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PREFACE TO THE SECOND EDITION. 
'.l' 

IN this new edition Chapters XIII. and XIV.' (War 
Finance and War Inflation) hav~been in great part 
re-written. . Chapter XX., which was in the nature, of 
a forecast of events" after the War," has been lefi un-
3.It'ered, but to it has been appended a Note dealing at 
considerable ,length with the actual course of events. The 
second part of the Note is devoted to a theoretical exami
nation of the problem of ,international indebtedness, which 
,has acquired so much importance since 1919. 

! 

Apart from these Chapters the alterations are not ex
tensive. I have endeavoured.l!O COHee' various defects 
and inaccuracies,some'of whiCh have been pointed out by 
critics, "\nd in one ~ two places minot alterations have 
been made' to pring matt~s 'up to dale., When the ,first 
editiqn weht~Q press 'in-hne, '191~ ... 'th':: transition from 
war to peace had l5.ardl>'lbegud;'3'.I1d I ,then assumed the 
gold stapdard to be the normal cOll,dition of things. . In 
this respect I have made no alteration. It is reasonable 
to regard the abandonment of the gold standard, which 
has since occurred in Europe and elsewhere, '!S a tem
porary abertadon. But of some other pre-war conditions 
it no longer seems natural to spea~ in the present tense, 
and the present tense has accordingly made way in this 
edition for the past. , 

~ G. HAWTREY . 

., 



PREFACE. 

To add yet another to the legion of books which have 
been written on Currency is an act which almost requires 
an apology. But extensive and complex as the subject 
has always been, every, year that passes brings new 
developments which add to its extent and its complex
ity. A subject which grows in this luxuriant fashion 
opens up a corresponding variety in the methods of 
theoretical approach. The present work is not in
tended to set up one particular method to the exclu
sion of all others. Still less does it exalt any. single 
practical measure as apanacell. of currency disorders. 

.... ,Its purpose is 11l1her to' present a systematic analysis of 
currency and credit movements, and especially to avoid 
that phrase, "other things being equal," by which it is 
so fatally easy for theory to step straight from premises 
to conclusion. 

Scientific treatment of the subject of curr~cy is im-
1 possible without some fo~m of the quantity theory. Two 

forms of this theory, both rigorously true, will be found 
enunciated'in Chapter I II.. But the quantity theory ~ 
itself is inadequate, and it . leads up to the memoir or 
tre3.tm~t baseaOh what I have called the consumers' 
inc9,!!e anci !he consum.e~' outiaYTthat is to say, Simply 
the aggregax~sor individual incomes and individual ex
penditures. This method has been employed throughout 
the succeeding pages. 

It will be found that pre-war institutions and con
ditions are often referred to in the present tense. This 
is no more unreal than to speak of them in the past, 

vi 



CHAPTER I. 

CREDIT WITHOUT ~ONEY. 

" 
MONEY ill! one of those t;Oncepts which, like a teaspoon or an' 
umbrella, but unlike. an earthquake or a buttercup; are defin
able primarily by the use or purpose which they serve. The 
use or purpose of money is two-fold: it ptm'i.d~ It me!lium, of I' .... 
exchange and a measure. 9.tyalll!,. ," • 

According to the classical doctrine of money, mankind, m 
order to avoid the intolerable inconvenience of the direct barter 
of one kind of commoditY' or service for another, has learnt to 
choose one standard commodity to be offered by every buyer 
and accepted by every seller. 'Whether this standard com
modity is established by law or custom, the seller willingly 
accepts it in payment because' he knows that it will be ac
cepted in tum by those from whom he wants to'buy. The' 
practice which makes the selected commodity th~ common 
medium .of exchange almost inevitably makes it also the 
common measure of v81ue. A' market which priced each 
commodity separately in terms of every other would, be im
possibly complicated; the use of one standard commodity as 
money enables US to express all priceS in terms of this one 
commodity. " .' 

{

If we approach the subject in this way, we naturally as- v 
sume that the use of some selected commodity as money is 
the only alternative to a state of barter. - To show what part 
the use of money plays in society, and how great a' difference 
it makes. we are invited to tum to remote and benighted com
munities which have never learnt the use of it, Of to conjec
ture what must have been the economic condition of mankind 
before money was, originated at all. Such comparisons may 
well exaggerate the importance of money. In order to see it 

J: 
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in its true proportion we ought rather to take a completely 
organised and civilised socjety,' 'with all the modem develop
ments of commerce and industry, ,and to examine to what 
extent such a society might have existed just as it is' without 
the use of money, or which of its characteristics w,ould be 

I ~ecessarily sacrificed. In other words, weJJave to find not 
l'lthe historical but the logical origin of money. 

Suppose then that society is civilised, and that money 
does not exist. GOods are brought to mark,et and exchanged. 
But even though there is no mediuni of exchange, it does not 
follow that they must be bartered· directly for one another. 
If a man sells a ton of coals to another, this will create a deb< 
.from the buyer to the seller. But the buyer will have been 
himself a' seller to some' one else, and the seller will have been 
himself aIsoa. buyer. The dealers in the market can meet: 
together and set off their debts and credits. But for this pur
pose the debts and credits, which represent the purchase and 
sale of a variety of goods, must be reduced to some common' 

,; I measure. In fact, a unit for the meassamenJ_ of d~~ts is in-
I dispensable. Where a commodity is use as money, it natur-' 

ally supplies the unit for the measurement of debts. Where 

I
there is no money, the unit must be something wholly con
ventional and arbitrary. This is what is technically called a 
"money of account." Even when money is u&ed, it may 
oCCaSIonarry-nappen that the unit for the calculation of debts 
diverges in some degree from exact correspondence with the 
money in circulation. In that ~ the distinction between 
money and money of account immediately becomes a practical 
·one. The value of the standard coin will be quoted in terms 
of the money of account, and varying amounts of the standard 
coin will be needed to pay a given debt. This is an approxi
mation to the state of affairs which we are assuming. 

But however conventional and ~bitrary the unit may be, 
once it is established as the basis of the debts and prices and 
values of a market, it is bound to assume a certain continuity. 
If the bargains of a. day'were completed within the day, and 
every one could exactly balance his debts against his credits, 
the next day's business might start with an entirely new unit, 
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as ~bitrary as the other and paving no relation to it. But in 
fact this balancing of debts and 'lii.-edits is impossible; each 
day's transactions will le1lve a residue of '.indebtedness to be 
carried forward to the liext. The same unit will therefore 
necessarily be used fr<!m day to day. Each day's business 
starts with the IWCord of the previoJlS day's closing prices cal
culated in the unit. ~ach dealer in the market calciuates his 
own command of wealth in the same unit; it -affords the basis 
for his valuation .both of what he wants to buy and' of what 

. he wants to sell, and he looks for only such divergence from 
the previous priCes as variations of supply and demand will 
justify. The total effective demand for c<?mmodities in the 
market is limited to the number of wilts of the.money of 
account that dealers are prepared to J)ffer, and the number 
that. they are prepared to offer elver any period of time is 
liJnited according -to, $8 number that they hope to receive. 

/Therefore, ar~as tlll~~. caI'ricious variations in its ~ 
v purchas' V{er....will~<?toc.gJI'. _; __ ---0.,_ . 

"1n~;e!'ence wPWd undoQ.btedly be caused by the absence 
of any generlilly recognised medium for the discharge of an . 
outstanding balance of indebtedness. As between dealers 
balances can.for the mOst p¢ be carried forw.ard from day to 
day, but immediate 'payment will sometimes be req,uired, and 
in case of dispute there is no recognised .. legal tender" in 
which a court of law can order the debtor to pay. How this 
problem might best be solved by the dealers we need not stop , 
to inquire. (fhis question of the payment of'debts is a wider "; 
one than th~ of the settlement of balances among'dealers in a 
market. ) , 

In the processes of production, a service tendered creates a 
debt from the person to whom the product belongs to the 
person wllo renders thfl service. Most people derive their_ 
incomes from services rendered either by their personal exer
tions or by the use of their, property ,in production. The ~ 
practice which we have attributed to the~~ of setting off 
one debt against another may be descrit>ed asnle use of credit 
as the means of payment. As H. D. MacLeod insisted, Debtl: . "' 
and Credit are different names for the s:une thing. That!'" 

I· 
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which to the debtor is a debt, is to the creditor a credit.',' Can 
credit be used as the means of payment not only between 
dealers, who are all men of business, but between employers 
and employees ? 

An umbrella-maker might pay, wages by, creating a debt 
from himself to his workmen, but, in order that his workmen 
may spend their wages, the liability must be transferred to 
other shoulders than those of the umbrella-maker, for he can 
sell them nothing but umbrellas. 

I The sol\ltion of this diffi.culty is to be found in the inter
v vention of some one who deals in debts) The umbrella-maker 

can sell to this" aealer i~ debts" the debts due to him for the 
umbrellas which he'has sold, and in return the" dealer in 
debts" can take on 4imself the liability for the umbre1la
maker's debts to his workn\en. If every 'creditor assigned his 
rights as against his debtors to the dealeri iIi debts, the setting 
off of debts against one another would be enormously facili-

tated. '.. .' [" I A dealer m debts or credits is a BankC!;) The debts of the 
. whole community can be settled by transfers in the banker's 
books or by the delivery of documents, such as bank notes, 
representative of the banker's o.bligations. So long as the 
bankers remain solvent, their obligations supply -a perfectly 
adequate means for the discharge of debts, 1'lecause a debt can 
be just as well cancelled against another debt as extinguished 
by a payment of money. Of course it is still true that if the 
banker himself 1s sued in a Court of Law, there is no legal 
tender in which .he can be ordered to pay. But if he is sol

'vent, he can obtain a credit from another banker: In fact, 
the natural test of the solvency of a private trader would be 
his power of obtaining sufficient bank credits to meet his 
liabilities, and the test of the solvency of a banker would be 
the ready convertibility of hiS obligations into the obligations 
of other bankers. • : . 

But, it may be a;;ked, is not this to give away our whole 
hypothesis? We postulated a state of society.without money . 

. 1 The antithesis is betwe~n a debt and a credit. Credit, the noun of quantity. 
m ...... the stull' of which debts (or credits) are made. 
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Yet if a man can go to his banker and cash a cheque in bank 
note!!. is not this to admit the existence of something which 
is money in all but name? It is true that we are accustomed 
to think of bank credits as money. But this is only because 
for the practical purposes of every day the distinction between 
bank credits and. money fs rarely of any importance. And 
for all that a bank credit is merely a debt. differing from other 
debts only in the faciIities allowed by the banker for transfer
ring it to another creditor. No one imagines that a trade 
debt is money. though it may be4as good an asset as a bank 
credit. 

Having found in the bank cre<h\ the means of making t. 
payments. how far have we provided fora standard; of value? 

, 
The mon~y of acc01p1t pro~ mp..tJgLJl)e_E'l~~ty'e-1 

ment of debts. It musll akp provide a unit for the measure
nieiit"(;f pri~. :rt>r .wlien Ii price of any commodity is quoted 
in a market. this.constitutes an offer. the acceptance of which 
creates a debtfr0li the purchaser of the commodity to thll 
vendor. LThe function of the irice 15 to determiD.e the magni-
tude of this debt. '\' .. 

. But the unit f01 the measurement of prices is inevitably 
the unit for the measuFement of values. The relative values 
of all commodities (in the economic sense of valu~) are 
measured by thm relative prices. And tli.e price of each 
commodity measures its value relative to the unit. What 
then is the value of the unit? So long as value means valUe) 
in exchange .. the value of anything. whether it'be ~Odity "" 
or the monetary unit of account. must always be a proporli~ 
a value in terms of some~ Just as every commoditYf 
has a value in terms of the unit. ss> the unit has a value in 
terms of each commodity. It may be the equivalent. say. of 
a pair of trousers. or of a ton of coals. . 

I Now in some sense or other the chief requiremeDt of thel 
unit of value is stabillty...l But what'lJe we mean by stability? '"' 
It is all very well to say that the value qt the unit must not 
vary. but there is no single interpretatio. of the value ot the 
unit. 'Its value in coals may be stable, while its value in 

, trousers may rise or fall. This problem is not peculiar to the 
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conception of a money of account. It arises equally where 
the monetary unit is defined as the equivalent of a prescribed 
quantity of a selected commodity, such as gold. We still 
want to know whether the value of gold in terms of other 
commodities varies. . 

The significance and the measlirement of a rise' or fall in 
the unit of value will engage our' attention later. Here it is 
enough to say that if we can point to a tendency for all prices 
of commodities, reckoned in the unit, to rise together, that 

. means that the value of the unit is falling; and a tendency 
for all prices to fall means that the value of the unit inising. 

Will the continuity iIi. the use of the unit from day to day 
be of itself sufficient to prevent its value in commodities vary
ing in either direction l.mduly, even though it be. unrestrained 
by equivalence to any specified sommodity? If every one 
who received a credit immediately spent it on commodities, 
the function of the banker would be reduced to that of settling 
';lp every one's books at the end of the day. He would be a 
humble accountant, remunerated by a moderate commission 
or in some other suitable manner. Without doubt, however, 
just as every one in the .economic societies we know keeps 
some ready money in hand, so in that' which we are postulat
ing eyery one would keep some unexbausted credit in hand 
to meet the payments, foreseen or unforeseen, which will have 
to be made in the near future. These reserves of unexhausted 
credit in the hands of the public are, of course, the counterparts 
of undischarged "debts due from the bankers. As the reserves 
Ijlways exist, the bankers are perpetually indebted to that 
extent to the public. And as the public retain these reserves 
of credit of their own accord and for their own convenience, the 
bankers do not have to pay interest upon them, or, at"any 
rate, do not pay interest at the full rate. 

