency. 
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Five-frano pieces remained full weight, and might continue to be 
freely minted; indeed, they still retain within the Latin Union 
their status as legal tender for the payment of any amount. 

At the beginning of the 'seventies; however, something 
happened which was to disturb completely the 200-year-old 
stability between gold and silver, and which was to impart 
to the currency systems of Europe, as well as to several extra
European systems, an entirely new form. Other European 
countries had, at that time, either a silver currency, as in Germany 
and Scandinavia (gold ducata and carolinas were alao minted 
in Sweden, but they were accepted at varying rates and scarcely 
circulated at all) or a depreciated paper currency, as in Austria 
and Russia. If those countries" had gradually attached them
selves to the Latin Union, with ita free minting of silver and 
gold at a legally established ratio then the traditional ratio 
between gold and silver might possibly have been preserved. 
Adhesion to the Latin Union was, in Cact, contemplated by Ger
many shortly before the outbreak of the war in 1870, but owing to 
the war the plan never came to fruition. Germany elected instead 
to adopt the gold standard and to sell all her silver not required 
for token money; and the Scandinavian countries immediately 
followed her example in 187:l-6. No doubt a contributory 
factor was a certain fantastio idea that England's economic 
supremacy was in some way connected with her gold standard. 
But the step was ominous. Germany did not, indeed, succeed in 
selling all her silver, some of it remained as late as 1907, and 
was still to be found in the form of .. thaler .. pieces which were 
not regarded as token money but were legal tender to an unlimited 
extent, like gold. Great quantities of silver, however, were 
thrown on the market. Thanks to the discovery of new mines 
and new methods (the furnace and later the electrolytic prooesa 
replacing the amalgam process), the production of silver 
increased rapidly; and as the production of gold, though still 
much greater than before 1850, began to diminish at the same 
time silver again began to 1I0w into, and gold out of, circulation 
in the Latin Union. Those countries which did not want to 
lose their gold had no choice but first of all by common 
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agreement to restrict, and subsequently (Nov., 1878) entirely 
to suspend, the free minting of silver (5-franc pieces). 

The same measures had been taken somewhat earlier by 
Russia, and soon afterwards by Austria. These two countries 
still had irredeemable paper money, but this had now risen to 
par, or even above par, owing to the fall in silver; for which 
reason minting for private account again became profitable. 
But, since it was now intended exchange paper not for silver but 
for gold currency, i.e. to adopt the gold standard, this minting of 
silver, which would have depressed the value both of the paper 
and silver currency in terms of gold, came inopportunely. 

Thus the old double standard, whether bimetallic in the 
strict sense, or merely parallel, ceased to exist in Europe. Silver 
had been degraded to an ordinary article of commerce and ita 
market price fell lower and lower. The United States tried in 
vain, by the famous Bland and Sherman Bills, to save the value 
of silver, in the maintenance of which it was now interested as 
a producer. Before the Civil War, there was statutory bimetallism 
in the United States, but since the ratio had (since 1834) been 
fixed as high as 16: 1 virtually only gold was in circulation. 
As a result of the war, an irredeemable, and soon much depreciated. 
government paper currency-the well-known greenbacks-held 
the field. Not until 1879 did they succeed in bringing these notes 
up to par and then begin to redeem them. It was felt to be too 
dangerous to permit the free minting of silver, but shortly before 
this it had been enacted by the Bland Bill that a certain amount 
of silver, corresponding approximately to the native production 
of the U.S.A., should be purchased annually by the State and 
minted as cover for a special note issue-the so-called silver 
certificates. This amount was increased by the Sherman Bill, 
according to which payments were made in inconvertible 
Treasury notes. Since, however, silver continued to fall in value. 
the insufficiency of these measures became clear, the more 10 

as gold began to flow out of the country. All attempts to induce 
the European countries to resume the free minting of silver 
failed. The only country of major importance with an ordered 
currency in which free minting still existed was India. which 
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remained on a silver standard until 1893. But the ever-widening 
gap between the value of British and Indian currency caused 
numeroUi inconveniences i and when these became more apparent 
the Anglo-Indian government resolved (in 1893) to discontinue 
the free minting of rupees. Thereupon the U.S.A. also abandoned 
it, with the exception of token money, and henceforth devoted 
all its energies to the maintenance of the gold exchange. 

Of recent years, the production of gold, which showed clear 
signs of declining at the beginning of the 'eighties, has risen rapidly 
in consequence of the discovery of new deposits in Colorado, 
the Transvaal, and Klondyke i so that, at the beginning of this 
century, it not only equalled the production of the 'fifties and 
'sixties, but grew to be three times as great. Simultaneously, 
the production of silver also increased, despite the tremendous 
fall in its value, although it looked like becoming stationary 
from 1893 to 1907. It is now, however, about five times 
as great as in 1860, though it is nevertheless considerably 
exceeded, even at its old value, by present gold production. 
And yet gold is now more than thirty-five times, and has 
even been forty times, more valuable than silver, whereas before 
1873 the ratio had never been known to stand higher than 
151 or 16 : I, even at times when gold production only constituted 
a fraction (reckoned in value) of the production of silver. 

In England, the value of metallio silver is usually given &8 

so many pence per ounce. Gold of n finenll88 is minted in 
England at the rate of £317,. lOll. (= 93Hl.) per ounce (about 
31 gr.); so that if both metals were of the I8me finenll88 it would 
only be necell8&11' to divide that figure by the price of silver in 
pence in order to ascertain the Talue ratio between gold and 
silver. The so-called English mifll ,,1 .. , ltartdarl ftlwr (not to 
be confused with the content of the present English silver token 
money, whioh is muoh le88) is • little finer than minted gold. i.e. 
iH = f &. The above mentioned total must therefore be increaaed 
in the proportion of iU : H = III : 110. or 943d.; if the quoted 
prioe in pence per ounoe is divided into this the correct ratio 
will be found. A silver prioe of about 26d. thus corresponds 
to • value ratio between gold and silver of 943: 26 (= 36·1. 
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approximately) whilst the bimetallio parity of 151: I, when 
it still coincided with the market price, gave a price of 
943: 15} (= 60Hd.) per ounce of standard silver. 

It can scarcely be doubted that the main cause of the f'all 
in the value of silver is to be found in changes in monetary 
policy. If silver should again be adopted as a standard in the 
civilized world, side by side with gold, and be freely minted, 
then its market value would certainly rise considerably, not 
improbably to the old ratio of 1 : 15!, if the latter were retained 
as the statutory ratio. At present, there seems to be no 
practical reason for attempting this, since the world production 
of gold appears to be sufficient and the reserves (now obtained 
mainly by mining operations and not as formerly by washing 
in old river beds) are probably adequate for the needs of'the 
European states and the U.S.A. and sufficient even to 
enable extra-European states to adopt the gold standard. This, 
however, is a question of expediency 1 and does not affect the 
theoretical- foundation of bimetallism, which is essentially 
unchanged, even if, as we shall point out later, it carries us 
beyond the conclusions which its advocates draw from it. 

For the moment, however, the free minting of'silver does 
not exist in any country with a regulated currency. The currency 
systems in existence in 1915 may be characterized as (1) those 
with a pure gold standard, in which silver is only used as token 
money and is only legal tender up to a limited amount; (2) those 
with the so-called "limping" standard, in which both metala 
are legal tender, but only one, gold, is freely minted; and, 
finally, (3) those with a paper standard in which the currency 
consists of' inconvertible paper money or of' metallic (silver) 
money minted only by the State f'or its own account. To class 
(1) belong England and most of'its colonies, Portugal, Germany, 
and the Scandinavian countries (the Scandinavian Currency 
Union of 1873-5), Finland, the U.S.A., and, f'or some years past, 
Russia and Japan. To class (2) belong the countries of the 
Latin Union and Holland. To class (3) belong South America 

1 A threatened scarcity of gold in the near future baa been feared. lince 
the return to the gold standard after the world war. 
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and, in Europe, Austria, where the gold Btandard has not yet 
been fully introduced, Spain, Greece, and tlie Balkan countries, 
also India, where the rupee (Bilver) is Btill the Btandard but with 
limited minting for State account only. In this latter case, 
a consequence has been that in recent years the rupee, despite 
the continued fall in Bilver, haB begun to rise in value and 
now Btands as high as it possibly can Btand accOrding to the 
currency law of 1893, i.e. equal to 16 pence in gold. (Its 
metallic content corresponds at the present value of Bilver to 
about loa.; at the old parity the rupee was worth 22·6d.) 
At the above price the Anglo-Indian government has undertaken 
to isBue without limit rupees againBt gold. Since 1899, moreover, 
the legal tender value of the English Bovereign has Btood at a 
ratio of £1 = 15 rupeeB. The gold Btandard is not fully introduced 
by this means; for that would require the unrestricted Bupply 
of gold for rupees at the Bame price, a condition not yet enacted 
by law, though adhered to in fact. In 1915, a transition to the 
gold Btandard in a form Bimilar to that of India was planned in 
Mexico and China. 

3. Swedish Ourrency History aM a Oomparison between 
Present-day Swedish Ourrency aM tlwl of Other Oountriu. 

The oldest Swedish coinage seems to have been minted in 
the time of Olof Skiit or King Anund. These coins, which were 
called 'Penningar, were then still equal subdiviaions of the unit 
of weight, in so far as 8 Ore at 3 ;mug made 1 .. Mark" (presumably 
210 gr. or not quite one-half a Swedish 'kld:pund) of pure silver, and 
every ;mug was worth 8 'Penningar (earlier probably 4) in Upper 
Sweden. One" mark" of .. penningar " was therefore originally 
about 32 crowns (kronor) and 1 Ore about 4 crowns in modern 
currency. By degrees, however, the currency was debased, both 
in content and size; so that, as early as the time of the provincial 
laws, a distinction was drawn between" vigen" and" riknad ", 
or .. karlgell .. and" kopgell .. marks. This debasement continued 
until, in the middle of the fifteenth century, the penningmar" 
had sunk to one-eighth of its original value, or 4 crowns; as we 
have already observed, the purchasing power of the penning 
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throughout the Middle Agel wal coDlliderably greater than now. 
In thil connection, coine of a higher denomination began to be 
minted-firat the &-tug, then the Ore, and 10 on. In the sixteenth 
century the debasement of the cunency continued, 10 that, 
towarde the end of the reign of GustaVUI I, the mark wu only 
worth 1 crown in modem cunency. It wu thUi one-quarter of 
the large coin, the thaler (JoachilJl.8thal) which was first atmck 
at the beginning of the century in Germany and later in Sweden. 
The conaequence waa that, a daler (which, from the outset, was 
the lame al a II thaler .. or a lpecie II riksthaler 00) wal calculated 
al 4 marks or 32 lir., and thie equivalent wu maintained during all 
IUbll8quent debuemente. Whereal the lpecie II rikadalar 00, which 
wal a kind of international coin, remained practically nnchanged 
in weight and finen8llll, the originally equivalent II lvenska daler 00 

wal debued more and more. Our cunency history nntil 1830 
il indeed an almost uninterrupted luoceaaion of debuementa 
and bankruptciel. . 

Under Gustavus, Adolphus, and Christina, and even later, 
with brief interruptionl, the cunency metal was copper, which 
wal minted not only &I token money, but also in large clUlJl.8Y 
platel &I standard money. A copper thaler W&l originally 
lupposed to be of the lame value &I a silver thaler, but this ratio, 
which from the outset did not correspond to the metallic value 
of the copper coins, conld not be maintained. The copper thaler 
gradually declined in value--at first to one-half and then to one
third of a silver thaler i thie latter ratio wu finally stabilized. 
Meanwhile, the silver thaler (= 4 silver marks) which IOmetimes 
was actually minted and IOmetimea merely a name for the coined 
copper platee, eankto two-thirds and then to one-half of 
ita value in 1560, 10 that towarde the cloae of the reign of 
Charles XI one specie rihdaler W&l equivalent to 2 silver thalers 
or 6 thalers- or 24 marks in copper coins. 

Under Charles XII (apart from the later emergency currencies 
which were nothing more than IUbatitutea) a new debuement took 
place, in 10 far &I the 6-thaler platea were restamped to the value 
of 9 thalera i a8 a result, the specie rihdaler, lOOn came to be 
worth 3 silver thalera, 9 copper thalera, or 36 copper marks, 
which wu the parity in the FriAetIli.d. During the latter period 
all metallio money disappeared from circulation. and the Rib-
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bank's notes, inconvertible from 1745, became the only meana 
of payment in the country. As a result of an excessive iasue, 
especially during the Pomeranian war, these notes depreciated 
in terms of silver; or, what amounted to the same thing, the 
specie riksdaler, and the equivalent Hamburg banco nksdaler, 
in which most foreign bills were made out, appreciated in terms 
of the daler or mark banknotes. In 1776 these notes were con
verted int.o silver at the rate of 1 nksdaler specie = 72 marks of 
copper coin, i.e. at half their face value. The old ratio, 1 silver 
thaler = 1 riksdaler specie, was retained in legal documents and 
in the valuation of state incomes. The silver nksdaler (specie), 
divided into (3·32 =). 96 Ore or into 48 shillings was now the 
currency unit for the whole country. 

Mter the Russian war under Gustavus III the notes issued 
by the Treasury (originally bearing interest, but subsequently 
becoming inconvertible paper money) became the chief medium 
of exchange in the country, driving out of circulation, in accord
ance with Gresham's Law, both the metallic currency and the 
inconvertible Riksbank notes. From 1903, the Treasury note. 
became by decree redeemable at the bank for two-thirds of their 
value. (A fund had been created for the purpose, partly by meana 
of a general income tax, the so-called " realization contribution", 
and partly by "pawning" the town of Wismar.) Mter the 
Finnish war, however, it became impossible for the bank to redeem 
either its own notes or those of the Treasury in hard cash, where
upon both, whilst retaining their tJalue relatively to each other, 
gradually depreciated (in other words, the silver value and the 
value abroad rose) until by the" realization" of 1834 they were 
redeeme<J. at three-eighths of their nominal value, the Treasury 
notes being thus redeemed at one-quarter (two-thirds of three
eighths) of their original value. 

The silver thaler, with its subdivisiona the mark and the Ore 
were still used in old legal transactiona and were calculated at 
1 riksdaler banco = 50 Ore. 

By the currency law of 1830, the silver content of the specie 
riksdaler was reduced by about three-quarters, or from 25'69 to 
25·5 gr., whilst the cost of minting, which had formerly been paid 
separately, was now" thrown in" with the coin. By the law 
of 1855 no other alteration was made than that a quarter of a 
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specie riTudaler, which after the currency realization of 1834: 
exactly corre8ponded to a Treuury riTudaler, became the unit 
of calculation under the name riudaler riTumynt, divided into 
100 ~tJ. The currency changes of 1873 were made on the baaia 
of 1 Monti (equal in value to 1 riTudaler riTuniynt) 108 the unit, 
the ratio between gold ed ailver being fixed at 151: 1 (15'81 : 1). 
ThWl we may eay that the previoWl ailver weight of the unit was 
evened out, 110 that' Tcr. were regarded aa equal to 25 gr.-or 
160 Tcr. to 1 kg. pure ailver. Against this imaginary aiIver 
coinage, gold coins were minted at the ratio of 1 : 151 in weight. 

The result was that 1 kg. of gold was minted into 151 : 160 
.. 2480 Tcr., a. ia etill the ca88. 

In Germany the tranaition followed the eame linea. 1 kg. 
of pure ailver waa then worth 180 Reichmarka ed conaequentIy 
1 kg. of pure gold waa minted to 2790 marka; thWl 8 /cr. are 
worth about 9 marka. 

Similarly in FlIUlC8 the aiIvet and gold coins stand in a 
limple relatioillihip to the kilogram, though this applies to their 
gro.. weight, and not to their net weight. 1 kg. of aiIver of 
/u finen881 ia minted into 151 X 200 == 3100 france. ThWl 
8 Tcr. =0 If X 10 france, or 72 /cr.== 100 franca. The eame applies 
to the VarlOWl countriea which have adopted the French currency 
system. RU88ia'a currency also bore a similar relation to the 
kilogram ed therefore to Swedish currency. A. ailver rouble 
contained the eame .. mount of ailver as' france, but the gold win, 
the older imperial of 10 roubles, was minted in the proportion 
by weight of 1-15 ed waa therefore worth more than 40 france. 
This was equalized in 1886, when the tranaition to the gold 
standard wu plened, 10 that the new imperial equalled 
40 frece. The intention was gradually to raise the depreciated 
paper rouble to ita old parity of' franca. But, as this would have 
taken too long, it was decided in 1897 to take the existing exchange 
nlue of the paper rouble as the baaia for redemption, whilst the 
imperialed half-imperial were fixed at 15ed 71 franca, or 1·92 /cr. 
The RU88it.n gold coiDs minted were 10 ed 5 Tsar roubles. The 
ailver coinage, on the other hand, ht.a remained unchanged, for 
which reason the R1lll8ian value ratio of gold to ailver is quite 
di1l'erent from that of Weatern Europe, i.e. 23 : I, iDstead of 151 : 1. 

We shall ignore the currenciea of the remaining countries 
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because they do not stand in any simple rational relation to ths 
Swedish, even though in Austria, Hungary, and the Netherlands 
the same unit of weight, the kilogram of gold, constitutes the 
basis of the currency. We merely indicate that in practice-

1 pound sterling 18·16 krona 
1 Dutch gulden = 1-50" 
1 Austrian krona 0,76" 
1 American dollar = 3,73" 
1 Indian rupee 1·21 " 
1 Japanese yen - 1·86 " 

4. The Technique of Cummc!I 

The purpose of minting is, as we have said, to give a state 
guarantee of the weight and fineness of the metal, for too much 
inconvenience to trade would be caused if the metal had to be 
weighed and tested for every transaction. The fineness is now 
usually nine-tenths for standard coins, both gold and silver 
(the remainder being copper); but in England eleven-twelftha 
is the standard fineness for gold. By the expression" standard" 
we usually mean the net weight of metal in the standard cOin, 
or, what comes to. the same thing, the number of units minted 
from one unit of weight of a precious metal. In modern times the 
word standard is also frequently used to indicate the metal 
from which the standard coin is minted: we speak of the gold, 
silver, or bi-metallic standard, etc. 

Even with perfected modem methods of minting it is 
impossible to achieve absolute accuracy either as regards weight 
or fineness. In both respects, therefore, a slight latitude is 
permitted (the "remedium ") which, with modem minting 
methods, is far from being fully utilized. In the Scandinavian 
countries the margin is • 0015 for 20 kr. pieces and . 002 for 
10 kr. pieces, the margin of fineness being' 0015 for both. But, 
in addition 10 kg. of newly minted gold coins must not vary 
more than 5 gr. from the normal weight, ie. by more than 
. 0005. The value of coins is, however, reduced by the wear and 
tear of circulation-although the amount of wear is certainly 
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inconsiderable. It baa been estimated at only one-fifth to one
quarter per 1000 per annum for the standard money in regular 
circulation. The common idea th3t the purpose of banlmotes ia 
to save thia wear and tear ia incorrect, for the maintenance of 
paper money actually costa more than that of metallic money. 
What is saved by uncovered paper money ia the interest on 

. the capital invested in the currency. In the COUl'88 of time the 
wear may become considerable and, though the form and design 
of coins nowadays makes thia more difficult, the practice of 
clipping, scraping, and sweating might aB8ume large proportions. 
For thia reason a minimum limit ia fixed, below which the 
coinage ceases to be legal tender aa between individuals. In 
Sweden, as in Germany, the limit ia one-half per cent below the 
normal weight, in England almost one per cent. In France there 
ia no limit within the country, but aa between the states of the 
Latin Union it ia only one-half per cent. The establiahment 
of a minimum ia, however, not sufficient to prevent the circulation 
of worn money, because individuals do not trouble to examine the 
weight and are naturally not disposed to bear the 1088 themselves 
if they accidently receive a badly worn coin. The State mU8t 
therefore rede8lU ita currency even if it haa pa88ed the minimum 
limit. Such ia the case in Germany and Scan~via, where 
a certain maximum limit of twenty per cent haa been placed 
on the State's liability i thia ia of no importance in practice. 
In England, on the other hand, coins ceaae to be legal tender, 
even as against the State, when they have pa88ed the minimum. 
The consequence of thia ia that the full-weight money ia paid 
to the State or the Bank 'or England and the underweight 
money continues in circulation, especially in country places. 

Since the minting of money ia expensive, the State U8ually 
makes .. charge for minting on private account. This charge 
ia called .. Seigniorage " __ name which ia due to the fact 
that in earlier times the charge waa somewhat higher than the 
actual cost of minting and waa therefore a source of income to 
the State. This fact, and the fact that it was profitable for 
private persons to have their precioU8 metal coined and pay 
more or less appreciable charges for so doing, ia due again to 

• 
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the fact that the minted metal qua legal tender had a higher 
value within the country than the unminted metal: experience 
shows that this difference may be enormous and it is in any 
case very great if the State charges a high seigniorage and does 
not at the same time contribute to an increase in the supply of 
money by minting on its own account. This method of procuring 
revenue for the State should, however, be avoided, lor such 
coinage has very much the same disadvantages aa inconvertible 
paper money. Sooner or late the country may experience an 
adverse balance of payments-as for example in consequence 
of a bad harvest; some portion of the money must then be sold 
abroad in payment for goods. In a foreign country, however, 
the currency of any country seldom has a higher value than that 
of its metallic content, since it must. usually be melted down 
and re-minted abroad. The consequence is that the internal 
coinage loses its artificial value, and the exchang&--i.e. ita 
relation to foreign currencies-will depreciate to the same extent. 
At any rate that is what should happen if there do· not exist 
within the country stocks of unminted metal which can be used 
primarily for export; or else assets or credits abroad against 
which bills can be drawn. But it will always remain true to 
some extent. It is therefore advisable to restrict the seigniorage 
to the actual cost of minting, in which case deviations from the 
value of the metal and consequent Buctuations in the exchange 
will be correspondingly slight. In England there is nominally 
no such charge-coinage being" free and gratuitous ". But this 
is unnecessary and has no practical significance even in England. 

The development of modem banking and of the mechanism 
of international payments have resulted in the almost complete 
disappearance of direct minting on private account. Instead, 
the central banks accept the precious metals from individuals 
in exchange for minted money or notes to the statutory amount. 
In England, as has been said, anybody possessing bullion can 
have it minted free of charge at the Mint; but this takes time 
and involves a loss of interest. Consequently gold importers 
prefer to deposit gold with the Bank of England, which credits 
them with the amount at the rate of £3 17,. ga. per ounce (about 
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31 gr.)--or about lid. less than the Mint would have given 
(£3 17,. 100d.), which is equivalen~ to a charge of a little over 
O' U per cent. (In Sweden the charge is one-quarter per cent 
for 20 crowna and one-third per cent for 10 crowns. The 
position is similar in Germany and elsewhere.) The banks then 
deal with the gold according to circumstances; they mint it 
or they keep it in ingots. Similarly, foreign currency is accepted 
by the banks at a price which usually varies little from par 
and may even sometimes be above par. Frequently such coin 
is not melted down, but is used as occasion requires for shipment
i.e. is sold again to importers at a somewhat higher price if the 
balance of payment is so unfavourable that gold must be exported. 
Consequently it may be said that, with free minting and a 
moder~te seigniorage or none at all, minted money will have 
about the slUDe value as the bullion--&ightly higher, to be 
exact. 

5. Standard Money and Tolr.en Money 

Money which is unlimited legal tender in a country-so 
I that ordinary debts can be legally discharged by offering 

payment in that money at its nominal valu&-is called the 
standard or current money of that country. 

If two or more metals with a statutory value ratio are standard 
the system is bimetallio or trimetallio. If, on the other hand. 
only one metal is minted into standard money it is monometallic. 
If, in the former case, free minting of both metals is permitted 
there is a double standard in the real and classical sense. If, on 
the other hand, minting of one metal (silver) for private account 
has ceased, whilst the money in question is still unlimited legal 
tender then it is usual to speak of limited double standard, 
or of bimetallism with limited minting. 

Even in a monometallio system the other metals cannot 
be entirely dispensed with as minting material. Silver money
not to mention copper and nickel-would be too inconvenient 
to use for larger payments, while gold, on account of its thinness 
and smallness, would not be handy enough for use in discharging 
debts of a few shillings. In countries whose standard money is 
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silver, the gold coinage, even where it must be accepted at a 
varying rate of exchange, is often used as trading money. This 
was more common in earlier days than now, since banknotca 
have come into use. Where, on the other hand, gold is the 
standard money, as it is nowadays in an increasing number 
of countries, silver must be retained as a means for smaller 
payments, unless notes of small denomination are used. For the 
same reason the smallest payments are made in copper, bronze, 
or (as in Germany) nickel. Such money is called token 
money and differs from trading money in so far as it is legal 
tender to its rwminal. tJalue, and not merely according to a 
varying rate of exchange. In contrast to standard money, its 
function as legal tender is limited to certain statutory amounts 
beyond which nobody is required to accept it in payment (in 
Sweden 20 kr. in 2- and I-crown pieces and smaller sums 
for the smaller token money). The free minting of token money 
for private account is also universally forbidden, though this 
may also apply to the standard money, as was the case not long 
ago in Austria, Russia, and Holland, and at present in India. 
To some extent this is also true of the Latin Union, in 80 far as 
the 5-franc piece is still regarded as standard money. 

If the bimetallic standard is abandoned, and nothing is 
done by the State to stabilize the relative market value of silver 
and gold, the situation must necessarily become unstable; 
hence silver token money and other token money must be minted 
below its value, i.e. will contain less of the precious metal than 
corresponds to its nominal value according to the average market 
price of silver. If it were of full value, its metallic value would 
sometimes exceed its nominal value; in other words, the weight 
of silver actually contained in the coin would be worth more 
in the market than the weight of gold which its nominal and legal 
value represents. In such case it would be profitable to melt 
down the token money and sell or export it, and a shortage 
of token money would arise, however much might be minted 
at the cost of the State. That is the reason why in England in 
1816, and later on in 1865 in the Latin Union, and in 1873 in 
Germany and Scandinavia, the actual silver token money was 
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minted with a lower content of silver. In Sweden, for example, 
aa haa heen pointed out, since the bimetallio ratio remained, 
I kg. of pure silver ought to have been worth 2480: 151 
.... 160 'kr. In reality, however, a I-krona piece contains only 
6 gr. pure silver, so that 167 silver kronor would be required 
to make up 1 kg. of pure silver. 

From these figures, however, it appears that more consider
able variations aa between gold and silver were not expected. But, 
actually, the fall in silver rendered all precautions ineffective; 
even the so-called full-weight silver coinage, such as the 5-frano 
pieces, now have a metallio value of not even half their face 
value. A I-'krona piece, if melted down, is now worth about 
40 Ore. Forged silver money, or, more correctly, illegally 
minted money containing the usual amount of silver, would 
therefore be a profitable businellB. Small-scale forgery is, however, 
prevented by the form and design of the currency. On a large 
scale it could scarcely fail to attract attention, for .. minting 
works are rather noisy". 

On the other hand, there is no fear that token money may 
drive out standard money. for the State has power to limit 
the minting of the former to what is strictly required-which 
it must do if the whole currency system of the country is not 
to be endangered. To give token money limited legal tender 
only. as is done by the English currency laws. although 
putting a brake on excessive minting. is not in itself of great 
importance if-in Sweden-the State exchanges token money 
freely for gold money and the Central Bank is compelled to 
exchange it for notes. 

If. in conclusion. we endeavour to survey the developments 
outlined above. it becomes clear that great SUcce118 has been 
achieved in the solution of that part of the monetary problem 
which consists in the maintenance of uniformity of currency 
both in space and time. Instead of the multitude of more or 
less wom and debased coinages which previously existed-to 
remedy which it was sometimes necessary to withdraw metallic 
money altogether-we now have a few types. easily surveyed. 
with which it is possibl&-with the help of modem regulations 
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as to minimum weight and the obligation to redeem-to secure 
a purely automatio replacement of the supplies withdrawn. 
Thus the earlier irresistible temptation to debasement is removed. 
By the concession of free minting of the standard coins for & 

small charge, or no charge at all, an essential parity between 
the minted and the unminted metal is preserved; this materially 
assists international payments. Since, moreover, one metal 
(gold) has become standard in nearly all countries, the last 
obstacle has been removed and one may almost say that in 
modern times all countries possessing & metallic currency have 
the same money. Whether or not the sacrifice of the free minting 
of silver was unnecessary and injurious is another question, 
into which we do not propose to enter here. 

But so far we have approached .no nearer to the solution 
of the most difficult problem of currency, namely the preservation 
of a stable and constant value in terms of goods and services. 
Even the most careful attention to everything which maintains 
the full weight of a coinage will not prevent that coinage from 
falling in value if the production of the precious metals is 
substantially increased, or the development of credit renders 
existing supplies unnecessarily great. And, vice 'Versa, if a shortage 
of precious metals should occur which could not be made good 
by the increased velocity of circulation occasioned by credit 
methods, the careful maintenance of a full weight currency 
would prevent the stabilization of the value of money rather 
than promote it. Our next duty must therefore be to study 
carefully the influence on currency of these factors, viz. the 
increased or diminished velocity of circulation, especially by 
credit and banking operations. We shall undertake this task, 
after first glancing at currency from the legal point of view. 

6. Moneg frmn tke Legal Point of View 

Like most other forms of wealth, money may be the object 
of legal disputes. Indeed these are of daily occurrence, since 
most claims to wealth assume the form of money. On the other 
hand, it is only rarely that money itself-its substance, exchange 
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value, etc.-ia the real subject of such legal disputes. Under 
an ordered currency system, there ia practically only one case 
in which that occur&-i.e. in the' transition from one standard 
to another, in the adoption of new or dissolution of old currency 
standards, etc. It then becomes a question as to what extent 
business agreements, forma of indebtedness, and other legal 
transactions existing belore such changes, are in1luenced by them, 
and especially to what extent regulations of the above kind are 
retrospective in action as regards these pre-existing legal 
obligations. 

That states have frequently given such retrospective action 
to their currency laws ia shown by the expression .. forced 
exchange ", which usually implies that those who have monetary 
claims must be content to accept payment in what is perhaps 
a more or less depreciated paper currency at its nominal value. 
But it does not follow from this that such procedure is always 
fmor just; sti1lless is it clear how such questions should be 
adjudged when explicit regulations on the point are lacking. 

An interesting example of this kind occurred in 1873 in 
connection with Germany's transition from a silver to a gold 
standard. Certain Austrian railways had issued debenture 
bonds in Germany payable both in Austrian gulden and German 
thaler (both silver currencies) the ratio of whose metallio content 
was 2 : S. In passing over to the gold standard the German 
currenoy law enaoted that a gold 100mark piece should be 
equivalent to 31 thaler, and this agreed with the market value 
of gold and silver at that time. After 1873, however, the value 
of silver in terms of gold sank rapidly and the difficult question 
then &rOBe whether the Austrian debtors were obliged to pay 
their German creditors in gold. The contract had been entered 
into before the transition to the gold standard was even contem
plated in Germany and there was no stipulation as regards 
eventual payment in any currency metal other than silver, 
or as to whether the debt should be regarded as consisting only 
of the quantity of silver which was contained in the specified 
number of thalers or gulden at the time of the contract. The 
creditors claimed the former, and the debtors naturally claimed 
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the latter. In the lawsuits which ensued, the Anstrian courta 
all decided in favour of the Austrian claims and the German 
courts, with one exception, in favour of the claims of their 
countrymen. Helfferich, himself a German, associated himself 
with the majority of the German courts on the ground that the 
legal currency of a country should not be confused with the 
amount of metal it contains, even if, in consequence of free 
minting, the two are practically identical in value. He urged 
that the currency, or unit of currency, of a country is what the 
authorities decide that it shall be, and those who enter into 
business contracts without precisely stipulating the kind of 
money which is to be offered in payment must submit to any 
chance variations in the standard. They resemble two persons 
who have entered into a contract in which the determination 
of certain conditions is left to a third· person. The argument 
seems to me somewhat specious becanse, among other things, 
the third person cannot in this case be regarded as fully emanci
pated. It would undoubtedly be very convenient for a debtor 
country to effect payment on a standard depreciation of one-half. 
and also for a country with large claims abroad to demand pay
ment in a currency of double value. On the other hand, the pure 
metallic theory cannot always be sustained, as for example 
where the debt is contracted during a period when the currency 
of the country consists of depreciated paper money. In any 
. case it is certain that this theory, and also the one defended by 
Helfferich, might give an unfair advantage to either creditor or 
debtor at the expense of the other. This would be true in the case 
of Austria and Germany, since it could be shown that silver had 
depreciated while gold remained constant in value in terms of 
goods. Inevitably, therefore, we are led back to the postulate 
which appears to underlie every monetary agreement, namely 
the presumption of the stability of the value of money. If this 
is lacking, and if the court is nnable (which it almost always is) 
to ascertain to what extent the exchange value of money has 
changed during any period, then ita decisions in matters of this 
kind must always appear somewhat arbitrary. 

Although the Scandinavian countries went over from silver 
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to gold at about the same time as Germany, there have not been, 
10 far as I know, any similar cor,Ulicte-with the exception of 
Sweden'. dift'erencea with Finland before it went over to the 
gold standard in 1878. This was probably due to the fact that 
neither had claima against countriea on the silver standard 
and neither considered it advisable to repudiate their debts in 
a different exchange from the one previously accepted. 

Finally, there may arise the question of the obligation of 
the State in respect of money which has been called in and which 
hal ceased to be legal tender: and especially in respect of the 
internal obligations of contracting partiea to a currency union, 
when the union is dissolved. It is reasonable to demand that 
the State mould redeem such money as it calls in, although in 
the case of a depreciated paper money it need not go farther 
than to redeem it at the value which it actually possessed in 
circulation at the time' of redemption or in the immediately 
preceding years.' 

As regards the internal obligations of the State, one must 
carefully distinguish between the case where the coinage is minted 
at a depreciated value ab initio, i.e. for the account of the State : 
and the case where free minting is permitted for private account. 
In the former case it is scarcely possible to evade the liability 
of each state to redeem its own coinage, and indeed no other 
procedure, so far as we know, has ever been suggested-even 
though such a redemption might be the consequence of a fall 
in the value of the metal involving unforeseen losses. The case 

I Redemption a' the faClII nlue would yield the accidental holder of 
depreoiated paper money an unearned profiL 10 principle, howeyeI', all debta 
including the debta of the Stata In paper money, mould, In my opinion. be 
redeemed at the nine of the data of the contract. 

In the .. Errata and Additiona .. appended to the German edition, Wicbell 
develope the principle, which he defended Yigorouely and peniatently in hia 
~ee and writinga during the World War, that the changee in the nine 
of money In Sweden between 1914 and 1923 rendered necelllllU'1 comprehensive 
compensation, .. between publia and privata debton and crediton: 80 that 
anybody who, for exam~had lent Kr. 1,000 at the beginning of 191' and 
had them repaid at the .. of 1919, when the p1UChaaing power of the 
krona wae greatly reduNel, mo d receive compeneation by an amount pro
portionata to the reduced puniliaalng power of the krona (i.e. .. if the loan 
had been Kr. 3,000): whereaa the pel'llOD who lent Kr. 1,000 at the beginning 
of 1919 mould have hia debt reduced In proportion to the Inereaaecl nine of 
money (to, for "ample, Kr. 5OO).,ED. Sw&DISB EDmoN.] 
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is different where money has been freely coined ab initio; for 
example, the 5-franc pieces in the Latin Union continued to be 
freely coined until the fall in the value of silver made a restriction 
of free minting necessary. Meanwhile, owing to various circum
stances, money had been minted in entirely different quantities by 
the respective states of the Union. Switzerland had not coined any 
such money, Belgium, on the other hand, had minted a cOnsiderably 
larger quantity than was needed by its population. But since 
the Belgian State Mint had only benefited the public, and any
body, whether of Belgian nationality or not, could have such 
coins minted, it seems scarcely reasonable to expect that the 
Belgian State should redeem at their face value all the 5-frano 
pieces bearing its imprint. The question has been debated at 
length within the Latin Union and it has been decided that, 
in the event of the dissolution of the Union, eooh State shall 
be responsible for the currency bearing its imprint-a decision 
which, with Helfferich, we regard as a solution not in full accord 
with the principles of currency. For the rest, we refer the reader 
both on this point and on the legal aspects of currency in general, 
to Helfferich's exhaustive and, in most respects, correct account. 

It is very evident that the cause of all legal disputes 
concerning money is to be found in the unforeseen changes in 
its exchange value. We see therefore more clearly than ever the 
sovereign importance of the stability of money through time, 
though all efforts to secure such stability would appear vain so 
long as metals are used as standards of value and free minting 
of the standard money on private account is permitted. 



m 
THE VELOCITY 011' CIRCULATION OF MONEY. 

BANKING AND CREDIT. 

BIBLIOGlW'BY.-Sini:e the following exposition will be primarily 
theoretical in character, we must necessarily refer to the works 
which describe more or 1888 exhaustively the actual working 
of the money market, eapecially in our own day. Among them, 
in the Scandinavian languages, we must note W. Scharling'. 
extremely well-written Banlcpolitii; .Aachehoug's already cited 
work, ch. 62 et seq.; J. Lemer, II Krediten och BankviBendet .. 
(in ElwnomiBia SamAtJll&livet); Davidson, Eur0pa8 Central
banker and e888ys in ElwnomiBi Tid8krift; Goschen, Foreig1a 
Exc1umgu. Among the many foreign works on the subject, 
the English are especially remarkable for richnesa of content 
and conciae treatment. The English money market remains 
the model for other countries. We will only mention here the 
smaller textbooks by Clare, .A Key 10 tI&e Money MarJ:et, Money 
Markel Primer and T1ae .ABC oj tI&e Foreign Ez.c1uJfl!JU; Withers, 
T1ae Meaning oj Money, SIocla, S1IMu and Debenturu, and 
Money CAa~ng, and particularly Bagehot's Lombard StreeJ-
8 work which, although not up to date, is UD.8ll1'p8888d from 
the point of view of exposition. 

For 8 deeper study of practical banking and stock exchange 
queatioDl there are numerous relevant articlea in Conrad'. 
BandwOrl8rbuc1a, in which guidance is given to the literature of 
the subject. 

1. On Velocity oJCirculatiMa in GeMnJl. Cas! BalaMU and Credit 

Unlike goods, which, with every purchase and sale, advance 
one step further on the road from producer to consumer, and 
which usually leave the market when a transaction is completed, 
money (to use the common expression) remaiM in the market. 
As we have already pointed out, however, thia is not entirely 

6IJ 
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true, unless the seller who has received the money remaillll 
there also, and in turn becomes a purchaser. It he withdrawa from 
the market or remains there only aa a seller, then the purchasing 
power and the exchange function of the money will be latent; 
it will, for the moment, cease to function as a medium of exchange. 
but will remain in his safe as a store of value. The period during 
which any piece of money is on an average retained in the safe. 
between a sale and a subsequent purchase, may be called the 
average period of idleness; and the inverted value of this period 
of time, expressed as a unit (say a year) will be the average 
velocity of circulation. . In other words, if a piece of money 
on an average lies untouched for a month at a time, then it will 
circulate (change owners) twelve times a year. Thia .. velocity 
ot c~culation is, tyvelve (times per annum) when its period of 
idleness is one~twelfth (year). Included in the circulation of 
money is, of course, the transfer of money from one person to 
another by means of loans or advances. In dealing with certain 
questions, however, it is necessary to treat exchange and loan 
transactions separately and to consider the circulation of money 
in the narrower sense as relating only to the former. Which UBage 
is meant will, as a rule, be clear from the context without special 
reference. 

Theoretically, therefore, the concept of velocity of circulation 
is a very simple one. But in practice its investigation is one of 
the most difficult problems in economics, because, among other 
things, the velocity of circulation varies 80 enormously with 
each portion of the monetary stock of a country; and even 
with every single coin. Unfortunately, a number of economists. 
including the otherwise admirable James Mill and John Stuart 
Mill, have tended to obscure the problem by the assertion that 
time has nothing to do with the velocity of circulation of money: 
it consists rather of the number of times a certain quantity or 
money must change hands in order to effect the turnover or 
a certain quantity of goods. But with this thesis the whole 
concept vanishes :in order to determine the velocity or circula
tion in this sense we must know the actual prices or the goods 
(or, what comes to the same thing, the exchange value of money) j 
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and the average velocity of circulation would only be another 
name for that. On the other hand, it we regard velocity of 
circulation in the sense we have deScribed above, it really becomes 
an important independent factor in the regulation of the prices of 
goods. That the velocity of circUlation really has, or at least can 
have, entirely independent significance it is not difficult to show. 
It, for technical reasons, purchase and sale could only be effected 
every half-year by the same person-e.g. it rural products were 
offered only in the autumn, urban products and colonial products 
only in the spring, and credit were unknown-then money 
would evidently lie idle every time for half a year. It would 
therefore have to be sufficient in quantity to equal one-half of 
the total value of the goods offered in a year, and either commodity 
prices or the quantity of money available and necessary, or the 
extent of money transactions relative to transactions in kind
or all three simultaneously-would have to be regulated in 
accordance with this fact. That the velocity of circulation of 
money, under present conditions, is somewhat variable is a 
separate matter. But of course it does not destroy the concep
tion, even though it affects the influence of velocity of cir
culation as a factor in the detemiination of value. 

The longer the average period during which a piece of money 
lies idle before it is used, the greater, obviously, will be the 
cash holdings relative to the annual turnover. It might even be 
said that the magnitude of the cash holdings relative to the 
total annual turnover is in inverse proportion to the average 
velocity of circulation of money. On the other hand, the absolute 
amount of cash necessary for each individual will clearly depend 
on the magnitude of his individual turnover. For the economy 
as a whole, the absolute total of cash holdings will be the same 
as the quantity of money in the country, and therefore constant 
it the latter quantity undergoes no change. 

EzompZ..-A wholesaler in a northern seaport purchases 
his stocks of coffee, spices, grain, herrings. American bacon, 
etc., annually, and aells them again in small parcels to retailers. 
On the average throughout the year, his cash holdings will then 
be-« rather should be in a cash business-about half as great 
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as his turnover. The retail trader, again, who perhaps repleniahe. 
his stocks once a month, only requires a maximum cash holding 
of one-twelfth of his turnover-if sales are gradual, on an average 
only one-twenty-fourth of it. In the same way, the owner 
of a sawmill who ships the whole of his annual output at 
once and then pays his workmen week by week would require 
(assuming cash transactions) an average cash holding of 
about half his annual turnover; whilst the workmen would, 
as a rule, use up their wages in a few days and would 
therefore, on the average, have very small cash holding. 
in relation to their total annual expenditure. If we assume 
for the sake of simplici~y that these two businesses balance each 
other-the wholesaler buys up the timber exporter's foreign billa 
of exchange and the workmen make their purchases from the 
retailer-then it is easy to see that, during the course of the 
year, every piece of money will change hands four timea-and 
has consequently been idle, on the average, a quarter of a year 
between each transaction. The whole of the money in circulation, 
which we will call a, corresponds partly to the value of all the 
timber exports, partly to total wages and partly to imported 
goods, but when this is bought and sold twice the total turnover 
will be 4a. With more exact calculation, it will be easy to see 
that, under our assumptions, the cash holdings of the wholesaler 
during the twelve business month! will be successively, 
0, i-,.a, ~a, l-,.a and for the last month Ha, or on the 
average Ha; the retailer's -ha, the sawmill owner'. similarly 
1

5
014,a, and the workmen's combined, cl6a; corresponding to 

an average period of idleness of the money they hold of 
(11 + 10 + 9 •.. + 2 + 1) -;- 12 = 6! month! (H of a year) 
for the wholesaler, ! a month for the retailer, 25! weeks for 
the sawmill owner, and i a week for the workmen. The total of 
the cash holdings will be unchanged (= a) and the total period 
of idleness 1 year, thus on an average for the four groups 1 year. 

An increase in the velocity of circulation might occur if, for 
example, the timber exporter lent the importer his billa of exchange 
against weekly payments, according as the latter received payment 
from the retailer, who in his turn would repay as and when he 
received payment from the workmen. In that case the necessary 
voluine of money might be reduced to -nat and since the total 
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turnover remaina the Bame (ta) the velocity of circulation would 
be 208 (time. per annum). The average period of idlenesa would 
therefore now be one-quarter of a week. And this is coned, (or, 
under these conditiona, the money would pau in one week from the 
timber manufacturer to his workmen, from them to the retailer, 
from him (by payment. (or goods delivered) to the wholesaler, 
and back again to the timber manufacturer in repayment of his 
loan. 

Other things being equal, therefore, the more the individual 
succeeds in reducing the volume of his necessary cash holdings, 
the more he has contributed to increasing the velocity of circula
tion of money, and the less will be the part of the existing stocks 
of money which he will require for his own turnover. If his 
example is followed by many othera, the monetary needs of 
the whole country will be reduced in a conesponding degree. 
From the individual's point of view, each step involves 
a saving both of capital and interest. and the same is 
true of a particular country as against other countries. For 
the world as a whole. the principal advantage of such a saving 
of money is that the production of the precious metals. which 
now absorbs a not insignificant part of the labour and capital 
of the human race, may be restricted, and the productive power 
thus set free employed for more useful purposes. 

In the above example. the timber manufacturer was com
pelled to advance the value of the whole of his annual production. 
0, in goods or money, and the importer was forced to engage 
capital in his businesa in the form of goods or money to the 
amount of o. By the credit operation refened to above the 
amount of both of these capitalaum& is reduced to about a half. 
The manufacturer now requires for his bUBinesa ouly the minimum 
and indispensable amount of capital = la (conesponding to the 
average time between each employment of labour and the we 
of the completed goods). The remainder of the capital he trans
fers, at interest, to the importer. whose minimum requirement. 
(or capital are in fact also only 10 (corresponding to the average 
time between the harvest or the importing of goods and their 
Bale) and who need not now provide his own capital. The gain 
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to both is the interest on the whole of the money, G, which can 
now (except for an insignificant part) be employed abroad, and 
which was at one time imported into the country against a final 
sacrifice of capital goods to the value of G. 

To a certain extent, changes in the velocity of circulation 
are undoubtedly purely automatio, as a result of superfluity 
or shortage of money, by which the existing stocks adapt them
selves to the changing needs of trade. Everybody who happens 
to be short of money will, as far as possible, postpone his purchases 
until the time when he has money-and must do 80 unless 
he can procure credit--or he may, perhaps, be driven to forced 
sales of his goods or other assets in order to procure money. 
Re may call upon a customer where otherwise he would have 
waited for the customer to call on him, etc. In the latter case, 
there will be an immediate increase in the velocity of circulation. 
In the former case, owing to his postponement, the owners of 
the goods which he would otherwise have bought will also become 
short of money and must postpone their own purchases. Il, 
finally, the first in this chain of interdependent persons obtains 
some money, then in quick succession A will buy from B, B 
from 0, 0 from D, and so on. The circulation of money has 
obviously been quickened. The opposite would be the case if 
money became too plentiful and tended to lie longer than usual 
in the form of cash holdings. But evidently this automatic 
regulation of the velocity of circulation of money has a definite, 
though elastic, limit. Every postponement of an eBscntial or 
desirable purchase occasions some discomfort or 1088; every 
premature or untimely sale occasions a pressure on prices 
corresponding to the purchaser's less pressing need for the 
goods-a pressure which the scller of course tries to avoid. 

A partial remedy for a shortage of money-using the term 
in its real sense and not as synonymons with a general absence 
of means-has been sought from earliest times in arrangements 
by which buyers and sellers must meet in larger numbers, 
especially at fairs and markets, where the circulation of money 
is automatically stimulated; and in the use of credit. A person 
who wants to buy, but has no money for the moment, asks for 
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postponement of payment-buys, as the expression is, on credit. 
Or else he borrows money for his purchases in order to avoid post
ponement, and, not least, in order to be able to retain his own 
goods until a suitable purchaser is found. In this manner there 
is constantly being formed, on a larger or smaller scale at vanous 
points in the community, a credit nexus: ..4. has bought on credit 
from B, B from 0, 0 from D. and 80 on. If, by selling his goods 
for cash or by an advance from a third perlOn, ..4. obtains money. 
the nexus is rapidly dissolved. ..4. pays B, B 0, 0 D and 80 on. 
all with the same result-an increase in the velocity of circulation. 
Thus, as we have several times remarked, credit is a very powerful, 
indeed the most powerful. means of quickening the circulation 
of money. This fact has perhaps not been sufficiently emphasized 
by economists. As a rule, they take into consideration only the 
extreme cases in which credit renders money super:6.uous by making 
a transfer of receipts for payments and debts do service as a 
medium of payment. In the numerous cases. again, in which 
a credit obligation is discharged by a cash payment, it is often 
said that credit does not reduce the need for money, but only 
postpones its use to a later date. Yet, as a rule, that is the same 
thing as diminishing the need for money. So long as the credit 
obliga.tion lasts, the need for money is actually less than it would 
have been because, if the purchase had been made for cash, 
the soller, other things being equal. would have had the money 
lying in his safe until he himself wished to make a purchase ; 
whereas now the same amount of money can circulate elsewhere. 
We shall shortly return to those cases in which the use of credit 
makes hard cash quite superfluous. 

If we now suppose that the various forms of credit were 
used only as a corrective to an occasional shortage of the medium 
of exchange, even then changes in the velocity of circulation 
would be in effect automatio, self-regulating, and would tend 
to cancel out fluctuations in the amount of money (either 
absolutely or relatively to the turnover requirements) which 
might arise for one reason or another in a country. The 
available money, in the widest sens&-i.e. the quantity multiplied 
by the velocity of circulation-would be constant; or, more 
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correctly, would vary in proportion to the volume of transactions, 
so that prices would not, on this account, undergo any change. 
But, as everybody knows, this does not happen. TM gain, 
individual and aocial, obtained from every .aving in tM medium 
of e:rehange or of future payment conBtituteB a .pur to in· 
wntion and kahitual we of a number of formB of credit wAich 
finally become an integral part of tM mechanUm of trade. 
At every stage in commercial progress, therefore, we note 
a new, and generally higher, average velocity of circulation 
of the medium of exchange, which does not subsequently 
decrease, and which cannot be increased without inconvenience. 
The practical consequences, as regards the need for money 
and the exchange value of money, are counteracted partly by 
the fact that economic progress is accompanied by an increase 
in the total turnover, partly by increasing population and 
prosperity, and particularly because trade in Mlura is more 
and more replaced by trade based on exchange and the division 
of labour. 

We need not discuss the truth of the contention that the 
use of credit in its various forma is more pronounced in timea 
of monetary shortage than at other timea, and that, therefore, 
it is more active in maintaining an already existing price-level 
than in raising it. The difference need not in the end be great, 
since periods of shortage and super1J.uity usually alternate, and 
if here, as elsewhere, necessity is the mother of invention, 
it is scarcely probable that when once the credit system baa been 
expanded during a period of shortage of money, a 8ubsequent 
super1J.uity would iead to a return to the more primitive 8ystem 
of cash payment. Whether a higher standard of living would 
itself create a tendency to maintain larger cash reaervea is quite 
another matter. This Helfferich maintains to be true of France 
-whose stocks of money are notorioualy enormous, and where 
money bags and bundlea of notes (for which full metallic cover is 
kept at the banks) play the same role as billa of exchange, letters 
of credit, cheque books and notes with ordinary banking cover 
in other countries. To a certain extent this may be the case, 
but it is probable that we are here concerued with lOme national 
peculiarity, probably strengthened by the unfortunate experiences 
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iD the field of baDkiDg aDd credit which that country baa 10 
frequently had in the past. 

Apart from the 8teady underlying progress in the direction 
or a more rapid circulation or money, there have occurred periodic 
fluctuations arising out of the exaggerated 1l8e of credit and 
followed by a reaction known as a credit or money crisis, which 
arises from a lack or confidence between individuals, rendering 
difficult or impossible the 1l8e of even ordinary credit instruments. 
But these occasional disturbances, however serious they may 
sometimes be, must not be allowed to distract our attention 
from the progressive development in the 1l8e of credit and the 
economizing or metallio currency. 

2. Virtual Velocity oj Circulation 

We have already remarked by way or introduction that the 
influence of credit on currency may, under all circumstances, 
be regarded as acoelerating the circulation of money. This point 
of view should be kept clearly in mind, for it imparts to an 
otherwise 80mewhat complicated 8ubject a high degree of 
simplicity. The occasions on which credit actually replaces 
money and thereby renders it 8UperflUOUS may, quite simply, 
be regarded as 8pecial cases of the general acceleration of 
circulation i for instead of a purely physical transfer of money 
we have a flirtual, i.e. a merely imaginary or possible transfer, 
but of the same effectiveness. We shall illustrate this point by 
some examples. 

Suppose a person buys goods to the value of 10.. and pays 
with a ten shilling note. It is said here (and quite correctly) 
that the note functions as a means of payment instead or money, 
by which we mean only hard cash. This, however, is not the 
only, or even the most important, function of the note in this 
case. The actual payment might very well have been made in 
hard cash and the notes might still have round useful employment 
if, for example, both parties had gone to the issuing bank and 
the buyer had exchanged his note for a half-eovereign and paid 
the seller with this. The eeller would then pay in the gold piece 
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over the counter and receive the same note in exchange. However 
inconvenient and unnecessary this procedure may appear, it 
was in fact the earliest method of nsing banknotes. And, what 
is more important, it is precisely in this way that banknotes 
perform essentially the same service as they now do in economizing 
cash; in both cases, in the inlertJal between purchase and 
sale they lie in pocket-books or safes as cash reserves or as a .tore 
of 1Jalue in place of hard cash. The half-sovereign, which only 
left the bank's till for a moment, might immediately have 
circulated to and fro across the counter again. It would thns 
have had an extremely rapid actual circulation, consisting of: 
(1) the discharge of tlie bank's obligation to pay, as expressed 
on the note; (2) the discharge of a payment for goods between 
buyer and seller; (3) a new deposit in the bank against the 
obligation to repay on demand, etc. The circulation of the notes 
outside the bank may thns be regarded as a mrtual, i.e. imaginary, 
but in any case physically, or at least logically, possible circulation 
of one or more coins lying in the bank's keeping. 

A current account at the bank is equally important, 
payments being effected by transferring deposits at the bank. 
The transfer in the bank's books, which is the only visible 
record of the transaction, might equally well have been 
accompanied by the actual circulation of money, i.e. by a 
withdrawal of hard cash from the bank, a subsequent discharge 
of a debt in cash, and a further deposit in the bank. That this 
does not actually happen is of secondary importance. The real 
saving of currency lies in the circulation of bnsineB8 at the bank, 
so that, as we shall soon see, its cash may be considerably less 
than the amount of its obligations. 

Or let ns look at an ordinary three-months trade bill, 
which instead of being discounted at a bank circulates as a 
medium of payment among merchants; this practice was 
much more common in the past than it is now. II the bill of 
exchange, or some corresponding credit instrument, had not 
existed, then clearly the amount of money which it represents 
would have lain in the safes of the successive holders for a total 
length of three months. That is now Unnecessary. In other 
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words, the quantity of money which now euffices for the total 
circulation during these three months would have been insufficient 
but for the existence of the bill ot exchange. Actual payments 
might, however, still have been made with ready money and 
the bill would have served the same uses 38 now. We can conceive, 
for example, that the drawing and endoreing of the bill (which, 
before payment W38 made, did not absolve absolutely from 
liability) constituted not the transfer of a claim but a promise 
of cash payment on the date of maturity. The result would have 
been that, on thiB date, the acceptor would have paid the drawer, 
the latter the first endorser, he the second endoreer, and so on, 
80 that the money would remain with the last holder-just 38 
does in fact happen. The saving of money during the three 
months, and the importance of the bill 38 a security and 38 a 
cash reserve, would have been equally great in both cases. 

A. B 

London L---..Il ----Ill New Y~i 
D a 

Finally, we may take the case mentioned above, in which 
buyer and seller are in difl'erent places, or difl'erent countries. 
Here payment (in ready money) requires a considerable time 
and, apart from the risk and trouble of actual transport, 
demands the withdrawal of a sum of money from circulation 
for a corresponding period. The real function of credit here is 
to create claims which, being immaterial, can be transferred from 
place to place unimpeded by limitations of space. For eXample 
A in London h38 a claim for £1,000 against B in New 
York, and a in New York has a claim for an equal amount 
against D in London. Instead of allowing two payments of 
the same amount to cross each other in mid-Atlantic, A 
and a, with the consent of B and D, exchange their 
claims, so that the money in question only needs to traveree the 
shorter distance between two business houses in London; and 
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similarly in New York. In actual life this is accomplished, as 
we know, by a bill of exchange. B buys a bill which C has drawn 
on D-by which C is paid-and sends this bill in payment to A, 
who on the due date recovers payment from D. Here also it 
may be said that the velocity of circulation has been virtually 
accelerated since two payments at a shorter distance have been 
substituted for two at a longer distance. 

All these cases relate to a series of obligations to pay which 
can be surveyed by the interested parties themselves and which can 
be replaced by one or more simpler transactions, just as inmechanica 
a polygon of forces or a corresponding series of transfers in 
space is replaced by. the diagonal of the polygon. Thus in 
mechanics also it is usual to speak of virtual transfers; and 
just as mechanical equilibrium is achieved when the virtual 
transfers yield a resultant of nil, so economic equilibrium can be 
said to exist when debit and credit between two persons or 
within a group exactly balance, so that the money which 
would cancel these claims would revert to its starting point. 
If in such cases the use of ready money becomes quite superfluous, 
whilst metallic money still remains a measure of value for the 
payments in question, it may be regarded as an infinitesimally 
small amount of money circulated with infinite velocity in 
accordance with the formula 0 X 00 (nil multiplied by infinity), 
which according to circumstances may signify any quantity 
whatever. 

3. Furms oj Credit 

We shall now consider the various forms of credit and their 
importance for money. It is clear that simple credit, as between 
individuals, has only a very limited influence as a substitute for 
money tending to accelerate the velocity of circulation. Here 
the discharge of claims or debts as well as the exchange or 
transfer of claims is only the exception. Credit for goods is 
certainly very common between individuals, but it is combined, 
especially over longer periods, with difficulties and risks. Finally, 
loans of money between individuals, as we shall show, can 
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never occur to such an extent that they make cash holdings 
superfluous. The functions of cash holdings, as has been pointed 
out, are twoCold; or,more correctly; every cash holding consists of 
two parts, (1) cash in the literal sense, ready cash, for meeting fore
seen but not immediate expenses, and (2) reserves Cor nnforeseen 
expenses. In the latter may also be included money saved and 
awaiting profitable investment. Obviously I can only lend the 
former if I am certain of getting my money back at the right 
time, when my anticipated need for the money arises. But this 
period is usually too short to be oC any advantage to the borrower. 
Still less, of course, can I lend my reserve unless I am confident 
of my ability to borrow at the same or even better terms in 
case of need. In addition there is the risk that I may not 
recover my money at all, a risk which cannot be measured 
by the mathematical law of probability; a 1088 of Kr. 1,000 for 
a person of small means is undoubtedly more than one hundred 
times as great as alo88 of Kr. 10. The former might bring him 
into great distress, indeed ruin his economio position. Compensa
tion by way of interest, even if, objectively, it fully covers the 
risk he runs, or thinks he runs, can therefore not cover it sub
jectively. For these reasons then, in countries where organized 
credit, banking, and stock exchange facilities are comparatively 
undeveloped, the necessary cash holdings will be many times 
greater and the turnover will require large quantities of money. 

In civilised countries this is especially the case. In France 
P. Leroy-Beaulieu estimated some yeara ago the whole 
metallio cunency of France at 81 milliard franca, whilst the 
whole national income, corresponding to the total value of the 
goods and services annually consumed, were estimated at 25 
milliard francs. Even if we assumed, with Leroy-Beaulieu, 
that these valuea, i.e. of the necessaries represented by 
income, including raw materials and depreciation were turned 
over three or four times, which seems to me excessive, then 
the average velocity of circulation of money would ecarcely 
exceed one purchase and one we per month for each c:oin. In 
Great Britain the volume of money is much less. certainly not 
half as great---.VeD though the English banka have recently 
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kept much larger gold reserves than was formerly customary
and the total amount of business considerably greater, 80 

that the velocity of circulation is much higher owing to the 
highly developed organization of credit. 

Organized credit tends to reduce risks by spreading them over 
a wider area; the subjective element of risk disappears in 
proportion as the wealth which affords the guarantee is 
great in relation to the amount at stake, 80 that only the 
mathematical risk remains. In this way, and also through 
the centralization of credit facilities, it helps to make loan 
transactions safe and convenient. The very documentation 
of credit transactions in the form of credit instrument8, 
their transfer to others and eventual conversion into claims 
for payment, valid in the hands of each holder, creates a 
powerful organization which it has required thousands of 
years to develop. Every recipient of such a credit instrument 
usually takes over at the same time the risk of non-payment, 
though perhaps only for a shorter period, since he count8 on 
passing on his claim at an early date to another. In ordinary 
business transactions security, and therefore ita range of applica
tion as a means of credit, is increased partly by quicker execution, 
partly by the fact that each new endorsement, each new name 
on the bill, is as a rule a new guarantee for the regular honouring 
of the bill. In this way not only is the risk of the recipient of 
the. bill reduced, but he is enabled at any moment to dispose 
of or to obtain money for it. In other words, the bill of exchange, 
if it bears good names, serves almost as well as a cash reserve 
as actual ready money. In this manner, especially in earlier 
times, bills of exchange drawn for business transactions between 
the great trading houses were used during the period before 
maturity in ever widening circles M a common medium of 
payment, whilst being successively covered with a JIlaS8 of 
names, for which there was often not enough room on the back 
of the bill, and which were guarantees that the last holder, 
whoever he might be and whatever happened to the acceptor, 
would certainly get his money. 
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4. Banking. Some hiBtoricaZ MU on the &rigin oj banking 

The highest forma of credit organization, however, are 
the atock exchange and banking aystem, especially the latter. 
Here we ahall make no more than occasional reference to stock 
exchange activitiea. The real concern of the Stock Exchange 
i. with long term credit, fixed capital investments, government 
atocks, shares, eta., whereas the credit directly associated 
with money as a medium of exchange is short term 
credit, and is the immediate concern of the banks. Yet it 
should be noted that the boundary line between the two is 
fluctuating. Just as it is the function of the banks to consolidate 
ahort credit, in other words, to create as it were one long credit 
out of a number of short credits, 80, on the other hand, it is the 
function of Stock Exchange speculations, which are so otten 
misunderstood, to mobilize fixed capital by creating a permanent 
market for long term capital investments, and, like every other 
credit organization, in the dual form of centralization and insurance 
against risk. In our days banking and stock exchange activities 
merge into one another more and more as a medium of exchange 
and payment, especially in international settlements. 

We must, therefore, devote all the more attention to the 
banks, which are in fact the heart and centre of modem currency 
systems. 

The origin of banks is not known with certainty. We may 
take it for granted that banking operations, i.e. the combining 
of the borrowing and lending of money, have been conducted 
by wealthy persons since the earliest times. A speech of 
Demosthenes (Phormio) is otten quoted, from which it appean 
that auch banking operations were conducted by wealthy people 
in Athens. Similarly, in The Captive of Plautus we read, 

co subducam ratiunculam 
quantillum argenti mihi apud trapezitam siet.", 

A .. trapezita" (trapeza = table) was a person who received 
money on deposit, though it does not appear from the passage 
whether he paid interest on it. In the Middle Ages such movements 
of money were frequently associated with the functions of the 
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mone:y-clwtnger8, of which the name (bill of) exchange is a 
survival. In London the goldsmiths were the first bankers and 
dealt extensively in money at the time of the foundation of the 
Bank of England. On the other hand, the large banks which 
arose in the Middle Ages in Italy and in Northern Europe at 
the beginning of the seventeenth century (in Venice, Genoa, 
Amsterdam and Hamburg) had, initially at any rate, quite 
different functions from those of modem banks. Their chief task 
was to provide for a full-weight currency of guaranteed metallic 
content, or in other words a medium of exchange. Thus 88 

regards the Hamburg Bank (1609-1873), the Hamburg mark 
banco was an ideal coin, of a certain weight of fine silver, 
which did not circulate, and which individuals deposited in 
the bank, and which the latter undertook to repay in the same 
weight of fineness. The great Hamburg merchants made it 
a condition of their sales that all payments to them should 
be made in this currency, and they discharged their debts to 
each other by means of drafts on their deposits at the bank. 
Such a bank was called a giro bank (giro = circle, in their 
case a circle of customers), but 88 it did not (in its original 
form, at least) lend out its deposits, it could therefore not 
pay interest, but on the other hand made a small charge 
on the deposits. These operations, therefore, did not lead to 
any economy in the use of hard cash. The sole function of the 
banks was, 88 has been said, to maintain the value of the currency j 
and this was difficult enough in times of incessant currency 
debasement, especially in the case of such a conglomeration of 
States 88 existed in Germany, where each one claimed the 
right to mint its own money. The other older giro banks had 
operated in the same manner. But one of the results of this 
system was that masses of money-lay idle and useless. It 
frequently happened, therefore, that Governments utilized these 
assets in times of monetary difficulty by borrowing them from 
the banks, thus causing the money to return into circulation, 
either in corpore or in the form of deposit certificates which 
did not correspond to actual deposits in the banks. In effect, 
and contrary to the. original plan, the banks became credit 
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institutions, instrumenta for increasing the supplies of a medium 
of exchange, or for imparting to ~he total stock of money, an 
increa.acd velocity of circulation, physical or virtual. Giro 
banking continued 8.8 before, though no actual stock of money 
existed to correspond with the total of deposit certificates. 
So long, however, 8.8 people continued to believe that the 
existence of money in the banks W8.8 a necessary condition of 
the convertibility of the deposit certificates, these loans had to 
remain a profound secret. If they were discovered the bank 
lost the confidence of the publio and W8.8 ruined, especially 
if the discovery was made at a time when the Government was 
not in a position to repay the advances. 

The history of the Amsterdam bank is remarkable in this 
respeot. It was founded in 1609 and was intended from the 
beginning to be a pure giro bank, without the right to lend any 
of its deposits. Gradually, however, the ourious oustom mentioned 
by Adam Smith arose, by which the bank issued against 
deposits of metallio money or bullion receipts on the pro
duotion of which the money could be recovered, and 
documents which certified a credit at the bank, bank 
money so-called, which could be used in all payments to the 
bank and consequently circulated between individuals as a meaus 
of payment throughout the country. The receipts, again, had to' 
be renewed every six months and the prescribed commission 
paid, otherwise they lapsed and the money deposited became the 
property of the bank. The" bank money", on the other hand. 
retained its character as a bank liability and therefore continued 
to circulate throughout the country. Consequently many mer
chants sold their deposit receipts or let them lapse and carried 
on equally well with .. bank money" alone. Only when payment in 
metal became necessary,e,g. to foreign countries, were they obliged 
to procure valid deposit receipts, which could uaually be obtained 
on the market at prices varying with demand and supply. The 
bank, again, regarded the lapsed money as its own property and 
considered itaell free to lend it without any restriction. But 
in this way a corresponding amount of .. bank money" was 
converted into mere credit notes without any metallio cover. 
It appears to have been the obscurity in this arrangement-
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especially uncertainty as to the bank's obligation to redeem in 
regard to the amount of .. bank money II in excess of the deposit 
receipts still valid-rather than real insolvency which brought 
about its downfall in 1795, when in consequence of political 
events its status became known for the first time. 

The discovery that money deposited on a guarantee to 
,epay on demand could be partially loaned without endangering 
'the liquidity of the institution in question constituted, however, 
'an important advance in banking technique, which in ita turn 
led to the discovery of the credit note. For just as simply &8 

deposits of money we!e accepted against a certificate of deposit 
and were then lent out to others, whilst the certificate of deposit 
might continue to be used by the owner as a medium of payment 
and be transferred to others, so also such certificates of deposit 
might be issued against ample secUrity to persons who had 
not deposited any money in the bank. The result remained 
the same, both to the public and to the bank, provided that the 
solvency of the borrower and his credit status were the same 
in both cases. And yet in reality the latter method constitutes 
a further advance. If, for example, experience has shown 
that an amount corresponding to one-half the deposits or other 
credit certificates payable on demand and issued by the bank, 
is sufficient cover for them, then by the first method out of 
(say) Kr. 10 millions deposited in the bank, Kr. 5 millions might 
be lent and the virtual velocity of circulation would thereby be 
increased in the proportion of I : 11. By the second method, 
again, the bank might issue credit notes for Kr. 10 millions 
for the whole cash reserve, Kr. It millions would remain in the 
bank, and would on our assumption be sufficient cover for pay
ments of both the Kr. II millions deposit certificates and the 
Kr. 10 millions credit notes; in other words the velocity of 
circulation would be increased in the proportion of 1 : 2. Indeed, 
the gain would be still greater, for, other things being equal, 
the requirements of the banks grow relatively less in proportion 
as their business and their circle of clients increase. 

The first use of the credit note is sometimes attn"buted 
(though its use is probably older) to the Palmstruch bank in 
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Stockholm in 1656, which later became the Swedish Riksbank.1 

What created the bank here waa a need for lOme substitute for the 
clumsy copper which, except for an interval at the end of the 
reign of Charles XI and the beginning of the reign of Charles 
XII, remained the standard money of the country. The copper 
plates were deposited in the bank in exchange for certifi~ 

cates of deposit, which from the beginning were only valid 
against the bank when presented by the depositor, but which 
might subsequently be transferred to another person with the 
endorsement of the posse880r-the so-called transfer notes. 
The difficulty in lending the copper itself probably directly led 
to the bank's issuing credit notes instead, i.e. deposit certificates 
without any corresponding deposit. If this had only been done 
to substantial individuals under an obligation to repay, no 
inconvenience might have arisen, but since the State constantly 
borrowed from the bank without repaying, difficulties arose 
which even if not responsible for the insolvency of the bank 
a few years after ita formation, subsequently in the .. Age of 
Liberty" led to the necessity of absolving the bank from ita 
obligation to redeem ita notes, a suspension which lasted until 
1776, when they were redeemed at on~haIt of their face value. 

It was only some years later that the Bank of England waa 
founded. It began ita career in 169. by lending to the State 
the whole of ita wealth, !I,200,oeo. In exchange for this it 
obtained a privilege, which at first consisted in the right to 
deal in money as a joint stock company with limited liability. 
After repeated loans to the State it waa in 1708 granted the 
right, as a company with more than six members, to issue notes. 
Smaller companies and private persons had already possessed 
this right in England. The loans to the State have never been 
repaid, and the Bank's claims in this respect still constitute a 
considerable portion of its capital. In the strict sense of the 
word this bank has never been insolvent, but its metallic reserves 
fell so low at the beginning of the Anglo-French war that the 
Government saw fit in 1779 to forbid the redemption of its 

I On this point and on what follows. cr. Sverigea Ribhank, Hi (1918).
EDlTOlI. 
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notes in cash. This was the beginning of the restriction period, 
which continued until 1821, when redemption of the notes at 
the full value was resumed by the bank. 

On the other hand the banking institution which was founded 
on such fantastic principles by the famous Scot, John Law, under 
the regency of the Duke of Orleans in France in 1716, and which 
for a long time brought every kind of banking enterprise into 
discredit in that country, came to a quick end. 

As in the case of the English bank, Law obtained thla 
privilege by making loans on a large scale to the French Govern
ment, but when the bank's means were insufficient, he endeavoured 
to obtain further capital by founding, at the same time, large 
business houses, of which the first was a trading company for 
the colonization of the Mississippi area. State bonds were 
accepted in payment of shares in this company at par, or 6 per 
cent above the actual rate at which they were then dealt in. 
The bonds were then handed over to the Treasury for cancel
lation. In this way the Company was almost entirely without 
working capital and was compelled to resort to a further iasue of 
shares, for which payment was obtained by the bank lending 
money on the shares and issuing new notes to the amount of the 
loans. It is obvious that such procedure must BOOn come to 
a terrible end, for though the circulating metallic money of a 
country can be replaced by paper money, yet for the conduct of 
real business enterprise it is neceasary to have real capital, acquired 
by real saving. The chief cause of the crash was, however, a8 

in other countries at .the same time (and not least in Sweden), 
the immoderate appetite of Governments for money and the 
contempt with which they placed themselves above ordinary 
business morals. 

The only bank which carried on without severe misfortune 
was the Hamburg giro bank. Leroy-Beaulieu praises it in high 
terms and blames Bismarck for suppressing it in 1873. This 
praise does not, however, seem to us entirely in place. A bank 
conducted on such principles would be quite impossible as a 
modem central bank, as it is devoid of all elasticity. This. 
proved to be the case. in a fateful manner in the world crisis of 
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1857, which affected Hamburg Beverely. During the crISIS 

the bank was bursting with metal, .for everybody who possessed 
money or succeeded in acquiring it hastened to deposit it there, as 
all were afraid, under the prevailing general lack of confidence, 
to lend it out. Yet under its own statutes the bank was unable 
to assist the depreseed business world by lending it. 1 

In a word, the early history of banks is the history of vague 
liberal principles, sometimes too narrow, sometimes absurdly 
exaggerated, but the bitter lessona which their history teaches 
us have not been in vain. Nowadays we are agreed on at least 
a number of points, though not on all, and we understand the 
real functiona of these important, though sometimes dangerous, 
inatitutiona. 

5. Modem Banlcing 

It is not my intention to give a detailed account of the 
technique and special forms of modern banking in different 
countries, but to refer the reader to the bibliography on those 
points. My purpose is rather to attempt to describe the theory 
of money, still so greatly neglected by political economists, 
and the great principles underlying the variable complex of 
monetary phenomena. We are also concerned here with banking 
and the system of credit, but only in so far as they induence 
monetary phenomena, velocity of circulation, the demand for 
money, the level of prices, and so on. The great part which, in 
addition to this, the banks playas promoters of credit, a function 
which may induence the whole of industrial life to a very high 
degree, will only be touched upon in passing. 

We have already said that the old giro banks in Hamburg 
and Amsterdam did not originally provide credit. Lending 
opera tiona were conducted by private capitalists or smaller 
companies, who received the capital of others for profit. 
In the course of development, the deposit or giro banks began 
to lend out deposits, and the private bankers combined 

I The bank did. it is true, make 80me loallll, but, 80 far as I kno .... these 
were l'tIIJtricted to Joana against the IlllCUrity of precioua metal and ... ere in 
fact a kind of disguised giro tsansactiOD. 
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in larger groups, so far as the law permitted. In both rases 
there developed the modem type of bank, whose most 
characteristic feature is that it accepts deposits both for repay
ment on demand (money at call, account, current, ete.) and 
on notice, whilst lending as large a part of these deposita as 
is consistent with safety, sometimes with, and sometimes without, 
the concurrent issue of their own banknotes. 

Another important feature is that bank deposita and bank 
loans are almost always short dated, e.g. three to six months. 
Loans for a longer period are not supposed to be part or a 
bank's activity-" a bank should only give the same kind of 
credit as it accepts"· says Wagner; frequently it is rorbidden 
by law to make long-term investments. This, however, is still 
a much disputed question, but without entering into the 
practical questions involved, it may be said that one of the 
most important functions of the banks is precisely to prolong 
credit, i.e. to assemble the credit which in the nature or things can 
only be given for a short or uncertain period of time and then 
because of the Law of Large Numbers, which we shall shortly 
consider, to convert them into more stable credit in the intereata 
of borrowers and producers. The banks borrow sums or money 
repayable on demand, but they do not as a rule lend on such 
terms, or if they do, as in the case of the English joint stock 
banks, they do so only to a special class of credit middlemen, 
i.e. bill brokers, who themselves carry on a sort of banking 
business, and who in case of need can turn to the central bank, 
the Bank of England, to have their bills rediscounted. And 
even if the greater part of the loans is normally for a short 
period, the discounting of bills, for instance, yet in reality credit 
relations are made more stable by the prolongation of the bills 
or by the discounting of new bills for the same persons. After 
all, it is the rule that the bank turns away a customer whom 
it considers deserving of credit only if it is compelled to do so. 
H, on the other hand, a lender is in a position to lend his capital 
for a longer period, he does not require the assistance or a bank 
in the same degree, if at all. The borrower and the lender then 
have a better opportunity of getting to know each other, and the 
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lender especially is able to inlonn himaelt concerning the nature 
of the btiainesa of the borrower, 80 that the risk is diminished 
or at any rate eaaier to estimate. Even longer dated loans, 
especially if they are very large, may require intennediaries, 
as when a State loan is floated-although it may be, and 
often is, effected by direct subscription-()r when landowners 
over a larger or smaller area combine mutually to guarantee 
each other's loans and thereby obtain better tenna (mortgage 
associations and mortgage banks), or when large amounts of 
capital, especially from abroad, must be acquired for some 
branch of industry, such as town building plans, etc. But 
all these do not enter into banking in the narrower sense. 
Frequently enough, however, short date borrowing and lending 
by banks leads to stable credit relations between individuals 
which are subsequently maintained without the banks' 888istance. 
A builder, for example, with the assistance of a bank credit. 
may build a house which he later sells or mortgages in order to 
repay the loan. The persons who buy the house or grant a 
mortgage may perhaps previously have had money on short 
deposit at the same bank. In such a case they might be regarded 
as lenders or part owners, with the bank as an intennediary, in 
this transaction. The credit relation is then dissociated from 
the bank and becomes an independent one. In connection with 
bank investments the savings bank movement should be 
mentioned. The savings bank book, it is true, serves to lOme 
extent as a current account, but its chief purpose is to accumulate 
small savings which cannot be suitably invested separately in 
profitable enterprises, State loans (POSt o$ce savings banks), 
mortgages on land or buildings, etc. 

However important these various fonna of credit may be, 
more important perhaps than the actual banking system, they 
are nevertheless far from having the same influence on currency. 
Credit will be created with or even without the intervention 
of a credit institution and will then remain possibly for decades. 
The money which has once effected a transaction, if indeed 
the latter was effected with ready money, has long since returned 
into circulation. But not 80 with short-dated loans. A person 

CI 
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who can only dispense with his money for a few months cannot 
usually find a suitable borrower during that time and can still 
leBS investigate his reliability. The risk, especially the subjective 
risk, becomes too great, and the terms of the loan would there
fore be too onerous. Without an organized regulation of 
credit such sums of money would therefore lie idle. A central 
organization where money can be borrowed at any time with 
the best security and at the same time where deposits are 
accepted at any time, then becomes of the utmost advantage. 
All money which can be dispensed with for however short a 
time ceases to be idle and credit relations (more or leBB indirect 
through the mediation of the banks) are introduced instead. 
For example, A, a merchant, requires goods but does not expect 
money for three months, when the retailer will pay him. B, 
a manufacturer, POBSeBBes goods, but requires money immediately 
for the payment of his workmen. A third person, C, possesses 
money but has no use for it for three months. Then A will 
buy goods on credit from B against a three-months bill; simul
taneously C has deposited his money in the bank for three 
months. B discounts his bill at the bank and then obtains 
the money deposited by C, whom he has probably never seen or 
heard of before. He distributes this money among his workmen 
in wages and they gradually make their purchases from the 
retailer, who pays A in three months. A then pays the bank 
and the bank pays C. If, on the other hand, the bank had not 
existed, then either A or B would have been compelled to retain 
the amount in his safe and a corresponding amount would 
have lain idle with C. The saving in the circulating medium 
is, if possible, even greater when those parts of the cash reserves 
retained for unforeseen or current expenditure are confined to 
the bank. B in our example probably did not withdraw the 
whole sum derived from his bill of exchange, but left some 
standing on current account, so that one part of his money, 
lent by the banks at three months, also served its purpose in 
circulation. 

At first sight it might appear that the borrowing of 
money which may be, and is often, reclaimed at any moment 
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would be IOmewha.t pointles8. What can the banks do 
with it 1 it is aaked. Experience shows, however,-although 
it has taken centuries to acquire and interpret this experience 
-that if the ready money of a number of individuals 
is aggregated in the vaults of a bank, it will lie there 
unused to a large extent unlesa the bank lends it out or makes 
some other use of it. The explanation of this apparent 
paradox is twofold. In the first place there is the Law of 
Large Numbers. Even if the bank's customers were entirely 
independent of each other, the simultaneous withdrawals of 
their funds by all of them, or by the majority of them, would 
be one of the rarest of occurrences. The rule is that, apart 
from certain seasonal fiuctuations, withdrawals and deposits 
roughly bala.nce each other from day to day, and still in accord
ance with the same law, the difference becomes, in proportion 
to the volume of the turnover, relatively 1es8 and 1es8, even if 
absolutely greater, the more extensive are the bank's activities. 

Starting from a simple hypothesis, incapable of proof, but con
firmed by experience in the most varied fields, it has been possible 
to embraoe all these phenomena in a mathematical law, the 
Law of Large Numbers, which lays it down that purely accidental 
variations from a certain highly probable average--e.g. an equal 
number 01 odd and even numbers in a continuous gueasing of 
.. odds and evena "-certainly increase absolutely the more often 
the experiIpent is made, but diminish relatively in proportion 
to the number of experiments, 10 that the varia tiona increase 
only in the progression, I, 2, 3, f, 5, etc., when the 
number of experiments is increased in the progression I, f, 9, 16, 
25, etc. ; i.e. they inoresse as the square root of the number of 
experiments. Even with 100 such experiments the betting is 
even that the number of even figures will not exceed 53 or be 
le81 than 47. With 1,000 experiments there is the same prob
ability that they will not exoeed or be less than 500 ± M. 

Thus if experience shOWI that a business man must have 
a certain amount of money in hand in order to be 
reasonably sure that his reserves will not be exhausted within 
a year, then if 100 independent merchants had an account at 
the bank, the latter need only retain r\ of ita total deposita in 
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hand to be insured with the Bame degree of probability against 
the exhaustion of its reserves during one year. If again the bank, 
for greater security, retains two, three, or four times this amount, 
i.e. I - ~ of the total deposits, then the calculation shows, and 
experience fully confirms it, that the probabilities against ex
haustion rise quickly in an enormous degree. If, for example, 
the betting is even that cash holdings to a certain amount will not 
be exhausted in a year, one can bet more than 41 to 1 against 
a holding twice as large, and 142 to 1 against a holding (our 
times as large, being exhausted under similar conditions. In 
the latter case, therefore, it would not occur once in a century. 

In the second place, and if pOBBible to an even greater 
extent, there is the operation of the fact that the customers of 
a bank frequently have direct or indirect business with each 
other, so that a withdrawal by one of them for the purchase of 
goods necessarily leads within a short time to a deposit by 
another after the sale. IT the customers are in direct business 
contact the money need never leave the bank at all, but payment 
can be made by a simple transfer from one banking account to 
another. IT we suppose for the sake of simplicity that all 
such business is concentrated in a single bank with branches 
in all business centres throughout the country and that the 
keeping of a bank account has become universal, a situation 
rapidly being realized in Scotland, for instance, where for many 
years at least a fifth of the adult population poBBeB8ed banking 
accounts, then the position in the money market will be as 
follows. The whole monetary stock of the country will be 
collected in the vaults of the bank and will be, so far as internal 
turnover and business activity are considered, absolutely idle. 
All payments will be made by cheques drawn on the payer's 
banking account, but these cheques will never lead to any with
drawals of money from the bank, but only to a transfer to the 
payee's account in the books of the bank. On the other hand, 
the bank cannot lend in corwreto a farthing of the money 
deposited with it, because it would flow back to the bank in 
the form of deposits as soon as it had been used. The lending 
operations of the bank will consist rather in its entering in its 
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books a fictitious deposit equal to the amount of the loan, on 
which the borrower may draw, whilBt the actual documents, 
e.g. a discounted bill, will be added to the bank'. aecurities; 
thia ia the so-called English lyatem. Or it might open against 
real lecurity or luretiea a direct credit on which the borrower 
may draw cheque. at will up to a maximum amount (the Scotch 
.yatem, common also in Sweden). Thua in both C81e8 payments 
will be made by luccessive drawings by the borrower upon hia 
credit in the bank, and every nch cheque must naturally lead 
to a credit with another person'. (seller'.) account, either in the 
form of a deposit paid in or of a repayment of a debt. The obliga
tion of the bank to the publio will thus still exceed its claims by 
the whole amount of these caah holdings, less the bank'. own 
capital. It ia true that the banks need pay little or no interest 
on a large part of its debts to the publio, aa otherwise the money 
would have lain idle, yet nevertheless in its own interest it will 
be driven to seek a useful and profitable employment for the 
money lying idle year after year. This cannot be done 
within the country, however, except possibly for the gold 
industry, to which we .hall return later, but we may aaaume that 
the bank .ucceeda in lending ita surplus at interest abroad. 
This interest, which, if the bank were a Government institution, 
would naturally benefit the publio, will of course be the 
only real economio gain on the whole transaction. If nbse
quently, in consequence of growing population and production, 
or the more extended use of money, more of the medium of 
exchange were required, this, would be obtained quite simply 
by the bank increaaing ita discounting of bills or its lending 
in general, by which a corresponding amount of deposits would 
automatically flow in. The virtual velocity of circulation would 
thus tend to increaae to infinity. A very small quantity of 
money would suffice for a very large business turnover. 

To avoid misunderstanding it must, be observed here that the 
above remarks only apply to a bank or a co-ordinated system 
of banks which haa absorbed all the monetary transactions 
of the country. And even 80 it only applies to the internal 
turnover. If, on the other hand, the banks are more or less isolated 
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from each other, as is actually the case, then each bank must 
be very careful not to extend its credit too far. Even if every 
payment in the country were made by drawing on bank accounts, 
customers of one bank would, as a rule, have business with 
customers .in other banks. The cheques drawn by them would 
thus soon pass into the hands of those other banks and would 
be presented by them for payment in gold, or at best the bank 
would obtain on its current account with the other banks the 
same, or a. higher, rate of interest tha.n it had itself obtained on 
its loans. But simultaneously the other banks would thereby 
have an excess of demand and might with impunity expand 
their credit to the public further than before. Very much the 
same applies to the banking system in a country taken as a whole, 
as against the foreign money market, as we shall Boon see. 

E. Jaffe in his work, DaB EngliBcke Bankweslm (2nd edition) 
makes a sharp attack on the statement of the Engliah writer 
Withers that the great majority of deposits in the baw ariaea 
from the loans grl!-nted by the banks, an opinion which in Jaffe'. 
view shows a confusion between .. money a8 a medium of turn
over" and" money as capital". Yet formally Wither'8 opinion 
can be easily defended. Even so-called fictitious deposits are 
real deposits; the borrower has acquired the right to withdraw 
the whole amount of the loan, and if he allows a part ol it to 
remain in the bank, then clearly that part i8 obviously just &8 

much a deposit in the bank a8 if it had been made by a third person. 
H the borrower had withdrawn the whole amount in order, for 
example, to purchase goods, and the seller ol the goods had paid 
the money into his current account, everybody would have 
regarded this deposit as "real", though in reality there is no 
difference between the two sums of money. Moreover, on the 
whole, bank deposits and bank loans must always march together. 
Which of them occurs first in time is of no importance, since 
the difference in time is ouly a few hours, or at most a few daY8. 

On the other hand, the difference is great between deposits 
which are based on money saved, and are therelore intended lor 
long date capitalization, and those deposits which consist of 
occasional surpluses of bank credits. Even if in the former 
case the savings are deposited in the bank for a shorter time 
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only in order to be more permanently invested later, they reduce 
in a corresponding degree the ,current demand for loans, i.e. 
a corresponding portion of bank claims is thereby finally paid 
in-a. in the case of the builder above, who can now sell his house 
or obtain a mortgage on it--eo that the money wonld lie in the 
bank a. though withdrawn from circulation and therefore would 
not in1luence pricee unIesa the bank itself resolves to make this 
increase of its cash the foundation of further lending. In the 
two other C88eB, again, the occasional deposits will stimulate 
a much quicker turnover, the virtual circulation of money 
will be accelerated, and prices within the country will rise 
to a height which will atreet unfavourably the balance of 
trade and the foreign exchanges, 10 that the banks may find 
themselvel compelle'd to raise their interest rates to prevent gold 
from leaving the country. 

This procell will be made clear in the following pages. 

6. The "Ideal Bank" and the Obstacle. to it& Realization 

The ideal banking system sketched above haa in recent 
timel engaged the attention of many writers under the name 
of .. universal comptabilism". and various proposals for its 
realization have been made. That developments tend in this 
direction is clear. We need only look at the English, German, 
and American banks with their .. clearing hoUSeB" and the 
extensive cheque busin881 of the Austrian post office savings 
banks throughout the country, etc. Theoretically this imaginary 
system is of extraordinary interest, in 80 far aa it provides a very 
important means of appraising the factors influencing the value 
of money. with which we shall be concerned in the following main 
section of our work. What prevents its realization in practice. 
and must continue to do 80. under existing conditions, is not 
so much the difficulties of efi"ecting a centralization, for these 
might be progr88lively overcome. but rather the following three 
circumstances: (1) the special requirements of maall payment. 
for wages, retail trade. etc.; (2) international payments; and 
(3) the circumstance. with which we have 80 far concerned 
ourselves very little. that the precious metals, in addition to 
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their use for currency, are also the raw materials of certain 
industries. This function, which is at present of 8ubordinate 
importance, might, in proportion as the metals ceased to be used 
for currency, become of primary importance and dominate 
the situation, with the result that the precious metals, and 
especially gold, would become unsuitable as measures of value. 
We shall consider these points separately in the following pages. 

A. Small Payments. Banknotes. 

Not all payments can be made by cheque. Some are 
too small for the purpose, though for them token money 
usually suffices, so tha.t they do not affect the question of 
standard money. More important is the {act that the majority 
of purchasers have not sufficient credit or are not sufficiently 
known to the sellers for the latter to accept their cheques 
without inquiry, even if we assume the system to be so highly 
developed that even the poorest have a banking account. 
This difficulty might be overcome if cheques were in such a Corm 
that they themselves carried a guarantee that the sum in 
question was actually deposited in the bank. For this purpose 
they should be issued for round sums by the banks themselves 
and should be so designed that they could not easily be imitated 
or forged. Such cheques have, in fact, been in existence for 
more than two hundred and fifty years. They are called 
banknotes. In reality a banknote is nothing else but a 
cheque, a certificate of deposit of a certain amount in the bank. 
Whether it is a question of an actual deposit or a fictitious one, 
in other words, whether the banknote was originally exchanged 
for hard cash or was issued in the form of an advance to a customer 
is here,as in the case of cheques, of no importance, since in both 
cases the bank is responsible for payment or redemption of 
the note, which as a rule is sufficient for the receiver. Indeed, 
it is as a rule more than sufficient, for the certainty that other 
people will accept the note in payment is good enough. That 
banknotes are not made out to order is also of no importance, 
for the guarantee lies in the note itself. In some countries, 
England for example, it is quite customary for the person 
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tendering a note to give a further guarantee to the receiver by 
endorsing hie name. When the note is accepted in payment 
and remam. in the p0B8688ion of the recipient its significance is, 
as we have said already, virtual, i.e. it has the same force and 
effect as it would have had if he had himself deposited the 
amount in question in the bank against the receipt of the 
note, or rather had allowed the sum to remain there on his 
account instead of immediately withdrawing it. 

I / The fact that a cheque and a banknote are in essence 
, the same has recently been noted by several writers on money 

who, not without reason, have pointed out the inconsistency of 
the numerous restrictions recently imposed on their note issues 
by States who have, on the other hand, taken no special steps 
to secure the prompt payment of cheques in currency. 

It must be admitted, it is true, that there is a not unimportant 
dift'erence between cheques and notes. Notes, especially those of 
lower denomination, remain in circulation for indefinite periods 
and are largely in the hands of persons not in a position to 
inquire into the solvency or liquidity of the bank in question : 
and to that extent it is natural that the public should watch 
more carefully over the convertibility of notes than of cheques. 
But the principal explanation of the differences in legislation 
in the two cases is hietorical. Severity as regards the issue of 
notes is to be regarded as a reaction against the fatal abuses 
of earlier times, for which abuses the State itself was nearly 
always chiefly responsible, not least in our own country. On 
the other hand it should be said that cheques, or, more correctly, 
those deposits (" repayable on demand") which give rise to 
cheques, are more dangerous than banknotes, at any rate if 
the latter are guaranteed by the State. For if a bank fails the 
owners of deposits in the bank will find themselves in difficulty, 
and will at least be unable to make immediate use of their deposits. 
Banknotes, on the other hand, may be given a forced currency, 
i.e. may be declared legal tender instead of money-our 
own Riksbank notes are legal currency whether or not they 
are redeemable by the bank-and retain, as experience shows, 
at least a part, and frequently the whole, of their value. This 
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happened, for example, in France in the years 1870-4, when 
the French notes were made legal tender. Moreover the use or 
cheques presupposes a certain amount of confidence between 
individuals, for which reason it has been shown that in times 
when confidence is lacking, as in crises, the demand for a medium 
of payment turns more than otherwise towards hard cash and 
banknotes. 