Now the bankers are merely dealers in credit. They do 
not' take over liabilities except in consideration of receiving 
equal assets. The I.IlIlbrella-maker who wishes to pay his em
ployees in credits on a banker, must purchase these credits out 
of the proceeds of his umbrellas. But a banker is not willing 
to deal in umbrellas, and will not buy them himself. It is of 
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the essence of the banker's Position that he sells CI"Ildits to all 
sorts of producers and dealers, so that his, credits may be 
accepted in payment by all sorts. He will find it more con
venient (as actual bankers do) to lend his credits rather than 
~ buy S2..ods: , His assets will conSiSt maiiuy~-;~ces 
made to producers and dealers, who will employ the credits 
advanced in their respective businesses and will' pay interest 
upon them out of die profits so made. 

The great credit-machine will work very much as it does 
in the actual world. An order ~ given by a merchant to a 
manufacturer to supply a certain quantity of goods. The 
manufacturer borrows from his banker a sufficient credit to 
meet the necessary expenses of manufacture, including the 
cost of raw ~aterial, for the period which.will intervene before 
the goods can be deliverep and payment received from the 
merchant. When the goo!1s are delivered the merchant iii 
tum borrows their value J.o~ the period for which they are 
likely to be on his hands. The goods may pass from one 
manufacturer to another, and from one dealer to anothel, 
several times before they are finally disposed of piecemea1 by 
the retail dealers to the consumers. Each manufacturer, or 
dealer will probably be indebted for a part at any rate of their 
value, so long as he holds them. A debt, as it were, is attached 

," to the goods so long as they are being tleaU in-that is to say, 
bought with a view to being sold. This debt is only finally 

;paid off when the goods are sold, not to be dealt in, but to be 
COtISUmea. But each manufacturer or dealer is quit of the pebt 
when he is quit of the goods. He borrows to meet the ex
pense of making or buyiD.g the goods, uses the proceeds of his 
borrowing to pay the people emploYed in manufacturing them. 
or to defray the purchase price; then. when he disposes of 
them, applies the proceeds to pay oft the sum borrowed. and 
retains any balance as his own profit. l Thus t\etIO credits. as, 
distinguished from those created merely in replacement of old 
ones. are created to pay the profits. remuneration, interest. 
etc.. of those who contribute. either by their personal services 
or by the use of their property. to production.J 

The borrowing is done by traders-by those. that is, who 
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either produce or buy goods, etc., with a view to subsequent 
sale. The stocks of goods in course of production, in transit 
or awaiting sale, are the property of the traders, and at any 
moment there is a stream of goods passing from trader to 
trader through all the successive stages. Simultaneously the 
corresponding credit operations ate taking place. Any in
dividual trader may be both making and receiving payments. 
His actual borrowing and repaying operations may have no 
definite relation to any individual buying and selling trans
actions, but will only represent the net result after his receipts 
and payments are set off against one another-that is to say, 
wheh his outlay on the. production or purchase of goods ex
ceeds his sales, he borrows; when it is less, he'repays. His 
indebtedness rises and faIls With his stock in trade. 

Consider what happens in a particular week. . Production 
is increasing the traders' stocks; sales to the consumer are 
diminishing them. Those of the traders who are engaged in 
production are paying out such part of the expenses of pro
duction as come in course of payment in the week. The 
retailers are receiving the sums that the consumers spend in 
the week. These consumers are to a great extent the same 
people who receive payment from the producing section (though 
of course there are some classes of the community, such as 
landlords and domestic servants, whose incomes do not come 
from businesses that require to be .. financed "). 

'

Between the retailing and producing sections of traders 
stands the wholesale section, the merchants. 

The wholesale merchants fill a very important place in the 
trading system. They judge demand and regulate supply. 
The outlook of the retailer is local and limited (except where 
wholesale and retail dealing are combined, and the differentia
tion of function is lost), and he cannot make a comprehensive 
survey of the prospects of demand. It devolves, therefore, on I 
the wholesale merchant to set the machinery of production at 
work by giving orders to the producers, and incidentally to 

.start the machinery of credit. This is especially true of manuJ ' 

factures and the production of raw materials. In agricultural 
production supply is a matter of opportunity and demand is 
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comparatively steady, and there, consequently, the functions 
of the merchant count for much less. The production of fixed 
capital is different again. The order is given not by a merchant 
but by a promoter, who makes it his business to procure savings 
to cover the cost. Money invested is, of course, spent.. it is 
spent on fixed 'capital. Tl:1e demand for fixed capital is made 
up of people's savings in just the same way as the demand for 
consumable commodities is made up of their expenditUre on 
their present needs. In this process the need for temporary 
borrowing comes in at two points. The contractor, who 
engages to construct the new fixed capital, may borrow to 
meet the expenses in anticipation of .the payments he is to 
receive from the promoter. And. the promoter himself may 
have to borrow in anticipation of the savings he hopes to 
collect from the investor. 

When a ba~er_]f:!!!...ds,_:W~l$ayt11.!l:Ll!e ,gran!s,or creates! v' 

credit or "a credlt." 1his is a, loose way of describing rf 
iIOUble trans-actroh-:-' The banker assumes an immediate obli
gation to his customer, in exchange for the customer's 
obligation to him at a future date. The banker's obligation 
or .. bank credit" meets the cuStomer's need, because it can 
be assigned away as a means of payment. The customer's 
obligation, since it yields interest or discount for the period 
before it becomes due, supplies the banker's profit. ( ThUSf 
two credits or debts are really created, though only one of them 
is destined to be used as a means of payment.", 

In our selected week there will be determinate market rates 
of wages, salaries, etc., and determinate market prices of com
modities. The merchant, in deciding at what price be will 
order goods, must be guided by the then prevailing market 
prices; the manufacturer, in deciding what price he will 
accept, must be guided by the then existing costs of production. 
To a great extent the incomes which the consumers have to 
spend, and which constitute the demand for commodities. are . 
the component parts of those same costs of production, it 
being understood that the traders themselves are included 
among the consumers and their profits among the costs of 
producijon. 
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The consumer's purchasing power is therefore largely sup
plied out of the credits which the traders borrow from the 

V'l banks. ~redit originates in production and is extinguished 
-.Ain consumption.) The supply of purchasing power is thu~ 

regulated by the transactions which require to be financed, 
It starts from the giving of an order to the producer, and the 
quantity of purchasing power brought into being when the 
producer borrows to carry out the order depends upon the 
price at which it is placed. The capacity of the productive 
resources of the community is limited, and, at any rate, when 
this limit is approached, continuity in prices implies continuity 
in the supply of purchasing power. 

Every borrower in fact has to take account of conditions 
that limit the amount which he borrows, and this very limita
tion of borrowing tends to confine the income and consequently 
the expenditure of the consumer to their previous limits. 

Nevertheless, it is obvious that this principle of continuity 
is incomplete. There is room for variation in the volume of 
orders, the rapidity of their execution, the quantity of credit 
with which they are financed. If we are to prove that th 
monetary unit will be a stable standard of value, we mus. 
show that if exposed to any disturbing cause the unit will ten~ 
to return to its former value, or, at any rate, that it will arriv . 
at a new and relatively stable value not differing much fro 
the old. 

Suppose then that the routine of the credit machinery is 
interrupted. This routine depends upon the new borrowing 
being on the whole sufficient and not more than sufficient to 
replace the advances paid off. 11!e credit created must be 
equal t9 the credit extin~ Granfeathls;'thestability 
of every ·other pait of the machine follows. 

First consider the case where there is a curtailment of new 
borrowings. It may be, for instance, that the merchants have 
given fewer new orders to the manufacturers, or perhaps that 
borrowers have been applying to the reduction of their in
debtedness credits which they would otherwise have spent.. In 
the latter case, expenditure being diminished, sales will faIl off 
and the stock of commodities in the hands of the dealers will 
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be less drawn upon than usual, and the d.ealers will give smaller 
orders to the manufacturers for the replenishment of those 
stocks. Thus in either case a slackening in the creation of 
new credits means a diminution of orders to the manufacturers. 
But the result of this will be that the labour and plant of the 
community are no longer fully employed, and the total amount 
of wages and profits will be diminished. Consequently the 
expenditure of the public will begin to fall off. But this will 
react on the sales of the' retailers and merchants. They in 
tum will further restrict their orders for fresh supplies of goods, 
and so the original restriction of credit will tend to repeat andr 
reinforce itself. A corrective tendency will, however, early be 
at work. The restriction of credit means a restriction of the! 
bankers' business. The bankers will not willingly acquiesce! 
in the consequent shrinkage of their profits, and they will tryl 
to tempt their customers to borrow. They will, in fact, reduce I 
their cbarge for interest. ' 

It should be observed that, quite apart from any deliberate 
action by the bankers, there is in any case an important in· 
fluence at work to lower the rate of interest. As we have 
seen, the curtailment of credit occasions a flagging of the 
demand for commodities. This flagging of demand will pro
duce a fall of prices. The merchants will find that their stocks 
of goods lose value while they hold them, and this loss of value 
will diminish the profit out of which they pay interest on the 
loans with which these stocks are financed. Falling prices of • 
themselves therefore make borrowing less attractive and reduce 
the rate of interest which borrowers are willing to pay. The 
bankers must reduce their charges of interest accordingly 

< before they can even induce their customers to continue 
borrowing on the diminished scale which their turnover of 
goods will justify, and, if these customers are to ~ tempted 
to increase their borrowing, the rate of interest must be 
reduced even below this low level. 

If, as is not impossible, the bankers fail to encourage bor· 
rowing in this way, the restri~tion of credit and consequent 
depression of trade will go on until disappointed merchants 

-. are driven to borrow on terms which they do not hope will be 
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remunerative, merely to keep their businesses alive This will 
prevent cr~dit-operations from dwindling down to nothing, 
and the circulation of the credits so created will presently 
revive the old 'rolitine. But in the meantime the volume of 
credits in circulation and the nominal amount of wages and 
prices paid out of them (calculated in the conventional unit of 
value) may have been enormously reduced. In other words, 
the value of that unit, expressed in services or commodities, 
may have been enormously increased. Nor is there any 
tendency for it automatically to return to its former value. 
Indeed, a new disturbance may be initiated in the form of a 
new curtailment of credits, and after a new period of restricted 
trade may end in yet a further appreciation of the unit of 
value. 

The probability of a contrary variation, an expansion of 
credits and a depreciation of the unit of value, is, however, at 
all times much greater. And this movement is even more 
unlimited in scope. Self-interest prompts both the enterpris
ing trader ever to borrow more, and the enterprising banker 
ever to lend more, for to each the increase in his credit opera
tions means an increase in his business. Suppose some of 
the merchants, in the hope of extending their business, give 
increased orders to the manufacturers. The manufacturers 
will forthwith 'borrow more than usual from their bankers. 
They will urge on the business of manufacture, will pay more 
to their employees, and will receive greater profits in proportion 
to their greater output. They and their employees will have 
more to spend; the retailers will dispose of more goods, and 
will take over more from the merchants; the merchants will 
give yet further orders to the manufacturers. The manu
facturers, finding their productive capacity overstrained, will 
quote higher prices to the merchants; the merchants, being 
unable to supply the retailers fast enough or to maintain their 
stocks of goods, will raise prices to the retailers, and the 
retailers will raise prices to the public. The general rise of 
prices will involve a proportional increase of borrowing to 
finance a given output of goods, over and above the increase 
necessitated by the increase of output. This increase of ,. 
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. borrowing, meaning an increase in the volume of credit. will 
further stimulate trade. Where will this process end? In 
the case of the curtailment of credits the self-interest of the 
bankers and the distress of the merchants combined to restore 
the creation of credits, though not to its pre-existing level. 
But in the case of the expansion of credits there is no such \ v 
corrective influence at work. An indefinite expansion or \ 
inflation of credit seems to be in the immediate interest of 
merchants and bankers alike. 

The continuous arid progressive rise of prices makes it 
profitable to hold goods in stock, and the rate of interest 
which the merchant who holds such goods is prepared to pay 
is correspondingly high. Thus the merchant and the banker 
share between them a larger rate of profit on a larger turn
over. The credit created for the purposes .of production 
becomes purchasing power in the hands of the people engaged 
in production; the greater the amount of credit created, the 
greater will be the amount of purchasing power and the 
better the market for the sale of all kinds of goods. The 
better the market the greater the demand for credit. Thus 
an increase in the supply of credit itself stimulates the de- V' 

mand for credit, just as a restriction in the supply of credit 
leads to a decline in the demand for credit. Either the ( 
expansion or the contraction of credit may ther~fore proceed 
absolutely without limit, and the eorresponding fall or rise 
in the value of the monetary unit would therefore also proceed 
without limit. In. each case all standard of value will be 
completely lost. 