Without entering any further into the questions of banking 
technique to which we have' here referred, it may be asserted 
that in a country such as ours, where notes of lower denomination 
may be issued, and wh~re in consequence the standard money, 
gold, scarcely circulates at all in ordinary business, the metallio 
stocks of the bank are used exclusively as a reserve for eventual 
payments abroad and, so far as the normal demand for a medium 
of exchange is concerned, might with impunity be restricted 
to as small an amount as desired. 

The position is quite different where the lower denominations 
of notes are expressly forbidden by law, as in England and 
France and Germany (with the exception of a limited amount 
of State Reichskassenscheine).l Not only does this compel the 
employment in ordinary business of quantities of hard cash (gold), 
but also bank reserves are drawn upon to satisfy the internal 
demand (cf. p. 14). If commodity prices rise, or the turnover 
of money is increased, then internal settlements require more 
hard cash, which must in the first instance be met by the with
drawal of deposits, without any corresponding payments into 
the bank from other sources. And since private stocks of cash, 
though small, amount in the aggregate to many times the 
amount lying in the banks, it follows that even a small percentage 
increase in the public demand for hard cash must lead to a 
relatively much greater strengthening of the metallic reserves 
of the banks. In addition, however, not only is more hard cash 
required in such periods, but also more notes and more of the 
media of exchange in general. However strict the regulations 
for the redemption of notes may be, therefore, they will be of 

1 The German Reichsbank baa. however. acquired the right to i.aaue 
20-mark notes.. [It will be. remembered that Wickaell i8 writing of pre-War 
conditiona.-ED.] 
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little 111Ie. What is really of importance is that the banks 
should poBStlsa BUfficient ruerou· of the medium of exchange 
for use when required, &I we shall demonstrate later on. In 
expert circles the view is becoming more and more widely 
held that the varioUi systems of note convertibility are only 
of value in BO far as they compel the maintenance of such a 
reserve. If notes of lower denominations were permissible, 
then for aU internal requirements this reserve might without 
any risk be composed only of notes, i.e. of unused bank credit, 
whereas in the countries mentioned it must necesaarily and 
eB8entially consist of hard cash. The note reserve of the 
.. banking department" of the Bank of England can at any 
time be converted into gold in the .. iBsue department". In 
writings on money from the middle of last century we not 
infrequently find it laid down as a condition of a BOund currency 
that large amounts of hard cash must be in circulation, yet it 
is diffioult to understand the foundations of this reasoning. 
It would perhaps be truer to 8&y that under present conditions 
this would be a source of weakness and disquiet. and there can 
scarcely be any doubt that if a country has at its disposal a 
certain quantity of gold currency. its currency will be much 
more sound if that gold is collected in the vaults of the bank than 
if it were distributed among individuals; for in the former 
case it is incomparably more accessible. for example. in case 
of necessity for payment abroad.1 

We shall now pass on to the second of the above-mentioned 
obstacles to a currency without metallio money. i.e. the need. 
for the precious metals in international settlements and the 
maintenance of a standard of value common to aU countries. 

B. lntemational Payments. Balance oj TrtJd8 aM Balance oj 
Payments. 

There are in a oountry at any given time a number ot 
persons who have claims abroad and who have debts abroad. 

I n w .. the realisatiOD ofthia fact. DO doubt. which indueed the GermaD 
Reichabaak to issue DOtee or lower deaomiDatioaa, .. mentioned in the previous 
DOte. 
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Although these as a rule represent personal business trans
actions and consequently do not affect that country as & whole 
any more than do internal business transactions of the Bame 
amount, yet they nevertheless sometimes affect the currency 
of the country and have to some extent the same effect as if the 
country as a whole had these claims or debts abroad. The 
relation between the total of payments claimed and the total 
of debts due, at a certain moment or within a certain period, 
is called the balance of payment. It is said to be favourable if 
the claims exceed the debts, and unfavourable in the 
contrary case. Most of these claims or debts arise, of course, 
from trade, from the import or export of goods. For that 
reason it has long been customary to regard the total of a country's 
foreign relations arising from current trading as a unit by itself 
under the name of balance of trade, and this is said to be favourable 
or unfavourable according as the value of exports exceeds that 
of imports or vice versa. In considering practical questions 
involved, however, we must remember that the balance of trade 
only constitutes one part, though usually the most important, 
of the balance of payments. Indeed, as it is usually drawn up 
it does not even include. certain obligations arising directly 
from that trade, in particular the earnings of shipping. Imported 
goods become more expensive because of freight costs, but 
exports are usually taken up in & country's statistics at their 
value at theport of shipment,or f.o.b., though the foreign country 
must, of course, also pay the freight on them. Thus, if a country 
has carried about one-half of its imports and exports in its 
own vessels, whilst the other was carried in foreign bottoms, 
then its total debts abroad on merchandise account fall short 
of the declared value of its imports by one-half the cost of their 
freight 1; and conversely, its total claims on foreign countries 
for goods exported exceed the declared value of those exports 
by one-half their cost of freightage. From this arises the 

1 In American trade statistics. however, exports are usually reckoned c.i.t. 
i.e. the coat of insurance and freight is added to the coat of the cargo. In 
American trade statistics imports are taken &8 f.o.b. value, i.e. at the priClell 
at foreign porte of shipment. The difference makes the American balaooe 
of trade seem more favourable thao others. 
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apparent paradox, frequently commented upon, that the combined 
import. of all countries considerably exceed the combined 
export. in value; for even if a country'. claima and debt.. abroad 
on merchandise account actually balance, they will nominally 
exceed the debt.. by about the total grosa profit of the country's 
outward shipping. 

In the year 1912 this amounted in Sweden to Kr. 106 
millions, of which Kr. 40 millions were from freight.. between 
foreign port.. Import. and export. in the same year were 
Kr. '183 and '160 millions respectively. We should therefore 
in that year have had a real export surplus in the balance of 
trade. Moreover, we must not forget that the statistics of trade 
are themselves still very imperfect, despite all improvement... 
In particular, export statistica, for obvious reasons, leave much 
to be desired and are as a rule probably underestimated in 
value. 

It was, in fact, a gross misunderstanding of this kind with 
regard to our trade turnover with Norway which lay behind the 
argument of those who zealously advocated and finally achieved 
the annulment of the so-called inter-State law, thus contributing 
more than anything else to the dissolution of the Union. 

But in addition there are a number of other items necessary 
for drawing up a complete balance of payment, lOme of them 
on the debit side and lOme on the credit, which can here be 
mentioned only in passing. If a country has large capital 
investments abroad, e.g. in foreign Government securities, 
bonds, shares, or other direct capital investments, then naturally 
the aunual interest accruing is an item of credit from abroad, 
and that country can for years continue to import far more 
than it export. without injuring its position relative to 
foreign countries. It may even improve it-Great Britain 
is, or at any rate has been, a conspicuous exampl&-in 10 far 
as a debtor country may have an apparently very favourable 
balance of trade and yet become year by year more heavily 
indebted. If, as is usually the case, shipments of the precious 
metals, or of coin, are not included in the balance of trade, 
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the latter must of necessity be somewhat misleading. A gold
producing and gold-exporting country habitually has an appar
ently unfavourable balance of trade, for as a rule it exports 
less of other goods than it imports. Most countries, on the 
other hand, which normally import gold always have on that 
account a relatively favourable balance of trade on an average 
since the gold must be paid for year by year with goods, so that 
a surplus of goods Hows out and gold Hows in. Finally we 
should include the sums which travellers take with them or have 
remitted abroad and spend there--and vice versa. A special 
category is the money taken out or sent home by emigrants 
-a not inconsiderable sum in the case of Sweden-also inherit
ances and testamentary bequests, as well as loans, to and from 
foreign countries. 

The inclusion of the Nobel estate had the same effect OD 
our balance of trade as if we had in that year borrowed BOme 
thirty millions from abroad. The prizes therefore which are 
now annually distributed, mostly to foreigners, from this fund 
are similar to the annual interest OD such a loaD. 

All these items combined constitute the foreign balance 
of payments. If it is unfavourable, then either (1) the excess 
claims of foreign countries must be prolonged for a shorter 
or longer period, which is tatamount to the contraction of 
a debt to a foreign country, or (2) a corresponding amount 
must immediately be shipped, for which purpose the accumulated 
stocks of precious metal can be used. Banknotes caD also be 
used as a means of payment and in fact are 80 used on a large 
scale by countries with an inconvertible paper currency-aD 
example was the well-known rouble exchange in Berlin, now 
extinct-but, whether convertible or not, they cannot be accepted 
at their full face value, since as they are not legal tender there, 
they must be taken by the foreign receiver as a speculation 
until they can be employed in payment of goods imported from 
the issuing country; and meanwhile they carry no interest. 

This protraction or consolidation of outstanding trade debts 
occurs dailv in various forms, usuallv with the assistance of 
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the banks. The banks nowadays take the lead in all inter
national businell8, and they are dping 80 more and more. U 
there is a Bhortage of suitable bills, lOme bank will sell 
to the importer of goods a draft or cheque on its account with 
Bome foreign bank, and when its account there is exhausted it 
will replenish it by borrowing or by the sale abroad of securities, 
all of whic;J1, from the point of view of the country as a whole, 
is the same as a new debt abroad, an increase in the difference 
between the outstanding debts and current claims on foreign 
countries. Or a direct foreign loan may be negotiated, often 
with bodies not engaged in international trade, such as the 
State, mortgage banks, etc., and ultimately for quite different 
purposes, but with the immediate result that a breathing 
space is gained in respect of the payments falling due, until 
exports are increased or imports decreased. For example, 
Swedish coffee importers accumulate large stocks of coffee, but 
in consequence of bad times, low prices for timber and 80 on, 
leBS coffee is consumed than usual. At the same time, perhaps, 
the State raises a railway loan abroad; the railway workers, 
paid by the State, buy milk, bread, potatoes, etc., as well as coffee, 
in the neighbouring villages. The rural population thus acquires 
money for the purchase of coffee, and the coffee importers can 
now, with the assistanee of the banks, obtain clra.fts on the 
amounts which, in consequence of the loan, the State has to its 
credit in foreign countries, i.e. on the portion of the loan not 
yet called up. The real result will be that foreign countries 
have given us credit in the form of coffee, and we have used 
this coffee for productive purposes, i.e. for the direct (or indirect) 
payment of railway workers. When the railway is finished 
the population of the interior may be enabled to sell butter to 
foreign countries, exports will increase, and in the meantime 
coffee dealers may perhaps have prudently reduced their importa, 
so that all will be well again. 

It is only when such a protraction of external debt. cannot 
suitably or rapidly be effected that ahipmenta of metallio mone), 
come into question. In order to appreciate the conditionA, ... 
well as the process and effects of such action, it is important 
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to bear the following in mind. ru-d-t-il the goods im!X>rted 
from abroad there is always alternatively a COMUlnn who, in 
order to obtain possession of the goods, offers an t'quivalent 
value, i.e. goods of the same exchange value aaleable directly 
or indirectly to the foreign country. To pursue our t'xample 
further: the coffee importer sells to the rural trader, the latter 
to the farmers, who in order to obtain money for the purchase 
of coffee sell cream to the dairies, whereupon the latter aell 
butter to a butter agent 01' exporter. 

J J J 
B-a bank. 
K-roJTee importer. 
S-Butter exporter. 

8 

J J J J J 
L L L-d.u.ra in agrieultunJ prod_ 
H • H. H-dairy farmer&. 
J. J. J-egriculturista. 

The money 'which facilitates all these exchanges circulates 
incessantly within the country. For the coffee importel'll regularly 
hand over the money they receive from the rural tradel'll to 
one or more banks in exchange for the drafta or billa i and 
similarly the banks obtain foreign billa from the botter exportel'll, 
who receive in exchange the money equivalent with which the 
latter pay the dairies. The coffee indebtedness to Hamburg is 
paid all the time by butter billa drawn on London or Newcastle 
and these billa are subsequently used for payments as between 
Germany and England. 
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Therefore, .ince people .. a rule endeavour to improve. 
or at any rate to maintain, their economic position, a II11IPlus of 
debts or of claims outstanding can really only be conceived 
on one 01 the lollowing &88IUDptiona. A public calamity or an 
adverse crisis may occur .. a result of which the goods aaleable 
abroad are available in amaller quantities or at lower prices 
than U8U8l, or else the customary imports rise in price cousiderably, 
.. recently happened in the cue of coal. or fin.ally, consumption 
goods Rch .. grain. usually produced within the country, 
must be imported to a larger extent than u.su&l owing to a bad 
harvest or other circumatancea. The simplest and most obvious 
result would then be, in the first two casea, that the consumption 
or foreign goods, and consequently their importation, would 
be cOm8pondingly reduced, or. in the Jaat case, that the 
extra imports of grain now necesaary would be counterbalanced 
by a decreued importation of other articles. In conaequence 
or persistent drought, for example, the production of milk is 
lese than U8U8l, the dairies reduce their output of butter, and the 
Carmers therefore receive leaa money with which to buy coffee ; 
or the price of timber faDa, and with n the wages of the 
timber workmen who are forced to consume leaa of the agricul
tural producta of other parte or the country than u.su&l and 
poesibly obtain them at a lower price, aD with the same result 
to the Canners: reduced capacity to buy their u.su&l articles 
of consumption, including coffee. U the rural traders and 
the importers of coffee had been able to foresee these results, 
their imports or coffee would have been counterbalanced by 
a diminished demand for remittances for coffee import&. But 
it 80 happena that they already have their stocks for the im
mediate future; the result is a demand for additional means 
01 payment abroad, which must be found in one way or another. 
But by the following year the disparity will already have cor
rected itsell automatically, in 80 far.. the inft&ted stocks will 
lead to diminNbed imports, whilst the export of butter, under 
favourable cireumstancea, resumes normal proportions, or 
timber letches normal prices. WIth a normal aupply or bills, 
therefore, there will be a decreased demand for remittances 

• 
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in the following year, the position relative to foreign countries 
will improve, shipments of precious metal abroad, if they have 
been made, will cease, and give way to the import of metallio 
money, and everything will resume its normal course. It may 
indeed happen that the demand for foreign goods, such as 
grain, is so great during a famine year that a restriction in 
the use of other imported goods cannot fully make up the 
difference. In such a contingency, of course, individuals must 
obtain credit for consumption purposes, which in this case has 
the same effect as if they had oonsumed their own capital. 
Directly or indirectly the increased demand for credit is satisfied 
by the great credit institutions, and since the money thus lent 
is soon returned to the banks, to be exchanged for foreign 
currencies, the position in relation to foreign countries will be 
the same, i.e. unfavourable. But even a credit for purposes of 
consumption will in the nature of things be of short duration. 
The worsening of the individual's business position must be 
remedied, and is remedied, partly by diminished consumption 
and partly also, no doubt, by greater intensity of work in the 
immediate future, the more so if the State or other great 
corporations are able to employ their foreign credits for the 
future benefit of industry, whilst at the same time assisting 
in the correction of the increased requirements of consumption 
and the balance of payment. 

Our purpose here is merely to point out the fact which 
is often forgotten that an unfavourable balance of trade or 
payments undoubtedly C<Y1"Iects itself automaticaUy in most 
cases by the steps taken by individual consumers and producers 
and this, too, without any serious disturbance of the price or 
credit structure, or, indeed, any inB.uence on the currency other 
than, at most, a temporary shipment of a part of the gold 
reserves. A raising of the bank rate would only tend to hasten 
a process which would occur automatically in any case, even 
though more slowly. 

But an unfavourable balance of payments may also 
develop under conditions which will render necessary the 
direct inB.uence of the banks on the money market in order 
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to restore equilibrium, because tliatu,bancu MtJ6 been occasioned 
by abnormal tJOIlIditiom in the mcmey market. This may occur 
especially during periods of exaggerated. speculation and 
large capital investments for productive purposes, and it is 
connected with the peculiar circmstance that productive 
capital is nowadays almost always transferred in the form of 
money through the monetary institutions. As was shown 
in the first volume, practically aU production requires, in 
addition to labour and land, capital, which is really so much 
saved up labour and natural resources. If capitalistic production 
is increased or the capitalistio character of production is inten
sified, in the last analysis it means that an additional amount 
of labour and land is withdrawn from the current production 
of immediate necessities in order to be employed instead in 
production intended for consumption in a more or less remote 
period. But if the accumulation of real capital, i.e. actual saving 
and the restriction of present consumption, accompanies the 
increased demand for labour and land intended for future 
consumption, then no immediate disturbance of the relation 
between the supply of, and demand for, the means of production 
and especially no occasion for an unfavourable foreign balance 
of payment will arise. In the contrary case the capital which 
cannot be obtained in sufficient quantities within the country 
must be obtained abroad. This is often done directly. The 
person desiring to start a capitalistic enterprise first borrows 
money from abroad, which means that in reality he obtains 
from abroad partly tools, machinery, and raw materials on 
credit and partly certain necessities which directly or indirectly 
pass to the workmen employed in the enterprise and to the owners 
of the necessary land. For example, the State raises a foreign 
loan for railway construction, or a private railway company 
does the same thing, or such a company obtains a loan from the 
State, which it.8elf isues its bonds abroad, or neighbouring 
landowners subscribe for shares in the enterprise and obtain 
the necessary means by a mortgage, which we will assume 
ultimately to come from abroad. If this is done there will be 
no immediate debt due abroad and consequently no disturbance 
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of the equilibrium of the balance of payments until the enterpria 
is complete. If it does not come up to expectations, the cons( 
quence will be either bankruptcy, in which case the foreig 
country will have to write off its claims, or else private perSOIl 
within the country, for example taxpayers as against the StatA 
will have to economize in order to procure the necessary meall 
for the interest and amortization of the loan. Even in thn 
case, therefore, there need not necessarily be an unfavourabl 
balance of trade or payments. 

But it may also happen that the enterprise was starte 
with no means othe( than a bank loan; the entrepreneur perhaI 
submitted a debenture loan, which the home banks took u 
at a certain price with the object of issuing it themselves, thoug 
they have not yet succeeded in doing so. Or, what amounts t 
the same thing, the shareholders have obtained the money f( 
their subscriptions by a loan from the bank, or else deposi1 
have been withdrawn from the banks in order to be converte 
into shares or debentures in the new enterprise, these deposi1 
being deposits on the retention of which the banks had counte 
and with which they had granted loans to other persons. I 
other words, the money or credit to be used in effecting tl 
transfer of the necessary capital comes into circulation an 
exercises its purchasing power without any correspondiIJ 
accumulation of real capital. A larger portion of the availab 
land and labour than usual is employed for future productiol 
and a lesser part than usual remains for supplying the presel 
demand for necessaries, though the demand for them has increasE 
rather than diminished, since the increased demand of tl 
entrepreneur for land and labour has presumably led to an incre81 
of wages and rent. If the country had been isolated, then, I 

we shall show later on, economic equilibrium would finally ha, 
been achieved notwithstanding a more or less pronounced rise i 
the prices of all necessaries. Entrepreneurs would have had 1 
pay more for their raw materials, machinery and tools, etc 
and future creation of the means of production they conten 
plated would be kept within narrower limits than the purchasiI: 
power of the money they had obtained might at first lead thel 
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to believe; but at the same time the price of all consumption
goods wo~d also rise considerably,.all incomes would buy less 
than usual and everybody irrespective of his income, would be 
compelled to restrict his consumption, and thiS enforced restric
tion would in fact constitute the real accumulation of capital 
which must under all circumstances be achieved if the total 
means of production for future consumption are to be increased. 
In reality, however, this is not. exactly the proceas, but the 
superfluous money purchasing power goes abroad instead, 
whither it is directed by a relatively slight rise in prices in the 
home market. Raw materials, machinery, and 80me necessaries 
of daily consumption are drawn from abroad; but since no 
simultaneous decline has occurred in the otherwise normal 
imports from abroad and no increase in the exports to foreign 
countries, but if anything the reverse, the balance of trade 
will necessari1y 800n turn to the disadvantage of the home 
country. 

Even so, serious inconvenience need not arise. The banks 
may possibly be able to borrow capital abroad on favourable 
terms or induce foreigners to deposit their capital here. If 
the foreign rate of interest is considerably lower than at home, 
then the procuring of foreign credit is indicated and is nearly 
always effected automatically. In that way the balance of 
payments reaches equilibrium for the time being, in spite of 
the II unfavourable" balance of trade. The effects. good or 
bad. only appear in the future. according as the enterprisea 
requiring increased capital prove profitable or not. 

But if the home banka have lent money at oboul tM .ame. 
M even G lower, rota oJ ifllerest than they themselves can borrow 
abroad. 80 that in consequence a prolongation of the aurplus of 
trade debts becomes economically impoaaible or disadvantagOOUl, 
then by means of the mechanism which we ahan now prOOOt!d 
to examine. money. bullion. will neceesari1y begin to flow out 
or the country. and in tlwl case it will not return of it.lcll. lor 
there exists no direct reason for the pubHo to reatrict it. con
sumption. The reversal of the flow of gold recluires .podal 
measures on the part 01 thOll8 who control the curroncr 01 the 
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country and who have brought about what has happened 
through their own imprudent credit policy. 

O. The Foreign Euha111Je8.1 

The first symptom of an outward flow of gold is a rise in 
the rate of exchange on foreign countries. The great majority of 
international purchases and sales are made on long or short term 
credit, and so long as the claims arising from them balance each 
other international payment is made, directly or indirectly, by a 
cancelling out of claims. Considered in greater detail payments 
abroad may be made in one of two ways. Either the debtor 
allows the creditor to draw a bill on him, which the latter 
can subsequently use to effect payments in our market, though 
he usually sells it to persons in the foreign market who have 
debts to pay in Sweden, and obtains money for it. Or the 
buyer can undertake to send to the seller abroad a corresponding 
value, either in gold or bills of exchange payable in the country 
of the creditor, and which consequently have a fixed value there, 
at any rate up to the time on which they fall due. The formel 
is called payment by acceptance and the latter by remittance, 
There is also a third method, which is really a combinatioll 
of the two and which is much employed for payments at a greal 
distance, namely reimbursement or indirect acceptance. A 
person in Sweden desiring to purchase goods from the Argentine 
arranges with a bank or a large business house in London fOl 
the Argentine merchant to draw on it for the amount of hU 
claim; before the bill falls due the Swedish purchaser mus1 
reimburse the acceptor, e.g. by bills payable in England whic~ 
he purchases in Sweden. Such bankers' intervention also occurs 
and to a steadily increasing extent, in the exchange of good.! 
between neighbouring countries. If, for example, a persall 
who enjoys no credit abroad has ordered goods there, payment iI 
usually made by sending invoice and bill of lading to a baru 
here for payment, and after the purchaser has deposited thE 
agreed amount the banker sends the seller a draft drawn on it! 
credits abroad. 

1 On foreign exchanges between countries with • paper eummcy, cf 
Elum. Tidakr., 21, 87 et seq., 1919: 
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The essential difference between acceptance and remittance 
is obviously that in the Cormer the purchaser has only bound him
self to pay at home in the currency oC his own country, whilst the 
seller accepts the risk and the trouble of transporting the money. 
With remittances, on the other hand, the purchaser undertakes 
to pay abroad in the currency of the seller, and the cost and risk 
oC transport now Call on him. Sometimes, of course, a bill may 
be drawn in the currency of a country other than that in which it 
is drawn, but in that case it is nsua11y to be regarded Crom the 
acceptor's point of view as a promise to remit. According 
to the Swedish Exchange Law, Section 35, he must pay in Swedish 
currency according to the current rate of exchange, which is 
the same as saying that he mnst purchase bills oC exchange on 
the Coreign country to the agreed amount. 

If there is equilibrium between the claims and obligations 
of a. country abroad, this difference between acceptance and 
remittance is of no importance. If, for example, the merchants 
in one country are accustomed to make all their debts abroad 
payable by acceptance, and all their claims by remittance 
-68 is very largely the case in England-then creditors 
abroad simply sell their acceptances to those who have to 
make payments to the country in question: this is the 
procedure in international bill of exchange transactions nsua11y 
laid down in the textbooks. The procedure is the same iC on 
both sides some claims have given rise to bills oC exchange and 
some to promises of remittance. If, on the other hand, all, 
or the major portion, oC the debta in both countries is payable 
by bills of exchange, then in both countries there will conse
quently be a number of sellers oC bills, but no, or at most a few, 
buyers, Cor most buyers have undertaken to pay their own 
acceptances at home in their own offices, or at a home bank, 
on the date they Call due: and they thereCore have no need to 
buy bills. This, however, does not cause a Call in the rate of 
exchange, but the matter is 80 arranged that lOme sellen in order 
to obtain their money, send their billa abroad for payment, 
or, iC they are not due, have them discounted at the bank. In 
this way the supply and demand Cor billa soon reach equilibrium. 
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If, on the other hand, all or most of the debtors in both countries 
undertake to pay by remittance, which might easily happen 
in countries which have only just entered into business relations 
with· each other, and in which mutual knowledge and credit as 
between merchants is not extensive, then the immediate effect 
will be that a number of buyers of bills will exist on both sides ; 
the sellers, on the other hand, will then have no bills to offer, 
for they have instead the promise of payment at home in their 
own currency. But in such a case a debtor here (an importer) 
can find a friend abroad to draw a bill (so-called accommodation 
bill) on him or on a bank here, which he will reimburse. This bill 
will then be in demand abroad, and will be sold at a profit. 
The original creditor abroad will receive payment of the sale 
price, and when the debtor at home pays his accommodation 
bill or reimburses the bank he will have definitely discharged 
his debt. 

If there should be an excess or shortage of bills in our 
market, this will not affect the rate of exchange if at the same 
time there is an excess or shortage abroad of the bills drawn on 
us, for the remedy is very simple. If there is an excess we can 
cash the bills abroad and purchase bills drawn on Sweden. If 
there is a shortage, we can draw accommodation bills or reimburse
ments. If, on the other hand, there exists a shortage in one 
place, say Sweden, and an excess in foreign countries, the matter 
becomes more serious; no merely formal credit operations can 
be of use, because there is a real deficit, and if this is not met 
immediately by securing a loan abroad for a longer period, 
i.e. a prolongation of the debt, the necessary consequence will 
be that the demand for bills at home will begin to exceed the 
supply and, conversely, abroad ~e supply of bills drawn on one 
country will exceed the dema~ll; the rate of exchange for 
foreign bills will rise here and the rate of exchange for our bills 
abroad will fall simultaneously and, when this has gone far 
enough, it will be more to the advantage of a debtor in Sweden 
to obtain gold and send it abroad then to buy bills at the high 
rate of exchange; and our creditors abroad rather than sell 
their bills below face value will send them here to be cashed or 
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diacoun~ and have the proceeds sent in gold, since the purchase 
of foreign bills in our market would also be too costly. Thus 
gold will begin to flow out of the country. Frequently gold 
shipment. are made to persons who make it their profession 
and who draw bills on foreign countries for the amount sent and 
sell these bills in the home market. 

A country threatened with this fate is said to have an 
unfavourable balance of payments. Before we proceed further 
we shall consider for a moment the meaning of this term, which 
is often misunderstood. It is clear that a high rate of exchange 
is in reality only unfavourable to those who have debts to pay 
abroad, and that only when they have contracted to pay by 
remittance. If, on the other hand, they have allowed them
Belves to be drawn upon abroad, they are more or less una:t!ected 
by fluctuations in the exchange. Similarly the rate of exchange 
is unfavourable to those who presently intend to purchase 
from abroad, since the seller, in view of the difficulty abroad of 
disposing of his bills drawn in our country, must demand payment 
by remittance or demand a higher price for his goods. On the 
other hand, the same rate of exchange is clearly favourable to 
sellers, especially if they themselves have drawn on foreign 
countries bills which they can now advantageously dispose of 
in the home market. If, on the other hand, they have stipulated 
for payment by remittance they will also be una:t!ected by 
fluctuations in the exchange. So also the exchange is favourable 
for the person who presently proposes selling his goods to a 
foreign country, as he will receive more for the bills which he 
draws on foreign buyers. In former days, when exchange rates 
fluctuated much more than they do now, and even to-day as 
between countries with a di:t!erent standard (bullion or paper), 
the above circumstance constitutes an important corrective 
tending to restore the balance of payments. Between countries 
with the same metaIlic standard, on the other hand, the fluc
tuations of the exchange can nowadays amount only to a frac
tion of one per cent and therefore play a very unimportant 
role; but in any case the gain or 1088 falls only on the individual 
contracting parties, whilst the country as a whole is not affected. 
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This is at any rate the position if, as often happens, 
payments by acceptance and remittance are 80 distributed 
that takers of bills drawn on foreign countries are present in 
sufficient numbers in the country itself. If, on the other hand, 
as in one of the two cases mentioned above, all sellers have drawn 
on foreign countries and at the same time all buyers have allowed 
foreign sellers to draw on them, it is clear that the latter cannot 
lose anything by a rise in the exchange, since they are only bound 
to pay in their own currency in their own country. The former, 
again, who sold abroad, can under such circumstances advantage
ously send their bills abroad to be cashed in order to buy np billa 
drawn on the home country, which have simultaneously fallen 
in exchange. They therefore make a profit which does not 
correspond to any loss within the country, so that the latter as a 
whole has profited by the supposed unfavourable rate of exchange 
and has thereby reduced its ultimate foreign debt. In the 
exactly opposite case where all sellers have stipulated for payment 
by remittance and all buyers have undertaken to pay by remittance, 
then in the event of an unfavourable balance of payments and 
of rate of exchange the buyers will clearly suffer. The accommo
dation bills which, as we have shown, they must get their friends 
to draw on them for effecting payment will be sold at a loss 
abroad. The sellers, on the other hand, will neither gain nor lose, 
for they will simply await payment at the due date at home in 
their own currency. The country as a whole, therefore, will 
suffer a total loss, so that the deficit on the balance of payments 
will be increased further. Cournot took the former case as the 
foundation of a whole theory of foreign exchanges, which he 
thought wonld be regulated in such a way that credit and debit 
would cancel each other out if the difference between them was 
not too great from the start. This hypothesis is, however, entirely 
without foundation and assumes a combination of conditiolll of 
payment which probably does not occur in reality. 

AB regards the consequences of a higher rate of exchange, 
i.e. the outflow of metallic money, this need not necessarily 
be regarded as disadvantageous to the country in question. 
In a gold-producing country, as we have seen, the balance of 
trade, and consequently the rate of exchange, is normally 
unfavourable, since a country which exports precious metals 
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will naturally import more of other goods than it exports and 
therefore always has a relative .shortage of bills of exchange 
payable abroad. The shortage is made good by exports of 
metal, but even here this cannot be effected until the rate 
of exchange has risen so far that the export of metal is com
mercially profitable. But even in countries which do not 
themselves produce gold, but import it, there always exist 
accumulated stocks of gold intended when necessary for the 
discharge of debts abroad. These stocks must at some time 
be drawn upon and when this happens it need no more, in itself, 
be regarded as a misfortune than when a private person spends 
his money in order to procure necessary goods for himself. 
The expressions .. unfavourable balance of trade" and" balance 
of payment" are in fact an inheritance from the mercantile 
school with its well-known over-estimation of money, qua 
money, in comparison with goodS. Nevertheless, a high rate 
of exchange with its consequent outflow of gold is always a 
serious matter for a country, for if it goes too far the banks 
will be compelled, as we shall shortly see, to restrict the granting 
of credit, which may lead to disturbances in the whole economio 
life of the country. 

D. ExcAange Parity and Gold-poi1lis. 

Under normal conditions, when foreign debits and credits 
are approximately equal, the price of a foreign bill falling due 
for payment will be roughly such as to correspond to the 
relation between the gold content of home and foreign currency. 
In Sweden the price of a 900-Rm. bill payable at sight or 
otherwise falling due will be Kr. 8,000, of a I,OOO-franc bill 
Kr. 720, and of a £l00-bill Kr. 1,816. 

The rate of exchange will, and does; oscillate round the 
parity either in one direction or the other, according to supply 
and demand, but nowadays it does so only within narrow limits. 
Whoever buys a bill in order to settle a debt abroad saves in 
the first place the cost of transmitting money, which may be 
an expense over great distances, though never a heavy one, 
for it is really no more than the cost of insurance or payment 
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for special care in transport. And if the gold is to be converted 
into a currency acceptable abroad there are added the costs 
of melting down and reminting or the corresponding deduction 
which the central banks make when exchanging bullion for 
coin and notes. But there is the additional circumstance 
that the home currency may be, and often is, worn down to the 
legal minimum. Whoever presents notes to the bank for 
payment, or withdraws a deposit in gold, will therefore not 
obtain the full value of gold corresponding to the nominal gold 
content of the coin. For all these reasons the remitter of money 
will be inclined to pay a price higher than the par value of the bill 
-for the bill can be sent by post, either registered or ordinary 
-and he may even go so far as the limit set by the three charges 
mentioned above. 

An exchange rate for foreign bills which would make it as 
cheap to ship gold as to buy the bill is called the gold-point, 
or, more exactly, the upper gold-point. 

On the other hand the person in possession of a foreign 
bill who wishes to receive the amount in gold here must also 
submit to the same deductions; he will therefore prefer to sell 
his bill here, if necessary below par, to the limit at which it 
will pay him to send the bill abroad for payment and receive 
the gold here after deduction of the costs. This rate of exchange, 
which is below par and which is the lowest possible, is called 
the 'lower' gold-point. When it is passed, gold flows into 
the country. 

These are the main factors: minor considerations which 
also influence rates of exchange and .gold-points cannot be 
taken into consideration here. We refer the reader in this 
conn~ction to the special literature, such as Goschen's work. 
One of these considerations is that the banks frequently accept 
foreign coin at a higher value than their metallic content (after 
deducting minting costs), as they can use it sooner or later for 
payments to the country in question, 80 that the limits of the 
rate's of exchange are somewhat reduced in both directions. It 
may also be observed that gold shipments to and from a country 
are not entirely excluded even when, in theory, the prevailing rate 
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of exchange does not require them to be made. Il, for example, 
the cunency of one country beQOmes very worn and must be 
reminted, or if a country is about to adopt the gold standard, 
then in one way or another it must procure the necessary gold 
and is BOmetimes obliged to procure it from abroad, even when 
commercially speaking it might be profitable to export gold. 
As a rule, of course, such operations are postponed to a time 
when the rate of exchange is favourable and gold flows in of 
itself or can be obtained at as Iowa cost as possible. 

E. The Oentral Banks' DiaCO'Unt PolWy, when there iI an EJftu:e 
oJ GoU. 

If a country's rate of exchange reaches the upper gold-point, 
or, what is the same thing, and in fact usually occurs at the 
same time, the exchange on that country falls in foreign countries 
to the lower gold-point, so that shipments of gold abroad begin, 
what should the country do' The simplest thing would be to 
let matters right themselves and permit coin, whether melted 
down or not, to flow out in the expectation that sooner or later 
it will return by itself, unless the actual quantity is superfluous 
for the turnover of the country and the necessary reserves, in 
which case there is no desire to see it return. We have already 
attempted to show that in many, indeed in most, cases such a 
return occurs automatically, simply because exceesive imports 
for one or two years necessarily lead to relatively diminishe4 
imports during the following years. According to the classical 
school this would occur in any case, owing to the fact that the 
diminished supplies of hard cash within the country would 
lead to a fall in all internal prices, tending to check imports and 
stimulate exports. In my view the abstract truth of this thesis 
cannot be denied, but its practical importance, especially under 
modem commercial conditions, is not 80 great. A fall of the 
commodity price level in one country is not in itself desirable 
unless the level was previously abnormally high, which may 
possibly, though not necessarily, be the case with an un
fa.vourable balance of trade. It is not impossible that as a 
result of a heavy fall in our export prices, total money receipts, 
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in spite of larger sales, might be less than before and there
fore counterbalance these effects. The function of the bullion 
reserves may therefore be said to cOIlBist in the prevention, as 
far as possible, of disturbances in the commodity price level; 
for this purpose, however, either the reserves must be enormously 
great or else measures must be taken to replace them as BOon 
as they begin to be exhausted. Our own annual imports amount 
to about eight times the total reserves in minted and nnminted 
gold in the Riksbank. CoIlBequently only a very incoIlBiderable 
percentage increase of the value of imports would be necessary 
to affect our gold reserves' very seIlBibly, if the difference had to 
be met by hard cash. 

Since, in addition, it is difficult to determine beforehand to 
what extent the change in the balance. of trade will be of a 
kind to correct itself quickly by diminished coIlBumption, or 
will, on the contrary, continue and cause a continued outflow 
of gold, it is not strange that at the first indication of gold 
shipments the banks should seek for meaIlB to prevent it and 
reverse the movement. 

The simplest and, as is generally recognized, the most 
efficacious method is for the banks to raise their discount and 
other loan rates simultaneously with their rates of interest on 
deposits, when such exist. Every reduction in the gold stocks 
creates a more unfavourable relation between the banks' metallic 
reserves and their obligatioIlB to pay on demand, and, if the 
reduction occurs by the presentation of notes (for the shipment 
of gold), it· also diminishes the amount of the medium of 
exchange in the hands of the public, thereby increasing the 
demand for 10aIlB: in coIlBCquence, a tightening of loan 
conditioIlB in these circumstances occurs almost 8pontaneously 
as long as the banks are under an obligation to redeem notes 
on demand and to payout deposits in gold. If, in addition, 
the unfavourable balance of trade is actually due to excessively 
cheap credit, i.e. to excessively low rates of interest on 10aIlB, then 
a raising of this rate is immediately indicated, and the higher 
rate must be maintained until the conditioIlB of production 
and the state of the capital market have changed. But even 
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if the unfavourable balance of trade is of a transitory nature, 
an occasional raising of the intere:st rates may be the means 
to a much desired respite and may avoid the causes of unrest 
and lack of confidence in busine88 which in any case exist 
with a falling cash reserve under the existing banking law. 

The ways in which a higher loan rate tends to improve 
the balance of trade and the rate of exchange and to reverse 
the direction of the How of gold are numerous, but have all the 
lame origin, namely that they postpone the payment of our' 
outstanding debts to foreign countries or ltimulate the recall 
of our deposita abroad for a longer or shorter period. With 
higher rates of interest at home foreigners are more willing to 
lend us money (unl688 the sharp rise in interest rates has 
itself undermined confidence, as happened in the crisis of 1866 
in England), and whether the form it takes be the opening of 
credits, the deposit of money in our banks, or the purchase of 
domestio securities which owing to higher interest rates have 
sunk in. value at home--though not abroad-the first result 
for us will always be larger volume of foreign deposita on 
which bills may be and are drawn, 80 that the rate of 
exchange will fall and gold shipments will become unneC688arY 
or even imports of gold may become profitable. The same 
etrect will attend the recall from abroad of domestic capital 
invested in foreign securities, which must also follow the higher 
loan rates in the home market. A special method of extending 
a country's outstanding debt is counected with the difference 
between long- and short-term bills of exchange. Most commercial 
bills are drawn for a comparatively long period, two, three, or 
even six months. Other bills, especially bankers' drafts, run 
only for a few days, short-term, or are payable on demand 
(d vista). As a rule, of course, a bill which is only due for payment 
after a period of time is less valuable than a bill of the same 
amount payable at sight by the discount rate which determines 
the difference in value in the first place and which the holder 
of the bill has to pay if he wants to obtain money at a bank; 
in this way it becomes the rate of interest in the country 
on which the bill is drawn. There are. however. certain 
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important qualifications to this rule. If, for example, the 
discount rate is 4 per cent per annum, then a £IOO-bill 
drawn abroad and maturing in three months will be worth 
£99 at par (or its equivalent in foreign currency). If England's 
balance of trade becomes unfavourable then the exchange 
rate both for bills payable at sight and long-term bills will fall 
but the difference between the two remains about the same, 
i.e. £1. If, however, the English market raises its discount rate 
to, say, 6 per cent then the long-term bills, if they should fWW 

be used for payments to England, would be worth lOB. less. 
The direct effect of the higher rate, therefore, is that the long-term 
bills fall still more on the exchanges. For the holder of such 
a bill who does not immediately require his money, this will 
be a reason for keeping the bill in his portfolio until the date 
when it falls due instead of selling it immediately, for it will later 
be worth its full face value, at any rate in England. For the 
same reason the banks and other monetary institutions find 
it profitable to buy up such bills in the market, since in this 
way they obtain better interest on their money than they could 
obtain elsewhere. Therefore the long-term bill rate rises more 
or less above its minimum, i.e. it does not fall quite 88 much 
as it would do, if the factor mentioned above alone were operating, 
and, since such bills obviously become useless for remittances, 
the whole of the demand for them is directed towards short-term 
bills or bills payable at sight, the exchange rate on which will 
also begin to rise, possibly 88 high 88 the upper gold-point, 80 

that gold. exports to England will become profitable instead of 
the reverse. On the other hand in England, in consequence 
of the rise in the foreign exchange, the long-term bills on 
foreign countries, which may be held by banks or individuals 
as means of capital investment, and which would otherwise 
be retained until the date of maturity, will immediately be 
thrown onto the bill market, so that England's stocks of means 
of payment abroad will increase whilst those of other countries 
on England will diminish. 

At the same time it is clear that all these measures are 
by themselves only palliatives. As 800n 88 interest rates in 
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England revert to the old level, foreign capital will again be 
withdrawn and to the normal supp~y of English bills on foreign 
markets will now be added those which, for reasons mentioned 
above, are retained until maturity, so that the position will 
again grow worse. But meanwhile the balance of trade may 
itself have taken a turn more favourable to England, 80 that 
no steps need be taken to prevent gold shipments. 

A high discount rate, however, especially if it has persisted 
tor 80me time, 80 that it has begun to affect interest rates on 
long-term loans, has also other effects of a more serious nature, 
though they are more difficult to establish and are therefore 
very controversial. A high rate of interest· encourages saving, 
and saving is, be it remembered, equivalent to diminished 
present consumption. On the other hand a high rate of interest 
discourages new enterprises and the expansion of old ones 
requiring new capital, 80 that the productive forces in the 
country are employed to a greater extent than before in the 
production of commodities for immediate consumption. In 
addition the difficulty of borrowing money leads to forced 
sales ot stocks in hand, etc. In other words, the demand 
for goods and services decreases whilst the supply increases; 
prices fall, imports are checked, and exports are stimulated. 
But a faU in prices is not an unmixed blessing for a country 
and should not be resorted to unnecessarily. As a rule, such 
a faU does not occur, for a brief raising of the discount rate 
should suffice to reverse the flow of gold before the increased 
rate has had time to influence commodity prices. U for one 
reason or another they have risen too high in comparison with 
foreign prices, their lowering is indispensable to the restoration 
of equilibrium; in other words, the higher rate must continue 
,omewhat lo'IIger than would otherwise be desirable. Here an 
important factor is that whilst normally the increased foreign 
credit will be withdrawn as soon as the special inducement of 
a high rate ot interest is removed, the taU in prices caused by 
the higher rate will remain, even when the interest rate has 
returned to its previous level, as we shall show in the next 
section. But if the interest rate had previously been abnormally 

I 
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low, so that it was itself the cause of a progressive increase in 
prices in the country, this would not, of course, apply. There 
would be no occasion for a return to lower rates in the 
immediate future, and the new higher rate would then be just 
the correct normal rate. We shall examine later what is meant 
by the normal rate of interest. 

The foregoing applies directly only to the great trading 
countries which only occasionally use foreign capital and in 
which, consequently, interest is usually as low as in neighbouring 
countries, or even lower. In a country such as Sweden, where 
capital is relatively scarce, and must be borrowed in large 
quantities from abroad, and where interest rates are generally 
higher than in larger coun~es, the situation is perhaps not 
quite the same. In order to induce foreigners to lend us 
their money when we need it, it is perhaps not so much a 
question of raising the rate of interest as of overcoming the 
reluctance to invest, despite the already high rate of interest. 
If this can be achieved by substituting the better credit of 
the State, the mortgage banks, etc., for individual credit, then 
the flow of foreign capital, with the consequent improvement 
in the balance of trade and rate of exchange, may be p088ible 
without any further raising of the interest rate. This would be 
all to the good, assuming always that the borrowed money found 
productive employment. If it only served a momentary need 
and added to future burdens which ought to be borne by the 
present generation, then.it should be rejected. Moreover, it is 
questionable whether a high rate of interest, by stimulating new 
saving in the country, would not in the long run have been better. 

In the appendix to the Swedish translation of Goschen'. 
Theory of the Frwcign Excha1l1Je8, I. Heckscher raises the question 
whether a raising of the rate of interest by the Swedish banks 
would not to some extent drive out foreign capital. He &88UIIles 
that at a time when the rate of exchange in England stands 
unusually high, we might succeed in inducing English capitalists 
to deposit capital in Swedish banks by raising our discount rate. 
Since such capital would be transferred by bills drawn on England, 
the immediate consequence would be that the exchange rate on 
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England would fall. But, says Heckscher, "as soon as the 
sterling exchange falls below the l,imit which for the moment 
corresponds to the value of sterling bills in German currency, 
the Hamburg banks will appear as buyers of sterling j in that 
way the demand for sterling will increase on the one hand and 
possibly part of the German capital in this country will leave 
it in the form of English bills on Germany. These factors 
will again cause the sterling exchange to rise and will deprive 
the country of a certain amount of foreign currency, thus 
counteracting the effects of the higher interest rates." 

It is natural that Hamburg financiers should avail themselves 
of a low rate of exchange here for profitable arbitrage business, 
so long as the exchange in German bills does not sink at the 
same time. But the position in our market is not made worse, 
since for every English bill leaving the market there is created 
a corresponding credit for us in Germany. On the other hand 
it appears paradoxical that German capitalista who had left 
their money here at the lower rate of interest should withdraw 
it when the rate is raised. It is certainly true that a low rate 
of exchange here may in itself facilitate and accelerate the with
drawal of foreign capital, in just the same way as it checks 
foreign investments here i but if the lowering of the rate of 
exchange is itself caused by a raising of the discount rate, this 
m~y create a certain reaction against, though it cannot com
pletely offset, the natural attraction of foreign capital which a 
high rate of interest causes. 

Heckscher himself admits that an unusually low rate may 
disadvantageously affect the balance of trade and the bill rate, 
in so far as long-term bills drawn abroad on Sweden which are 
usually retained until maturity, will often be presented before 
they fall due. But this is perhaps of lesser importance, since 
our rate is lower than, or is as low as, rates abroad. 