But, it may be asked, why invent thiII fantastic hypothesis ....... 
of a civilisation without money, merely to .prove, what was 
~bvious from the beginning, that prices released from any 

'/physical standard of value would vary without limit ? .Paren
thetically, it should be remarked that the hypothesis is not 
so entirely fantastic; during the ~Mteet.l.~ars. of the Banll 
Restriction Act, IZ9.1 . .!9.J.81z",_the uni"ersal means of payf 
ment .irt:E.ngland_~:>.the_Ba.nk..,pf }:nglan~ which was 
nof1egal tender, and was merely the evidence of a debt due 
~m the Bank, but a debt not payable in gold or any oth~ 

~ . 
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medium. But without pursuing that subject further here,l w~ 
may say that the justification for the hypothesis is that iii 
provides us with an analysis of the functions of credit, whic~ 
would otherwise be inextricably interwoven with the functions 
of money. f 

In the first place we can define the monev of account as 

r
he unit for the measurement of debts; we can see that thd 

unit for the measurement of debts is necessarily also the unit 
for the measurement of prices, and that the existence 01 
market prices fixes a relation between the unit on the on 
hand and every form of wealth on the other. 

Next we can show that the business of the dealer in debts, 
or banker, intervenes to provide a universal means of payment! 
differing in no essential respect from the bank credits with 
which we are familiar, save ouly that of convertibility into, 
money. I 

We then find that this apparently artificial system contain\! 
within itself a principle of continuity, by which it might b~ 
maintained in equilibrium. As every one's wealth is measureq 
at any time in the monetary unit upon which transactiorut 
have till then been based, the sums which purchasers arj 
prepared. to offer are regulated by the value of this unit. Th 
level of prices cannot be capriciously or discontinuous! 
changed. 

But finally it turns out that this eqnilibtium is unstable 
Every displacement from the eqnilibrium position tends tq 
magnify itself. I 

Further, our hypothesis may serve to show that there is a 
distinction between a debt and a promi~ to pay. A debt is 
fundamentally an obligation to give not money but wealth. 
Legally the use of money enables the debtor to close the 
transaction. From the economic standpoint, however, the 
creditors claims are not fully satisfied till he has $pent the 
money. He must go into the market and draw from it so 
much wealth lI.S is represented by the purchasing power he has 
received .. If, instead of receiving money from the debtor, he 
assigns away his right in the debt to ~ome one else in exchange 

I See chap. m. 
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for the appropriate amount of wealth, he has taken a short cut 
to the same end. But in the absence of money there is a 
certain difficulty in closing transactions. ,The value of a debt 
depends upon the solvency of the debtor. The credit of the 
ordinary debtor is not good enough, or at any rate not well 
enough known, for his debt, unsupported by security or 
guarantee, to be a suitable means of payment. The use of 
bank credits would be necessary for this reason alone. Butl'" 
even banks are not always of unquestionable solvency, and in r 
the exchange of a credit on one bank for a credit on another 
there is no finality. The need for a medium of payment 
which cannot legally be disputed is obvious, 

• We now see the part that money has to play. First of 
all, it has to provide the means for the legal discharge of a '. 

f\~; secondly, by supplying a standardQf value, it has to 
~~i:orrect the instability of credit. We started by saying that 

money is a me!!!..u,m of exchange. This is true enough; if 
goods lI,Te sold for money and the money is laid out on the 
purchase of goods, the former goods are indirectly exchanged 
for the latter, with money as the medium of exchange. But 
legally money is the means of discharging a debt, and this is 
really the more general conception. It is used as a mediumr 
of exchange because a purchase creates a debt, and money 
provides the means of paying the debt. When payment is 
made in ready money this merely means that the debt is 
immediately discharged. A purchase for money can always be 
analysed into the creation and discharge of a debt. The dis
charge of a debt in money cannot always be identified as the 
completion of a purchase or exchange. . 
Ve~Q~are...bQ.~lu~~~~ v 

Cre<£r1S often Salcr'to be a substitute for monev. It would I 
be just as accurate to say that money is a suhstihite for credit, 
that the legal means of discha'iging a debt is a substitute, SO· 

" far as the creditor is concerned, for the debt itself. 
The second function of money, that of providing a standard , 

of value, arises naturally out of the first. The value of a 
'debt immediately due ~ necessarily equal to the value of the 

'fans by which it can be legally ~d. ~Eroblelll_~" 
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} 

stabilising credit is identified with the. problem of stabilisinl 
the 'value o{ money.: We shall find that the sxp~nsive 'ten 
~..2i~dit ale in Eerpetual conflict wi~~i~ 
te.Il~~~~a fix~. and a great part of Oul 

subject is taken up with the problem of how best to reconcilE 
this conflict. 



CHAPTER II. 

METALLIC MONEY: 

WE have now arrived then at a revised definition of money .. 
It is the means established by law or custom) for the ~ent( 
o debts. Consequen upoll this charac ens c are both the 
functions by which we sought to define it at the outset, that 
of a medium of exchange and that of a standard of value. 

Accordihg to the classical theory of I!l0}ley~_as we saw, 
I money-is a-selected com..moaitjr--:----La:wo~ustom decrees tb,at 

deofs maybe pa.J.Cf mgold or in silver, or 'perhaps indifferently 
in either. Gold and silver are the raw materials ot certain 
~Stri~*r and liaveavaliieuSucn,a.nd m Virtue offuis vaIue 
they supp y an ip.dependent standard for the measurement of 
debts. A banker's obligation, whether it tak~the form of a 
bank credit or a bank note, becomes an obligation to pay 
money_. Su~ an obligation may be used as a medium of 
payment; a debtor who has a bank credit' may pay his 
debt. by' assigning this bank credit to his creditor. But a 
bank credit, not beirig the legal means of discharging a debt,/ 
must be readily transformable into money if required. The. 
banker's obligation must be to pay money. 

If gold is to be the legal medium of payment, it must be 
put on the market in a form in which its quantity can be 
easily and quickly and certainly eStimated. This is done by 

. ~ining. The ostensible purpose of coining is to divide the 
gold up into small portions convenient for handling, I\Ild to 
certify by a stamped inscription that each such portion is of 
the prescribed weight and fineness. Under a system of free 
coinage anyone with gold to dispose of can bring it to the 
Government to be so divided up and certified, and this will be 
done either free of charge or at a charge nearly negligible in 
comparison with the value of the gold- If this system is , I, • 
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effectively carried out, if all coin that is reduced by weal 
appreciably below the current weight is promptly withdrawtt, 
if there is nO' obstacle to melting down coin for use otheri
wise than as currency, then the value of coin and the value 
of bullion can never diverge far, for either can be transformed 
into the other at a trifling expense. Gold as a commodity 
will then be reaJIy the standard of value. Any departure 
from this system is regarded, under the classical theory, as a 
perversion. The nature, extent and causes of such departures 
we shall have to consider later. In the present chapter We 
shall assume that a system of free coinage i~ faithfully and 
efficiently maintained. In the next chapter we shall tum to 
the consideration of systems in which the orthodox theory of 
free coinage is avowedly thrown ,aside. ' 

The most important characteristics of the classical theory 
are t~~ val!!~2fJhe monet¥Y_unit is. determined by the 
vafue of t~.!E!E!!~!~x:..i>Urpo_s~.Qther_!l,lall ,£giI)age,1 and that 
thesupply of money, being dependent upon the supply of the 
metal, cannot be arbitrarily increased.. ; 

I.La gold c~iIl~e is t() be combined with a credit systeriJ, 
we have'next tQconsicler where the one will begin and the 
other end. A payment in coin ,being a legal qischarge of ''I 
debt while a payment in cre~ is not, coin will always be 
used in preference to credit unless there is some superiority 
of conveniencll or other advantage in the use of credit. fr FyI 
large paymen!S the superior convenience of credit is obvio~, 
since it avoids the trouble of counting, handling, and scrutiniS· 
ing the coin, and the cost and risk of transport and storagt. 
Moreover, the privileges of a banker's customer are valuab\c 
to the well-to-do man, and especially so to the trader. QI 
course, all these advantages presuppose the solvency of til/. 
banker, but we may assume that the risk of failure of a largt 
and well-established bank, if not absolutely negligible, is al 
any rate small compared with the risk of losing money whk, 
instead of being deposited at a bank, 'is kept at a trader:', 
premis.esi where the risk of loss by theft falls on him. j 

, For small payments the advantages of credit are not I!' 
, ., This is only true subject to .... rvations (Bee chap. ai.). 
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consjsl.erable. Payments by cheque, though they save trouble 
Uot'1arge SUplS, give additional trouble fqr .small sums. If 

small payments are to be made in credit at all, they must be 
made with bank notes. But bank notes have very little 
advantage over coin. Like coin they may be lost; like coin 
they need to be counted, and change must sometimes be 
asked for them. And while the small bank note seems to 
have no advantage over coin to set against its legal inferiority 
in discharging a debt, it is subject to a special disadvantage 
in that it may circulate in the hands of uninformed people 
who have no means of judging of the credit of the bank 
which issued"it, and who may be seized with an unreasonable' 
yet widespread distrust. The mere fact that there are people 
who are unwilling to accept the notes of a ,particular bank 
will be quite a sufficient reason for every one to demand coin 
in exchange for the notes. Even those who themselves think 
the bank perfectly solvent do not want to hold tbclA .pur
chasing power in a form which would not be accepted by 
every one. Small bank notes (Le. for amounts smaller than 
the prevalent weekly mge of the working cl&) are likely to" 
be an embarrassment rather than a source of profit to the 
issuing bank, and according}.:y they tend to fall out· of use, 
except where there is some,sPecial reason to favq,ur them.1 

. ConseqlJ#mtly the diyi!ling linebetween~in and credit is '
likely to separate-raigelrom small. tx:~ctions. The weekly J 
wages of the working man or low-paid Aiiap!oyee will be paid 
wholly in coin. The relatively highlj1>aid employee will be 
paid in credit. The large transactions between '!nen of busi
ness will, of course, all be carried through with credit, and 
their profits will accumulate in the form of credit. But even 
the man who receives his income in tile form of credit will 
use coin for small retail payments. railway fares, etc. It is 
therefore easy to see what modifications ought to be intro
duced into the picture given in the preceding chapter of the 
transaction of a week:S business on a credit b~. in !lrder !-o 
allow for the introduction of money. . 

• This d ... not apN to teg.I tmdv n_ which ..., themsel ... money lsee' 
~~w~ . .. 
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The mandfacturer who has obtained· a credit. from hi! 
banker to ep.abl& him to execute the order gi ven"him by ~ 
dealer, will draw out week by week a certain amolint of casb 
against that credit for the payment of wages. The recipients 
of this cash will spend it in the course of the week on their 
day-to-day expenses, and so it will come into the hands oj 
the retailers, rent-collectors, tramway companies, etc., who 
will pay it all back into the banks. At the same time, the 
manufacturers, merchants, salaried employees, and other 
people with large enough incomes to have banking accounts, 
will all need to keep part of their a vailable pur~hasing power 
in their pockets in coin. The sum so retained., being destined 
only for petty expenses, will be small in comparison with their 
incomes, but they will spend a certain amount out of it in the 
~ourse of the week, and draw su,ms out of the banks equal, on 
an average, to what they have spent. The dealers who inter
vene between the retailer and the manufacturer are concerned 
in large transactions for which credit is appropriate. 

, The use of money does not disestablish the normal pco
·1 cess of creating credit. Money, it is true, is always being 

paid into the banks by the retailers and others who receive it 
in the course of business, and· .they of course receive bank 
credits in return for the money thus deposited. But for the 
manufacturers and others who have to pay money out, credits 
are still created by the exchange of obligations, the banker's 

I immediate obligation being given to his customer in exchange 
for the customer's obligation to repay at a future date. We 
shall still dekribe this dual operation as the creation of credit. 
By its means the banker creates the means of payment out of 
nothing, whereas when he receives a bag of money from his 
customer, one means of p.ayment, a· bank cr~dit, is merely 
substituted for another, an equal amount of cash. 

Now let us examine again the effects of a disturbance of 
the credit machine, with the modifications introduced by the 
qse of money. Consider the e!fects flf an increase in the 
q~dit given. Suppose that in a particular week somewhat 
larger orders than usual are given to the manufacturers, and 
that the manufacturers obtain correspondingly larger credits 

t • ,~ (" .. 
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from the banks. These larger credits are ,.required for the 
increased output of goods. and are drawn upon for increased 
payments of wages. more hands being employed and overtime 
perhaps being worked. A greater amount of cash is drawn 
out of the banks than is usual. and is added to the stock of 
cash in the hands of the working men. A part. but probably 
not the whole. of these increased receipts .of cash will be 
spent. and will so come back to the banks through the re
tailers. There will thus be an increase in the volume of pur
chases by the working classes. which will lead to further 
orders yet being.given to the manufacturers. The accelerated 
sales win mean increased profits to the retailers and merchants. 
and the increased output will meaD: increased profits to the 
manufacturers; as soon as the.se increased profits come to be' 
drawn upon. there will be increased purchases by the credit
using classes. These increased purchases, like those of, the 
wage-earners. will be quickly reflected in further orders to 
replenish the stocks of commodities. 