F. Coim 0/ Small Denomi1lation. Gold Premiums. T'M Loa" 
Policy o/IM Central Bank&. 

If raising the loan rate is an almost indispensable means 
of improving a country's balance of payments and of lowering 
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the rate of exchange, it is not on that account a particularly 
pleasant one. The high rate of interest creates difficulties for 
the business world, not so much in itself as in the fact 
that securities and forms of wealth which gave a definite yield 
will tend to fall in value when the loan interest in the country 
is high. In particular securities which are pledged against a 
bank loan frequently become insufficient cover in consequence, 
and if the borrower is unable to offer further security, he is 
refused credit and may perhaps have to stop payment. A 
persistently high discount rate in the banks is therefore a signal 
that businesses which have with difficulty kept their heads above 
water will go bankrupt. IT the rise in the rate of interest is 
caused by radically changed economic conditions such as too high 
a commodity price level or a relative shortage of real circulating 
capital, then such catastrophes are inevitable. A form of wealth 
which under given circumstances possesses a certain capital 
value cannot retain that value unchanged in different conditions, 
but if the outflow from the banks' gold reserves has been of a 
more casual nature, then the higher rate will, on the contrary, pro
duce difficulties that could have been avoided. Consequently in 
recent times attention has been directed to certain other measures, 
such as the use of coins of small denomination, which are em
ployed by some central banks when an outflow of gold is threat
ened, and especially to the gold premium policy of the French 
and English banks. In France the silver currency (the 6-franc 
piece) is legal tender to any amount-though it is no longer 
freely coined-and the French banks are not obliged to redeem 
their notes in gold unconditionally, but may equally well do 
so in silver. The bank avails itself of this privilege when 
large withdrawals of gold, especially for foreign account, are 
imminent; it refuses to deliver its own gold coin but demands 
a larger or smaller premium over and above par value for 
bullion and foreign gold coin in its reserves (it is legally for
bidden by law to demand such a premium Cor its own gold 
coins). Since as a rule only gold, and not debased silver 
currency, can be used Cor foreign payments, the consequence 
will be, 80 far as the necessary amount of gold is not available 
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in ordinary circulation, that the French upper gold-point, 
which is the highest point for foreign exchange in France, will 
change its position; for the cost of shipping gold will ris&-in 
terms of French gold-by the amount of the premium imposed. 
This additional rise in the exchange rate will now have the same 
effect as a rise in interest rates would otherwise have had; it 
will make imports more difficult, stimulate exports, and lead 
to a demand for foreign credit, all of which will improve the 
balance of payments. But at the same time, 80 it is said, it will 
leave internal business untouched; the inconvenience of the 
higher exchange-rate will only affect those who have brought 
the gold reserves of the country into danger by excessive 
imports. The gain from this step will, however, be somewhat 
doubtful from the national point of view. The import of 
goods from abroad is in itself a praiseworthy and useful business ; 
if it has been carried too far, the importers will inevitably 
suffer by having to sell their goods at a lower price. To make 
them suffer still more by preventing them from obtaining 
on the usual terms a means of payment acceptable abroad 
seems ill-advised and must in the long run necessarily restrict our 
export trade. As regards the stimulation of exports, this will 
certainly benefit exporters, but for the country as a whole 
such forced sale of goods to foreign countries is not always 
advantageous, indeed, it is often the exact reverse. That 
imports and exports must in the long run balance each other is 
true, but this would also happen if the banks did not demand 
a premium on gold. It is the possibility of shipping gold or other 
means of payment abroad in case of need, instead of goods, 
which is just what prevents forced exports or an excessive restric
tion on imports at times when such measures would be disad
vantageous to the country as a whole. 

The Bank or England also occasionally makes use of the 
gold premium in two ways. In the first place with a strong 
demand for gold on foreign account it takes a higher price than 
usual for bullion and foreign gold coin, though within narrow 
limits, for the price is limited by the legal minimum weight 
of English coins, or their permissible degree of wear and tear. 
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For the Bank, unlike the French Bank, cannot refuse to redeem 
its notes or payout deposits in gold. In the second place the 
Bank of England, when in need of gold, pays a premium on 
unminted gold. Its legal purchasing price is £3 17,. 9d. pel 
ounce mint gold, but sometimes it pays the full mint price oj 
£3 178. lOid. and even £3 18,. or more. In this case also, the 
limit is obviously determined by the degree of wear of the English 
gold currency. 

Of these two measures the latter is a natural con
sequence of the former, but it operates as though it were 8 

deposit rate paid by the Bank of England itself. The stocks of 
bullion continually flowing into Europe from the producing 
countries are directed, under the influence of the high price 01 
gold, to the Bank of England where they remain until the removal 
of the premium makes it profitable to withdraw them and send 
them elsewhere. The premium acts therefore as a small rate of 
interest. This leads us to another question which deservea 
attention, though it has not been much discussed in the literature 
of money, namely the advantage which the central banks them
selves have in allowing interest on deposits under certain circum
stances. As we know, this is usually done, though frequently 
in a disguised form. When, for example, the Bank of England is 
compelled to raise its discount rate, but cannot induce the other 
banks and the discounting houses-the so-called open market
to do likewise, it endeavours to diminish the supply of loan 
money in the open market by selling some of its large holdings 
of English government bonds and consols. This is usually done 
in the so-called terminal market. The Bank sells securities for 
cash but repurchases them at the same time for delivery in, say, 
a month's time at a somewhat higher price. This operation is 
in effect merely the lending of its consols at a rate of interest 
corresponding to the difference between the selling and re
purchasing price. But it seems to me that the same, or a better, 
result would be achieved if the Bank of England and other 
central banks gave direct interest on deposits when they wished 
to attract money.1 The reasons advanced against this seem 

I Compare on thiS point Emil Bommarin. " Om ritt for Riksb&nken att 
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to me to be unconvincing: that a central bank should not 
compete. with other banks mayor may not be true, for the 
essense of all banking activity is really concentration,1 and all the 
banks in a country do in virtue of their clearing house system 
constitute a much more unified system than exists in most other 
branches of business. But if in addition the central banks 
restricted themselves to allowing interest on deposits at times 
when they raise the discount rate above the normal and when it 
is a matter of inducing the other banks to restrict, in the 
publio interest, their lending operations, it is scarcely possible 
to speak of unsound or improper competition. It seems to me 
that in this way the present violent fluctuations in discount rates 
might to some extent be avoided just as a closer approximation 
of the deposit to the loan rate would prove the banks' best means 
of concentrating and controlling the whole currency system of 
the country, even though it might not be as profitable to them 
as the existing system. 

G.The Regulation oJ International Payment. without Bullion. 
The foregoing observations relate in large part to well

known matters. I have nevertheless not felt jus.tified in 
omitting them because they are a necessary preparation for an. 
answer to the question which really concerns us here, namely, 
to what extent can the maintenance of large gold reserves for 
payments abroad be regarded as inevitable from the point 
of view of modern banking developments 1 It would seem 
that the answer to this question should be in the negative. 
Already attempts are being made, with growing success, to 
render as superfluous as possible international trans-shipments 
of gold, and the manner of avoiding them is fundamentally the 
same; the mutual credits of the great monetary institutions 
and of States themselves-for the export of government 
securities as a means of payment is nothing else but a use of 

gottgllra rlnta , depositioner," in Elota. Tid41cr., 20. 97-121 (1918). and the 
Report of the Bank Committee No. ., (1919). In the 1920 Rikadag the Riksbank 
obtained permission to allow intelen on deposita. 

l Thia view ie further deTeloped b1 K. Wicbell in an -1 in Elota. 
Tid41cr .. 21, ii (1919). 
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State credit-are called in whenever the ordinary merchant 
bill credit is insufficient. It is true that every year even larger 
sums of gold pass from one country to another, but they consist 
largely of the necessary movement of newly produced gold from 
the producing countries to all other countries, according to 
their need for, or capacity to absorb, gold. Or it may be due 
to the fact that certain countries are about to pass over from 
an inconvertible paper or a silver standard to a gold standard 
and therefore desire to attract larger amounts of gold. Since 
the actual costs of transport of gold are very low, they are 
of little importance, whether the necessary stocks are derived 
from the countries of production or not. Frequently trade 
relations and the position of the foreign exchanges may make 
it cheaper to procure gold direct from a neighbouring country, 
which will recoup itself again from other countries or directly 
from the gold-producing areas. These gold movements are there
fore an effect and not a cause of the maintenance of large gold 
reserves. Again, as far as the regulation of the balance of trade 
by means of gold is concerned, presumably only a slight further 
advance on the developments already achieved in international 
banking is required in order to render entirely superfluous the 
meaningless shipments of cases of gold to and from the central 
banks. All that is required is an agreement between these banks 
to sell to the public bills payable at sight on each other, disre
garding any difference in the rate of exchange, i.e. at par. A 
more radical step would be for the central banks to agree to 
redeem each other's notes-and also the gold currencies of their 
various countries, though this would not often be nece888ry
in the notes and currency of their own country, also at par. 
If this were done there would, of course, still exist a difference 
in value between long- and short-term bills (or bills payable at 
sight) of the same nominal amount, but the rate for the latter 
would always remain at par or very near it, as otherwise it would 
be possible to purchase bank drafts or to send notes by registered 
post. Gold shipments under such conditions would never be 
profitable unless the receiver desired gold for some reason 
and was willing to pay transport costs, i.e. for industrial purposes 
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or for the banks' own use if they were compelled to strengthen 
their gold reserves. It would be difficult to maintain that such 
an agreement is impoBBible even' at the present moment. It 
existed between the Scandinavian central banks until 1905. 
In 1885 they agreed to sell bills payable at sight on each other 
without any difference in exchange rate, a step which according 
to the view of Heckscher mentioned above" contributed greatly 
to a greater general stability of the exchange rate on foreign bills 
between the three countries j was of advantage to wholesale 
trade in so far as the market for the purchase and sale of bills 
was extended, and indirectly to consumers, though pOBBibly 
not to the bankers, who lost the opportunity for profitable 
arbitrage transactions ". After a number of years this agreement 
was supplemented by another, by which the three northern 
central banks expr8881y bound themselves to redeem each 
other's notes free of charge, so that remittances of gold on 
private account between the Scandinavian countries need never 
be necessary. If such an agreement became universal, then, 
of course, the exchange of these notes and the balancing of the 
amounts drawn upon each other would be the banks' affair 
and could be facilitated by such a common "world clearing 
house" as has often been projected. 

It is clear that the sums which the banks of the different 
countries, and especially the central banks, would under such 
circumstances have to keep on account with each other would 
be considerably larger than now, although in any case they 
would be a trifle compared with the colossal sums of various 
kinds of credits which now exist between countries. Settle
ment of such current accounts in gold would certainly be very 
seldom nec888arY. But since as soon as they reached a certain 
magnitude they would, of course, yield interest, then clearly there 
would be just the same- need as now for each country's banks to 
provide, by raising the internal rate of interest, for the restoration 
of equilibrium in the balance of payments as soon as it became 
unfavourable; though the rise in the rate of interest would be 
effected with far less disturbance and excitement than is now often 
the case. It should, however, be mentioned that the violent 
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fluctuations in interest rates nowadays, as K. Helfferich points 
out in his Zur Erneuerung des deutsc'hen Bankgesetzes, are perhapa 
more often occasioned by the fluctuating demands ofthe internal 
market for means of payment and especially for gold, where it 
is in circulation, than by a demand for gold for foreign 
account. 

H. The FinaZ Obstacles to a Pure Oredit System aM the P08sWility 
of their being Sumwunted. 

If we summarize the conclusions to which we have come 
in the preceding secti~n, the result will be, at least theoretically, 
that gold could easily be replaced by credit, both for internal 
needs and for international payments of any amount, and that 
the great and ever-increasing stocks of gold in minted form, 
accumulated with so much toil and trouble, are useless and super
fluous. And this applies not only to the state of affaira in 
ordinary normal conditions; even as a safety reserve for 
unforeseen circumstances, these reserves of gold would be entirely 
unnecessary. The distrust of banknotes, even of those of central 
banks, which so often appeared in former daya in times of 
unrest, has now completely vanished, especially since the 
secrecy surrounding banking operations has given way to 
periodic public reports on their position, and the unfortunate 
mixing up of State finances with currency policy has become a 
thing of the past. What the business world is afraid of nowadaya 
in times of crisis is that the banks' credit facilities will be ex
hausted and credit thereby become stringent, and not that 
their instruments of credit will lose their value and their pur
chasing power. Nowadays we never hear of a .. run " on gold 
by the public, but frequently of a run by business men and 
bill brokers to get their bills discounted at the Central Bank. 
in case the bank: reserves or the unused portion of the statutory 
note issue falls unusually low and the private banks begin to 
restrict credit in consequence. The famous panic in the U.S.A. 
in 1907 was clearly connected with the peculiar banking conditions 
in that country, and no repetition of the occurrence is likely 
since the American banking system has been reorganized on 
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a more rational basis. The conditions might perhaps be some
what different in a political upheaval such as the outbreak: 
of war. But even there real capital plays a most important 
part directly in the supply of subsistence goods, horses, weapons, 
etc., and to a greater extent, indirectly, through the general 
wealth and the Government credit which is based on it. The 
idea that a modem State without credit could successfully wage 
a war because it p088essed a few hundred millions in gold is too 
naIve. The well-known German war-hoard of 120 million 
marks in the Julius Museum at Spandau was largely a 
curiosity, even after it was increased in 1913. For the purpose 
of a German mobilization nowadays it is a mere drop in the 
ocean. 

Are we then justified in the conclusion that gold as a means 
of payment and a standard of value could be entirely or largely 
dispensed with and that the currency as a whole could be based 
on credit alone 1 If this were the case, there would undoubtedly 
be a very great national saving. The whole of the stocks of 
minted gold, amounting to over forty million kronor, could be 
placed at the disposal of industry and in future the production 
of gold, of which at present only about one quarter can be used 
for industrial purposes, would be entirely available for that 
purpose, or rather, three-quarters of the immense amount of 
capital and labour employed in its production, or even more, 
would be available for other and more useful purposes. Some 
authors, both earlier and more recent, have leaned to this view, 
among others no 1888 than Wagner, who in his famous work 
Geld tiM K,edittheoria der PeeZschen Banlcacts expresses the 
opinion that mere .. J>ank cover", i.e. the holding of bills and 
securities in the portfolios of the banks as the sole basis of note 
issues and cheques would be the ideal, from the point of view 
not only of cheapn888 but also of maintaining tM stability oj tM 
rolue oj money.l 

But it is just this conclusion that is premature and even 
incorrect under present conditions; So long as gold remains 

a Wagner appeanI in Ilia later writings to haft abandoned this 'riew and 
to lay what _ma to me an euggerated emphaaia on gold as the baaia of 
note ianee and banking andi$. 
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a standard of value, i.e. so long as the free minting o( gold 
for private account is the foundation o( the currency system, 
the holding of large stocks of gold, however sterile it may be 
from other points of view, is an unpleasant nece88ity. This 
ought to be obvious, and becomes even more so iC we try to 
imagine how the transition to .a pure credit system would be 
effected under existing conditions. By the issue of notes o( smaller 
denominations, down to that of the smallest gold coin p088ible 
in ordinary use, and even lower-as in Sweden-or by a corre
sponding development of the use of cheques and current accounts 
the gold coinage would no. doubt be entirely forced out o( use, 
but only, in the first instance, to be deposited in the banks, 
whose stocks would thereby become swollen. With the same 
price level it would have become physically impo88ible for the 
banks to dispose of this new gold or to prevent the steady increase 
of stocks which would result from the continuous production 
of gold. For if they attempted to sell their gold at the current 
mint price, e.g. against securities or other forms o( wealth, where 
would they find purchasers 1 It would be equally impo88ible 
to sell bullion below mint price, so long 88 the banks are them
selves obliged to purchase at that price, or slightly below it, all 
gold offered to them; in fact, 80 long 88 free minting on private 
account is allowed. Not even iC the banks wanted to give away 
their gold would they finally succeed in getting rid o( it, (or most 
of it would soon return to them in exchange (or banknotes or 
in the form of deposits. 

Only by using the power, which we shall assume them 
to possess and which we shall discU88 in the next section, o( 
considerably raising prices by lowering interest rates and at the 
same time lowering the exchange value or purchasing power o( 
both minted and unminted gold, 88 against goods and services, 
could the banks succeed in their object. This raising o( prices 
would act as a brake on gold production, the cost o( which would 
thus be increased and would stimulate the industrial uses o( 
gold, and when this industrial consumption equalled, or began 
to exceed, production, the bank reserves would gradually 
become exhausted by withdrawals (or industrial use. But 
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simultaneously the Beeds would be BOwn of Bevere future fluctua-
tions in the value of money, because as the banka' supplies 
continually depleted by the industrial demand they must sooner 
or later consider how to replenil.!h them-lor they still remain 
under the compulsion to supply gold for their convertible notes 
or to depositora who withdrew their deposits in gold-and this they 
could only do by lorcing prices down again in order to check the 
industrial uses of gold and at the same time make the production 
of gold more profitable. The more the gold reserves shrank the 
more violent and the more frequent these price fluctuations 
would be. In a word, the exchange value of money would be 
subject to fluctuations similar to, though perhaps not as great 
as, those which prevailed when copper or iron was the standard. 

On the other hand the existence of large stocks of coin is no 
guarantee of the stability of monetary values. They do indeed 
tend. to act as shock absorbers to the changes which occasional 
disturbances in the volume of production or of industrial con
sumption would otherwise cause; but accumulated stocks are 
quite powerless against persistent and radical changes in those 
spheres, such as the discovery of great new goldfields, or the 
exhaustion of existing ones. If the experience of the last seventy 
years does not seem to confirm this to the degree that one might 
expect, it is due entirely to the fact that the great discoveries 
of gold and silver in the latter part of the nineteenth century 
occurred simultaneously with a great increase in population in 
most countries and a transition from trade in kind to trade in 
money, whereby the demand for gold was considerably increased, 
in spite of rapid developments in the credit system; and, more 
important still, these discoveries were accompanied by the 
almost universal adoption of the gold or lOme cognate standard, 
whilst silver became a mere commodity. These factors, how
ever, are of a more or less accidental nature and their combina
tion in the desired direction cannot always be counted upon, 
asthe much higher price level during the decade 1893-1913 clearly 
shows. The excellence of our present monetary system is there
fore largely an illusion, and the danger of basing the whole of our 
economic system on BOmething so capricious as the occurrence ofa 
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certain precious metal must sooner or later come to light. Indeed, 
our modem monetary system is affiicted by an imperfection, an 
inherent contradiction. The development of credit aims at 
rendering the holding of cash reserves unnecessary, and yet these 
cash reserves are a necessary, though far from sufficient, guarantee 
of the stability of money values. Moreover, we must reckon 
with frequently considerable variations of the general price 
level, the immediate cause of which is the expansion and con
traction of credit in good and bad times. 

Only by completely divorcing the value of money from metal, 
or at any rate from its commodity function, by abolishing all 
free minting, and by making the minted coin or banknote. 
proper, or more generally the unit employed in the accounts 
of the credit institutions, both the medium of exchange and the 
measure of value-only in this way can the contradiction be 
overcome and the imperfection be remedied. It is only in this way 
that a logically coherent credit system, combining both economy 
of monetary media and stability in the standard of value, 
becomes in any way conceivable. 

At this point we are directly confronted with the question: 
. on what, in the last analysis, does the exchange value of money 
depend 1 How can this value be regulated in time and space, 
assuming an ideal banking system and pure capitalism, and how 
is it in fact regulated under the present system of mixed cash 
and credit operations 1 We shall now concern ourselves with 
these questions. It should be clear from what has been said that 
they are of the utmost importance not only in theory, but also 
in practice. 



IV 

THE EXCHANGE VALUE OF MONEY 

BIBLIOGllAPBY.-In view of its central importance in a rational 
theory of money, the problem of the exchange value of money 
and ita fluctuations may well be aaid to have received 
scanty treatment in the literature of the subject. The most 
important writings on the subject date from the first half of the 
nineteenth century, especially Ricardo's famous pamphlet, Hig" 
PM oj Bulliofl, Reply 10 Mr. BOBtJfIquet, etc., to some extent also 
Senior's Lecturu 1m tile COBt oJOblaifling Money and On tM Value oj 
Money, as well as the polemics occasioned by Peel'. second Bank 
Act of 1844, especially Tooke's Enquiry 'fIIo tM Currency 
Principle (also Newmarch'. H;,ttYry oj Pricu) and Fullarton's On 
tla. Regulation oj Cvrrmciel, both directed against Peel. The 
writings of Peel himself and of his followers are of le88 scientific 
interest. A very good account of the whole of this dispute 
is given in Wagner's most readable work Geld tmd Kredil
t1aeoritJ tkr Peelsc1wm Ba"kacttI. In more recent times the 
problem haa acarcely advanced towards a solution. On the 
contrary, its known difficulties have led most writers to 
ignore the problem as far a8 possible and have occaaioned the 
most fantaatio and nugatory attempts at explanation. Perhaps 
the most interesting work of recent time8 on this problem 
is the Report of the Gold and Silver ComrniBlion, 1887 (3 vola.). 

On the other hand the statistical aspect of the problem 
of meBBUring change. in the value of money by a general 
index number baa occasioned innumerable writings of varying 
quality, C. M. Walsh's exhaustive work TM MtJtUtIremenl oj 
G_al EzcMfI!J&'Value (New York 1901, 580 pp.) contains 
an account of all the proposed methods of measurement as well 
as a complete bibliography. 

The history of inconvertible money, which is so important 
for a proper appraisal of the various theories of the value of 
money, is presented in a fascinating and exhaustive manner by 
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Subercaseaux in his El papel moneda (Santiago de Chile, 1912). 
Finally we may refer to Irving Fisher's The Purcluuing Power of 
Money (1912) and" A Compensated Dollar" (Quarterly Journal 
of Economics, 1913). The former is an interesting attempt to 
confirm the quantity theory Btatistically. The latter contains 
an account of the author'B much discU88ed proposals for the 
regulation of the value of money, which in my opinion are 
built on insufficient grounds~ 

1. What is understood by the exchange value of MO'TI£y 1 The 
Value of MO'TI£y and Commodity Pricu 

So soon as money becomes a general measure of value and 
is made legal tender, the avoidance of all violent and un
expected fluctuations in its value is of the utmost importance. 
In essence this desideratum is expreSsed in the very term 
"measure of value ", for it this definition is to have any real 
meaning or to bear any analogy to other physical unita of 
measurement, then we must assume that that which is to measure 
all other things must itself remain constant. But this is not the 
same as saying that the measurement of value must be luch 
a simple mechanical process as that of length, area, or cubic 
content. Even in the physical world we are often forced to content 
ourselves with purely hypothetical measurementa, until more 
precise ones have been discovered. For example, when heat 
is measured by degrees of the thermometer, it does not follow 
that every rise in the column of mercury means a proportionate 
rise in the volume of heat itself, but the latter must be made the 
object of special exhaustive research. Yet we require of a good 
thermometer that under given conditions it will always register 
a certain temperature, e.g. 0° when water freezes and 1000 
when it boils. 

All practical proposals for the improvement of currency 
systems actually proceed, though more or less consciously, from 
the desire to guarantee this stability of value. When it is said that 
Governments or banks should seek to provide enough money 
of full value, or a monetary system at once BOUnd and jkzihle, 
all that is really meant is that the value of money should be 
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protected against violent fluctuations. either downwards in the 
form of the depreciation of money or upwards in the form of 
a fall in commodity pricea: this includes a demand for the 
preservation of the stability of value of money in space. i.e. the 
maintenance of the currency unit of one country at the same 
level as that of another. 

Sometimes. it is true. we hear it said that certain changes 
in the value of money. especially a gradual decline or a prO
gressive rise in commodity prices. might be preferred under 
certain circumstances to complete stability. Rising prices would 
act as a stimulus to enterprise and a falling value of money would 
free debtors from the burden of obligations thoughtlessly incurred. 
This view is. however. evidently naive. It need only be said that if 
this fall in the value of money is the result of our own deliberate 
policy. or indeed can be anticipated and foreseen. then these sup
posed beneficial effects will never occur. since the approaching rise 
in prices will be taken into account in all transactions by reasonably 
intelligent people. What is contemplated is • .therefore, unforeseen 
rises in price. The result of this would seem to be that we should 
cross our arms and wait in order not to frustrate the beneficial 
workings of nature. But nature does not always guarantee rising 
prices; falling prices also occur. 

The first step towards a rational regulation of the value of 
money must obviously be a thorough study of the laws and 
causes of the fluctuations in the value of money. In this study. 
however. we encounter serious difficulties both of a theoretical 
and a practical nature. The first and not the least difficulty is 
in determining what exactly we mean by G constant tItJlue of mqney. 
For ourselves we mean by the value of money exactly the same 
thing as the exchange value of money. ita purchasing power 
as against goods and services. To us. therefore, the value of 
money and the price level are synonymous. or, more correctly, 
correlative ideas. Where we have spoken of the iIitrinsic value 
of money we have meant only the exchange value of the 00-

minted metal when, as in the case of token money or the limited 
minting of standard money, it is essentially different from the 
nominal value of the minted money. In the real sense there 

II: 
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does not exist any intrinsic value of money with which, as is 
sometimes supposed, the inherent value of commodities can be 
compared and measured. The subjective value of money, ita 
marginal utility, is, as we have already pointed out in the intro
duction, mainly dependent on ita objective value, ita purchasing 
power. Of course, like any other object of consumption, the 
metal itself, employed for industrial purposes, has its use and 
its marginal utility, but under present conditions this only 
plays a secondary part and, being in its nature variable and of too 
little economic importance, should not determine the value of 
money. 

In recent times, attempts have been made to make a 
certain aspect of the exchange value of money the criterion of 
stability, i.e. its purchasing power in- terms of Lahour. In 
such a case the value of money would ·be regulated in Buch a 
way as to maintain wages of ordinary simple labour constant 
in terms of money. This is in reality a survival of the Adam 
Smith-Ricardo conception, subsequently adopted by Karl Marx, 
that labour alone is the measure of all exchange values. 
According to Ricardo, a quantity of goods which is the product 
of a constant amount of labour should always have the same 
value, even if it increases physically in consequence of the 
increased productivity of labour. If the wages of labour, the 
price of labour in money, remains unchanged, then we may 
. say that the real intrinsic element of value, which in itself is 
essentially always the same and which has the same personal 
significance to UB, has remained unchanged. That this view is 
one-sided scarcely needs proof: labour is only one factor of 
production amo~ others, and therefore only one source of 
value among many. But even if it were correct, what practical 
conclusion are we to draw from it! Can it be maintained that 
a person who has borrowed a certain quantity of goods in natura 
should at the time of repayment, say in ten years, be legally 
bound to procure twice as much because his labour during 
the intervening ten years has become twice as productive' 
To put it another way, if commodity prices remain un
changed, whilst the wages of labour are doubled, ought he 
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to be obliged to pay, in addition to interest, double the 
amount in money t There may ~e some element of justice in 
this, but ecarcely full justice, for it will be the creditor who 
will harvest the whole profit from the change, whilst at present 
it is the debtor. 

Moreover, such a system would scarcely be feasible in 
practice. Not only do the various kinds of labour stand in 
perpetually changing relation to each other, but both real and 
money wages for the same kind of work, are in fact di.f£erent in 
di.f£erent countries and even in di.f£erent places in the same 
country. If, despite this, we were to endeavour to enforce 
equal money wages everywhere it would only make commodity 
prices more variable and could not be realized without customs 
duties, for it is absurd that one and the same commodity should 
have di.f£erent prices on both sides of a duty free frontier. That 
wages should exercise a certain iniluence on the average level 
of prices is, on the other hand, indisputable, for directly 
consumable services, such as domestio labour, play the same 
part in consumption 88 other necessaries. But this is quite a 
di.f£erent story. At bottom, aU this talk: of the desirability of 
a stable value of money as against labour is only the argument 
by which in default of better reasons the gold monometallists 
sought to turn aside the objection of the bimetallists that the 
limited minting of silver would 08uee-till the middle of 
the nineteenth century, when increased output of gold began to 
have its effects, it did in fact 08Ul!&-6 fall in commodity prices, 
i.e. a lack of stability in money in the usual sense: whereas 
wages had certainly not fallen, but rather risen. 

The special, and from the present point of view independent, 
circumstance that in this period real wages rose, while money 
wages remained more or less unchanged despite falling com
modity prices, was also advanced as a counter argument. For, 
it was said, the value of money in the sense of its purchasing 
power as against human labour, which was the major considera
tion, remained constant. 

The only really scientifio measure of monetary value would, 
as Edgworth emphasized, be its indirect marginal utility, i.e. 
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the increase in welfare we could obtain if our income is conceived 
as being increased by one unit of money, say a shilling, for a certain 
period of time, e.g. by an increase of weekly or daily 
wages. Unfortunately this amount is never the same for two 
persons and still less so for persons of different cla88es of income. 
Such a measure therefore is of no use for the regulation of the 
value of money in practice. But there is no doubt that it is what 
most people have in mind when they consider whether the 
exchange value of money has risen or fallen. 

2. The Average Le1?f!Z of PMB and ita Measurement 

Let us abandon these speculations and consider only the 
conditions for a stable purchasing power of money in the 
ordinary sense, i.e. as against goods and services. In the 8olution 
of this problem we shall encounter equally great difficulties, some 
of them insurmountable. If everything has risen (or fallen) 
in price by the same percentage, then we may assert that the 
purchasing power of money has fallen (or risen) by·the same 
percentage. This would be the case, at least approximately. 
if, for example, the whole production of society remained other
wise unchanged, but the discovery of rich goldfields enabled 
the owners to ship year after year greater quantities of gold 
than usual-always on the assumption that the change in the 
value of money did not occasion any change in the relative prices 
of other goods which would to some extent be the case. In 
actual fact, however, the internal exchange values of goods will 
repeatedly undergo changes which will find direct expression 
in fluctuations in their money prices. Thus if we compare two 
points of time, the prices of various goods may perhaps have 
risen in quite different degrees, or the prices of some may have 
risen and of others fallen. How shall we decide under 8uch 
circumstanceS whether or to what extent the purchasing power 
of money has in reality fallen or risen t This is one of the 
most important problems underlying price statistics. Attempts 
have been made to solve it by calculating an average price 
level by means of so-called index numbers. Of course it is not 
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possible lIimply to take the average of the commodity prices 
quoted at any moment, for these pricell relate to purely arbitrary 
quantities, 1 kg. for one commodity, 1 ton for another, and 
probably 1 grain for another. Sometimes the quantity is 
measured by the weight, sometimes by the piece. For this reason 
it is usual to take the average of the percentage changes in these 
pricell from one date to another. The price of one unit at a 
given time is represented by the llame figure, e.g. 100, and the 
corresponding prices at all other times, which are usually some
what above or below 100, are called the index numbers of the 
various commodities and represent the percentage rise or faU in 
ileir prices in the intervening period. The average (usually the 
arithmetio mean) of all these index numbers is called the general 
index number. The divergence from 100 is then supposed to 
represent the changes in the general price level. If this figure 
is the same as 100, or near it. no change will have taken place 
in the general price level and money will have retained its 
average purchasing power as against goods, however the prices 
of individual commodities may have varied during the period. 

It need scarcely be observed that this method is also very 
imperfect; it does not take into account the fact that some 
goods have a very large, and others an extremely small. signifi
cance in general eoonomio activity. A 10 per cent increase in the 
prioe of a oommodity consumed in large quantities, such as grain, 
meal. cotton, leather, coal, timber, iron, eto., is not counterbalanced 
by a price decrease in some dyestu1l' or spice. This weakness is 
also shown by the fact that under certain circumstances the 
method may lead to positively contradictory results. Assume. 
for example. that we are only dealing with two articles, coffee 
and sugar, and that one haa doubled in price during a certain 
period whilst the other has fallen to half ita former price in the 
same period. Let us, further. take the first year of the period 
aa our starting point, when the price of both commodities for 
the year is represented by 100, and the average. the arithmetic 
mean. is, of course, also 100. In the last year of the period again, 
coffee, of which the price is assumed to have doubled, will have 
an index number of 200. whilst the corresponding index 
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for sugar will be 60. The arithmetic Ip.ean of these two figures 
is 125 and should indicate that the price of coffee and 8ugar, 
taken together, has risen by 25 per cent or, what is the same, 
the average purchasing power of money in terms of these goode 
has fallen by 20 per cent. 

But we might equally have taken the last year of the 
period as our starting point. In that case we should have had to 
represent the price of the commodities for that year by 100 and 
for the first year of the period the index number for coffee would 
have been 50 and for sugar 200, and their generai index number, 
the arithmetic between the two numbers, would have been 125. 
This figure would clearly· indicate that both commodities taken 
together had fallen in price by 20 per cent, 80 that the purchasing 
power of money in terms of these two commodities would 
have risen by 25 per cent. 

The Englishman, Stanley J evons, who was, I believe, 
the first to point out this contradiction, suggested, in order 
to avoid it, that instead of the 'arithmetic mean the geometric 
mean of the index numbers should be used, in which case 
the result would be the same, whether the base-year was an 
earlier or a later year. In the present case the geometrical 
mean would be the square root of the product of the index 
numbers, 100, indicating however, one calculates, that the 
average price of the two commodities had undergone no change 
at all. But this is scarcely an improvement of method: the error 
indeed lies not in the selection of the arithmetic mean as 8uch 
but in the fact that any average calculation must be meaningless 
if the actual quantities of goods consumed are not taken into 
consideration. H we substitute concrete terms in the above 
example it will indicate that in the first year of the period, say 
1900, a certain amount, say 1 kg. of coffee cost 100 ore, and a 
certain amount, say 1 kg. of sugar, also cost 100 ore, or both 
together 200 ore. At the later date, say 1910, 1 kg. of coffee 
cost 200 ore, whilst the price of sugar fell to 60 ore. Thus 1 kg. 
of coffee and 1 kg. of sugar combined cost 250 ore, and if we 
assume that the total consumption of the country at both 
points of time was, say, 10 million times that amount. then 
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undoubtedly at the latter date the country would have to spend 
25 pel' cent more than at the former date on coffee and sugar. 
It, on the other hand, we wish at the latter date to set the price 
of coffee or of lugar at 100 lire, there is nothing to prevent us, 
but the unit of quantity would in that case be 1 kg. of coffee 
and 2 kg. of sugar, and there is no contradiction whatever in the 
fact that the combination of 1 kg. coffee + 2 kg. of sugar (or 
lome million times those quantities) has fallen in price, whilst 
the combination 1 kg. coffee + 1 kg. sugar has risen in price. 
The choice of the geometrical mean, again, excludes the possi
bility of giving a concrete meaning to the calculatious and 
therefore in reality yields a result which is meaningless though 
formally free from contradiction. 

Doubtless the only right thing to do is to include in the 
calculation the quantities consumed or, in technical terms, to 
adhere to the weighed average of the prices. This procedure has 
also been attempted with some success (by Palgrave and others) 
although it involves various difficulties in the present state 
of commercial statistics. In the usual published index numbers, 
such as those of TM Economist and the EngliSh statistician 
Sauerbeck, and those begun by Soetbeer in Germany and 
continued in Conrad's JaArbUcAer, some attempt is made 
to satisfy this requirement by including various qualities or 
grades of the most important goods... so. that they are in fact 
counted several times in the calculation. 

The method goes astray, however, even in its most satis
faotory theoretical form, as soon &8 the oonsumption of the 
various commodities at the times which are compared have 
undergone appreciable relat.WJ change&-i.e. have not merely 
increased or decreased in the same proportion. This is in reality 
nearly always the case, being itselC a consequence of the changes in 
the relative prioe or exchange value of the commodities. Various 
attempts have been made to remedy this defect. In particular 
there is the much discussed, apparently very complicated, but 
actually quite simple, method proposed by the German econo
mist, J. Lehr (the calculation of so-called units of consumption).' 

I cr. fIl7 work, 0cldA ...... ~ It- 10 II ~ 
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But both his and all other similar attempts merit no special 
consideration, for a real solution of the problem is and will 
remain an impossibility, as can most easily be seen if we make the 
extreme assumption that a certain commodity has been entirely 
supplanted by another, e.g. rye and oats for bread by wheat, 
wood as fuel by coal, and as a building material by bricks and 
iron, oil by paraffin or gas, etc. In such a case in order to institute 
any comparison whatever we must first know to what extent 
two such substitute commodities are able to satisfy one and the 
same human demand, i.e. their respective nutritive value, calorific 
effect, tensile power and durability, illuminating power, etc., 
and also the more subsidiary qualities, better taste, greater 
convenience in use, etc.,l which are yet of importance in 
consumption. 

The simplest way in practice, and .one which would be 
entirely satisfactory if it were attainable, would be the following. 
If at two different points of time we know the amounts of all 
kinds of goods produced and consumed in a country or in the 
whole world then we can note the amounts at one of these two 
points and multiply them, each separately, in the first place by 
the price prevailing at the same point of time, and in the second 
place by the prices ruling at the other point of time. The totals 
thus obtained clearly represent on the one hand the amount of 
money spent on, or at least corresponding in value to, these gooda 
at the two points of time if the same quantities of gooda had been 
produced and consumed. The relation between these two sums 
of money undoubtedly constitutes a sort of measure of the rise 
and fall of prices during the period in question, and it would 
constitute an exact measure if consumption had in fact remained 
unchanged or had only undergone a purely proportional increase 
or decrease. If we indicate the quantities of gooda consumed by 
fnJ., ma, ma, etc., we shall obtain the equation: 

fntPl + m2Pa + maPa + ... : ("'d111 + mUll. + mUlaa + ... ) 
= 100 : (100 + z) 

in which the value of z indicates the average pereentage increase 
or, if z is negative, decrease between the two points of time. 

1 cr. the conclusion of the preceding aectiou. p. 132. 
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One would then follow the same procedure for the quantities 
of goods involved at the later date. It we eall these quantities 
~1' mil' maa, etc., we shall obtain the following equation: 

(~lPl + mill'. + mup. + ... ) : ~11'u + m .. PII + m.a1'11 + 
... = 100 : (100 + 1/) 

and the value of 11 thUB obtained evidently constitutes &B 

correct and &B in itself reliable a measure of past rises and 
falla in prices. If, then, these two calculations lead to the 
same or approximately the Bame result, which often happens 
if the two selected points of time are not too remote, Z will 
equal 1/ and we can properly regard this identical result as 
definitely correct. If, on the other hand, the values of Z and 11 
are different, then we mnst be Batisfied with the fact that the 
general price level has risen in OM sense and fallen in another, 
or risen more in one respect than another. For practical purposes 
we might take a mean between the two different valueB, but it 
would have a purely conventional significance. It is not possible, 
in the nature .of things, to advance further. 

Neither need this occasion any BurpM if only we clearly 
nnderst&nd the nature of the qUeBtion to which the general 
index number is expected to give an answer. What is aimed at 
is in fact such an average of prices as will, if it remains stable, 
have an nnchanging economio significance for BOCiety however 
much the relative in prices of commodities may change. But 
such an average dOeB not exist, or, more correctly, the calculation 
of such a figure would require a knowledge of altogether different, 
more fnndamental data than the mere quantities consumed 
at varioUB dates and their prices. It is obvioUB that its meaning 
cannot be the same for different individuals and classes of BOCiety j 
this is a defect which attaches to all averages and cannot be 
avoided. 

Another difficulty inherent in all such statistics is the queBtion 
as to which goods or utilities should generally be included in a 
calculation of this kind: whether only finished consumption goods 
or also raw materials: whether only goods in the strict sense 
or also the services of durable goods, such as rent of hoUBeB : 
and in particular whether the wags level should playa part in 
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such a -calculation. A complete answer can scarcely be given 
to this question. If one only wants to know to what extent the 
" cost of living" has become dearer or cheaper, the most obvious 
thing to do is to include all commodities, both material and 
immaterial, which can be directly consumed, and these only: 
and therefore wages would enter only in so far as they directly 
affect the price of those personal services which can be directly 
consumed. The problem is quite different if considered from other 
angles. In a country whose main products consist of raw materials 
which are shipped abroad in exchange for manufactured com
modities, the price of the former plays as important a part as the 
combined prices of all the-manufactured goods. Or again, it seems 
somewhat onesided to take into consideration as some writers do, 
only the great staple commodities of world trade, because only 
these prices are of major importance in business 1if'e: it is not 
only business men in the narrower sense who are interested in 
the level of prices. 

The commonest index numbers, such as those of T1I8 
Ecxmomist, suffer from yet another defect; they only take 
the prices in bond at the ports, i.e. the price of goods without 
the duty or tax, whereas the consumer must pay for the goods 
with the addition of customs and other duties and taxes, as 
well as the cost of transport within the country. But if, for 
example, high import duties are imposed, other things being 
equal, in a number of countries, then, at least from the point 
of view of the Quantity Theory, this would effect no difference 
in the average price of the goods finally consumed, duty free 
or not, for· the quantity of money as well as the volume of 
transactions would still be the same. The result would then 
appear as a fall in the price of the goods still in bond, though 
in reality they would not have become cheaper. It must be 
asked whether precisely this considerable increase in protective 
duties in most European countries since the end of the 'seventies 
has not been one of the causes of the well-known fall in prices 
of staple commodities in the world market since. Yet it should 
be observed that such a change in prices is only of a formal 
nature and leaves the relative exchange value of the commodities 
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apart from"dutiea unchanged. It IhoWd therefore not be confused 
with the real pressure on pricea which a great country can lOme
timea exercise on imported goods by imposing import dutiea. 

Similarly. an increaae in the international exchange of 
eommoditiea would have the lame efl'ect if cuatoms duties re
mained unohanged. Let 11.1 aaaume for the lake of simplicity 
that two oountries impose duties on eaoh other's products equal 
to the original value of the produots, and that after this step has 
been taken one oountry (or both) imports one-tentA of its eon
lumption goods from the other. If the value of money has not 
changed. then-alwaYI aIBuming that the partioular producers 
of the goodl whioh are now dutiable do not oontent themselves 
with a smaller profit than the producers of those goods whioh 
are produoed and consumed in the eountry itself and are therefore 
duty-free-the results will be that the prioes of all goods produced 
within the country and of those which are in bond and on which 
a duty hal not been paid in the country will fan 10 per cent 
and those lUbjecl 10 duty will rise 90 per cent; for only in this way 
can the internal price level remain unchanged. If. with unchanged 
import duties. importa are increased to two-tent1&. of the total 
consumption of the country. then the result must be a further 
fan of 10 per cent in the prioe of all internal goods and foreign 
goodl not subject to duty. and consequently in the index number 
calculated as above. 

Although the example is highly artificial and leaves out of 
account many factors of importanoe. it neverthel8BB shOWI that 
the much discUBBed fan in prices between 1878-1893 (or 1873-1895) 
waa in pari only apparent. whereas the subsequent rise waa in 
aU probahility gnoter than the changes in the index number 
indicate. It also explains why calcnlations using index numbers 
baaed on markeC pricu actually paid show a greater rise for 
Protectionist countries than for Free Trade eountriea. So far aa 
I can 188. any great increaae in the international exchange of 
commodities would necessarily have the consequences indicated 
above. 

But from the recognition of an these imperfections it is a 
big step to the rejection of an attempts to measure changes in 
the purchasing power of money. for it would involve even more 
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decisively the rejection as impossible of all efforts to stabilize this 
purchasing power. Certain changes such as those which arise from 
a continuous large production of precious metals under otherwise 
unchanged economic conditions, are on the contrary too obvious 
to escape anybody's attention or to be generally in dispute. 
Nor must it be forgotten that the present method of compiling 
price statistics as a basis for an index number is certainly capable 
of great improvements which would surely be of benefit in any 
practical attempt to regulate the value of money i at present 
these calculations have in the main only a theoretical interest. 
The price statistics already published in England and elsewhere 
are certainly far from valueless; their mutual agreement is 
great, much greater than one would expect, as they comprise 
different groups of commodities. And the attempts made by 
Palgrave and others to revise existing index numbers by basing 
them on the amounts of goods produced and consumed have 
shown that thereby only a modification in detail would be 
involved, and not a radical reconstruction of the general course 
of the price level previously calculated. That some artificiality 
must always attach to calculations of average is inevitable, 
especially if they are to apply to all countries simultaneously. 
But in so far as price statistics are to be made the foundation 
for the regulation of the value of money, it is necessary, 
unless we wish to sacrifice the most important advantage of the 
present system, to have a common measure of value for the 
whole world. There is, moreover, nothing to prevent each 
country compiling its own price statistics and suitably expressing 
its general price level in a general index number which would be 
extremely useful for a number of internal problems, such as 
wages, taxation, etc. In order to assess the general fluctuations 
in the value of money and to establish the primary conditions 
for its eventual regulation, it wonld then become necessary to 
compile year by year from the general index numbers of the 
various countries a world-wide or universal index number based 
on an accepted norm. 

But even with such a perfected measurement of the value of 
money and its fluctuations only one-half of the problem, and 



EXCHANGE VALUE OF MONEY 141 

that theoretically the easier, has been solved. There remains 
the difficult question of the calJ!l88 of these changes and the 
means of preventing them. 

3. The Different Theorl,e, 0/ the,IalwuJ,/.MI¥ney. The Quantity 
Thwry 

The only specifio theory of the value of money which has 
been propounded, and perhaps the oDIy one which can make 
any claim to real scientifio importance, is the ~IlieOl1. 
according to which the value or purchasing power of money 
varies in inverse proportion to ita quantity, so that an increase 
or decrease in the quantity of money, other things being equal, 
will cause a proportionate decrease or increase in ita purchasing 
power in terms of other goods. and thus a corresponding increase 
or decrease in all commodity prices. All other theories-&nd 
there are not many-are in reality no more than generalizations 
of the general theory of value applied to money; to that 
extent. therefore. even if they were otherwise tenable, they 
cannot be called IpBCific. 

Since. however, it is true of all commodities than an increase 
in supply in itaelf tends to lower their exchange value, there is 
nothing unusual in the quantity theory nor anything peculiar 
in money as such. The special peculiarity of the Quantity 
Theory consista in the proportionality required between the 
quantity of money and commodity prices. Whereas with other 
goods a diminished supply may now produce a violent, now 
a slight and hardly perceptible fluctuation in their exchange 
value, acoording to the different elasticities of demand. yet only 
in the case of money do these two factors always stand in this 
simple relation to one another. Let the abscissa of our curve 
be the supply, and the ordinates the exchange value as against 
all other goods in their mean. Then on the assumption of stable 
demand, this curve will, in the case of ordinary commodities, 
fall sometimes slowly, sometimes rapidly, towards the z axis, 
and the· rest of the curve can as a rule only be indicated 
hypothetically. For money, on the other hand, we should 
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obtain a determinate mathematical curve, in the form of a 
rectangular hyperbola asymptotic to the two axes. 