The important question to consider is wha\ wili. be tbe' 
effect of these movements on the distribution of coin. for the 
use of coin is the new factor in the problem. The stock of 
coin is made up of that in the hands of the bankers and that 
in the hands of the public. The coin in the hands of the 
public is made up of that in the hands of the wage-earners 
.and otllers who have not banking accounts, and the pocket
money of those who have. The pocket-money even of a very 
rich man may be quite.a small sum. The number of i!hdividuals 
wifu banking accounts is small compared with the number of 
those who have none. The total amount of coin which the 
former class. taken in the aggregate. uses as pocket-money is 
probably not large compared with the cash which represents 
the entire liquid resources of the much more numerous 
working class, Further. the pocket-money of the well~o-do 
man probably varies littJe; it is hardly. if at all. greater in a .. 
tinle of prosperity than in a time of adversity. The working 
man, on the other hand. is driven from time to time to draw'. 
on his reserve of cash in hard times. and finds it difli.cult to . 
make good the gaps in it. But when good times come, and .', 
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he gets regular employment with overtime earnings and 
presently an increase in the rate of wages as well, he can 
restore his reserve to the amount which prudence requires., 
No doubt the thrifty man will put his savings into a savings 
bank, or some other agency that will keep them safe and paYi 
interest on them. But he must first see to it that he has al 
little money in the house, and, even when he has enough, andi 
all his further savings are going into the savings bank, he willi 
not pay in eve.ry half-crown as he earns it; so long as he is 
saving he will usually have some money destined for the: 

!
savings bank waiting in the house.. Consequently, whenl 

-" : employment is good and wages high, a certain amount of the 
__ money paid out each week to the workmen fails to come bac 

to the banks in the following week, and there is in fact wha 
is called a withdrawal of money for .. intem~£!I.wion.'. 

, The fact that this drain of coin occurs is of great importanc 
\,.' in the theory of currency .. The stock of coin in the hands 0 

the bank,ers is limited. Once it is exhausted they will fail t 
'discharge'theh- obligation to provide money on demand, how 
,ever solvent they may be. If they are to avoid this calamit 
they must take steps to check the drain of coin. 

, The drain of coin is only one among several effects of th 
, expansion of credit. Of the net amount of new credit create~ 
in a week-that is to say, of the excess of new credits create~ 
over existing credits paid off-a part goes into the hands of 
the well-to-do consumer, and is spent by him in the form of 
credit, witnotlt being transformed at any stage into coin. d 
is only a part which is paid out in coin to the wage-eamerd 
and the greater part of this part comes back to the retailed 
in return for goodS' purc!J.ased. At the beginning, thereford 
'the drain of coin into circulation is hardly perceptible. Thl 
!important effect of the expanding credits at that stage is thl 
i additional purchasing for consumption by both credit-usin, 
i and coin-using classes. It is only when this stimulus to tht 
: sales .of goods has reacted to a considerable degree upo* 
loutput and prices, that a really marked effect will be felt ojl 
, working class earnings, and consequently on the power of the 
working classes to absorb coin. Though regularity of e1 
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ployment and a resort to overtime increase earnings to a 
material extent, it is only after a considerable interval that 
the prosperity of the manufacturer is reflected in an increase 
of wages. Consequently it is only very gradually that the L-- . 

bankers can become aware that the growth of credits is I 
threatening their reserves of coin. By the time the drain of. If 
coin becomes perceptible, credits will already have been in- fit 
creased to such a point that there would be a heavy additional 
drain even if there were no further expansion of credits. Not 
only are wages still below the level which the existing rates 
of profits would justify, but the wage-earners are still in process. 
of adding their weekly surplus receipts to their little hoards, 
and the cash in their hands is short of the total which it will 
reach even without any increase of wages. Yet, unless the 
bankers are gifted with a degree of foresight that practical' 
men do not always possess, it will only be at this stage that 
they will take any measures to safeguarc! their position. 

The qanger arises from the undue increase .of credits; the 
remedy is to be found only in a curtailment of. cre<ijts. Thll 
grant of a credit rests in a banker's absolute discretion. He· 
is under no legal obligation to accommodate a borrower. Bu,!: 
a flat refusal to lend to traders who genuinely need advanr;es 
for the purposes of their legitimate business may have disas
trous consequences. If a few bankers take this action,. the 
result is merely to increase the pressure on the rest. If theret ..... 
is a general refusal to lend, there will be a general disorganisa-t 
tion of business. Dealers who have undertaken to buy cannot 
fulfil.their contracts. Those who expected to sell to ·them 
find themselves without the funds they had cOlmted on, and 
yet cannot tide over their difficulty by borrowing. The result J 
must be that perfectly solvent traders fail 'to meet their 
engagements. 

I 
Short of an absolute refusal to lend, there is much that 

bankers can do to reStrict credit. They can apply a more 
, severe standard to the. security offered; they can reduce the \-. 

maximum period for which they are willing to lend; they 
can discriminate as to the purpose for which the borrower . 
wants the loan. A banker knows much of the affairs of' his . , . '. 
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customers, and can often practically veto hazardous 01 

unnecessary enterprises, or can, at any rate, exercise muc1J 
influence in advising caution. 

1 But it has co~e to be recognised that the banker's principal 
• instrument for the regulation of credit is the rate of interest! 

When there is a scarcity of a commodity the price is raised; 
and the diminished supply goes to those who bid highest fOI 
it. The price charged for a loan is the interest upon it. Il 

,the demand for loans is outstripping the supply, the markei 
, " «a~ be brought into equilibrium by an increase in the rate oj 

interest. 
" ',It is sometimes urged as an objection to this course that 

v the interest on advances is so unimportant an item in the 
profit and loss account of a trader that a rise in the rate would 
only have a very gradual effect, and that something much 
more drastic is needed, especially at a time of high profits. 
Now the high profits must, of course, be taken into account in 
deciding just what increase.in the rate of interest is needed. 
The reaspn why they are high is that prices are rising, and 
the value of any stock of goods grows, even while it is in the 
dealer's hands. But if the rate of interest is raised high 

'Eenough to offset the extra profit anticipated from this cause, 
there is no reason why it should not react rapidly, almost 

.' mediately, on the demand for new credits. It may be con
ceded that t~acturer, though he is not quite indifferent 
to the rate of interest, can afford to treat it as of small account 
in comparison with his other expenses. He is specially con
cerned to keep his plant and workmen fully employed. He 
gets his order from the wholesale dealer, and he is not going 
to refuse to accept it because to execute it he will have to 
pay 7 per cent. per annum for the money borrowed (for a few 
weeks only perhaps), instead of 4. But it is th~h-olesale 

\ 

dealer himself who is frightened by high interest. He 
'(.. borrows money to hold stocks of goods in the course of their 

passage from the manufacturer to the retailer. He makes his 
I profit out of the difference between the price at which he buys 

I 
and the price at which he sells, and the set-off against his 
gross profit for insurance, rent, wages, et~., is qUite small 



METALLIC MONEY 

compared to the whole value of the goods. The set-off on , 
account of interest is therefore by no means unimportant. 
In the case of the manufacturer the value of the finished 
produc;t may be, for example, three times that of t~e raw 
material. The actual expenses of manufacturing tbay be 
perhaps three-fourths of the two-thirds by which the value of. 
the product is increased in course of manufacture, i.e. half the 
final value. The addition of r or 2 per cent. to this llalf 
is almost negligible. The merchant, on the other hand, bu¥S 
and sells enormously more goods in proportion to his capit~; 
but adds to what he buys not the large additional V~~i { 

represented by manufacture, but the relatively small additicifial 
value represented by the dealer's profit. This profit may be . 
perhaps 10 per cent. on goods which are held in stock for, say, 
six months or more. Such part of the goods as are held with 
borrowed money will have to pay interest in addition to other 
expenses, and a sudden jump in a half-year's interest from 

:;. 

2 to 31 per cent. may well make Qo merchant hesitate to order 
a fresh consignment. But it is the merchant, as we hive Stlen,j \.( 
who takes the initiative in production. If he can be induced' '. 
to delay giving fresh orders, though his own demand for loans. '. 
will be unaffected till the time at which those orders would .. 
have been completed if he had given them, the manufacturef's ,. 
demand for loans is diminished immediately. The merchant 
can stand a very considerable diminution of his normal stocks 
of goods without suffering any serious inconvenience, and any 
diminution in the value of his stocks diminishes by an equal 
amount his indebtedness to his banker. The period for which 
the merchant keeps his goods on hand unsold is directly 
proportional to the quantity of goods so kept; the interest 
charge is proportional to this period; but (apart from varia-
tions of market price) the profit on the turnover of thll goods 

. : interest is thus a direct incentive to the merchant to t:eep "-
down his..stQck~ .and delay givingJ!·~.-9nlers. And as he is 

. is independent of the .PeriOd Of. storage. A.ris. e in the rate 0i 
so sensitive to the--i:ateoHiiterest, the whole machinery 0 

credit, in which he plays such an important part, will b 
equally sensitive. But as has already been mentioned, th . 
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rise in the rate of interest must be sufficient to offset the 
effect of rising prices. If prices rise while the merchant holds 
his stocks of goods, the amount of the rise has to be added 
to his profit on the turnover. If, with prices unchangE;d, his 
profit would be 10 per cent., then with a 5 per cent. rise oj 

.prices his profit would be ralsed to IS per cent. When dealers 
expe~ prices to rise, they try to increase their stocks in order 
to gain, the advantage of this profit; by doing so they increase 
the immediate demand, and tend to bring about the anticipated 
rise of price at an earlier date; and the tendency to increase 
stocks ceases when this rise of the present price has gone far 
'enough to wipe out the prospect of exceptional profit. In 
calculating whether it is worth while to go on adding to his 
stock, one of the factors of which the merchant has to take 
account is the payment of interest on the additional money to 
be borrowed for the period for which he must hold the stock. 
A rise in the rate of interest will affect his calculations very 
materially. When he is buying in the hope of a rise of prices, 
not only must he hold his stocks for a longer period than 

, 'usual, and therefore pay more in interest at a given rate, but 
while the gain in price is more or less speculative, the extra 
charge for interest is certain. , '"J The d~.!l.0.t,I .s.e~~ti~ resl'DI.!.ds to a rise in the rate of 

'If I~interest in much the same way as the dealer in commodities. 

~
deed' he is even more sensitive to it. He buys securities to 

them with a narrow and uncertain margin; his calculations 
e in small and varying percentages, among which the dead

weight of all apparently triffing additional interest charge may 
be' quite a serious factor. 

When the bankers, perturbed by the drain of cash into 
circnlation, put up the rate of interest, it is their aim to raise 
it to the critical point at which it is just sufficient to curb the 
enterprise of the dealers in securities and the dealers in com~ 
modities. If they can attain this point, the stream of fresh 
orders both for fixed capital and for consumable goods will be 
stemmed. And in proportion as production flags, the incomes 
derived from production will flag too. That intimate con· 
nection between the volume of fresh credit created and the 
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demand for goods, which is the cause of the instability of 
credit, will be brought into play. But in practice it is exceed
ingly difficult for the bankers either to judge accurately when 
to take action, or to tell, when they have taken it, whether it 
is effective. • 

The expedient to which banks almost invariably havel 
recourse is to aim at preserving a certain ~esl.J!rpp<ll1ion ....--
betwee.!!-tbeit......~_2!_~ and th~_lial>ilitia.., Jf ~too . 1 
miidl credit is given, the re5erves olsome or all of the banks 
will fall below this fixed proportion (which need not, of course, -
be the same for all the banks concerned). Each of the ban1ls. " 
to which this happens will immediately take step; to diminish 
its credits and to restore its reserves to the conventional pro
portion, by cbargiug a higher rate of interest, and the market 
rate of interest will thus be raised. H the rise in the rate is 
insufficient, warning will be given by a renewed fall in the 
cash reserves.. At first sight it would seem that this method 
of proceeding would absolutely secure the banking community 
against the danger of excessive credits. It may be conceded~; _ 
that it goes a loug way towards doing so, and perhaps that no·; -
better method has yet been found. But for all that there are t -.. 
SOIll'CeS of weakness in the method. The true cause of ~ li' . 
excessive demand for credits is to be.found in the depletion 0 ~ 
the merchants' stocks, the prosperity which enables the con • 
sumer to deplete those stocks by his purchases being due to 
the fresh orders given for their replenishment. But the pr0-

ductive powers of the community are limited, and, as its out-
put approaches the maximum, further orders will ouly produce 
further and further delay in deliveries. The manufacturer's 
borrowings are proportional not to the orders awaiting execu-
tion, but to the wort actually in hand, and there may thus be 
a great l4Iertl demand for credit of which the bankers know _ 
nothing. The bankers' balance sheets will only show the 
actual credits outstanding. and as the indebtedness of the 
men:hants is proportional to their stocks, which have been 
depleted and cannot be quickly replenished, while that of the 
manufacturers is calculated only for the work actually in hand, 
the proportion of liabilities to cash may not be at all excessive. 
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though, of course, the credits will be swollen, in both cases, 
by high prices. 