It is here that we find the purely formal character of 
money, its quality of performing a single social function, that 
of a medium of exchange and store of value: for we may 
regard these two concepts as difl"erent aspects of one and the Bame 
function. Money evidently only performs this function to the 
extent that it possesses exchange value, and since the general 
economic principle undoubtedly tends to the utmost possible 
employment and efficiency of every economic lactor, we must 
assume-at any rate, for. the purpose of the Quantity Theory-' 

e)(chanqe valu~ 
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that the inconveniences of too small a quantity of money will be 
gradually and as it were automatically corrected by money 
acquiring a correspondingly higher purchasing power, and the 
inconveniences of too large an amount of money will be neutralized 
in the same way by a corresponding fall in the value of money, 
since some part of the money will lie idle in individual hands. 

Naturally we must not suppose that a sudden increase or 
decrease in the quantity of money immediately produces an 
equally large rise or fall in commodity prices. In the first place 
the latter would presumably remain as high or as low as before, 
and the whole change would be noticeable as a retardation or 
acceleration in the circulation of money, or, the BaIDe thing, an 
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increaae or decrease of average individual caah holdinga. Only 
gradually would the eJ:ceM or deficiency in the holdings lead to 
increa8ed demand (and diminiahed lupply) for gOO<h, or vice veraa 
(cr. p. 157). 

It ill al!!o clear that the theory in ita pure form can only 
apply to money. lUI such, and therefore-if only metallic coin is 
used or is regarded lUI money-to minted metal alone. With 
free minting, however, the limita between minted and unminted 
metal are very mdefinite and variable. It i.e therefore tempting 
to apply the theory to the whole of the existing stocks of gold. 
But in that case it mWlt be IOmewhat modified, since gold 
ful1ila two functions, that of money and that of an industrial 
raw material: even if all the &88UUlptions .[or the correctnesa 
of the quantity theory were satisfied, our curve would more 
or less deviate' from the simple form of a hyperbola. because 
of the hitherto little studied laws concerning the dependence of 
the industrial demand for gold upon the value of gold and ita 
influence upon the amount of gold available for minting pl1rJ>O¥8. 

In reality, of COUI'Btl, it i.e very rarely possible to establish 
lIuch preciae mathematical relations as theory demands. Both the 
advocatt>.a and the opp6nenta of the quantity theory therefore 
content themselvell with asserting or denying that an increase 
or reduction in the relative quantity oC money will cause a 
corresponding change in the commodity price level and a reverse 
~hange in the value oC money. It may IICeIIl strange that even 
in thia modified form the theory can be in diapute, Cor it states 
:nothing more, alter all, than what ill true oC all other goods. 
namely that an increase or reduction oC supply .11 fuelf leads 
'to a consequent fall or riae in price. However, the conceptions 
bf supply and demand have no direct application to money, 
~nd those who consider that the velocity oC circulation, or 
the use of credit instrumenta lUI a substitute for money, i.e 
automatically regulated according to the need Cor a means of 
turnover, must naturally and logically reject. the conclusions 
of the quantity theory G limine.' It will readily be Been that 
the whole dispute turns ultimately on this last point: 
whether the velocity of circulation of money i.e of autonomous 
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or merely subordinate significance for the currency system; for 
that the quantity of money, multiplied by the velocity of 
circulation-the latter in the widest sense of the ternl Utlc<l 

here-must always coincide with the total value of the goods 
and services turned over against money in a given period of 
time, is not a theory at all; it is an axiom. 

The originator of the Quantity Theory is nsually heM to be 
the Italian writer Davanzatti, who lived in the sixteenth century. 
The theory, however, became widely known through the writing" 
of Locke and Hume .. From the latter it waa taken over 
by the classical economists. It is possible, however, to discover 
traces of it as far back as in the ancient world; at any rate 
the seed would appear to have been sown so soon as people 
observed-as they must often have done during the I~oman 
Empire-that money struck exclnsively for the State might 
for long periods maintain a value considerably higher than 
that of its metallic content, but sank in value when it 
was minted in too large quantities. In more recent times the 
Quantity Theory has arisen rather as a reaction against the 
mercantile theory, which regarded money itself as the el!8Cnce 
of wealth and not merely its external expression, and which 
consequently had to attribute to it an inherent value independent 
of its exchange functions. Diametrically opposed to this is 
the view that money as such has no value; it acquirea full 
value only by serving as a medium of exchange, and it acquires 
just that value which is necessary for its satisfactory performance 
of this function. In this way the Quantity Theory arose in its 
fully developed form. 

The difficulty of testing the theory empirically lies, as 
with all economic doctrines, in isolating from concrete reality 
just those elements of which it consists. In fact, an increase
or when it occurs, a decrease-in the volume of money always 
coincides with a number of other economic changes which tend 
to cancel out or to conceal its effects on the price level and the 
value of money. Population increases and production expands 
as a result of technical improvements, 80 that the amount of 
goods annually consumed increases not only to the same, but 
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to an even greater extent than the increase in population. The 
tlJmover may increase to an even higher degree than production 
owing to the national and international divi.-lion of labour and 
to the resulting transition from barter and payment in kind to 
business based on exchange and mpney wages. All these factors 
bring it about that an absolute increase in the volume of money 
may very well be accompanied by no change or even by a 
rcJuction in its quantity relatively to the needd of turnover and, 
thus be followed by a fall instead of a rise in the level of prices. 

In an article in Elwnomuk Tid,krift (1904, p. 113) ProCessor 
CaSllel, bearing this ciroulll8taneo in mind, makes an interesting 
attempt to comrare changes in the supply of gold and commodity 
prices in the nineteent\l century. The attempt suffers greatly, 
howover, as F. Brock has rightly pointed out, from the fact that 
he has not extended his remarks to tho changes in quantity of 
silvet also, even at a time when the commercial currencies of the 
world consisted mainly of silver. 

On the other hand, commercial progress also acts in a 
contrary direction, increasing the physical or virtual velocity of 
circulation, effecting, by the use of credit, a more intensive use of 
exi'lting money with the consequence that the maximum efficiency 
in the medium of exchange which the Quantity Theory requires 
and presupposes is raised to a higher level. A relatively smaller 
quantity of money need not necessarily involve a proportionately 
increased exchange value in order to perform the same services 
88 media of exchange and 88 cash holJiugs as a larger one, if 
the same purpose can be achieved by a more intensive use or 
lul increased veJ.ocity of circulation of the smaller quantity. 

It is very common, though of course entirely illogical, to 
lind these circwnstances, or their actual effects adduced as a con
clusive argument against the Quantity Theory, almObt 88 illogical 
\\'S it would be in the case of the upward movement of a balloon 
to say that it disproved the general validity of the law of gravity. 
If we merely wish to assert that the Quantity Theory, owing to 
all these disturbing factors, cannot give ns any practical guidance 
in the consideration of the, currency systems of our own day, 
we may perhaps be right-although the experience of the last 

L 
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decades is indisputable evidence against itr-but to invalitlat.e 
it completely we require something more, we must show eithl'r 

·that it is impossible to maintain the presuppositions on which it 
is based or that its logical structure is inadmissiLle. 

4. The Cost of Production Theory 

It is not enough, however, to rest content with this 
purely negative or suspended judgment. On the pretence that 
the Quantity Theory is refuted by experience, attempts have 
been made to invent other explanations, all of which, however, 
suffer from the defect that they ignore the circumsta.nces whit:h 
are peculiar to money, and at bottom only consist of an af,krnl't 

to apply the economic laws pertaining to go0d3 in general to 
a field in which they are-in-the nature of things incapable of 
application. Since the naive idea was abandoned that JlJon('Y 
possesses an inherent value it became necessary to dil!c{)ver 
the grounds of this value in something outside money, and in 
accordance with the theory of the classical school it was suppo!!cd 
to be found in the costs of production of money, i.e. of the 
precious metals, relative to the costs of other goods. The 1C;~i 

the effort and sacrifice required for the production of a certain 
quantity of gold in comparison with the production of a c,ertain 
quantity of other goods, the larger the quantity of gold must 
be which will exchange for one unit of those other good!!. 
In other words, their price rises and the exchange value of gold 
falls. This is the so-called c~st.oJ production theor~ ... m, more 
correctly expressed, the theory of the comparativecol:lt of the 
v~e~fI.£~~'y, which was-brought to a high de~ of theoretical 
perfection by ~~~~. Senior maintained that in the case of 
countries not producing silver and gold to an appreciable extent; 
the costs of procuring, i.e. the costs of producing and transporting 
not the metals themselves, but the goods for which the d'-Mired 
quantities of the precious metals were to be exchanged, played 
the same role as the actual costs of production in the mines. 
He thus found a natural explanation of the factr-very striking 
in earlier times when communicat.ions were still undevtloped 
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-that in the interior parte of a continent commodity prices 
were habitually much lower than, on the coasts. In Germany 
one used to speak of .. thaler" countries and .. gulden .. 
countries, i.e. North Germany on the one hand and South 
Gennany and Austria on the other, in the eeIl.8e that a. 
thaler in the former was not regarded as having greater 
purchasing power than a gulden in the latter, although 
containing 60 to 100 per cent more silver. Even to this day 
we encounter the same phenomenon in those parts of the world 
not yet provided with railways. In the interior parts of Germany's 
African colonies, wages as late as 1915 are eaid not to have been 
more than a few ptennigs a day, which must have corresponded 
to the cost ot provisions for a workman or rather a workman's 
family for one day. 

The well-known text-book writer, Cb. Gide, has completely 
overlooked this when he eays that the low cost of transport of 
gold should result in one gramme of gold having almost the same 
purchasing power over goods everywhere. This is, of course, 
falae reasoning: it is not pOBBible to obtain gold without sending 
goods in payment and it is these, usually much larger, transport 
costs that matter. 

There can be no question, as we shall soon see, of a direct 
relation or exact parallelism between the costs of production 
of the precious metals and the value of money. Senior also 
admits this and gives striking examples of how the production 
of the precious metals has on occasion been made difficult, or 
even impossible, without any marked change in prices, a circum
stance clearly due to the fact that this production, especially 
in earlier times, was extremely small in proportion to the total 
stocks of money and precious metal. In contrast to Senior, 
Karl Marx and his school who generally carry the classical 
theory of value to its extreme, and consequently to the point 
of absurdity, adhere to the cost of procJuction theory as a simple 
and tangible explanation of the value of money and oppose it to 
the Quantity Theory, which Marx calls an illusion based on the 
.. insipid hypothesis that goods without a price and money without 
a value enter into the process of circulation, for which reason an 
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aliquot part of grain is subsequently exchanged for an aliquot 
part of metal". Yet it is not difficult to show that, even from the 
point of view of the cost of production theory, goods" enter into 
the process of circulation without price and money, i.e. gold, 
without value", and that they acquire their relative exchange 
values just by this process of circulation. Karl Marx is himself 
compelled to admit that labour is wasted and cannot be counted 
if it produces nothing useful or if it exceeds the amount of 
socially necessary labour-time. We only need to carry the 
argument one stage further to realize that labour, or rather the 
productive forces in combination, will be rewarded by exactly 
the market value of its' product; in other words that costs ot 
production and price mutually control each other. It, therefore, 
more gold is produced than the process of circulation can absorb 
at ruling prices, then the value of gold will fall and the producers 
of gold will have to content themselves with a smaller income
in other words the c!>sts of production of gold are reduced-unless 
they prefer to abandon their work. 

Moreover, in the case of extractive industries such &8 gold 
mining, the costs of production, in the sense of amounts ot labour 
and capital employed, are very different for different parts ot 
the product, owing to the abundance or scarcity of gold in the 
mines or river beds in which the production ot gold is profitable 
at all. Attempts have also been made to improve upon the theory 
by substituting for the words " costs of production" the words 
"marginal costs of production", i.e. those incurred in the 
production of a certain quantity of gold in the least profitable 
mines or goldfields, which leave no profit after payment otwagea 
and possibly interest on capitaL But this margin is itself highly 
variable; a rise in the value of gold, e.g. due to increased demand 
for minting or to improved technique of production, may cause 
mines and goldfields previously regarded &8 too poor to be worked, 
again to be exploited; old slag heaps will be gone over again, 
etc., in other words the margin of production will be extended. 
On the other hand, a fall in the value of the metal, such &8 we 
have seen in our own time in the case of silver &8 a reault of its 
demonetization, will necessarily cause labour and capital-
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in 80 far aa the latter can be released at all-to be withdrawn 
from the less profitable fields of ;production, and the margin of 
production will contract. 

On the whole, therefore, the in1luence of the conditions of 
production of the precious metals, and nowadays particularly 
of gold, on the value of money-an in1luence which is certainly 
not slight, but in the long run predominating-is to be found in 
the relative increase or decrease they bring about in the existing 
quantity of money, in 80 far as greater ease of production of gold 
haa a tendency to increase the available quantity at a pace more 
rapid than that of the ever increasing demand for a medium of 
turnover, whereas increasing difficulties in the production of 
gold tend to slow down the tempo of the increase in the supply 
of gold. The coat of production theory is thus fully justified 
aa constitutIDg an element in the Quantity Theory. But only 
one element. Since the annual production of gold, even in the 
most favourable circumstances, can only increase the existing 
stocks of gold coin by a few per cent, changes in output will only 
gradually, and aa a rule very slowly, exert their in1luence, whilst 
an increase in the production and turnover of goods occasioned 
by technical improvements, or still more the transition of one 
or more countries to a gold standard, may sometimes increase 
the demand for the medium of exchange in a much higher degree. 
And on the other hand a more intensive employment of the gold 
stocks available in the banks, whether by means of banknotea, 
cheques, bills of exchange, current accounts, or by the general 
development of the credit and banking system, may produce 
a much greater increase in the media of exchange than the 
simultaneous production of gold ; on the other hand it may for 
long periods neutralize ~e effects of a decrease in gold production. 
Were this not so, it would be impossible to explain the rapid 
rise in commodity prices which usually occurs in times of business 
prosperity and the even more violent setbacks in times of crisis. 

The latter circumstances-the physical and virtual velocity 
of circulation of money which the Quantity Theory is accused, 
though wrongly, of having overlooked-an, however, find 
no place in the cost of production theory and is in fact rather 
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cold-shouldered by its consistent advocates. To Marx the velocity 
of circulation of money is simply an automatic process whereby 
the existing supplies of money always spontaneously reach 
equilibrium with the requirements of turnover at a given 
commodity price level, whilst that price level itself is determined 
by the comparative costs of production of goods and gold. 
"One piece of money," he remarks in his picturesque, though 
precisely on that account unscientific language, .. becomes so 
to speak responsible for another; if it increases its velocity 
of circulation it cripples that of the other or else it completely 
vanishes from the sphere of circulation," since the latter at 
existing prices can only absorb a given quantity of gold. In 
proof of this, he remarks, it is .. only necessary to throw 
a given number of one pound notes into circulation in order to 
throw out an equal number of sovereign&-a trick well known 
to every bank". 

This language is very vague. We need not dispute that up 
to a point the velocity of circulation of money can sometimea 
be automatically acclerated or retarded, but the idea that this 
will always happen to the desired extent leads to absurd results, 
for it presupposes that merchants and bankers would quite 
passively submit to seeing their safes filled to overflowing when 
gold is plentiful, and exhausted when it is scarce, perhaps to 
the last sovereign, without taking any steps to restore the normal 
position. As regards the money driven out of circulation, Marx 
completely forgets to tell us whither it is driven, though he 
cannot possibly imagine that it is stored up in money-boxes. 

As . regards the banks' "well-known trick" of .. throwing 
a certain number of one pound notes into circulation in order 
to throw out an equal number of sovereigns (or metallic money)," 
we must carefully distinguish between two different points of 
view. If for one reason or another the banks desire to strengthen 
their gold reserves, then certainly the issue of banknotes of 
small denomination is a useful means to that end, &8 was shown, 
for example, by the German Reichsbank when it issued 2O-mark 
notes in addition to the l00-mark notes which it had previously 
issued alone. The public accepts and t18e8 these &8 willingly 
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all, or even more willingly than, metallic currency, and the banks 
can then retain the gold which flowl into them in daily payment 
of debts or deposits, while on the other hand they payout 
banknotes against discounted billa or their other loans. All this, 
however, has nothing to do with our immediate problem, since 
the whole proceSll is nothing more than the substitution of one 
medium of exchange for another. 

It is quite certain that an increased issue of notes, especially 
of small denomination, tends to drive metallio money out of 
circulation, not because more money cannot be absorbed, but 
because the increased supply of the means of turnover will lead 
to a rise in prices, 80 that the balance of trade becomes unfavour
able and metallio money flowl out of the country-all in complete 
accordance with the Quantity Theory, but in conflict with what 
Marx wishes to prove. I am assuming here that the notes are 
issued by the banks by way of loan and as a result of extended 
or cheap credit, for if the banks should restrict themselves to 
exchanging notes for gold, 80 that gold accumulated in their own 
vaults, then their .. trick II would only involve them in 100000, 
since they must themselves provide for and maintain the note 
circulation. 

Of course, the cost of production theory is still more blatantly 
inadequaie when it comes to explaining the exchange value 
of purely conventional money such as token money, standard 
money with limited coinage, inconvertible notes, etc. Those 
who wish at all costs to maintain an .. inherent II value of money 
dependent on its metallio content or costs of production as the 
basis of its exchange value are driven in this case to the most 
perverse and fantastio explanations. At one moment it is the 
image of the actual metallio currency into which the notes were 
at one time convertible before they were declared legal tender 
which remains in the mind of the publio and thereby to some 
extent maintains the value of the notes, at another moment it 
is the hope or the future convertibility of the notes into metal. 
Support has been sought for the latter view in the fact that the 
mere ailnouncement of the resumption of convertJ.'bility of notes 
at a certain future date. and also external circumstances, such 
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as political and military success, whereby confidence in the 
Government is increased, are sufficient to give paper currency 
a considerably higher value and to diminish the discount against 
metallic money, although the notes continue to circulate in 
amounts as great as before, and should thus according to the 
Quantity Theory maintain their value unchanged. 

During the Union War in the United States it was necessary 
to declare dollar notes inconvertible, and their value sank, so 
that between 1863-4 the gold premium rose 40 per cent, 
although the number of notes issued was only increased by 
16 per cent. During the Battle of Gettysberg the premium on 
gold roseto 45 per cent; but owing to its victorious conclusion 
and to the Battle of Vicksburg, it sank in a few days to 231 per 
cent (Laughlin). 

In fact, however, under such circumStances notes no longer 
circulate in the same quantities as before or, at any rate, no 
longer circulate with the same average velocity. The hope of 
convertibility in the early future at face value affects notes in 
the same way as an increased bill discount rate in the country 
of payment affects long-term bills: they are converted (in part) 
from means of paym~nt into capital investments. Many people 
hoard banknotes in the hope of gain from an expected conversion 
at par value, which gain possibly represents a high rate of interest. 
In this way the average velocity of circulation, and therelore 
the amount of money actually circulating at any particular time, 
is retarded, and the increase in value is in complete agreement 
with the Quantity Theory. It is moreover probable, for various 
reasons, that it will operate more strongly or at least more 
rapidly on metallic money in reducing the premium on the 
latter or the discount on notes than on a lowering of commodity 
prices proper reckoned in notes. But we need not discuss this 
question further. 

The position will be reversed in times of political inatability, 
when an increaSed note issue and an ensuing rall in their value 
is to be feared. Nobody will then hoard notes, but everybody 
will exchange them for goods or other real wealth &8 BOOD &8 
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powble (and at practically any price), 80 that the circulation of 
money will be accelerated beyond the normal. In extreme cases 
paper money may under luch conditions lose practically all ita 
value---al happened in the caBe of the French tulignatl-to the 
extent that buaine .. will begin to employ foreign money or revert 
to pure barter. But thia also, as will clearly be seen, is not 
contrary to the Quantity Theory, for in this case the volume of 
the purchases effected by the depreciated paper money will be 
correspondingly reduced. 

It may be observed en 1'tJI.anI that the history of the French 
a.Bignat. affords an interesting contribution to the theory of 
thefvnding of banknotes or paper money. In order to maintain 
the value of these tuBignat. the Government accepted them in 
payment of the purchase of .. national property" (confiscated 
church property, eto.). Had this been done at a definite prede
termined price, e.g. per acre, this object could certainly have 
been achieved. For if the tulignatl had then begun to fall in 
value a number of people would have retained them in order at 
a later date to transact profitable buaine .. by purchasing national 
property. In that way the value of the tulignat. could have been . 
kept almost unchanged and the Government which permitted 
the payment of taxes in tulignatl might without 1011 have cancelled 
the notes which flowed in in payment for purchases. 

In fact, however. the national property was sold at auction 
to the highest bidder. i.e. for the largest sum in GlIignatI which 
it could command. Thereby the brake (which would have existed 
in the hoarding of these for speculative purposes) on a heavier 
fall in the value of the tuIignatI was obviously removed i 
since the Government then received payment of taxes in money 
which had lost ita value. it found itself compelled not only to 
reissue the GlIignatI which it received in payment for national 
property but also to issue large additional quantities with the 
inevitable consequence that they lOOn became valueless. 

6. Modena T1&eoriu 

The view of this problem which is nowadays advanced 
even by writers who claim to be rigorously scientific is still less 
scientific, if possible, than the Marxist and kindred theories. 
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The cost of production theory does at least, though one-sidedly, 
find the cause of the change in the value of money in something 
directly affecting money. But in modern reasoning on general 
commodity prices, money is not infrequently regarded as a kind 
of amorphous, infinitely elastic, or plastio mass which adapts itself 
without any pressure to any price level and is therefore entirely 
passive in relation to the pricing mechanism, whilst the latter 
is regulated only by circumstances concerning the commodities 
themselves. If there occurs such a general and enduring fall of 
prices as was witnessed in the last three decades before 1890, at 
any rate as regards world prices, this is found to be sufficiently 
explained by reference to the progress in the technique of 
production and transport: goods are produced more cheaply 
and are transported more cheaply, therefore they are cheaper. 
If, on the other hand, there is a rise in prices, as in the years 
immediately before the War, then it is the higher standard of 
living and increased enterprise which produces an increased 
demand for goods, unless we also take refuge in the supposed 
screwing up of prices by cartels and trusts, the greed of middle
men, trade union claims for higher wages, etc.; or else the 
cause is found in import dutie&--ilven though no increase in 
such duties occurred during the period in question. To such an 
extent have people accustomed themselves to seeing in the 
modern credit and banking system a means of satisfying any 
demand whatever on the part of society for a medium of exchange 
that they cannot conceive of money influencing prices in one direc
tion or the other. The many apparent inconsistencies between 
the Quantity Theory (and also the cost of production theory) 
and the actual facts have completely discredited that theory in 
the eyes of most people. Some other explanation is sought and the 
first available one is chosen. But in reality nothing is explained. 
The reasoning contains an inadmissable generalization; for argu
mentswhich are valid only when it is a matterof relative prices are 
applied without qualification to a field in which they no longer 
possess any meaning, i.e. to the absolute prices of commodities, 
expressed in money. That a commodity which can be manufactured 
more easily will fall in price is at bottom a corollary of the obvious 
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fact that labour and capital, in 80 far as they can be readily 
transferred from one branch of production to another, must 
always tend, each for itsell, to obtain an equal return in all 
branches of production. There is clearly nothing else in the 
theory of the dependence of relative prices on the cost of 
production. But how meaningless it is to seek to apply this to 
concrete prices, to the relation of goods to money, if the condi
tions of production, or other conditions influencing money are 
not taken into consideration at all I 

From the point of view of the Quantity Theory there is no 
doubt that increased production tends to depress prices unless it 
is accompanied by a corresponding increase in the medium of 
exchange, simply because the velocity of circulation of money 
cannot be increased at will to any degree whatever. If we believe 
th~ possible, then evidently there is nothing to prevent the 
increased productivity finding expression in a rise along the whole 
line instead-in wages, rent, and interest on capital, expressed in 
money-whilst general prices remain undisturbed or even rise. 
In other words, the relative cheapening of a certain group of 
commodities owing to easier conditions of production would 
not produce a perfectly equal fall in its money price but would 
consist partly of a small increase in the price of all other goods, 
so that the average price level might perhaps remain unaltered, 
or, in any case, would not fall. 

As regards a fall in the cost of transpm-t, it is quite forgotten 
that this has a twofold effect: a fall in price in the place of 
destination, the importing country, and a rise in price in the 
exporting country, or country of· production, in consequence 
of the increased demand from other places. Thus on the whole 
there is a levelling up rather than a fall in prices. In Senior's 
view, which as far as it goes is quite correct, lower transport 
costs have the further result that the non-goldproducing 
countries can obtain their requirements of gold at a lower cost 
in goods than before. But this would be the same thing as a fall 
in the exchange value of gold. i.e. a rise. and not a !all, in 
commodity prices. In the interior of continents and in remote 
places improvements in transport have certainly brought about 
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a considerable rise in the general price level. By the great 
increase of production, exchange and turnover in general which 
improved transport produces it certainly crcates a tendency, on 
the other hand, to lower prices, if the amount of money is 
unchanged. But this again takes us back to the Quantity Theory. 

The same is true of the other alleged causes of a rise in 
prices. Import duties and taxes on consumption undoubtedly 
lead to higher prices of the commodities so taxed, but it is by no 
means certain that other goods will remain unchanged in price 
and that therefore the general price level will rise. In any case, 
there is nothing to prevent the possibility of a simultaneous 
pressure on and fall in the prices of other goods---as the Quantity 
Theory would lead us to suppose--so that the average price 
level would remain unchanged unless there existed some monetary 
cause for their change. The reader is referred to pp. 138-9 
for the effects of a customs union or increased international 
trade on the prices of duty-free goods and on the commonest 
index numbers. Trusts and rings, and even middlemen, may 
undoubtedly raise their price by the monopolization of one 
commodity or other, though as a rule, demand is reduced thereby, 
in full accordance with the Quantity Theory. In proportion as 
trustification extends, however, this procedure would become 
quite purposeless, as may easily be seen, for the trusta would 
rather seek to profit by reduced overhead costs, which should 
result in lower rather than higher prices. Middlemen are as 
a rule only links in the social division of labour and should 
consequently assist in lowering the prices of the goods in question. 
There are, of course, exceptions to this rule, as we have shown 
in the treatment of retail prices in an earlier section (Vol. I, 
pp. 86-8). But even superfluous middlemen cannot raise the 
general price level. The contrary is more probably the case, since 
goods would then pass through more hands and the same 
quantity of money would effect a greater number of exchanges • 

.As regards rises in wages Ricardo, and later John Stuart Mill. 
have clearly shown that a general rise in wages cannot possibly 
increase the price of goods produced by the same labour. In this 
connection it should be sufficient to point out that if more highly 
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paid labour makes all goods more expensive, it must also make 
gold dearer, linee it also is a product of labour. Since, how
ever, gold is the measure of priCes, it cannot itself either rise 
or fall in price. If, therefore, the producers of all other goods 
could indemnify themselves for increased wages by a higher 
price for their products, whilst the producers of gold alone could 
not do 10, this must result in a decline in the production of 
gold. A rise in money wages along the whole line is therefore 
either equivalent to a fall in the lhare of the product of the two 
other facton of production, land, and capital, which must leave 
the pricel of commoditiel on an average unchanged, or else the 
general rise in money wages is caused by easier facilities for 
producing gold, in which case the rise is purely nominal and is 
only one link in the general rise in the prices of goods which 
occurs when in accordance with the Quantity Theory or the cost 
of production theory the production of gold becomes cheaper. 

However, this does not prevent a rise in wages caused by 
an increased (money) demand for labour-a fact which the 
classical economists perhaps overlooked. This rise in wages in 
its turn causes a rise in the prices of the goods already Oft 1M 
markeJ and thus establishes a higher price level, which will be 
maintained through the force of inertia even in the future. 
On the whole, this remains true even if the increased demand 
for labour originally proceeded from the increased production 
of gold. If, on the other hand. it has proceeded from extended 
credit facilities a further inquiry will be necessary. to which we 
shall return later. 

I ftCf'eased yrospetity need not. of course. lead to higher 
prices. On the contrary the additional well-being may find 
expression in a greater cheapness of everything, with unchanged 
income. The view which was formerly 80 often held-even by 
a writer such as Ricardo-that a higher standard of living in 
a country was always combined with a high price level, was an 
illusion. fostered no doubt by the fact that prices in England, 
compared with other countri~ were unusually high, especially 
at the beginning of the last century. This. again. was due to the 
fact that at that time England exported few bulky raw materials, 
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but imported considerable quantities, such as grain, timber, etc., 
whereas this position is now altered to a large extent, in 80 far as 
England exports large quantities of coal, so that it obtains a large 
part of its imports at low return freights in collieries. And yet 
perhaps just for that reason the welfare of the great masses of the 
population of England is incomparably greater than a hundred 
years ago. Similarly England's free trade has contributed to 
the lowering of its prices in comparison with those of protectionist 
countries. Broadly speaking the price of the same commodity 
cannot vary in two different countries by much more than the 
import duty and the frE.Jight. A factor which certainly tends to 
raise the cost of living in prosperous countries is the high level 
of wages and the ensuing higher prices for all personal services 
and all work done by hand. But this does not appreciably affect 
commodity prices, or at any rate the prices of those commodities 
entering into commercial statistics. 

Finally, as regards the statement that increased entre
preneurial activity may lead to higher prices, this is often true, 
but only on the assumptions which we have already indicated and 
which we shall examine more in detail at a later stage. In itself the 
increased " spirit of enterprise", i.e. the increased employment 
of capital in the service of production, only creates an increased 
demand for certain raw materials which are necessary for the 
creation of almost all fixed capital, especially iron and steel, 
bricks, timber, etc., and these are in fact the goods which at 
the beginning of so-called "good" times first rise in price.1 

But whether this rise in prices will be followed by a rise or a faU 
in the prices of other commodities cannot be determined in 
advance. It depends on whether the money market itself has 
participated in stimulating the spirit of enterprise. If the moneys 
from which the increased demand for fixed capital, or ita 
components, proceeds are the fruita of present savings, then 
there will be a corresponding decrease in the demand for ordinary 
co.nsumption goods, and their price should accordingly fall. 

I The American statistics given h7 W. C. Mitchell'. Bui_ Cgdu do 
not seem entirely to confirm this view, especially AI regarda pig iron. I will 
not for the moment discuaa how this contradiction ill to be explaioed or whether 
it is only apparent. 
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The .C3l>0 ill quite different where th.:. II~ money capital is 
partly supplied from metallic rescrVfl8 wlli(· ... wpr" aCCUl:'lulat~ 
and lay idle during previous .. Lad" times vr wP··'t· f~j('Y are 
created Ly extended credit, in other words, by an accei" ... t~il 
velocity of circulation of money. 

6. Tlte Dl'fl'-Cil of the Quantily Theory. An .Attempl al II J:.IIIM.a1 

Theory 

In the forcgoing I have merely willhed to point out thll rol~y 
of 8upposing that circumstances in which, as in the elL'le of 
concrl'te commodity prices, there is an eStlential relation betw.,en 
two things-goods and money--can eVllr be sati,J',.d.<Jcily 
explained from the point of view of the changes underg/)ue hy 
ouly one of them, in this ea.qe goodli, without rl'fllrence to the 
other, money. It is, moreover, evident that it would be u, ... ,lc.-.s 
to dwell on tho qUllstion at all if this view were not in (a.ct ~<) 

wi.lel'prca.l, not only ill Lusincss jargon but at~o in &..itJn~le 

lit"rature, ellpeciaJIy German. 
b O;lI: ; .. ;:"",t. however, this view is jWltilled and ~lT\)~ 

~ I"'~l")"" ill lllur.\ d·,,;.;:.·,: ~::''''''"~:J.3 iuto the Cllnse" rC.

I'li"(j d':\!lW·s. E,"')' n!le or faIl.in tLe l'li, f.' c.t. do parti, '.iI~lr 

l'01l'1l'C.' "1 ('1'>'< J'J" '''''8 a disturbanf.'1) ortbe e~q Jilik+-:wu b~t\\ ""j' 
t1~" -'l!!n;,i ... ()f IIll.l the demand forthatcommoCJItr, ~lJdi"cr t;. 
di~turi::~l1;;il h;\8 udua.lly· taken pI/WEI or j" mt rreJy J "'>'j'".,rj.t,. 
Wh~t ill true i,l this resPfft of ~ach commodi t,,:, sepl1ratdy DllJ.,t 

doubt",,,,,, be tru.) of all commodities coUecti\>/ely. A gl'lleral ri.qe 
in ~'r;'·I1.~ i.i tlll'r.,fore only conc(·i va.hle on t lUi) .BtI PP('3il t,m t'. ~ 

the gt'llI'f!l.1 d"lIIand bas (or some reason befome, 0, t-" , y; .".', ! 
to h"'OIllf', gr.'''t..~r titan the sUl'I,ly. TI.id DuAy ~ollnJ 1'1l.:,;J, 1.'_.,',,:. 

lJ,'l'llu!'Ie we haVe> "t:';U.~tOIllt'J our"dvcs, ",it h J. B. Suy, to rt'g;irJ 
r,oo."!,; tht·mselvt3 a.! reciprocally ('on"titt.~in; t'> .... 1 lUllitiag t.he 
d,'manu fur e~t..'h other. And illdl~~l l~i"lf.lUly they do ao ; 
L:',-, Lllwever, we "rll c"r.lt~mthl "'ltb! precisely what occurs, 
i'l thP first llL:~, with the mi.I.lle link iI' the ~nal exchlUlge of 
onl' runJ again~t anothe'r, \\uil:h j" funned by the demand or 
",om-:,- for goods and the supply III goo13 against money. A:.';; 
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theory of money worthy of the name must be able to sho'''' hi 
and why the monetary or pecuniary demand for goods excc( 
or falls short of the supply of goods in given conditions. 

The advocates of the Quantity Theory have perhaps r 
sufficiently considered this point. They usually make the mist.! 
of postulating their assumptions instead of clearly proving t.LI' 
That a large and a small quantity of money can serve tile sal 

purposes of turnover if commodity prices rise or fall proportionatA 
to the quantity is one thing. It is another thing to show w 
such a change of price must always follow a ch~Ilge in t 

quantity of money and to describe what happens. Nor is t: 
so easy, especially with our modern and extremely complicat 
monetary and credit systems. Nevertheless, in what fullo 
we shall attempt to do so. In accordance with what has be 
said above we shall first describe the probable effects of a relati 
increase or decrease of the ·quantity of metallic money, and a 
the analogous phenomena associated with the issue of a SU 

. paper currency or inconvertible banknotes. We shall tJ.I'Q c.( 

sider in more detail the conditions of acceleratil>n or r~t"rrl"ti 
of the velocity of circulation and tl,e illfUl·f\cp. of both on t 

. valJu~ of money. In both respects the literature of curren( 
otherwise 80 VI".~luminoU8, leaves much to be desired as regal 
detail and clearne8f\ 

Hume's wel~l-known fiction of our waking u·p one morni 
to find double the"~umber of sllming8 and sovereigns in our pocke 
whilst everything t;lse remains unchanged, may seem quite 8ppl 
priate, but suffers f\rom the defect that it is not a simplification 
reality-which is pe rmissible-but relates to a purely paradoxi< 
case, which in the I \ature of things never can occur. Moreo" 
it is clear that 8UC~\ an eventuality would in no way ca1l8e 
immediately to beglIl\ to offer or demand double prices for wh 
we require or can se11. Only gradually would the BUperJluity 
cash dispose U8, for exal nple, to effect a purchase earlier than oth( 
wise or to retain our ~oods longer than usual. In other wore: 
the demand for goods ~Y'ould be stimulated and the supply dimi 
ished, whilst at the sante time commodity pricea would gra,l;; .. 
rise until they reached a level corresponding to the inc:, 
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quantity. of money. But since the whole idea contaillB aD 
al!~urn{ltion contrary to reality, we. may perhaps add that the 
ri>le in prices reqllired by the Quantity Theory (rom an increased 
supply of money is in fact not reached in thi, manner. 

The matter becomes simpler it we consider the effect which 
a sudden large increase in gold output would have, and has 
in flloct 80metimes had in our own times, on world price conditions. 
Tho dilicovery of rich golJiielJa or gold mines in, say, a colony 
immediately attracts a very large part, perhaps the largt·st part, 
of an already scanty population to the goldfields and induces 
it to alJandon ita usual occupations. The first result will be not 
only 8 great superfluity of gold but aillo a scarcity of goods. 
The existing stocks will soon be in demand and exhausted, and 
t.he consequence will be a rapid rise in prices, often to fanf:JL~tio 
heights. Tooke and Newmarch in their History of Price, relate 
how in California in the glorious days of 184S-9 everybody 
wa..'1 a buyer at any price, an egg cost a dollar, a pair of boota 
100 dollars, medicine such 88 opium was retailed at &I. a drop, 
and fine iron pins which the gold diggers were accustomed to use 
to socure the strips of cloth with, which they covered the walls of 
their log cabins were, to make matters simrler, paid for by their 
weight in gold. If this were the final result it is clear that it 

. would check or even render impossible tho further production 
of gold. Indeed the inhabitants of such a country would 800n 
COlllO to look upon the lumps of gold scattered about the country 
with the 88.l'1e indifference as did the nations of America at the 
time of the first discovery of gold. This preI.im.inary otage 800n 
Dlt'rges, bowever, into another. Rumo1U'8 of the newly discovered 
wealth att.ract not only new gold diggers but also cQn.~ignments 

. 'Of good:! from all quarters in order to profit by the high prices, 
with the result that prices 800n revert to normal and at the 
first shook possibly fall below normal. As early as the year 1851, 
according tQ. the above authors, bales of valuable goods were 
Bcar~-\lly worth the cost of storage in CalifC'rWa. What happened 
and w.hat might have continued to happen for many decades 
had certain striking features, among which the most important 

• 
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characteristics were the following. Owing to the fall in pr ... 
occasioned by the heavy influx of goods, the production of /!, 
again became extremely profitable, but since mo~t of the go! 
fields had passed into private ownerghip thry no long"r attrad 
an unlimited amount of labour, but continued on I!lUff' or I. 
the ",ame Bcale year after year. The prices of most cOllllllodit. 
remamed at a level, apart from tranAport costs, SOlllt'wlll 

though not much, higher than the corrcRpouJillg I('\'el in t 

non-goldproducing countrie:l, and so they remained during t 

changes which they subsequently underwent and of which' 
shall shortly speak. The balance of trade of the country \\ 
therefore be passive or unfavourable and gold will eontinll r; 

flow out, which is quite natural and necessary since it i~ prod II', 
in much larger quantities than the turnover of the count 
requires. 

Meanwhile tbe constant flow of gold to the non-go! 
producing countries causes a progressive incr/'use in pri(,(·g th/·. 
although, owing to their vastness and populoUlmeHs, thi.'1 m 
for a long time not be noticeable or may even be couDu>rbalant 
by other causes such as a change of monetal] standa;d or 
increased demand for gold. Normally prices would rirle in t 

following manner: exporters of goods whose claims &1.ro 
had previously been met either by the sale of bills of exchan 
drawn by them on their foreign debtors; or by the re~itta[ 
from abroad of bills drawn on impoW;rs of foreign good~, ~ 
now be paid partly in gold, and this gold will collBtitute 
addition to what was already in the hands of the ptJ.lic (or Vi 

deposited in the banks) for the purchase of goods. If we no 
revert to our simple schematic example of two commowti 
butter and coffee, the imports and exports of which balan 
even among those who ultimately produce and con.sume them 
then on the assumption here made this would no longer be t 

case. At first, the increased demand for and diminished Supl 
of goods from the gold countries causes, directly or indirect 
a rise in the price both of our butter and of the coffee we impo 
but although the price of CQmmoditic8 ~8, yet inlporta a 
exports no longer balance. On the contrary, if formerly Swcd 
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imported coffee to the value of forty million crOWDS and exported 
butter to the Bame amount, our butter exports will now rise to, 
lay, forty-two million crOWDS and' our coffee imports to forty
one million croWDS, as the remaining million would enter in the 
form of bullion. In order to make the matter clearer we will 
assume that the rise in price of both butter. and coffee in the 
first year is 3f per cent, 10 that the increased export value of ex
ported butter is caused partly by an increase in the volume of 
exports (about 11 per cent). For the l8Dle reason imports of 
coffee will be less than before (also 11 per cent) in spite of the 
increased purchase prices. On the whole, this must happen, since 
a part of the coffee harvest now goes to the gold producers. Since, 
then, the Swedish population (producers of butter) does not fully 
latisfy its need for coffee, though it baa more than sufficient money 
income to do 10, its demand will immediately lead to a further 
rise in the prioe of coffee, and when this increase baa reached the 
producers of coffee through the agency of importers here and 
exporters in the producing countries it will create among them an 
increased monetary demand for imported goods (in addition to that 
which has developed lpontaneously there for the l8Dle reasons 88 

here). This will directly or indirectly stimulate a further rise in the 
price of our butter, which will again raise the price of coffee, etc .• 
until the productio~. of gold. which becomes less profitable 
with every IUch rise in prices. either oeases or is restricted until 
it is exactly lufficient for the normal demand for new gold. Again. 
so long 88 the extra demand for goods by the gold countries 
continues. the rise in prices can never cease. for the price equili
brium in our and other markets presupposes. in the main. that 
imports and exports balance. and that can never happen 10 long 
as one part of our exports is paid for in gold beyond the normal 
requirements of turnover. It is quite different it from the begin
ning we require gold. e.g. to adopt a gold standard in place of 
a silver standard. or of paper currency. We should then be 
in a position either to offer silver abroad or to take up a loan. 
or to acquire the means by additional tantion. 110 that consump
tion within the country would be correspondingly decreased.. In all 
these cases. as will easily be aeen. there could be no stimulus , 
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to higher prices from our side and gold would simply take tht 
place of silver or paper in busineSs and banking, whereas in tht 
former case it constantly increased the existing supplies of tht 
medium of exchange. 

If, on the other hand, the production of gold falls belo\'l 
the normal requirements for new gold, similar phenomena occur 
but in the opposite direction: commodity prices constantlJ 
fall until the production of gold, which thereby becomes mort 
profitable, is again sufficient for ordinary requirements, or possiblJ 
new gold mines are discovered. 

This account of ~he course of events, if correct, may possiblJ 
modify the views commonly held of the effects of an increased 01 

diminished production of gold. It is frequently supposed thai 
the newly imported gold only gradually, after arrival, cause! 
a rise in prices. In the meantime, it is supposed to lie idle iI 
safes or in the vaults of banks and the normal consequence 0: 
this should be that the sums available as loans· would increast 
beyond requirements. Since the excess of gold is alwaysmaintainee 
by continued imports, the result must be that the rising priCel 
would be caused by an unusually low rate of interest, and onlJ 
when prices had reached the maximum and the turnover absorbee 
the increased volume of money would interest rates rise agaiI 
to the normal. And vice versa in the case of a shortage of gole 
and falling prices. 

Experience shows, &wever-and the opponents of tht 
Quantity Theory have not been slow to point it out-that tht 
position is rather the reverse: periods of rising prices are usuallJ 
characterized by high interest rates, while falling prices and 10\'1 
interest rates usually coincide. In what follows, when we comt 
to speak of the influence of credit on prices, w& shall find wha1 
I believe to be a fully satisfactory explanation of thiS ~t. 11 
will be sufficient to say here that even if price 1l~ctuations WefE 

caused exclusively by changes in the production. of gold-whic1 
is certainly not the case-then the contradiction wouid perhap! 
not be as great as it appears at first sight. A rise in prices may ~ 
conceived as due to increased demand even before the cases oj 
gold have been received in payment for exported goods, perhap! 
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even long before, since even the preparations for gold mining 
require large amounts of labour aJ)d capital, i.e. of goods which 
will only be paid for in the future by the newly mined gold, .and 
the capital perhaps may only be partly created by actual eavinga 
(and thus by a diminished demand for goods) the rest being brought 
into being by claime on bank credit.' Meanwhile a rise in prices 
becomes p088ible and may perhaps be caused in the first instance 
by a freer use of credit, and interest rates will have a tendency 
to rise rather than fall. The increasing gold stocke would then 
act as a kind of buttre81 to the price movement, preventing it 
from falling back, as it would otherwise lOoner or later have to 
do in consequence of the contraction of credit,' i.e. as a prop 
introduced later for a rise in prices which has already started, 
rather than as its prime cause: 

The contrary would be true in the case of diminished gold 
production if we supposed that the diminished demand for goods 
from the goldfielda led to a fall in prices, for which the existing 
supplies of the medium of exchange would p088ibly be quite 
sufficient. We should then find the curious coincidence which 
attracted so much attention in the 'seventies and 'eighties 
and was thought to defy any explanation: diminished gold 
production and falling commodity prices, but at the same time 
an excess of loan money and falling rates of interest. 

I only mention this, in passing, as a conceivable hypothesis ; 
the phenomena in question have been studied in too little detail 
for us to be able to express any definite opinion, and in any 
case the picture is too incomplete if' we do not take into account 
any other cause of the rise in prices than the magnitude of the 
gold stocke. The very fact that a continuous large increase or 
decrease of those stocks mdt ceteN paribua have a dominating 
influence on prices must surely be obvious and will scarcely 
be disputed by any economist, to deny it would lead to absurd 
results. 

We might explain the heavy fall in the value of money 

I ID proportion .. the preparatione for mi.oiDg eonespODCl to nal _YiDg 
and dimiDiahed coDBumptiOD OD the part, for example. of thoee who nbearibe 
for Ih_ in the gold miDe, there Deed be DO rise in pricee, for the ftIII80D 

ltated. until the Dew gold itself begiDI to appear in t.he marke .. 
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which is usually the consequence of successive issues of paper 
money in very much the same way. For example, a Government 
requires the money for heavy expenditure, usually on armaments, 
and obtains them either by a loan from the Central Bank, which 
is granted the right to increase its note issue, or by putting into 
circulation paper money on its own account, which, either from 
the beginning, or later when metallic money has been withdrawn, 
is declared legal tender at a compulsory rate. The immediate 
consequence is that some labour and capital is .withdrawn from 
the production of ordinary consumption-goods for the production 
of war material, or is directly absorbed by men being conscripted. 
If, instead, the money required had been obtained by high taxeS, 
then the diminished production of those goods would have 
coincided with a diminished demand for them by the taxpayers. 
In that case no rise in prices need occur. But now there is an 
undiminished monetary purchasing power against the diminished 
supply of these goods and services, and all prices must rise. 
In consequence of the rise in prices the normal needs of the 
Government for money will increase also. If it then issuek still 
more paper we get the endless chain by which paper money 
may sometimes fall in value until it is worthless. 