The greater the accumulation of orders on the manufac
turers' hands, the greater will be the eanungs of their work
men, and the greater, mor~ particularly, the demand for higher 

I wages. Consequently, while the accumulation of orders is t being worked off, the drain of cash will continue, and it will 
i I be just as formidable to the bankers' reserves, notwithstanding 
V that the total of outstanding Credits dOe$ not appear to be, 

great. This situation is dangerous in two ways; first, that I 
owing to the apparently moderate amount of outstandin! 
credits, the bankers may believe themselves secure at a tim, 
when they ought to be taking prompt action; and, secondly 
that, even if they do take action, the effect will not be so rapi< 

"B.S they expect. They may rE;alIy have checked the funda 
mental danger of the position, in that they have effectivelJ 
stopped the stream of new orders from the merchants to tho 
manufacturers, and yet the demand for fresh credits and tho 
drain of cash into circulation may go on undiminished. ThE 
consequence may be a state of panic among the bankers, who 

I unaware of the cause of the apparent ineffectiveness of thE 
I measures they have taken, despair of saving themselves from 

failure, refuse credits recklessly, calI in existing loans regard· 
less of the embarrassment of the debtors, and precipitate a 
series of bankruptcies aniOng their customers and themselves. 

I The fact is that there is no golden rule for_keeping the 
extension of credits within bO\lnds. If the bankei;S, keep large 
reserves and take early steps to safeguard them, pot merely 
when the proportion of reserve to liabilities falls below their 
conventional limit, but as soon as trade begins to become 
suspiciously profitable, and if they have the courage to avoid 
panic measures even when their reserves seem to be melting 
away to nothing, they are likely to keep control of the situa
tion. . But bankers are human, and absolute security appears 
to be unobtainable so long as the legal medium of payment 
is something of which the supply is limited, or nearly limited, 
and cannot be increased at will under the stress of a crisis. 
The introduction into a credit system of a ~le $andard _-- -.. ~ ______________ . ____ , __ ._, _l--..-:-5 .. ----
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of value ~ a very equiv:ocal improvement if it means that ali 1 

infia.1:iotrorcredit+.t-gotng"lopt'Oauce-a: -parucandi-iong'list • 
of failures, instead of a depreciation of the unit of value. 

It may be retorted that the danger of a crisis arises only 
from the assumed absolute limitation of the supply of gold, 
and that though the fresh supply 'to be obtained from the 
mines at short notice is negligible in proportion to the stock 
already in existence, there may be large stocks available in 
foreign countries. The extent to which foreign stocks can be 
drawn upon is a matter of importance, which we shall have to 
investigate presently. But before we can usefully consider it, 
we must turn to another expedien~ by which it is possible to~ 

mafe gc/od "short~ ~ t1,s~PPlY of mo~er· \. 

, 



CHAPTER III. 

PAPER MONEY AND THE QUANTITY THEORY. 

IN Chapter I. it was shown that credit, in the form of a 
banker's obligation, would supply society with a medium of 
payment, but not with a stable standard of value. In 
Chapter II. we have just shown that the use of a commodity, 
gold, as a standard of value gives rise to a new set of problems. 
The natural practice of the banker is to grant credits to his 
customers without demur at the highest rate of interest he can 
get, short of deterring them from borrowing. But so long as 
the rate of interest is not deterrent-so long, that is, as it does 
not exceed the rate of profit likely to be made from the use of 
the sums borrowed-there is an inherent tendency on the part 
of traders to borrow more and more, and of bankers to lend 
more and more. This tendency works just as freely as if the 
stabilising influence of the gold standard were not present, 
ztntil the demand for cash for circulation occasions an actual 
shortage in the banks' gold reserves. And even when this 
happens the gold standard does not remedy the situation 
automatically; it can only act as a warning to the bankers 
that they must take some positive action to restrict credit. 
H they fail to do so, or if the action they take is not effective, 
they may be brought up short by finding their vaults com
pletely denuded of cash. 

In such an event, what is then the remedy? What is ~ 
wanted is some medium the supply of which can be increased, : 
if need be, at will. This medium is round in paper money.: 
It is enacted by law that a paper document, designed like a 
bank note to defy the ingenuity of the forger, shall be legal 
tender for the discharge of a debt. 

Paper money resembles bank notes in appearance, and in 
being a medium of payment of no intrinsic value, which passes 

30 
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from hand to hand witp,out any other formality than delivery. 
The two must, however, be carefully distinguished. In prin. 
9ple the difference between them is clear. A bank note js ~ 

/evidence of a credit with a banker. Its value arises solely from 
the banker's obligation, of which it is, as it were, the title-deed. 
If the banker fails, the note ceases to be worth its face value·; .. 
unless specially secured, it will only entitle the holder to sharf 4Il~ 
in the banker's assets, along. with the oth~r creditors. PapJ;~ 

Imoney, on the ot,her.hand, derives its value from being legal 
tender. The debtor has.the right to pay it, and the credito~ 
is bound to accept it. Unless (as occasionally happens) the 
law is allowed to become inoperative, the paper money cannot 
fail to circulate at par. Bu.this means at par with the moneyf " 
of account, not with any ·physical standard of value such as, ! 

gold or silver. 
Thus a bank note "/presents credit; a legal tend~_note is 

itself money. In its application, neverthcleSs-;-iiie-distinction. 
between them becomes uncertain. While there are plenty of 
instances (like the present British currency notes) of indisput·, 
able paper money, there are many others where notes which ' 
have been issued as evidence of bank credits have been made 
legal tender. Is it in that case the document, or the credit· 
which it represents, that is really the legal means of payment? 
The credit and the document are sO inseparably connected that 
it is often impossible to say. Jlle Ba,fk of England note is legal 
tender in all payments above £5, but only so long as the bank 
redeems its notes on demand in lEgal coin. Here it seems clear 
that \t is the bank's obligation to pay that is legal tender . 
.yet th!!'sai:ne obligation, if represented not by a promissory 
note, b~t by a deposit, is not legal tender. 

And if a bank with the privilege of issuing legal tender 
notes is allowed to suspen;. payments in cash, is it still the 
bank's obligation that is legal 'tender, or is it the paper ? 

For practical purposes it .~·not necessary to settle these 
difficulties, which are largely matters of legal definition. The 
important distinction is between notes which are legal tender 
and notes which are not. If the delivery of the document 
secures the final discharge of a debt, the question whether it 
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is the document itself or the credittllat it represents to which 
this virtue belongs can be left unanswered.' 

I 
Paper money is usually used to 'supplement a metallic 

standard. Either it is convertible on demand into specie, or 
it circulates alongside gold or silver money, and as both 
paper and~oin can be used at the debtor's choice to discharge 
a debt, both paper and coin have the same value in terms of 
the money of account. . 

But it sometimes happens that there is so much paper 
money in circulation that no debtor ever need use coin to pay 
a debt. In that case, anyone who wants coin can rio longer 
rely on getting it by selling commodities or securities or by 
calling up debts. These expedillllts will only produce paper, 
and if he wants coin he must buy it as a commodity, and per
haps pay extra for it. 

If the values of paper and coin ¥e thus divorced, what 
determines the value or purchasing power of paper? Where 
a commodity such as gold is adopted as a standard, it is easy 
to see that the value of the monetary unit must be equal to 
the value of gold as a commodity. But where the only money 

, is paper inconvertible into anything of intrinsic value, there 
,is no such simple answer to the question. 

1
. IUs sometimes maintained that no paper money can have 

any value except in virtue of some expectation of i~ ultimate 
convertibility into coin", Indeed, inconvertible paper is often 
a relic of a pre-existing convertible issue, the issuing Govern
ment having failed to maint~ the convertibility of the notes. 
If they are at a discount, as compared with their nominal 
value in coin, this discount, it is contended, measures the 
distrust of the credit of the Government, which has in any 
case broken its engagements in making the notes inconvertible. 
According to this view, their immediate convertibility on de
mand has been replaced, as in the case of a bank which has 
suspended payment, by a contingent and remote convertibility 
at some ijIture date, whe~ the public finances permit, and 

1 It eveo happens sometimes that DOtes which have ceased to be convertible 
continue to be used as a means of payment without being legal tender. Tbey 
are practically paper money, though only a " CUltoDl8J'1 tender." 
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people accept the notes jn discharge of debts on the strength 
of this contingent and remote convertibility, but only at a 
value which aIIows for the indefinite postponement of its 
accomplishment. It may be admitted at once that future 
convertibility into coin is sometimes an important factor in 
determining the value of paper money which is flilr the' tiJ:ne 
being inconvertible. But that does not mean that this is an 
explanation of universal or even of general application. Not 
only are there many cases where there is practicaIIy no expec
tation of future convertibility, but even where this expectation 
does exist it probably plays a much less important part in 
fixing the value of the paper money than the fundamental 
quality of being legal tend~ In fact, there is a demand fO~." 
the means of payment tis such, and this demand gives a value , 
to whatever is established by law or custom as the means 0 ' 

payment, quite apart £rpm any value it may possess for an 
other purpose. Gold itself derives part of its value from the' 
demand for it as a means of payment. I 

If an issue of paper money derives a value in the market .' 
from the prospect of its ultimately becoming convertible into' • 
coin, and if this value is grealtn' than its value as the means ' 
of payment, it will be acquired and held by speculators who 
wish to profit by its convertibility when the time comes. Bu~ 
this is an e/Cceptional case of quite subsidiary importance in 
comparison with the general question.ot>f the determination of 
the value of the legal means of payment. To answer this 
question we must discover in what manner the value of a legal 
tender currency without intrinsic value and unsupported by 
convertibility into anything of intrinsic value is determined. 

The..same problem reaIIy arises in the case of the hypo
thetical country assumed in Chapter I., which had no money 
and used credit as the sole medium of exchange. There the 
unit of value was something entirely arbitrary, a mere arith
metical abstraction. In all the transactions into which the 
unit of value enters, what requires to be meas~ is the 
Y:1&;rft" ~~~l!Qme colI!Illodity, ~~1!..t, 
or e 'beiiiSto' some other. To measure that proportion, it 
is convenient to express each value as a number, but the 

3 
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choice of a unit as the basis of these numbers is as non
essenti3.I as the choice of a language in which the bargains 

f
are to be concluded. I,n,the, econonn,'c life O,f th, e community 
the p~ptlElions to._b!! .. lPeasured jlI"e~i the sul¥tan~ while 

(

the urnt in which they are measured is of the fonn only. 
This being po, if the whole of the economic fabric of society 
and all the transactions be supposed given, to fix the numerical 
measure of one value is to detennine the unit, and therefore 
to fix the numerical measures of all. 

I Now one of the quantities which are measurable in tenns 
. ,of the unit of value is the aggregate of all the bank credits 

outstanding. This aggregate, which, under our hypothesis 
that no money is used, is of cou,rse the same as the aggregate 
of unspent purchasing power in circulation, may conveniently 
be called the .. unspent margin." It can be arrived at either 
by adding up the liabilities of all the. banks, or by adding up 
the credits held by all their customers, whether depositors or 
note-holders. For to ascertain the total of a number of debts 
we can obtain the particulars either from the accounts of the 
debtors or from those of the creditors. Let the unit of value 
be settled, and the numerical measure of the unspent margin 
is determined. Conversely, if thenumber of units of value 
in the unspent margin is settled, the unit of value is thereby 
determined, and the detennination of the unit of value deter
'prines all the other q~ntities, such as the prices of com-

/.~Odities and services, which are measured by it.@uswe 
ee that, given all the economic COnditi, ',ons, the p~.':es of~.oif
odities_3!EO..direc~io.!WJo the n~r oCunits_,?f 

value fontainecliil the unspent margin' of purchasing powe!. 
But we must beware of reading more into this covclUsion 

than it really says. Itt .cl~~ not,say that if the number of 
units of value in circ~tion changes, the prices of commodities 
will change in e~ct proportiot.:) A change in the unit of 
value is likely to cause a number of other changes (some of 
which we examined in Chapter I.), so that the economic con
ditions are rio longer all .. given." Nor can we assume that 

1/ prices at two different times will be exactly proportional to 
I the quantities of purchasing power in circulation (thou~h, if 
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economic conditions at the two epochs are very nearly identical. 
this will be nearly true). All that we have establishe!I is that. 
if everything in the econpmic picture be painted in. save only 
the numb~ to be expressed in terms of the unit of value, 
~ since the mutual proportions of these numbers are\ 

-aJIeady determined by the economic conditions. t~umber 
of units in anyone will be directly proportional t.1 the number 
in any other. an_d in py1j£1'lar the prices of commodities will ! 
belroporti~the n~~!_of ~ts <.>.f..~ll.l:.£ontained in 
t'Ii: aggregate of bank credits or unspent margin. 

Suppose now that money is used. Money will be substi
tuted for credit in a certain proportion of the transactions. 
A certain proportiO'n of the.purchasing power in being-that 
is to say. of what we have called the unspent margin-will be 
in the form of money instead of bank credits. The extent to 
'which money is held r!lther than credit will be wholly deter
mined by the convenience of the people and their habits and . 
preferences. The unspent margin is n!.>!\'.-~geJlP.....9Ctwo 
parts. ,th_e m().!!.ei1nsJr.~~~~i[I!I.illI~~=1:>~.k..!:I~\!i.t§J)u~stand- . 
ing. Eacnis expressible in terms of the unit of value. and 
the proportion of one to the other is determined. like all the 
other proportions. by the economic conditions. Provided. 
therefore. that all the economic. conditions are given. inc1U~ 
the proportion of bank credits to money. we infer that 
money values. and in particti1a:r tile prices of commoditi~ 
are directly proportional to the quantity of money in circnla 
tion. In the case o( a free gold currency. or a paper currency \ 
maintained at a fixed gold value. one of the given economic ! 

conditions must be that the value of gold as currency is equal i • 
to itltJ7alue as a commodity. and this is sufficienll'to detennirie \ 
all the other values. In the case of a paper currency with no I 
fixed value in terms of gold or any other commodity. thei 
principle at which we have arrived shows how its value is \ \ 
determined .. The 'Y!ll.le...Q.f the unitJs_!n~y_proportiona1/ 

I to_th..! 9.~llIlijtyjn circnlati()n. Here we have in its simplest- •. 
form what is called the Quantity Theory of mon\!y. 

But so long as this principle is subject UI the limita
tion that aU other economic conditions must be given. it is 

3" 
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/ necessarily sterile. Before we can make practical use of it, we 

v must see which of the economic conditions are really relevant 
to the determination of the value of the unit. 

The first question to answer is this: How do. members of 
the community settle what margin of unspent purchasing 
power they shall keep, whether in the form of cash or in the 
form of credit? From the point of view of the individual, 
there are t~~.E:!£.!p_a!'p~~~ch r~2'.!~~pur
chasing P9w~EJ1_av~ JoJ>e kept: 
or- First, income and expenditure do not exactly keep pace. 
In the case of the weekly wage-earner they very nearly do 
keep pace; but even he gets occasional windfalls in the shape 
of overtime earrungs, or other exceptional'teceipts, and suffers 
occasional intermptions of earning power from illness and 
unemployment; and from time to time he incurs extra expen
diture on furniture, clothes, holiday"t etc. The well-to-do man 
receives his income at longer and so~etimes at more irregular 
intervals; he may have a fixed salary or dividends paid quar
terly, or he may be earning professional fees in variable amounts 

, and' at variable times. Every one tends to have a good deal 
of money in hand just before a large item of expenditure 
becomes due, or just after receiving a large item of income. 

Secondly, every one endeavours to keep a supply of money 
in hand to m~U!}lor~ll_E!~.rgew:y. It is impossible 
to anticipate all the different occasions for expenditure that 
may arise, and therefore the prudent man so regulates his 
balances of cash or credit that at those times (immediately 
after large disbursements or before large receipts) when the 
11,a1ances are lowest he still has something in hand. 

Thirdly, the man who is saving cannot be perpetually 
investing his savings in driblets. He lets his balances accumu
late until he can spare some considerable sum; he then invests 
all he can without unduly depleting his balances, and starts 
saving again. The procedure is the same in the case of the 
working mao. who periodically puts two or three pounds in the 
savings bank ~ in the case of the professional man who every 
now and then invests a hundred or two; or in the case of the 
rich man, whose savings are reckoned injhousands. 
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The problem of regulating balances is somewhat different 
for a trader's business. It is a normal practice in the case of 
such a business to borrow for short periods, an,d this makes 
possible a much nicer calculation of balances than in the case 
of an individual. A balance of cash or credit is in itself a 
source of loss, 'since, except inlthe case of a deposit subject to , 
notice, it is earning no interest, and even a deposit subject to 
notice earns interest at less than the full rate. By borrowing 
to meet large disbursements and applying large receipts in 
repayment of borrowings, a business concern can reduce this 
loss of interest to a minimum. Its power of borrowing also 
enables it to be ready for an unforeseen emergency without 
perpetually keeping a stock of money on hand for the purpose. 

As to the distribution of the unspent margin of purchasing 
, power between cash and credit, we have already seen that the 

man rich enough to have a banking accmmt will keep the 
bulk of his reserve balance in credit, and only an unimportant 
sum of pocket-money in cash. The poo~ man j!:eeps all his • 
reServe balance in cash, except in so far as he puts it in the 
savings bank, and a deposit in a savings bank is rather an· 
investment than a part of the unspent margin. For a'business, 
balances are kept in the form of credit, but the manufact~ 
has constantly to draw out large sums of cash to pay wages, and 
the retailer, the railway, tram or omnibus company, the collector 
of working class rents, the theatre manager, and others whose 
receipts are mainly in cash, are continually paying cash into the 
banks. The banks themselves keep reserves of cash sufficient in 
proportion to their liabilities to meet their customers' demands. 

For each private individual the appropriate balance Qf 
credit and the appropriate balance of cash will bear a deter
minate proportion to his income (not, of course, the same pro
portion for different individuals, or for the same individual at 
different times). For each business the appropriate balances 
will likewise be determined by convenience, but will be pro
portional rather to the gross transactions or turnover than to 
the net income of the business. Traders, however, can regulate 
their balances moreclose1y. Consequently their balances bear 
a far smaller propo~o~ to,their turnover than thoSe of private 
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individuals to their incomes. In all cases alike the balances 
of purchasing power kept in reserve are settled with a view to 
the transactions to be financed. 

I 
The requirements of the community for reserves of purchas

ing power may be regarded as constituting the demand for 
credit and money) The suppl~ of credit emanates from the 
banks. The supply of money is determined by the legal and 
administrative arrangements for regulating the coinage and the 
issue of legal tender paper. But here again the banks inter
vene, for it is only such part of the available stock of money 
as is in the hands of the public that forms part of the unspent 
margin of purchasing power. The money which forms the 
reserves of the banks is excluded froni the unspent margin, 
though of course it is part of the assets held by the banks 
against the credits which compose their liabilities, and these 
credits are part of the unspent margin. /me unspent margin~ 

}' in fact is equal to the money in circulation~Pius the obligations

1
, 

I of the bank!lP These obligations are equal to the assets of th 
banks, less;their capital. The amount of credit rises and fall 
with the assets of the banks, and these assets are composed of 
two part5-interest-bearing assets, such as loans, discounts, 
and investments, and cash reserves. If the cash reserves arE{ 
increased by a return of money from circulation into the banks! 
or if they are diminished by the withdrawal of money froin 
the banks into circulation, the unspent margin is unaffecte<J; 
all that happens is that so much cash is turned into credit, br 
so much credit into cash. But if the banks increase or de
crease their loans or advances, the unspent margin is increased 
or decreased by the same amount.. Now the banks undertake 
to transform cash into credit al1dcredit into cash at the choice 
of their customers; they themselves claim no say in the 
matter. The choice of their customers as between cash and 
credit proceeds, as we have seen, from the economic conditions, 
being determined entirely by the convenience of the individual. 
The public cannot be comBelled arbitrarily to increase or 
decrease their holdings of cash; they can only be induced to 
do so by modifying the economic conditions. If the quantity 
of money is increased or diminished, the 1"esult, in the first in-
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stance is merely to increase or diminish the cash reserves of the 
banks, and it rests with the banks to decide whether they shall 
make any change in their other assets or in their demand 
liabilities. r Changes therefore in the unspent margin depend upon the)~ 

\.~~tion of the banks in crea~ more or less .credi. '1) Such 
chan~a.re not reall...x within the purview of the quantity .,. 
th.eory, which deals, st~th-~·c.onditiOiis 
tIieiluantity theory, in the form in which we have enunciated 
it. merely equates the unspent margin of purchasing power, 
which is a total of monetary units, to the command over wealth 
which the people hold in reserve. It equates, in fa~,~ 
oi monetary units t6 a·total of wealth/ and so determines the 
value of the monetary unit in terms of wealth. BUi.!Ltl;l~r ~ 
th:.~ry.!§.1!dl..ft.QL~Il.y..-PEacti~ v~e, it~ r~~ti~!l,J.QSbap.g~ ~ 
~ econ0In!c cO!.ldi!io~~ m3!Si1;le d~.QLeredj 

Wenave already examined two particular cases of this 
general question. We have seen in Chapter I. how the valu1' 
of the monetary unit might vary without limit, itseslit 'e~ 
the sole medium of payment and money did not exist. With 
a gold currency, limited in amount, we have seen in Chapter II. 
how an expansion of credit might exhaust the available stocks 
of cash and precipitate a crisis. Now that we have introduced 
paper money into the problem we are in a position to attack 
the general question. 

We have just shown that it rests with the banks to increase ..,. 
or decrease the unspent margin of purchasing power. The t 
~sp~L!Ilar.gi!!.J!1_ eq~~~Jp.!t ~~-cirJ:ula.tiQI!.. plus. _.the 
~ets of the!>ll!lks..less,tP,ei.Lcapital. The assets of the banks 
are equal to--their cash reserves, plus the amount of their other) 

-assets, such as loans and investments. Consequently the un
spent margin is equal to all the cash, whether in circulation or 
in the banks, PINS the net interest-bearing assets of the banks. I 
Assume for the present that the cash remains unaltered. In 
that case the unspent margin can :>nly be increased or decreased 

• A pot...n./, not an actual, total of wealth. It depends on people's OlE' 

pectationa of the pwdIasiDg power of their balancee, but their ezpoc:tationa an! 

ultima~ go ..... ed by the pric:es which rule in the market. 
• The .... ts held against tbeir capital being excluded. 
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by an increase ~r decrease in the net interest-bearing assets of 
the banks. In other words, there must be an acceleration or 
retardation of that process which we have called the creation of 
credit, the exchange of immediate obligations from the banks 
to the traders, for obligations at future dates from the traders 
to the banks. . , 

Let such an acceleration 'or retardation of the creation of 
credit occur. What will be its effects? The first thing that 
requires to be said about it is that no one borrows money in 
order to keep it idle. The borrowing is done by people in 
business, who have deliberately relied on borrowing in order 
at other times to avoid keeping large idle balances. It follows 
that practically all the sums borrowed will be quickly paid 
away. Some may be paid away from one trader to another 
in exchange for goods, and the vendor may apply the money 
which he receives to paying off an existing debt. But this is 
not really the creation of new credit at all; it is simply the 
substitution of one trader's debt for another among the banks' 
assets. Apart from this shuffling of debts, all the credit 
created is created for the purpose of being paid away in the 
form of profits, wages, salaries, interest, rents--in fact, to pro
vide the incomes of all who contribute, by their services or 
their property, to the process of production, production being 
taken in the widest sense to include whatever produces value. 
It is for the expenses of production, in this wide sense, that 
people borrow, and it is of these payments that the expenses 

f
Of production consist. So we reach the conclusion that an 

t acceleration or retardation of the creation of credit 1 means 
\ an equal increase or decrease in people's incomes. 

An increase or decrease in people's incomes will lead to an 
increase or decrease in their expendit.res. The income and 
expenditure now in question are, of course, money income and 
money expenditure, that is to say, the number of monetary 
units (whether in credit or in money) received or spent. With 
real income, or actual command over wealth per unit of time, 
we are not directly concerned. 

1 We are speaking here, of course, of the amount of credit created In' ",,;, 
.,fl,m •. 
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. Only true income and final expenditure are to be counted; 
expenditure on the production or purchase of goods for subse
quent sale is to be excluded.(,D:!e j!lcom~_t.Q...b!Lwha,t a \v 
man has available to spend on_~wn needs; the expenditure ' 
is to be wHat he so spen"9:They may conveniently be called 
the .. consumers' income and the .. consumers' outlay," 
though it must be understood that .. consumer" includes 
.. investor," for investment is one of the purposes on which 
income may be spent. 

The receipts and disbursements of the trader, who buys or 
produces with a view to sale, may be called the .. traders' turn
over," to distinguish them from the consumers' income and 
the consumers' outlay. The trader, of course, gets his true 
income out of the profits ·of his business, and this figures in 
the total of the consumers' income. 

If.!hen the crea .... !!.C?!l_oL~t is acc.elerat~ardedj 
th~~rLmcQlJ)e. isinc!:~!tQLdi.!:ninished. The con ~( 
sumers' outlay will also be increased or diminished, but no 
necessarily by an equal amount. The difference between the ,... 
consumers' income and the consumers' outlay will represent a 
change in the unspent margin. If a man spends less than he 

, receives, his balance of credit or money will be increased by 
just that amount. The unspent margin consists of two por
tions, the traders' balances and the consumers' balances. The 
traders' balances, being closely regulated, will not be greatly 
affected by a change in the rate'of fabrication of new credit, 
for a sum which is perceptible in proportion to the consumers' 
income may be negligible in comparison with the traders' 
~urnover. The extent to which the consumers' balances are 
affected will depend on the action of the individuals concerned. 
A man whose income is altered over a period of time might 
make an exactly equal alteration in his expenditure, or might 
make no alteration at all. In the former alternative no change 
would be made in his balances, in the latter the whole change 
of his income would be absorbed in them. In practice his 
course of conduct will lie somewhere between these two ex
tremes. A temporary accession of income will be accom
panied by some increase of expenditure (which, it must be 

", ' 
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remembered, includes investment). A temporary shrinkagE 
of income will be accompanied by some reduction of expendi· 
ture. Balances will be in the first case somewhat increased; 
in the second somewhat diminished. 

The presumption is, however, that the change in balances 
will be relatively small. Where there is an accession of in· 
come, the thrifty man will tend.to invest his windfa1l, thE 
unthrifty to spend it. In the first instance, an apparently 
temporary increase in earnings does not require a reconsidera· 
tion of the balance to be kept in cash or at the bank, and such 
increase as occurs is largely casual. Where there is a reduction 
of income, the prudent man, at any rate, will try to make an 
equal reduction of expenditure as soon as he can, though it is 
probably true that adversity reduces balances more quickly 
than prosperity increases them. 