The somewhat monotonous and unedifying lustory of paper 
money in various countries has recently been written by 
Subercaseaux, whose book is mentioned in the bibliography. 
It appears that the reason for the issue of paper money, both in 
earlier and later times, has nearly always been the need of Govern
ments for money in war time. Especially on the outbreak of 
civil war, when no Government has sufficient authority success
fully to levy new taxes, or enjoys sufficient credit to take up 
bona fide loans, disguised taxation in the form of inconvertible 
gradually depreciated paper money is the only escape. even 
though it is an extremely dangerous one. What interests U8 most 
is the question to what extent experience of paper money 
tends to confirm the theory of the value of money which seems 
a priori most tenable, i.e. a more or less modified version of the 
Quantity Theory. Supported by the statistics prepared by 
Subercaseaux (El papel moneda, p. 126 et lleq.) we may assume 
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that, in 10 far al the i88uel of paper money are kept within reason
able bounds, the economio forcel ,vhich resist too violent a decline 
in ita value and which are partly invoked by this very decline 
operate 10 strongly that only a alight tendency to depreciation of 
the paper money is disoernible, a tendency which neverthele88 
appears more marked the more the effort is made to use paper 
money for foreign payments or to acquire the precious metals. 
The need for a medium of exchange which groWl with the 
increase in population and volume of tral1l&ctious, the driving 
of hard money out of the country and its replacement by paper 
money, and finally the hoarding of paper money itself in the 
speculative hope that it will at lOme future time become con
vertible at its face value-all these are forcel tending to resist 
the depreciation of the currency. 
~ the other hand there is no doubt that large and continuous 

issuel of paper money lead to a corresponding fall in the value 
of .the paper money, which, al might be expected, is in exact 
accordance with the principlel of the Quantity Theory. A recent 
and very striking example is afforded by the Republio of Colombia 
in South America, whose Government in 1855-1905, and especially 
during the Civil War in 1899-1902, iBBued constantly increasing 
quantitiel of inconvertible paper money. which fell pro
progressively in vaIui) The first iBBue. in 1886, amounted to 
something over three million pesos (== dollars) only, and the gold 
premium, i.e. the additionaI vaIue of gold over paper money of 
the same denomination, amounted to only 35-40 per cent. During 
the following years the quantity of paper money was increased, 
and the gold premium rose without interruption-with the 
single exception of the year 1896-110 that when the Civil 
War broke out in'1899 the totiU of paper money in circulation 
amounted to about 50 million pesos and the gold premium to 
218-320 per cent. During the war the amount of paper money 
was multiplied tenfold to 638·6 million pesos in 1903, and the 
gold premium rose during the war to 2O,<X»-25,OOO per cent, 
i.e. the paper peso had only 1/200th to 1/250th of its gold vaIu&. 
After the war this iBBue continued, but on a moderate scale, 10 that 
in 1905 the amount was 847·2 million pe8Ol. With the return of 
peace to the country the gold premium sank. it is true, a little. 80 

that during those three years the quotation was 10,000 per cent. 
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i.e. the paper peso stood in relation to the gold peso all 1 : 100. 
Unless we demand a pedantically complete agreement, these 
developments in every respect confirm the expectations of the 
Quantity Theory. 

Thus here also the rise in prices is, strictly speaking, primary 
and the increase of credit media secondary, and it is at 
least conceivable that under such circUmstanCes any real super
fluity of paper money, with a resulting fall in interest rates, 
will never occur. It actually happens, as SubercaseauX observes, 
that an inconvenient shortage of money often -arises in countries 
with depreciated paper money, and business men besiege the 
Government with demands for increased note issues. W e ~lUst, 
however, bear in mind that business men and manufacturers 
as a rule profit, or believe they profit, -by a falling value of 
money, since during the period of a fall they can buy in a cheaper 
and sell in a dearer market. ~ fact which complicates this problem 
still further, and which in connection with a depreciated 
currency may be of practical importance, is that a riSe in prices, 
when it begins to be regarded by the public as an habitual 
phenomenon, becomes itself the cause of a rise in interest rates) 
though at bottoin only an apparent one, for 5 per cent interest 
on money which falls in value or purchasing power by 1 per 
cent per annum is quite the -same as 4: per cent on a currency 
with a constant value both to the lender and to the borrower. 
In the sam:e wayan eipected fall in commodity prices on the 
occasion of a withdrawal or rehabilitation of paper money will 
cause an (apparent) fall in interest rates. 

7. The influence of O,ediJ on OO'T1/lmodiJy PrUes. The Dispute 
between the Ourrerwg aM the Banlcing Sc1wo18 

l We have hitherto only concerned ourselves with the 
influence exercised by a change in the actual amount of money
principally, but not exclusively, metaJlic money-on the value 
of money or commodity prices. Every change in the normal 
velooity of circulation of money must, however, be regarded as 
acting in essentially the same way. The best proof of this is 
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the fact that the different kinds of credit used in the course of 
business, bills of exchange, cheques, banknotes, may be regarded 
either as real money, competing with or replacing hard cash, 
or as merely a means of increasing the velocity of circulation 
of money in the real sense, in so far as we extend the term to 
include what we have called the .,i,tual velocity of circulatioD.' 
Inconvertible paper money also is sometimes regarded a8iiii' 
instrument of credit (one speaks of the paper currency debts of a 
Goyernment), though mcorrectly, since its conversion belongs to 
an uncertain future or often never occurs at all and therefore 
does not as a rule in1luence its exchange value. It would be more 
correct to regard it as purely artificial money like token money, or 
still better like debased silver currency without free minting
what G. F. Knapp calls the .. epicentrio" medium of payment. 
On the other hand, paper currency and banknotes are very closely 
related and may sometimes imperceptibly merge into each other 
when the convertibility of notes is interrupted or resumed. 

Qt is now our task to examine more closely the effects of 
credit, the great and principal agent in accelerating or retarding 
the velocity of circulation, and especially to ascertain to what 
extent the banks or the Government of a country are in a position 
to regulate the value of money by it, or by similar means) 
ie. materially to modify the fluctuations in value which are the 
consequence of changes in the output of the precious metals. 
This is admittedly one of the most important questions in the 
whole of monetary theory, and at the same time the most difficult. 
It may be said that this question more or less consciously underlies 
all the controversies in monetary theory which have divided 
even competent economists, and particularly those of the last 
century, into radically different camps. 

an one respect, however, it may be said that no serious 
difference of opinion exists, at least among the leading economists, 
concerning such paper money as is issued by Governments them
selves or is placed at their disposal by the banks and which is legal 
tender side by side either with metallio money, or with any sub
stitutes which may have driven the latter out of circulation or out 
of the country. It is true that with regard to the functions of paper 
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money and the factors which influence its value in relation to 
the precious metals and to the currency of other countries, there 
are certain obscure and disputed points; but that a large issue 
of paper currency progressively depreciates in value and thereby 
raises the prices of all other commodities, calculated in paper 
money, has been proved too often in history to be open to 
doubt) Similarly there are some, though by no means many, 
examples of a successive withdrawal of paper money rehabilitating 
its value and causing a fall in commodity prices, in terms or 
paper money. The rise in price in the former case and the ·fall 
in the latter is also easily explained and has already been discU8Bed 
above. AB regards the calling in of paper money, we need only 
add that it can be effected in the main in two ways, either 
directly by an increase of taxation, by which the revenue or the 
State is raised above its expenditure, in which case the notes 
can be partly withdrawn as they flow into the State treasury 
in payment of taxes, or the State may issue a loan, by means of 
interest-bearing bonds, and commit to the flames the notes 
received from subscribers. In the former case the taxpayers, 
in the latter the subscribers to the loan, will have less purchasing 
power and consequently there will be a reduced monetary 
demand for goods, so that commodity prices will directly begin 
to fall pari passu with the decreased supply of money. 
In any case, however, the diminished amount of money will 
ultimately produce a fall in the prices of all goods, though this 
may be counteracted, and indeed in many cases is counteracted, 
by the increased use of bank: and other credit, i.e. in effect by 
an increased velocity of circulation, physical and virtual, of 
the smaller amount of paper money. 

An interesting recent example is afforded by Austria, whose 
Government paper currency has for decades been regulated 
at a more or less fixed rate on gold by a periodical issue of interest
bearing State bonds, so-called .. Salinenscheine" (because the 
State salt mines were the original security) and a corresponding 
withdrawal of paper currency, alternating with the repurchase 
of " Salinenscheine" in the market, i.e. a re-issue of the paper 
currency withdrawn. 
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As regarda instruments of credit proper, and especially 
the i88uing 0/ bank credit to the public, either in the form of notes 
or fictitious deposits, their influence on price formation has been 
much more in dispute. This dispute constitutes the real essence 
of the discUB8ion concerning the most suitable form of banking 
organization, which occupied a large part of the nineteenth 
century and which can still not be said to have terminated. 
According to one theory, the so-called Cummc!I Theory, which had 
in Ricardo its most distinguished protagonist -in the beginning 
of the nineteenth century and which subsequently found practical 
expreBBion in Peel's Bank Act of 1844, the banks P08Be88, by 
the granting of credit, and especially by the iBBue of notes, an 
unlimited power to increase the circulating medium and therefore 
to raise commodity prices. This mnst especially be the case 
if the banks, as was the case with the Bank of England in 
Ricardo's time, are not required to redeem their notes in 
metal. If, on the other hand, this obligation exists-the only 
demand Ricardo himself not quite consistently put forward as 
a condition of a good banking system, and which was established in 
England by the first Bank Act of Peel in 18I9-then naturally a 
powerful brake is applied to the banks, simply because commodity 
prices in such a country can no longer rise materially above the 
price-level in all other countries having the same metal as a 
measure of value, for this would involve the loss of metal 
to the country, thus compelling the banks to restrict credit 
facilities. But, on the other hand, as Ricardo also pointed out, 
it does not prevent the banks in i. number of countries from 
following the same policy and from iBBning .. number of notes 
side by side with the metallio money. The general price level 
might then rise to any height, and since there would then be no 
reason why metallio money should flow in any particular direction, 
the convertibility of the notes would no longer constitute a check 
on the rise of prices, unless it had proceeded 80 far that the 
industrial demand for gold began appreciably to diminjsh the 
banks' reserves. To this extent Peel's Bank Act, which, as is 
well known, requires full metallio cover for all notes over a 
certain fixed amount, and which has been more or less faithfully 
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copied in the banking laws of other countries, represen~ a 
consistent adoption of Ricardo's principles. 

This measure, however, is of course very imperfect in its 
social aspects as a means of stabilizing commodity prices, even 
from the point of view now under discussion. ~ote issues are 
only one of the means which the banks have at their disposal 
for increasing the total amount of exchange media or the 
velocity of circulation of money and of thereby raising prices) 
and the example of England shows best to what extent other 
means may be increasingly employed when the issue of notes is 
too severely restricted. Of the business transacted through the 
English banks only a small portion is discharged by notes or 
cash, by far the greater part consists of payment by cheques on 

'current account. The same developments are to be observed, 
though to a less extent, in other countri~, such as Germany and 
the U.S.A. But if, on the one hand, current banking law is for 
this reason unable to prevent an incipient rise in prices &8 

a result of inflationary credit policy-to say nothing of the rise 
which would be produced by an increase in the supplies of coin 
itself-on the other hand it imposes unnecessarily severe 
restrictions on an increase of the note issue at times when such 
an increase is desirable in order to avoid a heavy fall in the prices 
of goods and commodities, as, for example, in crises when other 
credit instruments refuse to function in consequence of a general 
lack of confidence between individuals. That Peel's Bank Act 
has not for this reason given rise to greater commercial misfortunes 
is entirely due to the fact that the banks, and especially the 
Central Banks, have more and more adopted the practice of 
keeping in reserve large amounts of unused loan money, a practice 
which was not contemplated in the original plan of Peel's Bank 
Act, for which reason it had to be suspended several times during 
the first period of its operation. 

The other view, which usually goes under the name of the 
Banking principle-a vague name for an essentially vague thing
originated among the opponents of Peel's Bank Act, among whom 
the most prominent was Thomas Tooke, famous for his great 
work The History oj Prices. We cannot here discuss much of the 
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excellent criticism directed by Tooke and Fullarton against the 
biaa of Peel' I Bank Act as a practical control of the banking system 
and especially their emphasis upon the supreme importance of . 
bank reserves. which had been too much neglected by Ricardo 
and his disciples. We can only consider their view of the influence 
of bank credit. and more especially of note issues. on prices. 
This school. or at least its most consistent representatives. denies 
any such influence so long as the banks only grant credit to the 
publio in the form of loan, on absolutely sound security. Even if 
the banks are not compelled to redeem their notes in gold they 
cannot. says Tooke. under lUCIa cornlitUJ1'111 either increase or 
diminish the total amount of credit instruments in circulation. 
Whatever the transaction of businesa requires in this respect 
is drawn from the banks in the form. for example. of loans. 
and whatever is not required is returned to the banks in the 
form of deposits or repayment of loans. This assertion may 
appear paradoxical. for the banks are theoretically free to call 
in all their notes and all their loans; but if they did so they 
would also refuse to satisfy the legitimate demand for loans
which is contrary to the initial assumption. 

Tooke based his views on comprehensive statistics, which 
appeared to show that a large note issue had practically 
never preceded, but always followed, rising prices. This 
fact would then prove. in Tooke's opinion. that the volume of 
exchange media is never the cause. but on the contrary always 
the effect, of fluctuations in prices and of the requirements of 
turnover for the medium of exchange. Both Tooke and Fullarton 
emphatically assert the essential difference, in their opinion. 
between State paper money, including advances by the banks 
to the Government in the form of notes, and banknotes proper 
regularly issued in the form of loans. In the one case, they say. 
the notes are issued in direct payment for goods and services 
and do not return to the bank of issue but remain in the hands 
of the publio; in the other they only come into circulation as 
loans with strict reservations as to repayment and therefore 
always return to the banks of issue after the lapse of some months. 
In this respect. however. it may be observed that the return 
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of the banknotes, upon which Fullarton, and many other econo
mists with him, laid such great stress, cannot be of predominant 
importance if the banks continuously reissue the notes as they 
are paid in; Government paper money also frequently returns 
to the issuer in the form of tax payments, and if it remains 
in the hands of the public, it is because the Government con
tinues to reissue its notes in order to meet its current expenditure. 
Again, as regards the return of banknotes to the banks in 
the form of deposits, this can, and often does, occur in the case 
of paper currency also. In both cases the deposits are made 
because the public obtains interest (or corresponding advantages) 
on the money deposited. That the banks give such interest is 
in turn due to the fact that they intend to release the notes as 
soon as possible, or as large a part of .them as possible, at a 
higher rate of interest. 

Tooke's arguments were developed in a modified form by 
John Stuart Mill, of whom Marx says, somewhat maliciously, 
that in his monetary theory he succeeded in simultaneously 
holding the opinion of his father, James Mill, Ricardo's friend, 
and the contrary opinion of Tooke. Mill considered that Tooke'. 
view of the innocuousness of the banks as regards price move
ments was quite correct in normal, tranquil times, when every
body only borrows for his business requirements and only 
expands his business in proportion as the growth of his own 
capital or that of the persons associated with him permits it. 
Under such conditions an increased supply of loan money by 
the banks would be useless, and even if, by offering a lower 
rate of interest, they were able to induce borrowers to borrow 
more than usual the borrowed money would sooner or later 
come into the hands of somebody who did not require it and would 
then How back to the banks as a deposit. On the other hand, in 
troubled times, when a crisis is approaching, and business men, 
who have hitherto, by mutual credit, bills of exchange or ordinary 
credit for goods, succeeded in artificially keeping up prices, 
must by reason of the loss of confidence, begin to seek other and 
safer instruments of credit and turn to the banks for loans, the 
banks, according to Mill, would undoubtedly be in a position 
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by too generous an issue of banknotes or granting of credit, 
to maintain for a time, and even ~ add to the artificial rise in 
prices and thus retard a crisis which is nevertheless inevitable 
and also necessary it sound business conditions are to be restored. 
This view held by Mill was accepted by the Germans Nasse and 
Adolf Wagner and may be said to prevail at the present day 
among German economists. The practical conclusion from 
these teachings would be that all restrictions upon banking 
activity are really an evil, or at any rate can only have reference 
to banking activity during such times of crisis as are referred 
to above. The convertibility of banknotes into cash must 
of course be insisted upon in the interests of the inter
national foreign exchange and for this reason the banks must 
always be provided with sufficient reserves. As regards note 
cover proper, ordbary bank commercial billa or other easily 
realizable securities, should be fully adequate and are most 
desirable because they combine security and elasticity. In 
tranquil times the banks must also hold a considerable reserve 
in gold or notes in ord.er to meet the increased demand for 
loans when a crisis sets in. 

So far as the practical organization of the banking system 
is concerned the difference between these two schools is not 
of special importance, and existing banking systems may be 
said to be the result of a compromise between them, especially 
it we remember that the right to issue notes, under severe restric
tions and regulations, is only a part, and in many countries 
a very small part, of modem banking activity, which otherwise 
enjoys almost complete freedom. But as regards the problem 
which immediately concerns us here-the influence of money 
and credit on prices under normal condition&-the contrast 
between the two views is as complete as poss1ole, and this 
divergence of opinion persists even to-day. despite discu&non 
which has lasted for almost a century. 

8. ..4. Criticism oJ 1M TAeoriu oJ Ricardo and Tooke 

This depressing result is of course due to the fact that 
neither of the parties has bee~}!.~~~~~ the bottmn 
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of the guestioJllU!.~ or to present its views in a manner 
at once so comprehensible and free from contradiction as com
pletely to. silence its opponents by sheer force of logic. That 
neither of them did so is due to a number of external circumstances. 
Ricardo, from whose incomparable acumen we should certainly 
have expected an exhaustive treatment of this subject, only 
mentions it in passing. He was primarily concerned with showing 
that the difference between the value of unminted gold and 
inconvertible notes-in fact, The high price of bullion, as 
his famous £rat treatise is called-which appeared in the 
latter part of the period. of bank restriction in England, proved 
beyond a doubt that notes had fallen in value, and that this 
in turn was caused by too liberal an issue of notes and too generous 
granting of credit by the note-issuing banks, especially the 
Bank of England. At a time when evim leaders ot commerce 
and statesmen were advancing the vaguest conceptions of units 
of money, measures of value, exchange rates, etc., the first part 
of this statement was by no means so axiomatic as it is now. 
The argument of his opponents was that, on the contrary, gold 
had risen in value, which of course fundamentally amounted to 
the same thing. Ricardo's clear and definite examination ot 
this conflict of views, conducted in a language which contrasts 
favourably by its freshness and directness with his later and much 
heavier style, is for all time a precious pearl in the literature of 
political economy. Even the latter part of his .Jl!.esis could 
scarcely be disputed, and was ~ di8pu~, by TooJ.:e and his 
school, who emphasized, with Ricardo, the no"!-gen~ralll accept&d 
view that the banks, ~hen confronted with a falling rate of 
exchange and a threatened outflow of gold, and theretore still 
more with a depreciated paper currency, must as a remedy 
~~ct credit.) 

Ricardo's exposition was, however, only completely 
convincing on the question of the relation of notes to gold, i.e. 
with the possibility of their being at a discount. Their relation 
to goods, 'or the changes in the commodity price level, is not 
necessarily the same thing. Too h"beral credit on the part of the 
banks by means of lower discount rates may cause a flight of 
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domestic capital and consequently, as we may well aasume, 
an outflow of gold, even if, meanwhile, the domestic price level 
does 'lot simultaneously undergo any fluctuations. It has indeed 
been fully proved, among other things by Tooke's inquiry 
into prices, that during that period there really occurred a great 
rise in commodity prices in England, both in terms of gold 
and, naturally, also in terms of notes. But this rise in prices had 
begun before any premium on gold had appeared and in those 
days of permanent war it may very well have had many 
other causes, such as high freights, which constituted, in con
sequence of the composition of England's imports and exports 
at that time, a very important factor in the balance of 
payments. Ricardo's proof on this point is all too slender, 
and even superficial. He wishes to show that an excessive ~f~!l.!' 
of noteLand a r~!!ol.!~!....&old have the ~me effect_on 
cOIJl!!l~.-p.t:icesl and for this purpose he has recourse~_!!!e 
picture of an ima~~..A0ldfield discovered in the vaults 
of the Bank of Engfand (in the .. Reply to Mr. Bosanquet If). 
Just as this hoard of gold, either minted, or in the form of 
notes based upon it, would within a short time circulate in the 
hands of the publio and there produce a rise in commodity 
prices, so also, he thinks, it must be possible for the banks 
to circulate these inconvertible notes or unbacked notes to an 
unlimited amount,' if only they are willing to issue them. 
To the objection of his opponents that there must be an essential 
difference between notes-and, they might have added, the gold 
coinage originating from the Bank's imaginary goldmine-which 
were only loaned and must be repaid, and the actually freshly 
produced gold which belongs ab initio to the holders and is 
mainly used for the purchase of goods, Ricardo answers that 
there is no difference, since it is the function of even the freshly 
produced gold to be loaned out. If this is not done immediately 
by the owner of the gold, the gold willsoon~r.or~ later com~ into 
the P.Q~~SI!jml-O!-peraona....who. wililend it.. This answer is not 
satisfactory. The gold which reaches Europe from the countries 
of production does not as a rule arrive in the form of capital 
to be loaned, but in payment for goods, and it therefore continues 

• 
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to function directly for the exchange of goods just as other remit. 
tances do. Even if the pieces of gold were lodged in a bank 
in OO'1'pore, they would immediately release for circulation 
a corresponding amount of notes or cheques, the former exchanged 
for gold and the latter drawn on these gold deposits. Here there
fore we find the obvious and indisputable tendency to higher 
prices, though not in the case of money which primarily leaves 
the banks in the form of loans. 

Ricardo assumes, as we have just done, the case of a 
number of countries which have previously only had metallio 
currency, instituting baw with the right to issue notes" on the 
same principles as the Bank of England". i.e. with the right to 
issue unbacked notes (but payable on demand). If this occurred 
at the same time, he says. the metallic money could not be 
driven out, since it would have nowhere to go, and the baw 
would accordingly be able to add to an already adequate circula
tion a further amount of credit instruments. If this is admitted. 
he continues, the problem is solved j if it is denied he asb how 
unbacked banknotes could ever originate and come into circula
tion. But this argument is not quite conclusive either. Bank
notes might, after all, have been issued at times when the 
supply of currency was not adequate for business. because an 
increase of population or a growth of turnover required 
more unless prices fell. Or they might have been issued to 
Governments, without any liability to redeem them, and their 
influence on rising prices in that case is not disputed by anybody. 
It is remarkable that Ricardo never examined in detail by what 
means the banks could succeed in putting a larger amount of 
their stocb of money or notes into circulation and especially 
what effects the lowering of the loan rate would hAve on the 
demand for credit instruments and on the level of prices. This is 
probably due to the fact that in his day interest rates were legally 
nep-at I) maxjmnm of 5 per cent. As soon as the banks reached 
this maximum they could not restrict their credit facilities by 
raising the rate of interest but had to do so directly by refusing 
facilities to certain customers, even though they offered 
first-class security. During the eighteenth century, when the 
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Bank of England was obliged to redeem its notes in gold, 
this measure was often re80rted t() it for one reason or another 
the bank'. gold reserves were threatened with exhaustion. 
Once freed from the obligation of note redemption, however, 
the baw no longer needed to refuse facilities to their customers 
and on principle did not do so it sufficient security was offered. 
It was precisely in this circumstance that Ricardo found the 
principal cause of the depreciation of the banknotes. 

C!t appears, however, from one passage in his work that' 
he wa. himself not entirely clear as to the effect of changes 
in the rate of interest on prices., Those who denied that a surfeit 
of paper money was the cause of the depreciation of banknotes 
insisted, among other things, that it such a surfeit existed it 
would show itself in an abnormally low rate of interest. Against 
this Ricardo rightly insists that a fall in money interest can only 
take place so long as the surfeit of money has not led to a 
corresponding increase in prices. As 800n as this occurs there no 
longer exists any surfeit of money, relatively to the require
ments of turnover, and consequently there is no reason to keep 
interest rates below the nom.tal J~yel, which, he remarks, is 
regillatedb"i~!:~.~~ply of a~~ def!l~.!l~.ror~l capi~. -

So far so good. But in order further to emphasize the 
impossibility of a permanent lowering of interest rates he 
attempts a further proof by a ,edudio ad absurdum which 
is much less convincing. U such a permanent lowering 
were possible, he says, .. then the banks would be powerful 
engines indeed. By printing paper money and lending it at 
2 or 3 per cent below the open market rate the banks would 
reduce business profits in the same proportion and it they were 
patriotio enough to lend their money at 80 Iowa rate of interest 
that it only sufficed to cover the costa of printing, profits would 
be still further reduced. No nation could then compete with DB, 

except by adopting similar measures; we should absorb the 
whole trade of the world. To what absurdities," he continues, 
.. would not such a theory lead DB; the profits of capital can 
onlI be ~uced by co~~t.i.?on with the cllllital which does 
not consist of media of exchange (real capital), but as the increase 
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of !~nknotes d~~snotinctease tJwLkiD!L>Lcapital, since it adds 
neither to the volume of our exports, machinery, or raw materials, 
it cannot add to our profits or lower the rate of interest." 

Even the form of this argument is peculiar, for at the 
beginning, and subsequently, he refers to a lowering of busine88 
profits, but at the end he seems to be referring to the p088ibility 
of raising them. This may, however, be due to inaccurate 
expression, though the whole argument that the forcing down of 
business profits would improve the competitive powers of a 
country in general is superficial and is in complete .cQ.I!fiii!t 
with the well-known theory of international trade which Ricardo 
himself later adopted and whi~h'b~~ his Iia~e-:-Nobody haa 
shown more clearly than Ricardo that the exchange of commodities 
between nations is regulated not by the absolute but by the 
relative costs of production. A country which by reason ot 
its technical or natural resources can produce all commodities 
with less labour than other countries and is therefore technically 
superior at every point will neverthele88 be commercially 
inferior in the fields in which its technical superiority is relatively 
least. And especially as far as the effect of increased accumulation 
of capital and the resulting reduction in rates of interest and 
profits on capital are concerned, this certainly produces a cheapen
ing of those articles for the production of which an especially 
large amount of capital is required, but also eo ipso an increase 
in the cost of articles which require comparatively little capital. 
Excluding the rent of land, a fall in the profits of capital is, aa 
Ricardo so clearly shows elsewhere, the same as an increased 
share of labour in the product, i.e. an increase ot wages; but 
higher wages make all those goods dearer which are mainIy 
the product of manual labour and do not require the employment 
of much capital. A fall in the rate of interest caused by increased 
capital wealth thus causes fluctuations in the relative prices of 
both these groups of commodities, but cannot exercise a deple88-
ing influence on the geLera! price-level except in 80 far as it 
increases the actual volume of goods, the value ot money re
maining stable, and possibly gives rise to a slower circulation of 
money. From the point of view of the comparative cost theory 
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of the valuo of money, a fall in the rate of interest would only 
tend to lower prices if the production of gold required lese capital 
proportionately to labour in other branches of production, but 
it would tend to raise prices in the opposite case. We need not 
for the moment consider which of these assumptions accords 
best with the facts. 

CMuch less can a fall in the loan rate which had its sole origin 
in increased credit facilities on the part of the monetary institutions 
have luch an effect. This would conflict with the whole conception 
of currency and of price formation which Ricardo defends 
elsewhere, and not least in these works. Let us take the extrem~ 
and drastio example of the discovery of a gold mine within the 
Bank of England. In order to bring into circulation the increased 
volume of money, which, be it noted, would still be done by 
means of loans, the Bank must, temporarily at least, lower 
its loan rate or its discount rate on bills below the previous level. 
This is admitted by Ricardo. If, now, this reduction in the rate 
of interest should result in lower costs of production and conse
quently lower prices, then the need for credit instruments would 
be diminished and not increased, a part of the money already 
in circulation would 1l0w back to the banks, and from them to 
the Bank of England, and G furtum it would be impossible for 
the banks to bring even the smallest part of their excessive gold 
stocks into .circulation among the public. If this point of view 
is not to be self-contradictory we must assume that a spontaneous 
lowering of the loan rate by the banks-i.e. a lowering not caused 
by a fall in the real rate of interest-will produce Ai1JMr costs 
of production and higher prices, so that the ability of the country 
to export abroad will be diminished and not increased. And this 
is in full accord with Ricardo's general view, which can scarcely 
be disputed, that an increased issue of notes, whether by the 
Government or through a lowering of the discount and other loan 
rates by the banks, leads to an out1low of metal and an in1low 
of foreign goods in payment for it. But Ricardo's argument by I 
no ~~D:S~~l~ins .why. how. and to what extent a lower Taw of 
I interest has this effect, which is the essence of the whole problem. 

In his --i;;" to provide a striking proof of a fundamentally 
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self-evident thesis Ricardo advanced a vague and partially 
erroneous argument, which could not fail to exercise an unf~our
able influence on the subsequent discU88ion of the subjecy 

When restrictions on the rate of interest were removed, 
as happened in England in 1833, and the banks acquired a big 
instrument for increasing or decreasing their loans at will by 
being able to raise or lower their rate of interest( the question 
of the influence of interest rates on commodity prices came more 
into the foreground, and one of the chief arguments in favour 
of Peel's Bank Act was precisely that it would compel the banks 
to raise their rates in good time when commodity prices became 
too high and a resultant adverse trade balance was threaten~ 
Tooke had, indeed, shown by what were regarded as irre
futable statistics that high commodity prices were scarcely 
ever a consequence of inflated note issues, but as a rule pre
ceded them. This, however, did not really prove much, since, 
as Tooke himself explains, big business at that time mainly 
made use of other media than coin or notes. If, therefore, the 
banks contributed by too low a loan rate to a rise in prices they 
themselves thus created the increased demand for the medium 
of turnover which might eventually lead to an increased demand 
for notes also, especially when the rise in prices became general 
and penetrated into those branches of business (in England, 
the live-stock business among others) which prefer to use notes. 

(:rooke, however, absolutely denies that a lowering of interest 
rates tends to raise prices-;> As usual, he ~tarts in the first place 
from empirical reality and points outUhat rising commodity 
\prices usually coincide with high and rising interest rates, and not 
lvice versi) The correctness of this observation is beyond dispute ; 
later stai'18tics have frequently fully confirmed this fact, though 
how it is to be correctly interpreted we shall see later. But Tooke 
goes still further and maintains that the effect of a lowering 
of interest rates would be the exact contrary to what the 
original defenders of Peel's Bank Act supposed. .. A general 
reduction of the rate of interest," he says,1 is equivalent to, 
or rather constitutes, a reduction in the costa of production; 

l Inquiry into 1M Cufftfll:1l PriMiple, 3rd ed., P. 81. 
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this is in particular, and quite evidently, a necessary effect where 
much fixed capital is employed, as in the case of manufactures. 
But it is also true in all cases where capital expenditure is required 
owing to the time which usually elapses before the commodities, 
whether raw materials or finished articles, are brought to market. 
The resulting lower costa of production should by the competition 
of producers inevitably cause a fall in the price of all those articles 
into the cost of which interest on money entered as a factor. We 
must therefore 888ume," he adds, .. that the considerably lower 
rate of interest which haa prevailed during the last two years 
haa been a contributory cause of the great reduction in price of 
some of our most important factory goods which has OCCUlTed 
simultaneously with the reduction of interest." 

(The finaI conclusion may be quite correct if we emphasize 
the ~ords .. factory goods ". i.e. if the goods in question are such as 
required an especially large amount of (in this case fixed) capi~ 
In general. however, Tooke's thesis is certainly wrong; it is of 
exactly the same kind as the view put forward by Ricardo. 
which we have just criticized. with the difference, however, that 
whereas in Ricardo it appears as a hasty interpolation and has 
no connection with his general point of view, in Tooke it is 
the foundation and forefront of his theory. The argument is 
based on the inadmissible, not to say impossible, 888umption 
that wages and rent would at the same time remain constant, 
whereas em reality a lowering of the rate of interest is~ 
equivalent to a raising of the shares of the other factors 0 

production in the product')ndeed, aa Ricardo (and more recently 
BOhm-Bawerk) proved, and as experience has often shown. 
a rise in wages or rent constitutes ceteN paribw just the nec~ 
condition for the rofitable em l~..!tI!~.!>tmore capital in the 
sernce of production.) A fall in loan rates caused by increased 
supplies of real capital . creased savings) should thus in itself 
cause neither a rise nor a fall in the average price level) 

In the present case, however, there is no question of an increase 
of real capital, at any rate not at the outset-but of artificial 
capital created by bank credit, an increased purchasing power 
against which there exists for the moment an unchanged quantity 
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of goods and labour: a combination which can scarcely fail to 
produce a general rise in prices. All this will, I hope, become 
clearer in what follows. 

In certain situations, however, it is not impossible for a 
lower loan rate, due to whatever cause, to be the occasion of a 
fall in prices-not indeed of present prices, but of future pricel 
calculated at present; Buch would be the case where an entre
preneur has undertaken to execute certain work, such as a building, 
to be finished within a year or two at an agreed price. IT he 
calculates his own costs.on the a88umption that wages and the price 
of materials will remain unchanged, then a lower rate of intere8t 
will more easily induce him to undertake the work at a lower 
~rice than he would otherwise have done. But frequently he 
will discover to his sorrow·that he has calculated wrongly if at 
~he same time an increased demand from other entrepreneurs 
h.as caused a rise in the price of labour and materials, a8 will 
presumably happen. 

Tooke was of course not unfamiliar with the common 
argument that a low bank rate is an " inducement to speculation" 
and consequently to higher prices, but he attempts to blunt 
its point by the objection that speculation in goods is scarcely 
ever effected on the basis of borrowed capital save when the 
expected rise in prices is so great, and the profit can be realized 
in so short a time, that a higher or lower interest rate or discount 
rate is a matter of quite secondary importance. In another 
connection he argues that the increased purchasing power which 
under such circumstances merchants must employ need not 
be provided by the banks at all. Ordinary commercial credit 
may under such conditions afford speculators the opportunity 
of providing themselves with quantities of goods in glaring 
disproportion to the amount of their own capital. He advances 
some very striking and often quoted examples from England's 
tea and grain trade at the end of the 'thirties and beginning of 
the 'forties. 

Too~e has, however, confused two essentially different 
phwomen~. The examples which he gives of speculation in goods 
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are those in which, owing to political events, failure of harvests 
etc., a future rise in price can' be foreseen with more or less 
certainty. That in such cases a rise in present prices through the 
competition of speculators should occur is not surprising, and 
for such speculation the inducement of low interest rates is 
certainly quite unnecessary. On the contrary, speculators of this 
kind, if they are not afraid of the risk of miscalculation, are 
usually in a position to offer a rate of interest mu~ higher than 
the normal in order to procure a short term credit(, The ~ 
of in.,!erest rates on prices is quite 8. different ma.tter, however, 
as regards the element of speculation which necessarily enters 
into all business transactions and into all capita1istic production. 
Businesll men as 8. rule do not count on rising prices in the future, 
but, on the contrary, normally proceed on the assumption that 
present prices of commodities will remain constant. If, never
theless, present goods and services, fM which payment need only 
be made in the future, fetch on the average 8. higher price correspond
ing to the level of loan interest-&nd this is the essence of every 
loan transaction and every advance of money-this is due simply 
to the ordinary laws of interest or to the fact that labour and land, 
if their fruits are not to be consumed immediately, may assume 
such forms as give to them a greater (marginal) productivity, 
8. greater yield in consumable commodities, than in their present 
form. If banks or lenders generally demand exactly the higher 
price corresponding to this difference in value (= the marginal 
productivity of waiting) then equilibrium will be attained 
and the cash price of goods and services will remain, at any 
ra.te under otherwise stationary conditions, unchanged year 
after year. If, again, they offer cheaper loans, then evidently 
the entrepreneurs, even with current prices as the foundation of 
their calculation of future prices, will be able, without encroaching 
on the usual profits of enterprise, to pay a somewhat higher 
price for raw materials, labour, and land, and by competition 
among themselves they will be more or less compelled to do 80 : 

in this way the present price level will be raised indirectly and 
therefore the future price level also. Thus there is no question 
of rousing such more or less speculative enterprise as is occasioned 
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by the blasts of the trade cycle, but of a slow and continuoU8 
pressure on normal economid developments in a certain direction. 
One business is, let U8 say, on the point of expanding its activities 
and is stimulated to do so by the availability of capital at 
cheaper rates than usual; another is perhaps about to restrict 
its activities or to close down altogether, but is kept going by 
the low loan rate of interest. A tendency to increased enterprise, 
to an increased demand for goOdS" aiialiernces,-anTtnereTore 
directl;a:l!dj!l~~~tly_to-.r~i,ngRri~, thU8 undoubtedly underlies 
every sl.ontaneous lowering of the loan rate. whether caused by 
increased supplies of money or merely by the increased employ
ment of bank credit:) 

But, of course, dis is not the only factor. Exactly the same 
effects would be visible with an unchanged, or even a higher, 
rate of interest, if meanwhile the expected profit on capital had 
considerably increased, owing, for example, to technicaliI!tprove
ments in production or increased demand for capital (Le. a general 
mcrease in the marginal producil~ty of w~iting):It is by.neglect 
of the complex nature of this phenomenon that what are 
essentially different phases of the same thing have been 
represented as irreconcilable opposites. It is clearly a support 
for Ricardo's theory, and a stumbling block for Tooke's, 
that the banks always lower their loan rates when money is 
abundant and raise them when it is scarce, and especially that a 
flow of the precious metals abroad regularly leads to a 
raising of the discount rate. If Tooke's view were correct 
we should be confronted by the curious situation, used as an 
argument against him even in his own day, that in order to 
improve the discount rate and the balance of trade, the banks 
would take steps which, on his theory, would lead to higher 
costs of production and higher prices and to a further restriction 
ofthe already too limited export of goods. Tooke's reply to this is 
that the raising of the discount rates in such cases is usually of too 
short a duration to influence the cost of production of goods j 
and that, on the other hand, it creates an immediate credit 
stringency, with the usual consequence of failures and forced 
eales, as well as falling prices, 80 that exports are encouraged, 
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the demand for credit instruments is decreased, and gold flows 
back to the banks. . 

This reasoning is certainly somewhat distorted-forced 
sales and failures are at best only one element in the forced 
offers of present goods caused by a high loan rate. It would 
surely have been better to argue that a high discount rate leads 
to the influx of foreign capital and a prolongation of commercial 
debts outstanding as well as an improvement, even it only 
fortuitous, of the balance of trade, even with no change in the 
price level. But nevertheless the contrast remains, as we have 
already observed when speaking of the inconsistencies in Ricardo's 
theory. A persistent low discount rate on the part of the banks 
would, according to this theory, lead to a reduction, and not an 
increase, in the demand for loans by business people, money 
would flow into the banks and would cause a further reduction 
of interest rates, and so on, until the rate fell to nil. On the other 
hand, it interest rates which are too high remained long in 
operation, they would, by increasing the cost of production and 
commodity prices, create a continuously increasing demand for 
money, and in the vain attempt to maintain their reserves and 
their gold holdings the banks would force up rates of interest 
ever higher. In other words, the money rate of interest 
would be in a state of unstable equilibrium, every move away 
from the proper rate would be accelerated in a perpetual 
vicious circle. 

None of Tooke's disciples has, 80 far as I know, devoted 
himself to this side of his reasoning. They have been content 
to insist on the supposed powerlessness of the banks as regards 
commodity prices and the demand for credit instruments. Thus 
Nasse in his earlier monetary writings (in his later work he has. 
though somewhat inconsistently. tended to the opposite view) 
and Adolf Wagner in his well known work Geld- fInd Creditthe0ri6 
rkr Peel'scAen Bankacte. Nasse relies mainly on experience, 
according to which low interest rates have often proved incapable 
of increasing turnover and bringing the available resources of 
the banks into circulation. Wagner. again, seeks to strengthen 
his position by the following lines of argument. He remarks that 
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the requirements of business for credit instruments is a somewhat 
vague conception, and he admits that an increased offer of credit 
by the batiks, e.g. by a discount rate lower than usual in relation 
to the rate of the open market, may itself create an increased 
demand for bank credit and especially for notes. But, he says, 
" the corrective lies at hand; a bank which continues to make 
advances on a large scale below the market rate will soon find 
its notes returning to it for redemption,! partly because the 
volume of the note issues soon awakens distrust and partly 
because the turnover in all probability does not require the 
increased number of notes." This argument is clearly erroneous : 
a run on the banks caused by distrust of their power to redeem 
their notes in gold is nowadays an exceptional occurrence and 
may be regarded as a thing of the past. Again, the view that 
business men, if they do not require such an amount of credit 
instruments, will exchange them for gold coin involves, unless 
the balance of payments has meanwhile become worse, a con
tradiction, for gold coin would then take the place of the 
superfluous notes. Rather would the super1J.uous notes flow back 
to the banks in the form of deposits; but if this occurred in the 
bank of issue it would suffer no injury; it could reissue them, 
profiting meanwhile by the difference between the deposit rate 
and loan rate. 

But what is of greater importance, as Wagner proceeds to 
add, is that if among a number of note-issuing banks in a country 
one or more endeavoured to increase the amount of their loans 
by lowering their own loan rate, then their notes would BOOn reach 
the other banks and be presented by them for payment or give rise 
to interest-bearing claims on current account. This is undoubtedly 
true, not only of note-issuing banks but also of banks in general 
A single bank cannot discount at materially lower rates than other 
banks; it would thereby acquire a number of borrowing customers 
but no (~eal) deposits to a corresponding amount. It could not 
clear its cheques with the other banks and would therefore 
Boon be insolvent, or at any rate illiquid. But this applies 
only to each individual bank as against the others, and not 

I Ita1ics mille. 
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to the .whole banking system of a country, if all the banks 
,imultaneously observe the eame 'discount policy. 

What is it then which ultimately regulates the money-rate 
and which prevents banks in one country from arbitrarily 
lowering their rates of interest by common agreement t If 
we accept the view that this would lead to a cootinoow rise in 
commodity pricu in that country, then the answer is clear: 
where there are no notes of emall denomination and where 
metallio money is used in business, then on this assumption 
the increased demand for gold for internal business would soon 
empty the bank', vaults. In addition, and this applies also 
to countries which only use notes, the position with respect to 
foreign countries would soon be rendered untenable by au 
unfavourable movement in the balance oftrade. If, on the other 
hand, we deny the effect of low money rates on commodity 
prices it is possible that a reaction might conceivably occur, in 
so far as the low interest rates would drive domestio capital out 
of the country j bank deposits would be withdrawn in gold, 
or notes w<suld be cashed for gold, which would be sent 
abroad for capital investment. This, of course, is only to 
evade the whole question. If we go further and suppose a 
simultaneous reduction of the mouey-rate by all the banks in 
the whole of the commercial world, it is difficult to see where 
and how, according to this view, the reaction would arise. On 
the contrary we must assume, tIOlem wlem, that such a reduction 
might be effected to auy extent whatever without having any 
unbearable consequences. The dissatisfaction of depositors with 
such an arrangement would actually be great, but at the eame 
time they would be impotent, for since they could nowhere 
obtain a higher rate of interest on their money than that which 
pleased the banks, they would have no reason to withdraw their 
deposits. And even if they did so in order to use their money 
in some way or other themselves it would on 1M G8lUmption 
that turnover could not absorb more of 1M medium of exchange, 
soon flow back to the banks. The beneficial consequences to 
all non-capitalists would on the other hand be evident: business 
would have the advantage of operating with extremely cheap 
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capital; the rewards of enterprise, and wages, would rise, aLd 
production would increase to the maximum, the highest degree 
of prosperity would be attained, and all in consequence of the 
alteration of a few figures in the books of the banks. Proudhon'. 
ideal, le credit gratuit, would be realized I 

\/9. The Positive Solution 

It is not easy to find the right solution in this chaos of vague 
conceptions, in which diametrically opposed and sometimes 
self-contradictory views are defended by the most famoWl writers. 
~ solution is perhaps in some respects at present impossible, 
at any rate, if it is expected to be directly verifiable by 
experience~ Concrete reality is altogether too shifting and 
complex for us to be able directly to appeal to its testimony: 
an isolation of the phenomena is both difficult and doubtful. 

{The only experimental proof which would be really satisfactory 
would be for all the banks of the world after common agreement, 
in the interests of pure theory to ~tiate a heavy rise or fall in 
their interest rates and continue these rates in operation Cor 
some years at least, so that the effects on commodity prices might 
reveal themselves. But we shall have to wait a long time for 
such an experiment. The only immediate escape, therefore, 
is.to appeal to generally accepted economic principles: in order 
to be believed, a view which is in evident conflict with them, will 
require much greater support than one which is in full agreement 
with them. The latter can, if it is itself free from contradiction 
and is not manifestly refuted by experience, lay claim to be 
a working hypothesis and a provisional theory capable of guiding 
us in a more detailed investigation of the facts. 

It "is a well recogri!zed principle of this kind that in the last 
I analysis the money rate of interest depends upon the supply of and 
, demand for real capital, or, as Adam Smith, and later Ricardo, 

expressed it, that the rate of interest is regulated by the profits from 
. the employment of capital itself and not by the number or quality 
~ of the pieces of metal which Cacilitate the turnover oC its products. 

This is, on the whole, incontrovertible, and the reasons are known 
to everybody. Money does not itself enter into the processes 
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of production: it is in itlielf,_ as Aristotle showed, quite sterile .. 
He who bonows money at interest does not as a mle intend to 
keep it, but to exchange it at the first suitable opportunity for 
goods and servic6l, by the productive use of which he hopei 
to be able to acquire not merely the equivalent of their price, 
but also a surplus value) which constitutea the real rate of interest 
and more or le81 con6lponds to the inter6lt on the loan which he 
must himself pay. 

In simple credit between man and man the connection 
betweeninter6lt on capital on the one hand and interest on money 
on the other is easy to understand. The lender also has the 
alternative of employing his money productively, and if the 
bonower fails adequately to satisfy him he may prefer to do so. 
A. a mle, it is true, the borrower'. ability, or opportunity, is in 
this respect greater than the le!lder'., because otten the latter 
cannot, or is unwilling, to run the risk attached to every productive 
undertaking. Indeed, this is the reason why a loan transaction 
which is otherwise sound must be of mutual advantage. But the 
clifference in this respect need not be very considerable: a person 
who is himself unable to adminiater a concern has nowadaya 
opportuniti61 for participation as a aha.reholder, debenture 
holder, etc. In addition there is another circWllBtance. which 
makes the real and loan ratea more or less coincide, i.e. the 
competition among entrepreneurs for loan capital. 