Speaking, for the sake of simplicity, of an acceleration oj 
credit j:reation only, we see then that the extra credit created 
in any period, less the amount added to traders' balances, 
is paid away as an addition to the consumers' income for that 
period. This addition to income is applied to a small extent 
to increasing the consumers' balances, and to a much larger 
extent to swelling the consumers' outlay for the period. But 
the consumers' outlay represents the demand for goods. If 
it is increased, that means that more goods are sold, and 
that the receipts of the retailers and others who sell to the 
consumer are swollen, and their stocks are encroached upon. 
Like other traders, they are unwilling to hold idle balances, 
and their additional receipts are applied either to paying off 
indebtedness or to buying fresh stocks of goods. In the latter 
alternative the dealers from whom they buy will probably 
payoff loans, so that it may be taken as broadly true that 
the consumers' outlay is applied to paying off indebtedness. 

1 Therefore the effect of an acceleration of oredit creation is 
\ likely to be very largely offset by the consequent increase in 
\ the consumers' outlay and the discharge of indebtedness by 

\
the dealers from whom the consumers buy. 

But at a given level of prices the increase in the consumers' 
outlay means an increase in the consumption of goods. How 
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is this increased consumption to be provided for? U~ now\ 
we have supposed the .cteation of credit to be accelerated, j 
Without inquiring why or how. The creation of credit is in.' 

-the hands of the banks, and iljhey want traders to borrow! 
more they must encow:age them to do so. Traders borrow! 
to purchase and hold stocks of gQods or securities, and bankers! 

. encourage them to increase- these stocks, and so to increase!! 
their borrowing, by lowering the rate of interest. But in s~ 
far as the effect of the increased borrowing is to swell thel 
consumers' outlay, the stocks of goods and securities in thel 
dealers' hands are depleted, and further orders have to be. 
given to the producers to replenish them. These further! 
orders need further loans to finance them; as output expands, 
credit expands, and with it the consumers' income and the

l 
consumers' outlay. Now output cannot be increased withou, 
limit, and as the demand for fresh goods presses against th~ 
productive resources of the community, prices rise. Retailt. 
prices rise because stocks are being depleted and cannot be' 
quickly replenished; wholesale prices rise because pr.oduce1 
are besieged with orders that they cannot fulfil. As pri~ 
rise, the quantity of credit needed to finance a given consigni 
ment of goods increases in proportion, and the creation of 
credit is still further accelerated. 

Now the greater the proportion of the additional credit 
that goes to swell the consumers' outlay, and the less the pro... 
portion that is added to balances. the greater will all these 
effects be. A superficial interpretation of the quantity theory 
would lead us to lay all the stress on balances, and to say 
that prices ought to increase in proportion to the unspent 
margin, i.e. to the quantity of credit and money in the hands 
of the people. But now we see that the more slowly this .. ' 
quantity increases, the greater will be the rise of prices, so 
long as the acceleration of the creation of credit continues. 
When the process is completed, when the banks no longer '., 
seek to encourage borrowers, and the credit created no longer 
exceeds the credit extinguished, then the .un~~t margin_will 
~~ih th!..!.'!easure of .E~ If eq~num su~ 
venes an' e economiii"'conditloiiS that existed before the • 
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disturbance are approximately reproduced, it will then bE 
approximately true that prices and all money values will 
have changed in proportion to the quantity of purchasing 
.power (though this is in any case subject to the qualification 
that some money values are absolutely fixed either for a period 
or in perpetuity, such as debenture interest, rents, etc., and 
others are fixed by custom). 

In the same way, when the creation of credit is retarded, 
the more slowly the unspent margin j:ontracts, the greater will 
be the fall of prices. To make this rather intricate part of the 
subject clear it will be weIl to sum up the results at which we 
have just arrived.1 The consumers' income rises and falls 
with the amount of new credit created; the consumers' outlay 
with the consumers' income; the credit extinguished with the 
consumers' outlay. But the changes in these several quantities 
do not exactly keep pace. The difference between any two ot 
them represents a change in balances. The change in the 
traders' balances, due to a discrepancy between the changes in 
the new credit created and the consumers' income, or between 
the, changes in the consumers' outlay and the credit extin
guis11ed, is likely to be smaIl. The change in the consumers' 
balances may be relatively considerable, since they have not 
the same facilities as traders for economising balances. 

Money is borrowed for production, and a change in the rate 

l
'Of creation of new credit is in the first instance a sign of a corre
sponding change in the rate of production of wealth. But out
put cannot be increased, and will not be decreased, indefinitely . 

• An increase or decrease in the orders to producers is quickly 
reflected in an increase or decrease of wholesale prices. 

,. The consumers' outlay in being applied to the extinction 
of traders' indebtedness produces a depletion of traders' stocks. 

\ The volume of new orders to the producers rises and falls with 
,the rate of depletion of these stocks, and the amount of new 
Icredit created rises and faIls with the volume of new orders 
land the general level of prices. Thus is the cycle completed. 
The banks take mea,sures to expand :>r contract credit as the 

1 See also the note at· the end of this Chapter (or a statement of these 
results ;n algebraic nptation. 
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case may be. From the point of view of the trader, borrowing 
is an incident of the process of holding stocks of goods, 
whether in course of manufacture, or in transit, or awaiting 
sale. If he is induced to borrow eithel1' more or less, this
really means that he is induced to hold greater or smaller 
stocks. But when. he takes steps to adjust his stocks and his 
indebtedness by giving greater or smaller orders, the cycle of 
changes is started, and the effect on stocks and indebtedness 
on the whole is limited 10 the difference between the change 
effected in the amount of credit created at one end and the 
change in the amount of credit extinguished at the other,. 
after this credit has circulated through the various stages 
which we have seen. This difference is the amount which is 
waylaid and left behind in balances. The banker sees the 
whole process from the point of view of his balance-sheet. 
He sees the credit expansion or contraction begin in the 
applications for loans; after a short interval he sees it to 
a great extent offset by a similar change in fhe repayment 
of loans. The change in the bank credits which make up 
his liabilities is equal to the change in the loans which make 
up his assets. The choice as to how much of the new credit 
created shall be kept in balances (whether as money or as 
credit) and how much spent, rests entirely with his cus
tomers. 

Upholders of the quantity theory of money have some
times been led to argue that prices ought to rise and fall 
regularly with the quantity of money and credit in being. 
The theory has been as often attacked on the ground that' 
experience shows us many examples of prices rising when the, 
quantity of credit IlJl~1P.Q!lJ:yja.Us, and vice versa. The argu
m1lnts on both sides betray a misconception of the theory. It 
is indeed sometimes the case that, when prices show a marked 
rise, there is not, at any rate, a proportionate increase in the 
bankerS' liabilities, whether deposits or note issues; That 
occurs at one of those transition periods when credit is ClCpand- . 
ing or contracting. , 

When credit is expaniling and prices !Ere rising, the traders' f 
turnover increases approximately in proportion" to prices. . 

" ,I 



CURRENCY AND CREDIT 

Traders' balances will, of course, tend to rise in the same 
proportion. They will, however, be affected at the same time 
in another way. It has been shown above (pp. 13 and 26) 
that, when prices a¥ rising, it becomes exceptionally profitable 
to buy and hold stocks of goods. To keep in hartd balances 
of money that might be spent on the acquisition of goods is 
to miss this exceptional profit. The disadvantage of holding 

',an idle cash balance is therefore greater than usual, and 
traders make correspondingly greater efforts to keep down their 

,balances. So long as prices are rising, therefore, traders' 
, balances will not increase in proportion to the traders' turnover. 

When credit is contracting and prices are falling, the 
> tendency for traders' balances to diminish in proportion to 
the traders' turnover will likewise be counteracted by the 
effect of the movement on profits. A fall of price is a set-off 
against the profit to be derived from buying and holding 
commodities, and may even turn the profit into a loss. The 
disadvantage 'of holding money idle is thereby diminished, 
and may bE} completely offset. Traders will see their balances 
grow with equanimity, because to use the cash in their business 
would yield them little or no profit. It is still true that they 
will not borrow to create idle balances, but all traders are not 
always borrowers, and the low level of profits will be reflected 
in a low rate of interest, so that even those who are borrowers 

, will make no special effort to hasten repayment. 
As soon as prices have stopped rising or falling, as the case 

may be, the traders' motive to keep balances below or above 
their usual proportion to turnmler ceases to operate. Their 
borrowing and their expenditure will then be so adjusted as 
to restore the proportion. 

This tendency of traders to pay away balances when prices, 
are rising and to increase them when prices are falling, exag-i 

gerat, es, the consequences of an expansion or contraction ~fl 
credit, and so accentuates the inherent instability of credit. 

,r' - It is only at times of equilibrium, when the quantity of 
credit and moneY,in circulation is nei~i!lc.t:~ng n 
c!ec!~ that the relation of prices 1nd money values to 
that -quantity of credit and money is determined by the! 

, I 
j 
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individual's considered choice of the balance of purchasing 
power appropriate to his income. I At all other times· one OfJ 
the most important of the econo)mc conditions which the 
quantity theory takes to be .. given" wilj be an acceleration 
or retardafion in the creation of cre~ In practice it seldom, , 
perhaps never, happens that a state of equilibrium is actually 
reached. A period of expanding or contracting credit, wheIl, 
it comes to an end, leaves behind it a legacy of adjustments. 
and before these are half completed a new movement lias 
probably already set in. Therefore when drawing guidance 
from the quantity theory in the examination of actual con-' 
ditions, we m.1lst beware tif~uming to~eas~ that, ~.a) 
country where economic organisation has remamed substan
tially unchanged, prices will go up and down in strict pro
portion to the quantity of the means of payment in circUlation. 
Before making any such assumption, we must first ascertain 
whether credit is expanding or contracting. 

With due caution and with the proper qualifications, it IS I 
legitimate to infer a rise or fall in prices fr~mllI1 increase or 
decrease in the quantity of the means of payment, and in 
general the price movement is actually more than in proportion 
to the change in the quantity .of the means of l'ayment: 

But it must be clearly understood that such applications of 
the quantity theory do not come within the four comers of 
the theory itself. That theory is not in strictness concernedJ 

rwith varying conditions at all, but merely with the determina-. 
tion of the ~he ~Q.I:!.~t...~when all other con-
~tions are ~ there is a form of the quantity theory 
which is so devised as to take account of changin~ conditions. 
According to this, the quantity of purchasing power in cir~ 
culation is only one among several factors, the others being 
the average rapidity of circulation of money and credit, and 
the vol~e of transactions. 0JS' a.ru: l!eriod of time the total~ 
quantity of credit and money, multiplied by the -average 
number of times every unit of credit or money has changed 
hands in the course of business, must necessarily be equal to 
the total value of all the transactions in which credit or money 
has passed. Here we have a formula which is applicable 
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without reservation to varying conditions. It is subject, 
however, to the disadvantage that some of the quantities it 
employs ate not themselves of any separate importance in 
economics. Among the transactions in which !!loney has 
passed are many into which the use of money or bank credits 
enters quite capriciously. It is a matter of chance whether a 
particular purchase of goods or securities is paid for by cheque 
Il+ by way of a book credit, and if it is paid for by the latter 
method the debtor may for the moment actually'keep a larger 
balance at JUs bank by reason of the undischarged liability. 
than would otherwise-be needed. In the aggregate of trans
actions the gross total of business transactions, where goods 
or securities are bought in order to be sold again, will count 
for enormously more than the expenditure of the private 
individual. The disbursements of the private individual are 
made out of his income. The turnover of the trader may be 
many times.grl;ater ,than his income, and his bank balance is 
far smaller in proportion to his turnover. Thus the to41 ofl 
tran~~i,?ns ~or .the purpos~ of this version~~(the ~~ant.ityj 

'

theory IS arrIved at by adding together two quantIties, thel 
consum.ers' income and the traders' turnover, which for other 
purposes 'are totally unlike. The traders' ,turnover counts for 
far more in the total than its actual share in determining the 
quantity of purchasing power in circulation would justify, and 

'"

' ts amount i!>'alfected by capricious and uncertain factors.' 
And the 'rapidity of circul~tion of money or credit is not 

, a phenomenon which enters directly into anyone~s experience. 
The best way to estimate the rapidity of circulation of a man's 
money is to .,calculate the pro.portion of his total payments in 
any period of time to the average balance held by him during l that period. His balance is a matter of practical moment to 
him; he has to devote some care and thought to regulating' 
it; consequently we can tell what circumstances and what 
motives are likely to affect it and how; whereas if any cir-

1 In applying the quantity theory in this form, Prof. Kemmerer finda that 
wages represent only 3 per cent. of the total of moue; transactions (" Money 
and Credit Instruments in their RelatioD to General Prices." p. 136). Prof. 
Irving Fisher accepts the same estimate CC' Purchasing Power of Money," p. 226). 
Wages would probably be Dearly half the consumers' income. 
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cumstances affect the rapidity of cirCulation of money it can 
only be indirectly, by affecting baIances. 