A complete conespondence is of course not to be expected, 
if only for the reason that profit on capital is far from being a 
uniform conception, but vari61 greatly in different undertakings 
according as they are more or less suoceasl'ul. In addition 
there is the difference between interest on short and interest 
on long dated loans, of which only the latter corresponds to the 
real rate. In many private accommodation loana no interest 
is usually paid, partly because the borrower can only secure 
a minor advantage from it, and partly beca1l88 the lender 
frequently cannot find any productive use for his money in 
the meantime. This difference is to a large extent levelled 
out by the credit market, though not completely, as is to 
be seen £rom a comparison of the ordinary discount rate and 
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the interest on mortgages and debentures. Yet it may be 
remarked that the so-called private discount rate (open market 
rate) by no means corresponds to the average rate, even on ahort 
loans. It is there a question of first claBS aecurities, bills with 
a banker's acceptance or endorsement, etc., which, since they 
can be converted into ready money at any time, are more readily 
employed as cash reserves than as the medium for the investment 
of capital in the real sense. 

That loan rate, which is a direct expression of the real rate, 
we call the normal rate. In order more precisely to grasp and 
to define this concepti~n we must first clearly understand the 
term real capital. Of course, we are not here primarily concerned 
with c~pita.rw1llch is more or less fixed or tied up in production, 
such as buildings, ships, machinery, etc., for its yield has only 
an indirect influence on interest rates "in so far as it can attract 
or repel the employment of new capital in production. It is the 
latter Jl!obile capital in its free and ~ves~ form with which 
we are concerned. " , " " 

But of what does this capital consist' In this connection 
it is usual to think of the stocks oj good8 in the warehouses of 
merchan~ and' manufact~e~"; stOcks 40f articles ready for 
consumption, or of raw materials, or semi-manufactured goods. 
But this is not correct. .The ma.zrlitude of stocks ,?f goods is of_ 
~~!e. imp~!t.~C.!Lto the real-phenomenon of capital, although in 
certain circumstances it may become so (cf. p. 251). O~ 
contrary, on a first approximation we may completely ignore 
the existence of stocks and aBSume that all products, consumption 
goods, raw materials, and machinery find a market as BOOn as 
they are ready either for consumption or for further processea 
ot production. Under such circumstances free capital will not 
really have any material form at all-quite naturally, as it only 
exists for the moment. The accumulation of capital consists in the 
resolve of those who save to abstain from the consumption of a 
part of their income in the immediate future. Owing to their 
diminished demand, or cessation of demand, for consumption 
goods, the labour and land which would otherwise have been 
required in their production, is set free for the creation of fixed 
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capital for future production and cODBumption and is employed 
by entrepreneurs for that purpose with the help 01 the money 
placed at their disposal by savings. 01 course, this process pre
supposes an adaptability and a degree 01 loresight in the re
organization of production which is lar from existing in reality, 
though this is as a rule of secondary importance in comparison 
with· the main phenomenon. 

The rate of interest at which the demand Jor loan capital 
andth~~.n.z]l!Ji .a~~ exactly agree, and which more or less 
Qorrespollgutlhu~ected yield o!! the newl.!_~t:e~~ capitaL. . 
,!ill then be the normal or naturalreai ra~. It is essentially 
variable. It the prospects of the employment 01 capital become 
more promising, demand will increase and will at first exceed 
supply; interest rates will then rise and stimulate lurther 
saving at the same time as the demand from entrepreneurs 
contracts until a ~ew equilibrium is reached at a slightly higher 
rate of interest. And at the same time equilibrium must ip.o 
facto obtain-broadly speaking, and it it is not disturbed by other 
causea-in the market for goods and services, 80 that wages and 
prices will remain unchanged. The IVm 01 money incomes will 
then usually exceed the money value 01 the consumption goods 
annually produced, but the excess of uicome-i.e. what is annually 
saved and invested in production-will not produce any demand 
for present goods but only lor labour and land lor future 
production. 
/ What has been said applies, however, only to credit 88 

between man and man, and even 80 with many exceptions in 
reality. In certain cases a great rise in prices may, iIi. lact, be 
maintained by private credit alone, i.e. by the substitution 01 
credit on goods for money transactions. At bottom this pheno
menon also comes under the general rule which we are now 
beginning to develop. A person who procures goods or services 
on credit might lor one reason or another offer a higher rate 
01 interest without loss, it the chances of profit have increased. 
It, however, the seller only demands the usual interest, or, 
in the case 01 a short loan, no interest at all, then the buyer 
might instead offer a higher price for purchased goods; indeed. 

o 
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he will more or less be forced to do so owing to competition 
from other buyers. If to this we add organized credit. and 
especially the activity of -theb~cl.B~ -tlie co~~~ti~~ between 
ioanmterest a~d interest on ca.pital will become much less simple; 
iIideecl; it Wilfthen only eXist at all by virtue of the connecting 
1iii.k or price m()vementB, as we shall now see. Banks are not, 
Ii.k~ private persons, rtlstricted in their iending to their own funds 
~ev:~n_ to th~ IIleans placed at their_disposal by8a~nS!'~ By the 
concentration in their hands of private cash holdings, which are 
constantly replenished by in-payments as fast as they are depleted 
by out-payments, they po~~s~Jlln«:ll~Jo.~ns 4whi(Jhjs~hvay~ 
e~~d, on certain assumptions, inexhaustible,_ With a pure 
cre~st~IIl.Jh:e ba~ c~n_~!~ays satisfy any demand w~atever 
:fuUo.~~ ~p.d at rates of in~erest however low..l. at least as far as 
the interna.l ~a~ket-~-concerned. But the same would apply even 
under the existing moneiarysy~m, in so far as the assumption 
is correct that a lowering of the bank rate does not exercise any 
influence on commodity prices- (and naturally still more so if 
its influence were exercised in the manner supposed by Tooke). 
This assumption must therefore be wrong, and it is not difficult 
to prove directly that it really is wrong. If the banks lend their 
money at materially lower rates than the normal rate as above 
defined, then in the first place saving will be discouraged'and for 
that reason there will be an increased demand for goods and 
services for present consumption. In the second place, the profit 
opportunities of entrepreneurs will thus be increased and the 
demand for goods and services, as well as for raw materials 
already in the market for future production, will evidently 
increase to the same extent as it had previously been held in 
check by the higher rate of interest. Owing to the increased 
income thus accruing to the workers; landowners, and the owners 
of raw materials, etc.,t the prices of consumption goods will begin 
to- rise,- the more so as the factors of production previously 
av&ilable are now withdrawn for the purposes of future production. 

I The extra profits of entrepreneura need noi be considered here, .. they 
arise at a future time and correepond more or /eM to the diminished intere&$ 
received by bank depoeitora. cr. (JelQi .. .,.., (J~ p. 124 d lief. 
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Equilibrium in the market for goods .nd servicea will therefore 
be disturbed. .AI against an increased demand in two directions 
there will be an unchanged or even ~hed supply, which 
must result in an increase in wages (rent) and, directly or indirectly, 
in prices. 

It is, of course, not impossible for the rise in prices to be 
counteracted to a certain extent by an increase in production, 
for example if previously there had been nnemployment, or if 
higher wages had induced longer working hours, or even by the 
increasing roundaboutneee which is undoubtedly invoked by 
a fall in interest rates, even if it occurs artificially. But all 
these are secondary considerations. Aa a first approximation 
we are entitled to &88ume that all production forces are already 
fully employed, so that the increased monetary demand 
principally takes the form of rivalry between employers for 
labour, raw materials and natural facilities, etc., which conse
quently leads to an increase in their price, and indirectly, 
owing to the increased money income of labour and land
lords and the increased demand for commodities, to a rise in 
the price of all consumption goods in addition to that which 
arises from diminished savings. 

How great this rise might be in a eertain period, eay during 
the first year after the fall in the rate of interest, is difficult or 
even impossible to determine G priori. Neither is it distributed 
uniformly over the whole range of commodities, at any rate 
not at first. It evidently becomes greatest in respect of goods 
and services intended for_c~p!~ in~~~~l!te()~J~~~r d~ 
such &8 the building of rai1~aYS.ll!o.uses. s~, etc, I.-though ~n 
the other hand it is necessary that the reduction ~ interest rates 
by the banks should be for a BUfticiently long period to influence 
the rate on long term loans also, as will sooner or later be the case. 
A fall in the discount rate on three-montha' bills from four to 
three per cent per annum would, as will easily be seen, directly 
raise the price of goods purchased by one-quarter per cent at 
the most, but if this low discount rate persists and gradually 
brings about a reduction in the rate on mortgages and 
debentures from, eay, five to four per cent, then builders, 
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railway companies, etc., would be able to offer up to twenty
fi"ye per cent more for wages and raw material, since four 

I per cent on 125 Kr. is the same as five per cent on 100 Kr. What 
is still more important is that the rise in prices, whether small or 
great at first, can never cease so long as the cause which gave 
rise to it continues to operate; in other words, 80 long as the 
loan rate remains below the normal rate. If a rise in prices hal 
occurred over the whole range of goods and services, then a new 
price level will be created, which in its turn will constitute the 
foundation and starting point for all economic calculations and 
agreements. Entrepreneurs who see their expected additional 
profits vanishing owing to the rise in price of raw materials and 
labour will wholly or partly realize these profits, thanks to 
the rise--which has already taken place--in the prices of the 
goods they produce, whereas workmen and landlords whose 
incomes are apparently increased only to a small extent will 
derive no benefit because the stocks of the commodities in demand 
are limited. ~The gains they actually reap correspond in this case 
'principally to the positive losses suffered by the other consumers, 
borrowers, pensioners, and others, whose money income has not 
been increased at all in the process. On the basis of these new 
prices the future is judged. Entrepreneurs who until how have 
been able to offer workmen, owners of raw material, etc., higher 
prices simply because they are themselves able to borrow money 
at cheap rates without expecting more than normal prices for their 
products, will now, even if bank rate reverts to tM normal Miural 
rate, on an average be able to offer the same high price, because 
they have reason to expect the same increased prices for their 
own products (or rents or freights, etc.) in the future. If, therefore, 
the banks maintain the lower rate of interest, it will act as a 
tempting extra profit to entrepreneurs and by competition 
between them will force np still further the price of labour and 
materials and indirectly of consumption goods, and 80 on. 
Thus the great and decisive difference between relative commodity 
prices on the one hand and the general price level on the other 
is, as I have already explained in my book, Geldzins UM GiiJer
preis~, that the equilibrium of the former is usually stable and 
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is to be likened to a freely suspended pendulum, or a ball at the 
bottom of a bowL U by an accident they are driven out of the 
position of equilibrium they tend' theJDBelves, i.e.' through the 
force of graVft:r."'tO" resume their former position. The general 
price level on the other hand is, on the AllBumption of a monetary 
system of unlimited elasticitY, in a position of, so to speak, 
indifferent equilibrium of the Bame kind as that of a ball or 
cylinder on a plane, though somewhat restricted, surface: 
the ball does not move itself further, but from inertia and friction 
remains where it has been placed; if forces of sufficient strength 
to drive it from its position of equilibrium are brought into play, 
it has no tendency to resume that position, but if the forces 
which set it in motion-i.e. in this case the difi'erence between 
the normal or real rate and the actual loan rat&-cea8e to operate 
they will remain in a new and also indifi'erent position of 
equilibrium. 

One consequence is that a rise in prices brought about in tll.il 
manner must in the long ~ necessarily outweigh the tendencies 
to lower prices which may exist, in certain goods and in certain 
cases, with a low money rate, since these at least operate only 
once lor all and are not cumulative. A general tendency of this 
kind, al pointed out, among others, by Mangoldt, is that with 
low interest rates, especially in primitive conditions, a number of I 
people, lor reasons of convenience or fear of taking risks, prefer 
to have large lums of money idle rather than to lend them, 10 that 
the velocity of circulation il retarded. The truth of this observa
tion can scarcely be disputed, but even this circumstance could 
only exercise a presaur8 on prices up to a certain point, whereas the 
presaur8 we are now discussing tends to raise prices without limit, 
so long al the difi'erence between the bank and the normal rate 
continuel. 

(This conclusion may appear surprising, and even artificial 
and improbable, but we should not forget that it is in full agree
ment with what would occur if prices rose in consequence of an 
actual superfluity of gold, if the new gold came into the hands 
of the publio in the form of loans from the banks.- This is certainly 
not usually the case, for gold flows into the country from 
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abroad to BOme extent directly in payment for goods. In 
such a case it should immediately give rise to an increase in 
commodity prices, and this increase may even precede the 
arrival of the gold, so that in relation to the continually rising 
price level there may be no excess of gold and consequently 
no reason for lowering the rate of interest. But to some extent 
also the new gold enters the country and finds its way to the 
banks as " capital", i.e. the owner of the gold has not purchased 
goods for the amount and has no immediate intention of doing 
so, but wishes to lend the money out at interest. If we now assume, 
as we may, that large quantities of this gold are deposited in 
the banks by domestic and foreign capitalists, then the banks, 
in order to put it-or an equal amount of notes-in circula
tion must inevitably lower their loan rate, and in accordance 
with our argument we may further assume that they will 
succeed in their object, i.e. all commodity prices will rise 
and business will thus require more media of exchange. Aa 
soon as that happens there will be an end to the relative 
excess of money, the banks w,i!Lagain raise their rates fA the 
normal, i.e. to correspond with the real rate, and at that rate 
the prices already raised will be maintained. The gold wbICliliaa 
once iefitiiebank Will in reality not return there, but will remain 
in the hands of the public. The condition on which the banks 
could maintain a rate of interest permanently below the real 
rate would therefore be an incessant flow to them of new gold, 
and under such circumstances commodity prices would also rise 

I continuously. If this be admitted, there can scarcely be any 
difference if for gold we substitute banknotes, fictitious deposits, 
or other bank credit. The causa eJliciens, the direct and active 
cause, is in both cases the same, namely a rate of loan interest 
below the normal, and in both cases the consequences must be 
the same. 

The objection has been raised to the whole or the above 
reasoning that a lowering of the loan rate must also depress 
the real rate so that the difference between them is more and 
inore levelled out and thus the stimulus to a continued rise iB 
prices is eliminated. This poBBibility certainly cannot be entirely 



EXCHANGE V ALOE OF MONEY 199 

rejected. Cei.eN paribtu a lowering of the real rate unconditionally 1 

demancia new real capital, i.e. increued .. ving. But thia would 
certainly occur, even if involuntarily, owing to the fact that 
higher price. would compel a reatriction of consumption on the 
part of th08l people who had Axed money incomea, IUch aa civil 
eervantl, anlelll they were able to eecure increaeee in their aalariea 
corresponding to the riee in pricee. .Against this, however, 
would have to be set the decreaee in voluntary aaving which a 
lowering of interest rate. tencia to produce. But if the former 
in1luence prevails. and if production it unable to absorb unlimited 
quantities of new capital without a reduction in net yield, then the 
incipient rise in pricea, though it would certainly not recede, might 
yet be arrested, anleIII the banka reduced their rate atill further. 
ProfellllOr navidaon has luggeated a further objection. He thinb 
that the aame things might happen if the lowering of the rate of 
interest were caused by an exceIII of metallio ourrency of the aame 
nature.' Be remarb that if the output of production has grown by 
reason of new dieeoveriea and inventions IUch aa would increase the 
yield of real capital, pre88ure will be felt on the pricea of all, or almost 
all, commoditiee-anleu one a88umea unlimited elasticity in the 
ourrency ayetem. ThUi the profits of entrepreneurs will remain 
at the old level and no increase whatever in the real rate of intereat 
will actually occur. To thia it may be answered that increased 
production belongs, in the nature of things, to the future, whereas 
the increased demand for raw materials and labour belongs to 
the present. For that reason an increased IUpply of gooda will 
at most counteract in the future the cumulative rise in pricee 
which has already begun. But even if the ell'ects of IUc~ 
increased supply of commoditiea were immediately visible, the 
disappearance of the extra profits of entrepreneurs. in spite of 
increased productivity, would, broadly speaking" necessarily 
presuppose a oorresponding rise in real wages and therefore in 
the real capital from which these increased wagea'are paid. It, 
however, real capital haa increased, no matter how, and the real 
rate has consequently fallen, then there would exist from the 
beginning DO difference between the lower real rate and the 
banb' loan rate, which is contrary to our aaaumption. 

I Eloosomiosk TiMmft. p. 11 II «t. (1909). cr. m1 leN in &he -
year. P. 81 II Mfi. 
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In spite of the difficulty of satisfactorily isolating phenomena 
which both in reality and in the public mind are so clearly connected 
with each other as real capital and its money value on the one 
hand and interest on capital and loan interest on the other, we 
may assume that the above-mentiolled counteracting forces may 
be referred to what we have described as the secondary facton 
of the problem. In practice, moreover, it is of no importance 
if one conceives a price movement as continued infinitely in one 
direction or another, if it is caused by the difference between the 
two rates of interest. What is alone of importance is that it is 
strong enough to explain actual price fluctuations which manifestly 
cannot be due to vari~tions in the quantity of gold and to guarantee 
the possibility of regulating the price level by the interest policy 
of the banks, if metallic gold ceases, as at present, to be the measure 
of prices. 

Professor Davidson has also adduced in his essay a very 
interesting example (overlooked by me) from Ricardo (Principles, 
ed. 1888, ch. xxvii, p. 220) which is very much on the same 
lines as the theory I have developed. 

In the same way the banks can theoretically bring about 
an unlimited fall in prices by maintaining a rate of interest 
above the normal rate. It is true that they must at the same time 
raise their rate on deposits in a corresponding degree, as they 
would otherwise, even under a pure system of credit, lose all 
lucrative business, because private loans would take the place 
of their own. (The paying out of metallic money would not be 
essential, and all money transactions could still be effected by 
book entries; the greater part of the deposits, however, would 
be withdrawn and loans paid in, so that bank balances would 
merely correspond to the amount of the ready cash necessary. 
Credit obligations which had previously been effected by the 
banks would remain between private individuals and would 
therefore bring no profit to the banks.) As has been shown in 
the preceding section, it is sometimes also necessary even for the 
Central Banks to give interest in one form or another on deposits 
when it is necessary ~ control the loan market and to imp~ove 
the balance of trade. ) 
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It we take as our starting point the view that a l~ 
oC the loan rate below the normal rate (determined by the existing 
demand Cor capital and the volume oC Baving) in itaelC tends to: 
bring about .. progreaaive rise in all commodity prices, an~ 
a spontaneous rise in loan rate a continuous Call in prices, both 
oCwhich would go beyond all limits in practice, then all monetary 
phenomena would be extraordinarily clear and simple and at 
the same time the obligation oC the banks to maintain the rate 
oC interest in agreement with the normal or real rate oC interest 
would be obvious. Not 'only would an arbitrary raising or 
lowering oC the discount rate lead to an untenable shiCting oC 
the balance oC payments through the medium oC price changes 
(unlesa Coreign banks Collowed auit), but it would also prove 
impossible Cor internal trade, especially when gold continues 
to be used on a large acale as ia the case in most oC the great 
trading countriea. A raiaing of interest ratea, with a consequent 
lowering oC pricea, would cause some gold to Bow out oC circulation 
and into the banks, and on this" money the banks could not 
reCuse to pay interest it they wished to avoid the 1088 of 
their bill-discounting. In .. word, they would be Corced to pay 
interest on money which they could not lend out, and the 
onl]-1emedl wQuld eJ~ be to reduce loan ratea. Again, too 
low a rate would lead to successively rising prices and the 
cash requiremenf:s of business Cor smaller payments would BOOn 
withdraw all gold from the banks or cause the statutory limit 
Cor note issues to be exceeded, .. contingency only to be met 
by a raising oC interest ratea. 

We sometimea hear it atated that the banks of the great 
trading countries are comparatively insensitive to withdrawals 
oC gold 80 long aa this gold only appeara to be needed Cor 
internal requirements, but are much more aensitive to an out
Bow 9f gold abroad. In thia connection, however, what ia 
thought oC is only the movementa oC gold in the internal market 
whicli are the result oC periodically recurrent but transient in
creases in the requirementa Cor business at certain times, such 
as quarter-daya. No bank, however, can be indifferent to a p~ 
gressive and continuous increase in the internal demand Cor gold. 
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(Of. Helfl'erich's remarks, quoted on p. 122. on the increases of 
the discount rate of the German Reichsbank.) 

On the other hand. it appears from the above that the 
compulsion laid upon the banks in respect of their interest 
rates depends mainly upon purely conventional circumstances, 
such as the prohibition of notes of small denomination in certain 
countries. so that the public is compelled to use coin, and in 
general the legislation regarding the issue of notes. This may be 
considered a good thing so far as it prevents the banks from 
causing unwelcome fluctuations in the price level by an arbitrary 
interest policy, but it, is just the opposite if it also hinders them 
in preventing such fluctuations as are a consequence of changes 
in the demand for gold or in the conditions of its production. 
We shall shortly return to this question. \ 

There still remains, however, the'mostimportant objection to 
this theory-an objection which the members of the Tooke school 
have triumphantly produced at every opportunity as a SUPport for 
their theory and which the Ricardians have hitherto passed over 
in silence. "it is the fact. which we have already met with in 
dealing with the influence of the amount of gold on prices. that 
rising prices very rarely coincide with low or falling interest 
rates. but much more frequently with rising or high rates., 

It has, it is true, been objected that rising prices usually 
begin when interest rates have reached their maximum, and 
vice versa. But this rather indicates that either Tooke'. theory, 
by which rising or falling rates of interest are the cause of rising 
or falling commodity prices. is right. or that changes in the rate 
of interest are caused by those of commodity prices, and not 
vice versa. For in both cases the lowest points of both these 
movements should coincide in time. whereas it might appear as if 
according to our theory the maximum of the one would coincide 
with the minimum of the other, or vice versa. 

A careful study of Fig. 4, which explains itself, showl 
that the parallelism under discussion is by no means complete. 
But the general rule should be the one we have given. 

But this apparently crushing objection loses all its 
significance, indeed it becomes a support for the view which it 
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pretends to refute, if we ask ourselves on what do the changes in 
the banks' loan rates actually depend. IT it were a fact that 
such changes generally spring from the banks themselves; that, 
in other words, the latter quite arbitrarily raise or lower their 
rates without being forced to do so by market conditions, then 
there would certainly be reason to expect rising commodity prices 
after a lowering of interest rates, and vice versa. But this is 
apparently not the case. The banks are always more or less 
bound in their interest policy, and even if this policy 
presumably could, through common action on the part of 
the banks which is nowadays becoming more prevalent, 
move within somewhat elastic limits, yet there predominates 
in the field of banking, more perhaps than elsewhere, precisely 
because of the great sums at stake, a procedure built up upon 
custom and tradition, in a word.--rindine. 'it may, indeed, be 
said that the banks never alter their interest rates unless they 
are induced to do so by the force of outside circumstances( They 
raise the rate when their gold stocks are threatened with dePletion 
or their current obligations are so great that their disparity in 
relation to their gold holdings is regarded as dangerous, or, 
still more, where both of these things occur together, as is often 
the case. They lower their rates of interest under the reverse 
conditions: increased gold holdings or diminished commitments, 
or both. It is probable, of course, that such an increase of the 
banks' gold holdings may be due to the receipt of gold from the 
countries of production or from foreign countries, if this gold is 
deposited in the banks from the beginning as capital, and in 
such case there can be no doubt that the consequence will be 
a fall in the money rate and a consequent rise in prices, though 
naturally the banks will successively raise their rate to the level 
of the normal rate in proportion as prices rise. But this is not 
the necessary consequence of increased gold production. Higher 
market prices may, on the contrary, be the primary factor and 
the flow of gold the secondary; and a matter of equal im
portance for the actual price structure is that an increased 
quantity of gold may in general have no influence on prices if 
the demand for money has simultaneously increased owing to 
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the growth of population or to a more widespread aocial diviBion 
of labour or a more extended use o~ money. 

The fiuctuatioIl8 in commodity pricea which are not directly 
caused by change. in gold production must therefore have another 
cause in many cases, namely the changes which occur from time 
to time in the real raU oj interelt. This is not to be understood 
as meaning that the level of this interest makes commodities 
on the average either cheaper or dearer, for that, as we have seen 
is generally not the case, but because tM loan raU dou fIOt adapt 
it,elj g:uickly tnO'I.l9h to thue change., 10 that the influence of the 
banks on commodity prices is in fact a coIl8equence of their 
passivity, and not of their activity, in the loan market. In other 
words, the dift'erence between the actual loan and normal rates, 
which we have already designated as a major cause of fiuctuatioIl8 
in commodity prices, arises less frequently because the loan rate 
changes spontaneously whilst the normal or real rate remains 
unchanged but on the contrary because the normal rate rises 
or falls whilst the loan rate remains unchanged or only tardily 
follows it. In the discUBSion of these questioIl8 this coIl8ideration 
has been almost entirely overlooked, probably owing to the fact 
that the theory of interest has hitherto remained in a rudimentary 
stage and has only in our own days been placed on secure 
foundatioIl8 by the epoch-making work of Bobm Bawerk. The 
natural rate of interest, the real yield of capital in production, 
is, like everything else, exposed to cbange&-ilOmetimes very 
strong. It falla when, other things being equal, capital increases 
by continuous saving, for as it becomes more and more difficult 
to find profitable employment for the new capital, competition 
with existing capitallowera the rate of interest whilst wages and 
rents rise in COIl8equence. We must not forget, however, that 
even if, ceten. paribus, the rate of interest exercises a determining 
influenoe on the volume of saving, it is also affected by a number 
of other oauses, such as increasing prosperity, increased legal 
security, increased forethought and a higher level of civilization. 
In some cases, too, a lower rate of interest may even stimulate 
saving, though this must be regarded as an exception to the rule. 

Conversely, the rate of interest rises when the amount of 
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capital diminishes, either relatively, for example, through an 
increase of population and the resulting increased demand for 
capital in excess of current savings,l or absolutely, as the 
result of a destructive war or some catastrophe of nature. But 
the rate of interest may also rise for a time in consequence 
of some technical discovery which opens up a hitherto unknown 
profitable employment for capital and which at the same time 
usually requires more capital for its realization. U, for any of 
these reasons, or for all together, a change occurs in the natural 
rate, what will be the 1lonsequences 1 The money rate should, 
in accordance with ge~eral economic theory, undergo a correspond. 
ing change, but there exists, at least in our complex modem 
monetary system, no other Qonnection between the two than the 
variations in commodity prices caused by the difference between 
them. And this link is elastic)ust like the spiral springs often 
fitted between the body of a coach and the axles. An increase 
in the real rate does not therefore immediately cause a correspond· 
ing rise in the bank's rates, but the latter remain unchanged 
for a time and with them the loan rates between individuals. 
The money rate therefore becomes abnormally low in relation 
to the real capital rate, and this naturally baa just the same 
effect as if the money rate bad been spontaneously reduced with 
an unchanged interest on capital-which seldom happens. 
Frequently commodity prices therefore rise continuously, businesa 
requires greater cash holdings, bank loans increase without corra. 
sponding deposits, bank reserves, and often bullion reserves, begin 
to fall and the banks are compelled to raise their rates somewhat, 

1 An increase in the population of a country thoa hae a double tendency 
in relation to the movements of prices. A tendency to lower pricee becauae 
it increases the production of goods and the volume of turnover, and henoe 
the demand for money and a tendency to rai8e pricee through its inftuence 
on the real rate of interest. Only in proportion .. the tiM tendency 
is neutralized by continued production of gold and by continued gold imports, 
and also by the development of banking technique (chequ~ and clearing 
business) can the latter tendency operate unhindered. Thia would be still 
more the case in a pure credit system in which the bank.a could eaail, .. tw, 
even the largest demands for currency needed for internal trade. 

In modem society the concentration of the population in towns contribute. 
to the maintenance of the rate of interest more than the actual in~ in the 
population, because the development of the town and everything pertaining 
to it, BOch as new buildings and means of communication, abaorbe the gr.ter 
part of freshly accumulated capital. 
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~hough this doea not prevent the continuoua rise in prices, until 
~he interest ratea have reached the level of the normal rate. Indeed, 
if the rise in pricea itself givea birth to exaggerated hopes of future 
gains, aa often happelUl, the demand for bank credit may far 
exceed the normal, and in order to protect themselvea the bank.s 
may be forced to raise their ratea even above the level of the 
natural rate or the normal loan rate. Still more is this true if 
ligna of a crisis have already appeared; confidence begins to be 
shaken and the credit of the big monetary inatitutiolUl is the 
only credit accepted. The converse will naturally occur with 
a falling natural (or real) rate which is only followed gradually 
and at a distance by a corresponding fall of the banks' rates. 
Our conclusion is that rising prices are accompanied by high 
and rising ratea of interest, and falling commodity pricea by 
low ratea of intereat.-which is in full agreement with our 
theory, and yet adduced .. the main disproof or the connectioR 
between tM muney rau aM commodity pricu which we have 
assumed. 

It is a common experience that" good times ". when business 
is active and everybody is earning, or believes or hopes he can 
earn, a good profit, are also times of rising prices. Good times 
and a generally hopeful tone in the business world are created 
by the prospects of gain. and the real foundation is doubtless 
the gain already obtained in certain enterprises, as a result, 
for example, of technical or commercial progress. The real rate or 
interest. therefore, is high. and is expected to remain BO in the 
immediate future, whilst the loan rate remains for the moment 
unchanged. The element of a rise in prices is therefore present. 
according to our theory. but it is equally clear that BOOner or 
later the banks will be induced to raise their rates. lince the 
technical discoveries have not brought them any additional 
supplies or money and neither the velocity of circulation of 
money nor the perfection of banking technique can be raised 
to an unlimited extent. Higher prices and an increased volume 
of business. on the contrary. require a larger amount of hard 
cash or banknotea in cireulation. And the contrary is the case 
in .. bad times .' 
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It might therefore be supposed that the fluctuations in the 
bank or money rate of interest are sometimes the cause of fluctua· 
tions in commodity prices and sometimes, more frequently, 
cauSed by them. In this view, which is actually held by many 
writers, there is nothing essentially unreasonable, for it is not 
surprising that the movements of prices and the interest rate 
occur in the same direction in the latter case and in opposite direc
tions in the former case; there are parallels to be found in many 
other economic phenomena which merely illustrate the general 
law of effect and counter-effect. Thus, for example, an increased 
demand for a commodity may sometimes be associated with 
a rising, and sometinies with a falling price, according to whether 
the change in price is caused by the increased demand or itself 
caused the latter. What is unsatisfactory, however, is that the 
very cause of a rise or fall in the· general price level is still 
unexplained in the case, extremely important in practice, where 
it is not due to a change in the supply of gold or to an increased 
demand for goods from the gold countries. From what has been 
said, however, it should be clear that both phenomena, the influence 
of prices on the money rate and the influence of the money rate 
on prices, follow the same law. The primary cause of price 

\ fluctuations in both cases is the same, namely the difference 
arising no matter how, between the normal and actual money 
or loan rates. A lowering of interest rates by the banks causes 
rising prices, and a raising of them causes falling prices, only 
when the loan rate thereby falls below or rises above the normal 
rate which in its turn is connected with the natural rate. In 
the same way the fluctuations in the latter, which we regard 
as the essence of good and bad times so-called, influence 
prices only so long as they are not accompanied by a 
corresponding modification of interest rates. If on the 
other hand changes in the loan rate take place simul
taneously and uniformly with corresponding changes in 
the real rate of interest then-apart from the direct 
influence of gold· product~on-no change in the level of com
modity prices, and least of all a progressive, cumulative change, 
can occur. 
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N ole Oft TrGlk Cyclu MId Crilu. 

The above views, 10 far &I they relate to price movement. 
in II good" and" bad " times, are connected with a view of the 
nature and call18s of trade cycles which I have not had the oppor
tunity of developing further since I put it forward in a lecture 
to the Norwegian Statsokonomiaka P'lSrening (Economic Club), 
published in Stal8i)kcmomuk Tidakrift, 1901. The lecture does not 
claim to give a definitive explanation of the puzzling phenomena 
of the trade cycle, but does point out a necessary and hitherto often 
neglected clue to a full explanation. Moreover my view closely 
agrees with that of ProfellOr Spiethofl'. Its main feature is that it 
aacribes trade cycles to real call18S independent of movements in 
commodity price, 10 that the latter become of only eecondary 
importance, although in real life they neverthelesa play an 
important and even a dominating part in the development of 
Crisel. 

Since rising prices almost always accompany prosperous 
times and falling prices times of depreaaion, it is natural-though 
in my opinion wrong-to regard such a rise in prices as the cause 
of good times, and falling prices as the cause of depreaaions, just 
as according to CltSment Juglar-who may well be right here
the cause of crises, or rather the crises themselves, consist 
of the sudden ceaaation of the rise in commodity prices. 

A consistent statement of this point of view is contained, 
for example, in Sombart's well-known assertion that, historically, 
prosperous times are always aasociated with increased gold pro
duction. 

That auoh a general rise in prices, or rather a rise caused in 
such a way, may act .. an incentive to increased busineaa activity 
and thus to conversion on a large acale of liquid capital into 
fixed capital, which, as all agree, is the outstanding characteristic 
of good times, need not be disputed. But if the formation of the 
real capital which is then absolutely esseDtial is only based on 
the rise in prices itself, i.e. is due to diminished consumption on the 
part of those persons or classet of society with fixed money in
comes, then the increased prosperity could acaroely be 'ftry great 
or enduring. Moreover, the constant parallelism between largely 
increasing gold production and boom periods which advocates 

• 
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of this view have observed is disputed, and in my opinion rightlJ 
by others, for example by Spiethoff. 

Still less can we accept the view first put forward b 
Tugan Baronowski, and later adopted by Lescure (in his wor 
on crises) according to which both a rise in prices in goo 
times and a fall in prices during and alter a crisis ha~ 
no relation to the currency system and are caused exclusivel 
by the phenomena of production and of the market. Thus, f( 
example, in this view increased production and the resultiD 
increase in the supply of certain kinds of goods, especially of thol 
for which the demand is not very elastic, such &8 foodstufi 
would lead to a h~vy fall in the prices of such goods, and sin( 
sellers would then obtain smaller amounts of money with whie 
to demand other goods, the fall in prices would extend to thel 
also and depression and crisis would result (BUrproduction genballs~ 
in contrast to BUrproduction genet-ale, formerly the commonel 
theoretical explanation of crises, but now mostly abandoned). 

Clearly the fact is here overlooked that the purchasi[] 
power which on this assumption would be reduced in the C&! 

of the sellers of the former goods would be increased to a com 
sponding degree in the case of the buyers. If the latter only ha, 
to offer a smaller part of their income in order to satisfy the 
needs for the goods or classes of goods in question, then the 
have a correspondingly greater amount left for their demand f( 
other goods, and it is not impossible that these other goods
quite contrary to the theory-would rise in price and thereb 
perhaps compensate for the fall in price of the cheapened good 

On the whole it is vain here, &8 in the general theory of price 
to explain any particular movement without regard to the o[] 
thing which constitutes a basis of comparison in all price-formatiOi 
namely money and its substitutes, or the means of hastening i1 
velocity of circulation, credit. In pure theory we are at libert 
to invent any measure of prices we please. Let us suppose, f( 
example, that instead of 0·( grammes of gold, &8 in Sweden, 11 

select as our unit of money value one kg. of pig-iron. Then, sine 
of all commodities pig-iron usually shows the most violet 
fluctuations in price before and after a crisis, the choice of til 
measure of value would mean that the prices of all goods (excel 
pig-iron, which would remain constant) would 1aU. in good timE 
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and ,i" in the .ubaequent depreuion. That price movement. in 
fact occur in the oppoaite direction can only be explained by the 
choice of the measure of price&-gbld, and not pig-iron. Yet the 
difference doe. not conaiat in the fact that gold &I a commodity. 
i.e. in indWltrial use. it leu in demand in good than in bad timee 
-the oppoaite it certainly tru&-but in the fact that it. quality 
a. a commodity remaina in an indifferent relation to the other 
factore in1luencing ita value. The utility of gold in ita technical 
employment i •• unlike that of pig-iron. at any rate during the 
short perioda here under conaideration. of too little importance 
to be able to offer any resistance to the changes in it. exchange 
value which are caueed by an acceleration or retardation of the 
velocity of circulation of minted gold or by the expanaion or 
contraction of credit. 

It i. true, of couree, that the laet-mentioned factor it of 
.ome in1luence between individuale, apart from any measurea 
taken by the banke. The general tone of confidence produced 
bya boom no doubt hae the e1l'ect of couaiderably expanding 
the volume of claims and debt. on ordinary current accoUllt 
between merchante-and vice versa in times of depreuion
but in the main and eepecially nowadaye it is probably the banke 
who by their diacoUllting of bille and other credit facilities regulate 
the amoUllt of circulating medium. And after what we have 
said above we may take it for granted that that which primarily 
determines the extent to which this bank credit is taken must be 
ita price, ita relative price, the bank rate, in relation to the yield 
or expected yield of capital employed in production and turnover. 

Our concluaion ie therefore that the changes in the pur
chasing power of money OIuaed by credit are under existing 
conditione certainly ultimately boUlld up with industrial 8uctua
tiOlll and UIIdoubtedly affect them, especially in OIuaing c:riaea. 
though we need not assume any necessary counection between the 
phenomena. 

The principal and eufticient 0IU8e of cyclical fiuctuatione 
should rather be eought in the fact that in it. very nature technical 
or commercial advance cannot maintain the same even progresa 
&I doee, in our days, the increaee in needa-eapecially owing to the 
organic phenomenon of increase of population-but is sometimes 
precipitate, sometimes delayed. It is natural and at the same 
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time economically justifiable that in the former case people 
seek to exploit the favourable situation as quickly as pOBBible, 
and since the new discoveries, inventions, and other improvementl 
nearly always require various kinds of preparatory work for theil 
realization, there occurs the conversion of large masses of liquid 
into fixed capital which is an inevitable preliminary to every 
boom and indeed is probably the only fully characteristio sign, 01 

at any rate one which cannot conceivably be absent. 
If, again, these technical improvements are already in opera· 

tion and no others are available, or at any rate none which have 
been sufficiently tested or promise a profit in excess of the margin 
of risk attaching to all new enterprises, there will come a period 
of depreBBion; people will not venture to the capital which ia 
now being accumulated in such a fixed form, but will retain 
it as far as pOBBible in a liquid, available form. 

It is not difficult to understand ·that in the former case sucb 
goods (raw materials) as serve in the construction of fixed capital 
-bricks, timber, iron, etc.-would be in great demand and rise in 
price, and that in a period of depression they would be in slight 
demand and fall in price. But this rise or fall in price should 
under ordinary conditions be accompanied by a movement in 
the opposite direction of the price of other goods, so that the 
average level of prices would remain unchanged. This would 
probably be the case if the banks at the beginning of a boom 
raised their interest rates sufficiently and on the other hand 
finally lowered them at the beginning of a depreBBion. In that 
case presumably the real element of the crisis would be eliminated 
and what remained would be merely an even fluctuation between 
periods in which the newly formed capital would aBBume, and, 
economically speaking, should aBBume, other forms, of which we 
shall now speak, but which have been 11lmost completely ignored 
in all previous theories of the trade cycle. 

Since the demand for new capital in an upward swing of 
the trade cycle is frequently much too great to be satisfied by 
contemporaneous saving, even if it is stimulated by a higher 
rate of interest, and since, on the other hand, in bad times this 
demand is practically nil, though saving does not nevertheless 
entirely cease, the rise in rates of interest and commodity prices 
in good times and their fall in bad times would presumably be 
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much more severe than now, if it were not that the replenishment 
and depletion of stoob in an brar;u:hea of production producing 
durable goods, acted al a regulator or .. parachute". When 
demand falle, manufacturere, Weal they wish to dismiee their 
workerl or work half-time, have no alternative but to work for 
ltoek, and Ulually they do 10, lince wagea have generally fallen 
and the rise in prices which they expect to occur later on will more 
than cover the 1011 of keeping goods in atock even for several 
yearl. (In lOme yeare the price of bricks haa varied from 25 to 
40 Kr. per 1,000. II rent and warehouaing are eltimated at 
10 per cent per annum for the whole output-which il an exaggera
tion-then the holding of atocb for even five yeare would be 
economically p088ible, if the higher price were &88ured at the 
end of the period.) The accumulation of ltoeb il probably the 
most important form of freah capital accumulation in bad timea. 
In lubsequent good times the largely increaaed demand for raw 
materiala and finished goods for production and conaumption 
is lArgely aatisfied from these Itoob, both directly and by exchange 
for the products of other countriea. 

Clearly, working for ltoek would be much facilitated 
if the banks offered lufficient cheap credit. Manufacturere 
would then not need to wait for a fall in wagea or in the 
pricel of raw materialll, but even a moderate fall in the 
prices of their own producta would, in combination with 
low loan ratel, make it profitable for them to increase their 
ltoeks in order to reduoe them after lOme yeare by aelling at 
normal prioel. 

Earlier theory has in my opinion turned the whole matter 
al it were upside down in 10 far as it &88umes that atocb are 
inoreaaed in good times and are depleted in bad timea (the 10-

called theory of over-production). It is not easy to understand 
whence the lurplus in the former case or the shortage in the latter 
case should come. In point of fact conaumption increaaea 
in good times and muoh labour and land ia withdrawn from 
the production of present commodities. Nor can we understand 
why praotical bueineaa men should habitually choose nch a 
topsy-turvy procedure as to complete their atocb when costa 
of produotion are high in order to aell them when prices are low. 
Not even the &88umption of widespread unemployment (or 
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short time) in depressions suffices as an explanation, for, quite 
apart from the fact that this argument ia exaggerated, unemploy
ment itself implies greatly reduced consumption. 

Unfortunately here also we lack the detailed commercial 
statistics which alone can finally solve thia problem. Yet from 
inquiry among business men I have learned that it ia just io 
periods of depression that they are forced to work for lltock, 
and that they can never do so in good times, since they are 
then often not in a position fully to meet the demand for thei! 
goods. And this appears probable tJ priori. If we ask when 
a manufacturer may reasonably describe loanll aa good aod take 
steps to expand his 'output, the answer must be when the demand 
for his goods begins to exceed his production capacity. But 
that is the moment at which his stocks, which he had previously 
enlarged, begin to be depleted, that ia, mathematically, wheo 
they have reached their maximum, and not their minimum 
dimensions. An apparent argument against this ia the heavy fall 
in prices which usually accompanies a crisis, but the cause of tlW 
ne!ld not be sought in the accumulation of atocks. No manufac
turer is disposed to sell his wares at a slump price just because 
his warehouses. are full. But if he is refused credit and if he 
is compelIe!1 to obtain ready cash, then he will be compelled 
to dispose of his goods at any price at all, whether hia atocke be 
large or small. 

In the absence of comprehensive statistica, however, we must 
content ourselves with a weighing of arguments. Bpiethoff (ia 
his discussions in the transsctions of the Verein fur Sozialpolitik, 
1903) mentions &8 a well-known fact that in bad tilnes manu· 
facturers' stock rooms are filled from floor to ceiling. Hermer (ia 
the article" Krisen " in the HandwOrterbtu;A iler StaatBWilllefIo 
8chaft,en, 3rd ed.) disputes this fact by reference to Esslen and 
Merovich. Esslen'a work, however, gives no information 00 

this point and Merovich's work is atill, 80 far &8 I mow, 
unpublished. How little this ilnportant point has hithertcl 
been considered may be seen from the fact that the compre
hensive questionnaire which the Verein fur Sozialpolitilc at one 
time sent out, and which is the foundation of the inquiry into 
the crisis of 1900, did not contain any question as to the mag
nitude of stocks. 
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10. OonclUBiona. T'M P,acticaZ Organization oJ OU"er&C!I 

U we lum up what baa beeu laid, it will be found that 
there are two essential causea of change in the commodity 
price level. 

Firstly the demand for goods from the countries producing 
the precious metala, especially gold, followed by shipmenta of 
gold in payment thereof, a demand which, if it is greater than 
that corresponding to the demand of the non-goldproducing 
countries for new gold at ruling commodity prices-whether 
for industrial purpoBeS or by reason of increased population 
or the increased use of money-must necessarily cause a riae 
in prices,and if it is 1688 than that demand a fall in prices in the 
latter countries. Both are accompanied by an ab80lute and 
usually increased quantity of money and therefore of money 
in circulation, but relatively to turnover it is increaaed in the 
former case and decreased in the latter. 

Sectmdly, the fact that interest on borrowed money is 
for one reason or another either below or above the level which 
would normally be governed by the real rate ruling at the time, 
a ciroumstanoe whioh, so long as it lasta, must cause a progressive 
rise or fall in prioes and during whioh the medium oJ t1W7lOt'ef' 
is adapted to the changed demand, not by an increaae or decreaae 
in the quantity of money (gold), but by an increaae or decreaae 
in the (physical or virtual) velocity of circulation of money 
through the agenoy of credit. 

It is not possible to subsume theae two causea under .. 
common cause (as I tried to do in my earlier work, Geldzinl t",d 

Gilterprei86, following Ricardo's example), since the quantity 
of money and the velocity of circulation of money are two 
different things, even if·they both have an in1luenoe on the price 
level. Only in 80 far as new gold is deposited in the ~anka in the 
form of It capital". i.e. without being drawn out in cheques 
and notea soon after, can it give rise to .. lowering of interest 
ratea and in that way affect prices; But this need not happen, 
and, contrary to Ricardo's view. does not happen &8 .. rule. 
Rather most of the gold iloft in in payment for goods and 
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should then, in proportion as it exceeds the demand {or new 
gold, have a direct influence in raising prices without lowering 
interest rates. Indeed, this effect may, on the hypothesis we 
have developed above, even precede the inflow o{ gold, in which 
case its influence on interest rates will rather be in the contrary 
direction. 

We evidently possess no control o{ this cause o{ price change 
so long as gold production remains in the hands o{ private 
enterprise and the free minting o{ gold {or private account 
is retained. The only possibility of a rational control o{ the 
price level must lie in another direction, in the proper 
regulation of the mterest policy of the banks. Theoretically 
such steps should under all circumstances be sufficient, {or a 
spontaneous raising or lowering of the discount rate should 
in the long run have a more powerful influence on prices than any 
other cause. But in practice, nevertheless, it encounters under 
existing conditions almost insurmountable difficulties. 

This method is comparatively simple in those cases which 
in times gone by caused economists the greatest difficulty, namely 
in cases of a diminished flow o{ gold from the producing countries 
and a threatened shortage of gold. An adequate lowering of 
interest rates should successfully counteract the otherwise 
inevitable pressure on prices; the only obstacle to ita realiza· 
tion would be the fact that the banks' supplies of gold would 
no longer suffice to fill the vacuum in the circulation of gold 
among the public which would be caused by the diminished 
production of gold. But the proper remedy for this is to be round 
partly in the issue of notes of lower denomination even in the 
larger trading countries, as was proposed in several places in the 
'eighties, when the shortage of gold was threatened, and &I! 

could probably have been effected if the shortage had continued, I 
and partly in an increased use of bank credit, in proportion 

1 It cannot be said that the lowering of the denomination 01 bank noteol 
which occurred in Germany before the war wu occasioned by • shortage oj 
gold. The atep waa rather taken for private eooDOmiC -D8, or for public 
economio reasons in the narrower 881188. On price development. OD the whole 
it had rather an UDfavomable effect, i.e. it contributed to the acoentuatiorJ 
of the rise in prioee produced by the large in~ in gold production.. 
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.. the habit of keeping a banking account spreads more widely 
among the population. So much .. regards the needs of 
internal business. .A. regards international payments, the 
nece88ity of maintaining large gold reserves for eventual pay
ment abroad might be reduced to almost any extent if, instead, 
the banks held deposits in foreign banks, a development which 
is already in progre88 and which is quite natural in itself in 80 far 
as foreign payments are concentrated in the hands of the banks. 
In a country such as Sweden in particular, and in general where 
the gold reserves are not ef!1ployed in the trallll3ction of internal 
busine88, there is no doubt that foreign bills might take the place 
of gold without any danger to the legally prescribed note cover, 
The higher price which these bills would command in the market 
with an unfavourable balance of payments and also the interest 
which the banks themselves would be obliged to pay for the credits 
by which they would strengthen their foreign holdings in case 
of need, or the falling values of the scrip which they must export 
in order to obtain such holdings, would make it as compelling 
a neceB8ity for the banka to raise their interest rates in order 
to restore equilibrium as the threatened out1low of gold, unleB8 
foreign countries achieved the same effect by lowering their 
intereat rates. 

The only real limit to the substitution of credit for gold 
would appear when gold production had fallen so low that it did 
not meet the demand of industry for gold, which would then 
tum to the remaining stocks in the banks and would BOOn 

decimate them. In thia case, in 80 far as it is still desired to 
prevent commodity prices from falling, nothing else would avail 
but a removal of the obligation of the banka to redeem their 
notea in gold, in other words, the introduction of an inconvertible 
paper currency: thia ia a step to which we shall shortly return, 
but which for the moment and in the immediate future need not 
be regarded as likely.1 

On the other hand, the position is much more difficult 
when there ia an excessive aupply of gold and a consequent 
rise in prices for all goods and services. It bas not been 

I [Written before the World WIII'.-EDI'fOL) 
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discussed much, though from all appearances it must have been 
imminent in 1906. A correction might exist in a contraction 
of bank credit, but this is much more difficult to effect than 
an expansion, as it runs contrary to the developmenta which 
economic forces are seeking to bring about. In the countries 
which have notes of small denomination a withdrawal of such 
notes would certainly leave room for gold in general circulation, 
but naturally at the sacrifice of the profit which in such countries 
nowadays usually goes to the State, and with a resulting extra 
burden on the tax-payer. In the chief European countries, 
again, this remedy is not possible, since gold is already largely 
in circulation there. A withdrawal of the English five-pound 
note and the German l00-mark notes, so that the lowest denomina
tion would be £10 or 200 marks, would only inconvenience 
business and would perhaps have no effect, since notes, 
especially in England, are being more or less replaced by cheques. 
As regards the proposal sometimes made to demand of the non
issuing banks the maintenance of large gold reserves as a guaranteE 
for their deposits and current accounta, such a measure, if it 
were not required by a real need for increased security and 
soundness of the banks (which would be difficult to prove), must 
be regarded as an unnecessary and costly restraint. 

Therefore, unless we are prepared to accept the consequen~ 
as regards commodity prices, since they must ultimately adjusl 
themselves to an equilibrium with the demand for gold, thoug~ 
at a considerably higher price level, there is scarcely any othel 
fully satisfactory remedy against a great and persistent increasE 
in gold production than the one which has been applied almos1 
everywhere in the past with regard to silver, namely the cessatm 
of free minti1l1J on private account.1 There can scarcely be anJ 

1 Another alternative is &Iso conceivable, namely whilst retaining !reo 
gold minting to relieve the banks of their obligation to redeem their notea if 
gold or to accept gold at a hed price. Gold coinage would. in other worda 
be converted into a mere money of exchange which wonld change hands al 
varying ratea of exchange, &I W&l formerly the case with the ailver countriee 
The measure of value would then become the banknote and it wonld be th~ 
business of the Central Banks to maintain ita value both in reference to goodl 
and to the currency of other countries in & III&IIDer which we ahaIl 1hortJ) 
endeavour to explain. In a way, perhape, the latter method is the II10IIt rational 
for it is at bottom & reasonable demand tha$ the State ahonld maintain & gok 
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reasonable doubt that luch a ltep would be fully effective for 
the maintenance and preservation of the present price level 
and purchasing power in goode and aervicea if we look at the 
influence which the ceasation of free minting in Holland and 
British India-in which countries most of the hard cash consista 
of lilver-has had on the value of money in those countries. 
Without any difficulty whatever lilver is held at parity with 
gold. in Holland at the old ratio of 1: 151. in India at the new 
ratio 1: 22. and consequently any other variations in terms of 
goods than those which gold undergoes. and thereCore such &8 

might have been caused by the lubsequent heavy Call in the 
value of lilver are eliminated. From an economic point of view 
thil measure would constitute a great saving and would be much 
preCerable to an attempt to maintain the value oC money at 
ita present level by contracting credit. whilst retaining free 
minting. for in that way. &I Davidson rightly observes. the 
production of gold would also be maintained on ita present 
exc888ive Icale and might even be increased. That would be 
wasteCul of capital and labour. which might from the point of 
view of economy be more profitably employed. 

The only people who could complain would be the 
shareholders in the gold mines, whose vast capital sunk 
in them would no longer give the expected yield: in 80me 
cases. indeed, it might yield nothing at all. This, however, is a 
secondary consideration. The interest of gold-producers cannot, 
or at least should not, be decisive in this question, nor should it 
let aside much more important and more comprehensive interesta 
any more than the interests of the ownere of silver mines in 
keeping up silver prices were allowed to prevent the abolition 
of the free minting of silver or the repeal of the Bland and 
Sherman Bills in the U.S.A. 

We now come to the main question. Is such a step p088ible 

coinage guaranteed iD &nen- aad _~ht, ...... then • DO obTiou 
juatiJicatiOJl for t.he demand t.ha, it. gold ooina ahould aI80 regulate all 
eoonomio eetimatee and agreements. On t.he ot.her band t.he iDaoDnnieDoe 
in everyday aft'airI of uing mODeJ wit.h aD 1UIoertaiD aad nriable ~ 
power I. 10 great t.ha, t.he alterDative mentiODed abcmt, natrioted minting. • 
to be preferred. 
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without sacrificing the advantages of gold monometallislll 
with free minting and especially the advantages of an inlemationai 
medium of exchange which it now POBBesses and which is, 
rightly, valued highly 1 A single nation, however important: 
which on its own account introduced such a measure would oj 
course cut itself off from the existing fixed currency parity and 
the relative stability of foreign exchange rates. Its currency: 
gold coinage with no free minting on private account, would 
as a rule have a higher, perhaps much higher value than the gold 
currency of other countries, but at the same time it would bE 
an unstable value. . With an occasional unfavourable balanCE 
of payments abroad, the gold coin of the country could nol 
be used as a medium of payment abroad, or at least only in II 

case of extreme need and after a heavy fall in its internal 
value; in order to effect payment it would be necessary 
to use first stocks of unminted gold and foreign coin held b, 
the banks or by private individuals who had acquired it ill 
speculation for this purpose, and second, and most important, 
existing holdings abroad, such 88 securities, etc. Indeed, 
this method of payment is finding wider employment evell 
under present conditions, and experience has shown that botb 
old silver countries, after the abolition of free silver minting, 
and paper currency countries, such 88 Austria in recent times, 
have been able, by a rational use of minting, note iBBue, and 
discount policy, successfully to maintain their conventional 
money at parity with the gold currency of other countries. 
There could therefore be no special difficulty in maintaining 
it in a country which, by the abolition of free gold minting, 
had already imparted a higher value to its gold currency 
than its metallic value, i.e. in preventing occasional and un
necessary disturbances. Of course it would never remain quite 
stable in relation to the currency of other countries, for the 
purpose of the abolition of free minting W88 just to prevent 
the value of money from following foreign currency in the 
anticipated fall in value of metallic and free minted gold. 
That would be an inconvenience which the country in question 
would have to submit to for the benefit of pOBBeBBing within 
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the country a fixed measure of value and. an average price 
level for commodities and. aervices which is aa constant 88 

possible. 
U other nations should follow this example-though at 

first gradually-and the value of gold should meanwhile continue 
to fall, then there would be the inconvenience that we should 
possibly have a whole aeries of gold currencies in difTerent 
countries whose value in relation to goods, and therefore their 
internal value, would depend on conditions quite other than their 
weight and fineness. This is more or less what happened to the 
silver currencies of various countries, such aa the French 5-franc 
piece, the German thaler, the old Austrian silver gulden, the 
Russian silver rouble, the Indian rupee, and the Mexican dollar; 
they all had difTerent values in relation to their silver content. 
Undoubtedly the simplest and best course would be for the 
abolition of free minting of gold-assuming sufficient reason for 
this meaaure existed-to occur simultaneously by agreement 
between the principal Great Powers, in which caae the remaining 
countries would certainly follow suit. In such caae there would 
seem to be no insurmountable obstacle to retaining all the 
advantages of the present system whilst avoiding its in
conveniences, by combining, aa it were, a constant value of 
money in space with that in time. 

As regards the first half of our problem-the maintenance 
of a constant internal value between the gold currencies of 
difTerent countries, the relation of which would be the same aa 
the relation between their gold content, even if they had all 
risen above the value of the metallic gold, one might at first 
suppose that it might be done by an international agreement 
similar to that of the Latin Union in regard to silver, 80 

that the gold currency of the various countries would be legal 
tender, or would at any rate be accepted by the public treaauries 
in each country. But this would scarcely be feasible, for 
it would require common regulations aa regards the minting, 
of gold, which could only be permitted up to a certain maximum, 
related in some way, for example, to the population. Otherwise 
some State might avail itself of the low price of gold to mint large 
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quantities of money and to flood other countries with it in pa, 
ment for goods-an extremely profitable business. But restrie 
tions of this kind are difficult, and even impossible to introduc€ 
as the requirements of currency per head differ so much i 
different countries and at different times. The best thing woul, 
therefore seem to be to leave the regulation of internation~ 
monetary values to the institutions which at present contre 
them, namely the discount policy of the great banks, thoug 
so long as metallic money remains the measure of value it mUll 
be supported by the currency policy of the Governments. N othin 
is more absolutely necessary than agreements between th 
central banks of the various countries, of the kind which we hay 
described-and which have actually existed between the centr~ 
banks of the Scandinavian countries-to redeem at par eac: 
other's drafts and notes (and of course each other's gold currenc~ 
though this would not then be of major importance) in thei 
own currency and notes. It would then be the banks' OWl 

affair to determine how they would exchange or account fo 
these notes and drafts and to what extent and at what rate (J 

interest they would accord each other credit for longer period! 
In this way the currency and notes of each country woull 
continue to be legal tender only in the country itself, but the: 
could nevertheless be used for foreign payments, along witi 
the drafts of the banks, and, like them, without any loss on th 
exchange, as they would always be redeemed at par by th 
central banks and their branches, and in all probability very 8001 

by other banks also. 
There remains the much more difficult problem ot th 

maintenance of a constant value of money in ti1M, a stab}, 
purchasing power of money in terms of goods. It is eviden 
that this could not be achieved by any country alone if the min 
parity between countries were maintained the whole time. I 
must be achieved rather by common measures on the part 0 

all countries and more particularly on the part of their centrs 
banks-though from what has been said it is difficult to say 0 

what kind. We have already seen that the system here propose< 
would by no means release the central banks of the varioUJ 
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countries from the necessity of making changes from time to 
time in their interest rates in order to counteract movementa 
either occasional or more persistent, in the balance of foreign 
paymenta. This necessity would remain, though the fact is 
often overlooked, under any lyatem, however intimate the 
monetary unions into which the dift'erent countries may enter, 
and even it the proposal for a common world paper currency, 
issued by one central bank, were adopted. But luch rises 
and falls in interest rate. are by nature relative; they are 
alwaya made on the basis of foreign interest rates. The same 
result may therefore be obtained in two dift'erent waya: by 
raising the discount rate in the country which has an nn
favourable balance of paymenta and by a lowering of it in those 
countries which have a favourable balance at the same time. 
The lyatem has, therefore, to borrow a term from mechanics
two degreu oj J'udom: side by aide with the interest policy 
of the banks with reference to each other, which has the function 
of producing equilibrium between the debits and credita of the 
VarioUl countries, there should be a common policy, a raising 
or lowering of bank rates throughout the world from time to 
time in order to depreB8 the commodity price level when it 
showed a tendency to rise and to raise it when it showed 
a tendency to fall. Such an arrangement would in reality be 
lesB artificial than one would 'uppose, for the point round which 
interest rates in the VarioUl countries would oscillate and to 
which they would be more or lesB anchored would, as has 
already been shown, be just the normal or real rate ruling on 
any particular occasion in any particular country. There is in 
addition another reason for leaving this function to the interest 
policy of the central banks instead of, as one might imagine, 
to a common currency policy of Governments. So long as the 
production of gold continues to be abundant, the Governmenta 
are, it is true, able by restricted minting to raise the value of 
their coinage to any height whatever above ita metallic value. 
But it the gold mines and the goldfields at some future time 
should again be exhausted and metallic gold rise to the same 
value as that of minted gold, or even above it, then a rise in the 
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value of money and a fall in commodity prices could not be 
prevented by any such measure. The prohibition of the 
melting down of gold is practically useless, as history shows, 
and for good reaSOnB. In such a case it would ultimately be fOl 
the banks, by an increased note issue or some other expansion oj 
credit to counteract the shortage in the medium of turnover in ordel 
to raise prices, and it would only be beneficial if by mutual 
agreement and the habit of common action they were 
prepared for all eventualities. From a higher economic point 
of view, moreover, the use of such a costly material as gold is 
pure waste. The minted gold of the world, calculated at 40 
milliards of kronor, would naturally be used to greater advantage 
if it were placed at the disposal of industry, and even if from a 
purely commercial point of view gold would then have to be 
sold at a loss it would be an economic advantage to be rid oj 
it. As an independent measure of value, independent of materia! 
substance, whether gold or silver, and kept stable in value botb 
in space and time in the manner described above, the banknote, 
or in more general terms bank money, is undoubtedly the ideal 
which currency systems should endeavour to approach. 

Finally, as regards the technical difficulties of introducin~ 
such reforms, there is no reason either to underestimate or tel 
exaggerate them. That existing price statistics are not sufficiently 
developed for a precise or reliable calculation of the lluctuatiollll 
in prices is only too true, and even if they were &8 complete 
as is conceivable a regulation of prices and exchanges, especially 
if it is to be effective throughout the whole world, can only 
be approximate and to a certain extent purely conventional 
But such difficulties must, here &8 always, be measured and 
weighed against the urgency of the need which it is proposed 
to satisfy and the evils which require a remedy. If gold produc
tion should again be reduced, or the excess of gold is absorbed
as happened in the 'nineties-by the countries which have not 
yet found it necessary to acquire large stocks of gold, and if in 
consequence commodity prices in the immediate future only 
show a small or uncertain change, then perhaps it would be folly 
to attempt to reform the existing monometallic gold system, 
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which is without doubt theoretically the most simple and has 
great and real advantages in practice. But if we are confronted 
with a real plethora of· gold, if the future price level shows 
an unmistakable and persistent upward trend with all the 
resultant social inconveuiences, and even if the reverse-a 
great shortage of gold-should happen, then the need for reform 
of the existing currency system will presumably be 80 clearly 
felt that it will be impo88ible to reject it, and the practical means 
for its achievement will be discovered, even if they do not at the 
beginuing reach the height of perfection. 

Not. on Irving Fuller', Propo,al Jor the Regulation oj 1M Purc1uuing 
Puwer oj Montyl 

A proposal for the regulation of the value of money which has 
lately been much discussed is that of the American profe880r, 
Irving Fisher, which he first indicated in his TM PurcluJaing 
Puwer oj Money, and later in articles in various journals, 
especially TAe Quarterly Journal oj Economiu, March, 1913, 
where he develops a plan for a .. compensated dollar". Under 
this plan the free minting of gold is retained, though not, as now, 
with the deduction only of the costs of minting (brtJI.age), but with 
the introduotion or a more or ley significant seignorage, which at 
any given moment would in prinoiple be 80 determined that the 
metallio gold actually exchanged for a minted dollar (or other 
gold coin or notes of gold denomination) would stand in inverse 
proportion to the current purchasing power of gold in terms of 
other goods. In this way, according to Irving Fisher, we should 
retain G .table purc1uuing 'JIOIIM' in terms of goods, and the average 
level or commodity prices, calculated in minted gold, would there
fore remain stable. On the other hand national treasuries would 
be under an obligation to redeem gold coins or notes on demand 
for as much metallio gold as corresponded at any given time to 
their purchasing power. The profits which would be made by 
the treasuries in times of rising prices, calculated in metallio 

• At! the author indicate. in the preface to the IIIMlOIld Swedish edition, 
thia Dote oonatitutee a brief reaum6 of his _,. OD .. Th. Regulation or the 
Value of Money" in EiotL TilUl:rift. n, 134-142 (1913). cr. also pp. 224-7. 
In which h. -)'11 the, an -v by Prof_ Davidaoa had led him to nalize 
.. the _t.ial Ihortoominga·\ of Fisher'. plan. 

Q 
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gold, i.e. from a falling value of gold, would form a fund whic: 
would assist them, without sacrifice, to fulfil their obligatio 
to redeem in case the demand for metallic gold should excee. 
the quantities simultaneously offered to the State for mintin~ 
In order to prevent speculation in rising and falling values c 
gold the seignorage would, according to Irving Fieher, b 
altered successively by such small degrees that these change 
would be counterbalanced by the 1088 in interest to those wh 
otherwise might be inclined to hold either gold coin (or no~ 
on speculation for a future profitable conversion into metallic gol' 
or coin or notes. . 

It ie evident, !'ond this is admitted by Fieher, that this metho 
could only be employed on the assumption that metallic gol, 
remains lowef' in price than at the time of the introduction of th 
reform, so that the seignorage would always be positive. I 
the opposite case the State would be compelled to mint money ~ 
greater weight than corresponded to the metallic gold offered t 
the State for minting, which is inconceivable, since it would 800 

lead to a smelting down of coin and new offers of gold to th 
mint for minting. 

But apart from this disadvantage the method has anothe 
drawback, which neither Fisher nor the majority of his critic 
appear to have noticed. It clearly aasumes that the exchang 
value of the metallic gold in terms of goods is not materiall: 
affected by the seignorage. As far as a particular country Cl 

the size of the U.S.A. is concerned, this aasumption may b 
made, up to a point, but in that case the whole measure woul, 
only amount to a kind of limited minting within that countlJ 
and metallic gold as a whole-or in proportion as it was no 
absorbed for industrial purposes-would flow to those countrie 
where it could still be freely minted at the old ratio, i.e. withou 
seignorage. In other words, the country would then have solve. 
the problem of maintaining the purchasing power of money i.J 
terms of goods within the country itaelf-or what we have calle. 
constancy in ti1M--but by sacrificing constancy in space, i.e. a 
against the currency of other countries. 

The conditions would be quite different if all countrie 
should adopt the same plan, which is, of course, Fieher's purpose 
or, what amounts to the same thing, if it is conceived as beinl 
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introduced in an .,olated country producing ita own gold. In 
that case, of course, the exchange value of metallio gold would 
alao be influenced by the seignorage, which to that extent would 
constitute an obstacle to the intended raising of the purchasing 
power of minted gold. 

Fisher doee not altogether deny this, but he assumes, without 
further reason, that a fan in the value of metallic gold would 
only oonstitute about half of the seignorage, 80 that the remaining 
half would in any case produce a corresponding rise in the pur
chasing power of minted gold. This, however, is only a guese, 
and an improbable one at that. If, as Fisher always doee in 
other places, we take the point of view of the Quantity Theory, 
then it is clear that this measure can only influence the level of 
commodity prices in proportion as it aucoesafully brings about a 
diminution, or prevents an otherwise impending increase, of the 
whole quantity of money in existence in the country. Now the 
annual quantity of gold produced. and still more the quantity 
available for minting purposes, is only a amall fraction of the 
existing quantity of coin. The seignorage, therefore, when it is 
first imposed or altered. would have a very alight influence 
indeed on the total quantity of money. Its influence on the 
total quantity of coin or notes, and consequently on the price 
level; would be limited to a fradiort 0/ ca/rGCtiort, or in practice 
it would be nil i for which reason the value of metallio gold would 
presumably fall by practically the whole amount of the seignorage 
when imposed or changed. 

On the other hand this preasure on the exchange value of 
the metal would of course make the production of gold lese 
profitable in the long run and at the same time increase the 
industrial consumption of gold. In the long run therefore Fisher'. 
method would doubtleaa prove effective. i.e. it would achieve 
somewhat earlier equilibrium between production and con
sumption which sooner or later, though more slowly, the unchecked 
rise in commodity prices would itself have produced. But the 
idea that in this manner anything like a stable price level could 
be achieved must be rejected as illusory. 

In oriees, as the Belgian, Ansiaux, has pointed out, the Fisher 
method might have fatal results. In the upward awing of the 
trade cycle, when commodity prices are rising by means of the 
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granting of credit, the State and the central banks would, Ot 

Fisher's plan, endeavour by successive increase of the seignoragE 
to counteract this rise in prices, though certainly only with par' 
tialsuccess. When the crisis occurred and credit was contracted, 
and there came into being an increased demand for gold coin an~ 
notes, the banks would have cut themselves oft' from the possibilit, 
of issuing sufficient quantities of them, since the rate 01 
seiglfurage already levied could only be slowly altered. ThE 
crises might thereby become even more acute. 

Various other observations of a practical and technica' 
kind may be made, and have been made, against Fisher's plan 
but its theoretical foundations are, if the above criticism il 
accepted, much too weak for us to attribute to it any real impor, 
tance. 

At most it may be admitted that the plan is a step in the righi 
direction, though even this is of doubtful advantage if, as seenu 
to be the case here, the step or steps in question are so small thai 
they effect little or nothing of what is required, whilst on thE 
other hand their eft'ects are prolonged into a period when contrary 
measures are indicated. 

The real advantage of Fisher's method is that, externally, 
everything would continue as at present, so that the general 
public would not even notice the change.1 Such an argumenlum 
ad ignoratum seems, however, of doubtful value. The very 
substance of the proposed reform is to raise something else tc 
the position of a measure of value, and not gold, as is now the case. 
Why not, therefore, go the whole way, and choose somethin~ 
different by which the goal in view, a stable price level, may be 
secured with reasonable certainty ! 

1 This and the following linea are omitted from the German edition. 

THE END 
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- and velocity. II, 65 ff. 
Crises. causes of, II, 209 ff. 
Currency, origins and history of,II.30ff. 
Currency theory. II, 171 ff. 
Current accounts and velocity. 11,68 fl. 

Debasement of currency. II. 33 
Debts. and fluctuationa in value of 

money. II. 55 ff. 
Decreasing costa and indeterminate

ne88. I. 231 
Bee also Increasing Returns. 

Deflation, how effected. IJ. 170. 200 ff. 
Demand_nd changes in value of 

capital, I, 202 
- effectivenesa of. I. 19 
- for money. II, 15,20 ff., 168 
- and utility, I, 19 
Deposit banking, development of 

I, 76. 79--SO 
Deposit rates, importance of. T, 253 
Deposita. bank creation of. II. 86 
Diminishing returna, law of-I. 106, 

243-4 
- as basis of rent. I. 122 
- difficulties in empirical verifica-

tion of, I. 122 
- from social and individual stand-

points. I. 123 
- universality of. I. 111 
Discontinuiti_I, 68. 70 
- in period of production. I. 177 
Discount policy_nd gold flOWI, 

II. 109 ff. 
- and production. II. 113 
Discount ra~d foreign borrow. 

ing. I. 253 
- graph of. 185G-1915. II. 203 
- and price-level stabilization. II. 

222 ff. 
Distribution-general theory ot, 

I, 101 ff. 
- and adding np problem, I, 125 If. 
- mathematical treatmen' of, I, 

178 ff., 203 ff. 
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DietributiO!1-lOoialupectB of, 1,142 
Diatributive Iharea - and eapital 

IIOOIImulation, I, 167 If. 
_.. determined by marginal pro. 

ductivity, I, 133 If. 
_ diagrammati~ reprellentation of, 

I, 116 
_ .. affected by exchange, I, 206 
_ and inventioDl and maohinery, 

1.13311'. 
Divi.lon o( labour, and loale, I. 133 
Double Itandard, lee Bimetalliam. 
Duopolv. I, 96-7 
Durability of. oapital goode, I. 237, 

240. 246. 268 If. • 

Economio friction, I. 68. 71 
Economica-euthor'. diviaion of, I, 

1111'. 
- cluaieal divilion of. I, 8 
- and ethiCl. I, 3. 227 
- and equality, I." 
- nature of, I, 1 ff. 
Eflioif.ncy of money. n. 19 
Eluticity of demand. 1. 222 
Entrepreneur-function 01 In hiring 

(acton. I. 109. 110 
- income of oolllidered .. wagea, 

1.126 
Equation •• Iyatem of. and equilibrium 

1.34-11.46-9. M, 66-7. 201, 226 
Equilibrium-between demand and 

lupply, I. 20 
- determinant. of poaition of, I. 198. 

201 
- In investment over time pmode. 

I. 160. 1611 
- between natural and money rat .. 

of Int4lleet, II, 1811. 192,201 
- between production and con. 

IUmption. r. 98 
- with no profit., I, 126 
Exchange-between alternative u-. 

1.31111'. 
- at ginn pri08l, I • .a If. 
- between two Individuala, I. 49 If. 
- of two commoditiea, I, 62 If. 
- of more than two IlOmmoditiea, 

1.6311'. 
- and relative sheree of facton, 

1.206 
- utility from, I, 206 
Exploitation of labour, Manian 

theory of. I. 119-20. 196 

Facton of production--elaaillieation 
of. 1.107.186 

- elutieity of IUpply of, I, 206 
- lupply of. I, 103-4 

Final utility, I, 30 
Fpreign balanoea-and balance of 

pay mente, II, 93 If. 
- and e:lchange ratee, n. 115 
- and intereet ratee. n, III If. 
Foreign exchange ratee-and foreign 

balanC81, I. 252-4; n, 115 
- general theory of. n. 102 If. 
- and aeigniorage. n. 50 
Free eapital, I, 145, 234; n. 192 
Free oompetition-advantagee of, I, 

72 If. 
- in claaaieal syatem, I, 227 
- danger of reatrioting, I. 81-2 
- and determlnaten8l8, I, 53 
- and equilibrium, I, 52 If. 
- extent of. I, 132 

. - limitatioDl on, I, 72 
- and maximination of profita, I, 

1011 
- and IOcial juatice, I. 227 
Free goode. I. 18 
Free minting. and the price level, 

n,218 
Bee al80 Minting. 

Gold ftowe-and bank policy, n. 
104 If. 

- decreaaing importance of. n. 12~I 
- determinant .. of, II. 101 If., 162 
- and pricea. I, 251; n, 162 If., 215 
Gold point., n. 107-9 
Gold premium policy, n,ll6-8 
Gold production-and balance of 

peymente, n, 162 If. 
- and intereet ratee, n. 124 
- and marginal coote, n. 148 
- in nineteenth century. n. 37. 39. 

41, 43. 125 
- and price level. I, 2M; n, 161 If .. 

216-17 
Gold reaervea-decreaaing importance 

of, II, 122, 217 
- and loan ratee, n. 201-2, 204 
- functione of, II, 110, 119-20 
Gold and Silver Commission, II, 10. 

127 
Gold and ailver .. ratio". II, 33 If .. 

62,219 
Gold atandard-adoption of ~ 

England. II, 36; by Germany. 
39,65-7; by U.B.A., II, 41 

- and price etabilization, n. 220 If. 
Greenbacks, n, 40 
Gresham'Blaw, n. 33. 35, 37 

Hamburg giro bank. n. 78-9 
Harmony 8COnomica, I, 4. 
Historical School, I, 11 
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Hoarding_igniJicance of. II, 8 
- historical importance of. II. 9 
~ in Middle Ages. II. 32 
- and velocity. II. 21 
Hours of labol1l'-&nd profits of 

capital I. 194-5 
- variability of. I. 46. 104. 205 

Imperfect competition. I. 83 If. 
Import duties. elfect on price level, 

II. 138 If .• 156 
Imputation. difficulties of. I. 85. 230 
Inconvertibility of notes. and price 

level stabilization. II. 217 
See also Convertibility. 

Incre&8ing returns. law of-I. 243-4 
- application to society &8 a whole. 

1.133 
"- assumptions of. I. 111 
- incompatibility with competitive 

equilibrium. I. 128-9 
- and monopoly. I. 131. 232 

Bee also Decreasing Costs. 
Indeterminaten~f exchange. I, 

60 If. 
- in Bohm-Bawerkion theory of 

interest. Y. 169 
- in bilateral monopoly. I. 197 
- and competition. I. 63 
- in costa of production. I, 85lf •• 230 

--e.nddecre&8ingcosta.I,231-intro-
duced by nature of capita.l, I, 202 

Index numbers. II, 132 If. 
Indifference. law of. I. 34, 62. 133 
Indirect exchange, I. 63 If. 
IndividU&lism-doctrine of. I. 1 
- oompatibility with the social 

interest, I, 2 If. 
- predominance of. I. 2 
Inequalities of income and maximum 

satisfaction. I, 77 
Infant industry argument for pro

tection, I. 76 
InHation. and demand for money. II, 

168 
- and prices, II. 166 
- and velocity of circulation, II. 153 
Interest_ aD agio. I. 169 
- Bohm-Bawerkian theory of. I, 

167lf. 
- causes of, I. 154 If. 
- defence of. I. 146 
- definition of, I, 1M 
- &8 marginal productivity of 

waiting. I. 177 
Intermediate products. I. 187 
International trade, &8 problem of 

immobility of resources. I, 196-201 
InventiolJ&-riUld booms, II, 211-12 

Inventions---. factor of production 
1.107 

- and investment. I. 164: II. 1~ 
- and long-term investment. I. 164 
- and rate of intereet. I. 110 i 

11.206 
- and rent. I. 119. 136 
- and wages. I. 121. 133-4. 164 
- and total product. I. 136 If.. Ul 

Joint demand. and pricee. I. 83 If. 
Joint price. I. 85 
Joint supply-I. 26. 84lf. 
- in &ervicee of durable capital g~ 

1.240.260 

Labolll'-definition of. I. 107 
- elfects of increase in lupply 01, 

I. 164 
- supply of. I. 45. 104-5 
- supply of and distributive ahare, 

I. 194 
- policy. and maximum satisfaction, 

1,78 
Labour theory of valu_I, 23, 28 
- and value of money. II. 130 
Land-definition of. I. 107 
- inclusion under capital, I,I~ 
- effPCt of CaU in rate of intereet 011 

value of. I. 214-15 
- treatment of quality dilf'erencea in, 

I. 124-5 
- values. and the national income, 

1.233 
Large-acale producti~xtenaion 01 

I, 131-2 
- and increasing returna. I. III 
Latin Currency Union, II, 38-9. 68 
Law's notes. II. 78 
LPgal tender. importance of. II. 49. 

53 
Leisure. demand for. I, 46. 103. 1M. 

205 
Liqnid capital. convM'llion into bed 

in boom. II. 209-12 
Bee aUo CircnJating capital. 

Loan rates. limits to lowering of. 
II. 201-2. 204 

Long-term rate of interest. and ahan. 
term rate, I, 161 

Machinery-edoption of alfected by 
level of wages. I. 134 

- and relative aharee of faeton. 
I, 135lf. 

- and wages. I. 134 
- and unemployment. I, 135 
Manchester School. I, 73 
Marginal costs, and priceII, 1,231 
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Marginal . principt-in clB8Bieal 
theory. I. 22-3 

_ univenality 01. I. U 
Margiaal productivity-ol capital, 

1.147 fl. 
_ and quality dift'erenCN. I. ]]3 
_ and marginal utility. I. 112 
_ and rent. I. 125 
- of lItagea of production. I. 189 
_ and wagea. f. 112 If. 
- of waiting. I. 177. 184.269 
Marginal product..-dding np of, 

1.12511'. 
-and relative sharel, I. ]35 
- wagea and rent equal to under com· 

petition. I. 130 I and proportional 
t.o under monopoly. I. 130,132 

MaJ'lJin of production_nd gold 
mlJling. II. 148 

- lbiftabUity of. I. 24 If. 
Marginal ntility-ooncept of. I. 29 If. 
- and lcarcity. J. 32. 221 
- theory of value. I. 29 If. and 

quality dift'erenoea. I, 69 
- of money. II. 20. 130. 131 
Marginal utiliti_quality of and 

muimum .. till action. I. 81-.nd 
exchange between preaent and 
future goorla. I. 169 

- Interdependence of. I, 48 
- proportionality to prioeB, I. 3]. 37. 

222 
- of work and leiaure. I. 205 
Market price and natural prioe, I. 97 
Market rete of intereet. elfect of 

divergent-. from nat\U'l\l rete, 
II. 27. 185 fl .• 194 If. 

Maximisation of production-I. ]4] 
- and free competition. I. 142, 165 
Maximum .. tisfaetion. and free com. 

petition. I. 7~3, 141 
Medium of exchanlJe, II. 15 If. 
Mercantilism-I. 223 
- and gold f1owl, II. 106 
Minimum wage regulation and un· 

employment. I. 141 
Miuting-obargea for. II. 49 
- modern prectiOB, II. 50 
- purpoee of. II. 48 
Monetary etandarde-chang811 in and 

elfect on contrecta, II, 65 fl. 
- claaaification of. II. 42 
Money~ in quantity of. II. 

141 If. 
- demand for. II. U. 20 fl. 
- and determination of prioeB, I. 67. 

224 
- and ectuilibrium in indirect ex· 

change. 1, 83; D. 16 fl. 

Money-f1uctnatiODl in value of, II. 
~.128f1. 

- functioDB of. I. 224 I II. 6 fl. 
- importance of theory of. I. 9 
- marginal utility of, II, 20. 130. 131 
- meauing of ltability of value of, 

II. 128 If. 
- place of in economio ecienre. D. 3 
- relation to barter B8Bumptione, 

11.6 
- utility of holding. II. 8 
Money market. and capital market. 

11.27 
Money rete of intereet-oorrelation 

with price level. II. 202 If •• 207-8 
- determinants of. II. 190 If. 
- limitatioDi to lowering of. II. 189 

B" aUo Market Rate. 
Monometalliem. II. 29, 51 
Monopoly-conCApt of. I. 88 
- compared with competition. I. 

88 If. 
- general theory of, I. 88 If. 
- general price level. II, 156 
- and increasing retllrllB, I. 131. 

232 
- and marginal productivity theory 

of dilltribution. I. 130. 132 
- and overhead ooets. I. 91 
- and prime coats, I. 92 
- reault. of itl becoming general. 

1.229 
- and retail prioeB, I. 87 
- tendency towarda, I. 228 
Monopoly profi'-maximirAtion of. 

J.90II'. 
- taxation of. I. 93 If. 
Multiple equilibrium, I. 5~. 75. 

200.205 

Natural price and market priOB, I. 97 
Natural rete of in~ in 

and effect on price level, II. 
205 If. 

- definition of. II. 192 
- elf~ of divergence from market 

rete, II. 27. 185 If., 194 If •• 215 If. 
- raising of by inventiona, II, 188. 

206 
Normal rete of interest, II. 192 

Open market policy. II. 118 
Optimum population, I, 124 
Optimum aixe of firm, I, 129 
Organization .. a ~ of pr0-

duction. 1, 107-8 
Overhead coIta and monopol» priOB, 

I. 91 
Over-produetion, I, 98 
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Paper money, elfects of increased 

isaues of, II, 166 If. 
Parallel standard, II, 34 
Parity of foreign exchanges, II. 

107-9 
Patents-and monopoly, I, 88, 89 
- as capital, I, 232-3 
Peel's Bank Act, II, 171-3, 182 
Period of production-and amount of 

capital, I, 173 If., 235, 270 
- as conceived by classics, II, 13 
- discontinuities in. I, 177 
- lengthening of, I, 158 If., 168 
-limits to length of, I, 170 
- and rate of intere~t, I, 117, 177, 

184 
Political Economy, defIDition of, I, 1 
Poor relief. and minimum wage 

regulation, I, 141 
Population-importance of theory of, 

1,6,8 
- optimum density of, I, 124 
- and rate of interest, I, 211, 213 
- and rent, I, 121 
- and returns. I, 123 
- and wages, I, 121 
- Wicksell's interest in problem of, 

I, xi-xii 
Precious metals-use of as currency, 

11,30 ff. 
Present and future goods-choice 

between, I, 154, 169,208,217,241 
Price, meaning of, I, 16 
Price level-causes of, instability of, 

II, 215 If. 
- and changes in rate of interest, II, 

176 ff. 
- conditions of stability of, II, 185 
- connection with prosperity, II, 

157-9 
- control of by banks, II, 216 
- effects of rise in, II, 219 
- grsph of, 1850-1915, II, 203 
- measurement of, II, 132 If. 
- and value of money, II, 20 
Prices-and cost of production, I. 97 
- elfect of regulation of' on 

equilibrium, I, 76 
Pricing mechanism, I, 223 If. 
Prime costs and monopoly price, I, 92 
Private property-assumption of, I, 

5, 7 
--elfect on maximnm satisfaction, 

1,77 
- and effects of fall in rate of intereot, 

1,214 
Production, theory of-I, 101 If. 
- and distribution interdependent, 

1,7 

Production. theory of -and exchang4 
interdependent. I, 196 

- as a problem of exchange, I, 10: 
- not as a technical but an economi, 

problem, I, 106 
Productivity function of capital 

1,264 ff. 
Profit&---&bsence of in eqUilibrium 

1,126 
- entrepreneur'. aim to maximize 

1,244 
- maximization of by monopolist 

I, 90 If. 
- tendencv to zero, I, 229. 244 
Profit.sharing and capital accumuIa 

tion, 1,195 
Propeny, effects of unequal die 

tribution of. I. 77 If. 
Public finance. place oC in economiOl 

I, I, 8. 71 
Purchaeing power oC money, in earll 

times, II, 35 

Quality dilferenc_and margina 
productivity theory oC distribution 
I, 113 

- and marginal utility theory 0 
value, I. 69 

Quantity theory of money. I, 249 
II, 141 If. 

Rat.e of interest-and balance of pay 
menta, II, 186 

- determinants of, I, 147, 174 If. 
236 

- equilibrium between long and short 
term rates, I, 161 

- and gold production. II, 124 
- and inventions. 1.110 
- Jevonian fonnuIa for, I, 179 
-limits to fall in, I, 210 
- as marginal productivity 0 

waiting. I, 177, 184 
- and movements in price level 

I, 250; II. 164 If., 176 If. 
- mathematical treatment 01 

I. 1751f. 
- and non-etationary conditions 

I. 1M 
- and rents, I, 215 
- and stability of price level. II, IS. 
- and State policy, I, 212 
- and supply of capital, I, 20811 

n.205 
- and trend in price level. II. 202 II 
-tendElllCY to zero, 1,148,157, 17(J 

209 If., 214, 241 
Sa al&o Bank Rate and Diaooun 

Rates. 
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Real eapital-ilot identical with 
moner ttockl, I, 217; n,25 

_ and IDtere.t, I, 258 If. ; n, 192 
_ mathematical treatment of, I, 

274 If. 
_ aocumulatlon via increaae of credit, 

n,101 
Real rate of interest, I, 250; II, 206 

Bu aUo Natural Rate. 
Real wag .. in the trade eyrie, I, 256 
Relative lhaJ'ell of facto_Ifect of 

inventioDi and machinery on, 
I, 1311 If. 

Rent-conditions for, I, 110 
-.. determined by marginal pro

ductivity, I, 125 
- diagrammatical representation of, 

1,1111,139 
- and increue in capital, I, I1l7, 163, 

183 
- inteJ'ellt on advancee for, I, 191 
- and inventions, I, 136 If. 
- a. residual income, I, 113 
- Ricardian theory of, I, 110, 116 If., 

242-6 
- and wag .. , mutual determination 

of. I, 1111 
ReftleflgG'er, I, 237, 246 
Retail pricea_ eumple of joint 

lupply, I, 86 
- and monopoly, I, 87 
Risk premium and long.term loan. 

1.161 
Riakl_nd credit traneactioDl, n, 72 
- olf .. ttint:!k~~ bank .. n, 83 If. 
Routine in . g, II, 20. 

Saving-dauical theory of, n, 12 
- compared with hoarding, II, 11-12 
- and exhaustion of natural 

reaourcee, I, 213 
- and increasing wealth. I, 213 
- motivea for, I, 208 If. 
- and prioee of cODBumere' goods, 

11,158 
- and price level, II, ~9 
- and rate of in~rest, n, 205 

8u GUo Accumulation of CapitaL 
Scale of valu.., I, 33 
Soarcity~d value, I, 18 
- and marginal utility, I, 32 
- principle of. I, 221 If. 
Seigniorag_II, 49-50 
- effecte on foreign e:uhangee, n, 50 
f:hort-term lending and banb, II, 80 
Short·term rate of In~rest, relation 

to long·term rate, I, 161; n, 
191-2 

Silver palicy in U.S.A., n, 40, 219 

Silver production, n, 36, 39, 41, 43 
Site vaIu.., increaae in, I, 215 
800ialiat Stat-wagell In, I, 248 
- accumulation of capital in, I, 248 
Bot-ialist theory of value, I, 28 
Rpace and monopoly, I, 88, 96, 131 
Speculation, elfect of low bank rate 

on, n, 184 If. 
Stabilization of price level. n. 1S5, 

215 If. 
State, and destruction of capital, 

1,212 
State debts and changes in monetary 

Randarda, n, 67 
Stationary state-I, 105 
- and irreplaceable reaourcee, I, lin 
- absence of new eavinga in, I, 17l 
- and capital accumulation, I, 203 
Stork Exchange, functioDB of, n' 73 
Stoclrs, accumulation of in depreasion, 

n,213-14 
Subsistence fund, I, 168, 187-8, 248 
Subeistence level of wagee, I, 141 
Subetitutability - between com-

modities: elfect on equilibrium. I, 
60 

- between facton, I, 9~9, 230, 244 
Supply and demand-formula of 

in rlMllical system, I. 20 
Supply and scarcity. I, 19 
Sweden, currency of, II, 44 If. 
Swedish Ribbank, early history of, 

II,77 

Taution of monopoly profits, I, 93 
Taxes, elfect. of on price level, n, 158 
Time element-&nd capital, I, 100, 

150, ]67, 172 If., 236, 246 
- and theoTY of pricee, I 98 
- and velocity of circulation of 

money. II, 18 
Token money, II. 511f.-llinite on, 

n, .9, 63 
Trade eym-J, ~ 
- eau_ of, II, 209 If. 
Trade unions and employment, I, 121 
Transport, elfeete of faD in costs of, 

OB price levels, II. 165 

Uncertainty, elfect on saving, I, 211 
Undf'r.coneumption, I, 98 
Under nluation of future goods, r. 

154, 170, 211 
Unemployment and machinery, I, 135 
Unfavourable balance of payments. 

meaning of, II, 105 
Unstable equilibrium. I, 59 
- in money rate of interest, n, 187 
Utility-meaning of, I, 15 
- immeuurability of, r. 38, 221 
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Utility-of holding money, II, 8 
- of possibilities of exchange, I, 205 

Value-dassical tbeory of, I, 20 IF. 
- Cassel's rejection of modem theory 

of, I, 220 ft". 
"- in exchange," I, 18,29-30 
- labour theory of, I, 23, 28 
- marginal utility tbeory of, I, 

29ft". 
- meaning of, I, 16 
- relation to usefulness, I, 17 
- and relative sC&rcity, I, 18 
- Ricardian theory of, I, 23 ft". 
- supply and demand theory of, 

1,21 
- theory of, 88 foundation of 

economics, I, 8, 14 
- theory of in fin&1 form, I, 196 ft". 
.. - in use," I, 18, 29-30 
Value of money-II, 127ft". 
- conditions for stability of. II, 

132ft". 
- cost of produm;ion theory of, II, 

146 ft". 
- quantity theory of, I, 249; II, 

141ft". 
- special determinants of, II, 20 

See alao Price Level. 
Velocity of circul&tion-a.nd cash 

ba.lances, II, 61 ft". 
- causes of changes in, II, 64, 150 
- definition of, II, 60 
- general theory of, II, 59 ft". 
- and hoarding, II, 21 
- and inflation, II, 153 

Velocity of circulation_nd quantit, 
theory, II, I~ 

- and time element in exchange, 
II. 18,22 

- time variation in, II, 22 
Vr.mMUngwaergie, I, 178 
Virtual velocity, II, 67ft". 
Voluntary savings, elFect of inftatiOll 

on, II, 199 

Wage fi:lling_nd maximum sati& 
faction, I, 78 

Wage&-&nd increaae in capit&l, I. 
157, J63, 183 

- and inventions, I, 134 ft". 
- iron law of. I, 245 
- and maintenanoe of capit&l, I, 191 
- marginal productivity theory 01, 

I, 112ft". 
- and prioe level, II, 156-7 
- and rent, mutual determination of 

I, 115 
- stability &8 criterion of monetar:J 

policy, II, 130 
- and aupply of labour, I, 46 
Wages.fund, I, 137, 193, 216, 233 

24"', 246 
Waiting-iloS factor of production 

1,236-7 
- conoept of, I, 138 
- and interest, I, 177, 184. 269 
Want_theory of, I, 5 
- &8 primary director of economi. 

activity, I, 8 
Work and leisure, marginal utility of 

I. 205 
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