Therefore little is gained by introducing these two factors, 
the total JIloney transactions and the rapidity of circulation, 
into the quantity theory. It is better to limit the rigorous
theory to the bare arithmetical relation between the unit of 
value and the quantities measured by it, and to approach the 
more complex problem presented by the variation of the 
economic conditions from the standpoint of ~the infi~ences 

-wb.¥:h may a,ffect baIa,nces of cash or q~t.~: • . ' 
'we have been assuming that cash and credit may be . 

treated merely as different but interchangeable forms of pur
chasing power. Practically all the purchasing power comes. 
into existence in the form of credit, and, though it may be 
transmuted into cash in its passage through the hands either 
of poor men who have no banking account, or of rich men 
who require pocket-money, it resumes the form o£.credit to be • 

'extinguished. Nevertheless, while the circulation of money fs 
thus dependent on the circulation of credit. there is a sense 
in which it is the circulation of credit which, is, determined. • 
by the circulation of money. Credit implies the liability of 
banks to pay money on demand, and the banks must maintain 
reserves of cash to ensure that they shall always be able to 
discharge this liability. As has already been mentioned, it is 
the general practice of banks to aim at maintaining their cash 
reserves in a fixed proportion Ijp their demand liabilities,aiid 
tIiiS~ operates to limit the amountof creditcrea.ted to 
that for which the cash in circulation will be sufficient to 
provide the proper reserves. If the banks create credit in 
excess of this limit, not only do their existing reserves cease 
to bear the usual proportion to their demand liabilities, but as 
the extra credit passes into circulation, stimulating trade and 
driving up prices, more cash ~ into circulation too, and the 
reserves are not only relatively but absolutely diminished. And 
at a tilne when the reserves are in the requisite proportion, if the 
supply of cash is diminished, for example, by the withdrawal 
and cancellation of a certain amount of legal tendet paper, the 
proportion will be disturbed and the banks, if they are to restore 

4 
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it, must restrict the creation of credit. Such a withdrawal of 
currency will, in the first instance, affect only the bank reserves, 
since the customers of the banks have the right to draw out as 
much cash as they please within the limits of their credits, and 
the requirements of the public for cash only change gradually. 

The note-issuing authority which regulates the supply of 
legal tender paper money is really dependent upon the control 
of credit for passing the notes into circulation. It may in

, crease or diminish the supply of paper money, but the quantity 
in the hands ofthe public, and the value of the monetary unit 
wEL~.!itt~~affected ~-.!!te banks proceed to increase or 
~l~h th!l sIiPi2T~ Of course, so long as the banks 
adhere to the recognised practice of preserving a fixed pro
portion between their cash reserves and their liabilities, they 
will always tend to take the appropriate action. But they 
may not choose in all circumstances to observe this practice, 
or they may fail to caoy it out effectively. The note-issuing 
authority can po little more than give them the signal to ex-I 

F
and or contract creoit, arid must rely on tllem to take the 
ecessary measJlI"es: Iti~ their action, not the note issue, 
hich directly ~ffects the, value of the monetary unit. 

, The note-issUing alolthority may of course be a Government 
directly defraying its own lia!>ilities with notes fresh from the 
printing press. When first issued they swell the consumers' 
income, exactly like so much credit cteated by the banks for 
the needs of commerce. And it may be that the banking 
system is so little developed that the notes do not come back 
to the banks as they are spent. If the traders who sell to the 
note-holders keep their cash in the form of notes in their 
strong boxes rather than in the form of bank credits, the notes 
accumulate in these strong boxes. The traders spend them 

• on replenishing their stocks, and so they get paid away again 
to those engaged in production, without ever passing through 
the banks. The paper money, once issued, circulates, and cirl 
culates with sufficient rapidity to maintain' the appropriat 
increase of prices. Under such a system there is no provisio 
for withdrawing notes unless the Government sets to work to 
raise fue necessary sum~ !rom the public by taxes or loans. 
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For this reason it has usuallY,been found convenient to com
bine the control of a paper currency with some national control 
over the supply of credit. . The best organ of Government for 
.this ptirpose is a State Bank, or else a central bank which, 
while not itself a part of the Executive Government, is willing 
regularly to co-operate with it. Such a bank can regulate the 
paper currency on banking principles. It will have a balance 
sheet like that of any o~er bank, its liabilities inclJ¥ling 
(along with ordinary deposits) the legal tender notes issued" 
while its assets, apart from its gold reserves, will consist 
chiefly of short period loans.' Day by day notes will be issuQd 
Gust as credits are created) by way of advances to traders and 
others, and day by day notes will be returned from circul!J.tion 
in payment of past advances. By encouraging or discollI1iging 
borrowers, and especially by varying the rate of interest, the 
central bank can expand or contract the stream of fresh notes. 
If it increases its advances, so that both sides of its balance 
sheet are increased, the additional notes issued, in so far as 
they are not immediately needed for circulation, go 'to swell 
the cash reserves of the other banks. l;f. it . contracts it~ 
advances, the additional notes withdrawn, iA so' far as. they. 
are not extracted from circulation, are taken out of the other 
banks' cash reserves. The fact that' banks must maintain v 
adequate reserves of legal tender money to ensure that they 
can meet their demand liabilities, while legal tender money, . 
can in the last resort be obtained only by borrowing from the' 
central bank, gives the central bank great power of control 
over credit. The market rate of interest will always tend to' 
approximate to the rate charged by the central bank, the 
.. bank rate" as it is callQd. The market rate can never be 
appreciably higher than the bank rate for a borrower of given 
standing, for otherwise borrowers would all have recourse to 
the central bank, which can give them legal tender money, ., 
while the other banks will only give them credit based on, the 
same legal tender money. 

The bank rate may no doubt be appreciably higher than 
the market rate for e. time, if it happens that there is more 

1 Inc:lU<ling, of co....., cIiac:ounts. 
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legal tender money in 'Circulation than the circumstances 
require. In that case the banks would find themselves with 
larger cash reserves than they think necessary to support their 
demand liabilities, and would tend to offer loans at low rates. 
But even so, there would be little or no borrowing from the 
central bank, and there would be a steady diminution in the 
legal tender notes in circulation, as loans and bills matured, 
till at last the other banks would ·find their reserves falling 
short, and would be driven to borrow from the central bank 
to replenish them. When the cash reserves on which the 
banks' credit operations are built up are all borrowed at bank 
rate from the central bank, the market rate will not be far 
below the bank rate. If the central bank wishes to force up 
the market rate (in order perhaps to restrict a tendency to 
create excessive credits) it can come itself into the market as 
a borrower. By borrowing at the market rate it can withdraw 
as much legal tender money as it pleases from the other banks, 
and they must either raise the market rate at least to a level 
with the bank rate, or else run the risk of having to borrow back 
at the bank rate what they have lent at a lower rate. In] 
practice, under this system the lending operations of the· 
central bank take the form chiefly of loans to the other banks ; 
indeed, the regulations under which the central banks of some 
countries lend, requiring the endorsement of a banker or sub
stantial financial house as a sine qua non, practically limit 
them to this. It is obvious that a central bank, which 
advances to the other banks, at what rate of interest it 
pleases, the cash necessary to provide their reserves, holds a 
very commanding position. Especially is this so in a country 
where deposit banking is not developed to its fullest extent, 
and where, as in most countries on the continent of Europe, 
,cheques are little used except for large payments between 
business men. In such conditions many of the traders who 
borrow from the ordinary banks want legal tender notes, and 
for them the banks will act practically as intermediaries for 
the purpose of obtaining advances from the . central bank. 
Thus the credit operations of the central bank form a very 
substantial part of those of the whole COWltIY,' 
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We ~~~~e essential factors iUhe 
regulation of a p.!lper currency; Its value del2ends on !11_~_ 
quanti~ issued. The greater1he number of monetary units 
in-arc- ation, the less, other things being equal, will be the 
value or purchasing power of the unit. An increas!2!:..9!t 
crease in· the amo~Lia-.ciz:~ation ha.s. aswe1iive seen, 
ma:n~plex reactions besides the tendency to produce an 
inv~rqportiona.Lcb~e_iIl.th'Lyalu'u)fJ1!~uni'!, but 
whatever allowance has to be made for these reactions, we 
can still say that, except so far as the issue of paper money 
is regulated and limited, the value of the monetary .unit is 
just as liable to be indefinitely depreciated as under a regime 
of pure credit unsupported by money. 

The only effective method of controlling the issues of 
paper money is to control the creation of credit, for the de
mand for legal tender money for circulation is consequential 
upon the supply of credit. Hence the need for a central bank 
of issue. Inevitably a central bank with a monopoly of a 
legal tender note issue must be subject to carefully devised 
legal or, at any rate, administrative restraints.; Indeed, it goes 
without saying that the sole right of manufacturing the 
medium in which debts may be lawfully discharged cannot 
be lightly handed over to a private institution or even to a 
State Bank. The actual limitations imposed on this right 
must be so devised as to guard the community against the 
various disorders which may arise from an imperfect standard 
of value or medium of payment. At the present stage, how
ever, we are hardly ready to consider in detail the different 
kinds of limitations to which the right of issuing legal tender 
notes may be subject. Before we can do so, we must deal 
with the foreign exchanges, a subject of the utmost impor
tance in .the:theory of credit and currency. 



NOTE TO CHAPTER III. 

THE relations between the rate of creation of credit, the con
sumers' income and outlay, and the unspent margin are so intricate 
that some readers will find them easier to understand if algebraic 
symbols are used. 

Suppose a state of monetary equilibrium, in which credit is being 
created and extinguished at exactly equal rates, and the consumers' 
income and consumers' outlay are also equal. Let A be the amount 
of credit created per unit of time, and B the consumers' income. 
Let M be the unspent margin, and let T and C be the portions 
of it in the hands of traders and consumers respectively, SO that 
M = T+ C. 

Next let A be increased to A + a, and let the consumers' in
come become B + b, the consumers' outlay (hitherto equal to B) 
B + b', and the credit extinguished (hitherto equal to A) A + a'. 

If aU the additional credit a were paid away, the consumers' 
income would be B + a. The difference between a and b is 
accounted for by the sum which traders borrow but do not pay 
away, and which is therefore added to their balances. After an 
interval of time t, the credit created will have been At + at. The 
consumers' receipts will have been Bt + bt. Traders' balances will 
have been raised from T to T + at - bt. The consumers' outlay is 
B + Il; in time t they will have spent Bt + b't, and their balances 
"ill have been increased by bt - b't, and will stand at C + bt - b't. 
The traders will have received Bt + b't from the consumers, and 
will have discharged indebtedness to· the amount of At + a't. 
Their balances will have been further increased by b't - a't, and 
will stand at . 

T + at - bt + b't - a't. 

The consumers' balances are 

0+ bt - b't. 

Consequently the unspent margin as a whole, being the sum of 
• these two, is 

or 
o + T + at - a't, 

M + at - a't. 
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NOTE TO CHAPTER III. ss 
In fact, as must obviously be the case, the unspent margin is 
increased by the excess of credit cteated over credit extinguished. 

Next we pass to the consequenti2l changes in production and 
consumption. We take the production and consumption of wealth 
each to be equal in the first instance to X. This is a quantity of 
wealth per unit of time (rather an artificial conception, inasmuch as 
there is no one unit of quantity applicable to all forms of wealth). 
If P ,be the average of prices, PX is the money value of X. Now 
PX = B, since all incomes may be assumed to arise from produc
tion, whether they are the reward of services or fees paid by way of 
interest or rent for the use of property, and all costs of production 
are some one's income. . 

It may be supposed that the increase in cledit cteated from A 
to A + /I is for the purpose of increasing stocks of goods. 

Let production be increased from X to X +- %. Then if prices 
have not yet risen we have . , . 

B + b ... P(X +- %).- " • 
and b = P%. .' • 

If the consumers' outlay, B + b' ,,;. P(~ + %'), then X + %' 
represents the quantity of wealth consumed in unit time. In time 
t the stocks of goods will have been inCreased.by (% - %')t. If S 
be the original stocks, this will have been raised to S + %, - i',. 
The value of the stocks will have been raised from PS to PS + P%t 
- P%', or PS + b, - b',. 

Traders~ indebtedness has increased by /It - /1'" while the value 
of their stocks has increased by bt - b',. The difference (lit - /I't) 

- (bt - b't) is the amount by which traders' btJltJnces have increased; 
it is, in fact, the extra amount which they have borrowed but have 
not spent. It is probably small, and might be nil, since people do 
not borrow money to keep it idle. 

But presumably production cannot be raised from X to X + % 

without offering some inducement, in the shape of increased prices, 
to the producers. If prices rise to P + p, then . 

B + b - (P + P)(X + %) 
B + II' - (P + P)(X + K) 

II = pX + (P + p)% 
II' - pX + (P + P)K 

II - II' - (P + P) (% - x'). 
Traders increase their borrowing from A to A. + /I in order to 

increase their stocks. The actual effect on their stocks is diminished 
because (I) when they spend an additional amount, b, on production, 
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the expenditure of the people who receive this sum is increased by 
b', and the net increase in stocks is only to the value of b - b', and 
(2) the pressure of the additional orders upon the productive re
sources of the country takes effect only partially in an increase of 
output from X to X + x, and for the rest spends itself in an increase 
of prices from P to P + p. The aetnal increase in stocks in time t 

is therefore only btp - b't. If this is small, if b' is not much less than 
+p 

b, and if p is considerable, the desire of traders to increase their 
stocks is proportionately unsatisfied, and the flow of new orders is 
proportionately maintained. 

But now that prices have been raised to P + p, it is necessary to 
borrow more merely to maintain the old rate of output X. In order 
to maintain the new rate of output, X + x, the rate of creation of 
new credit must be sufficient to provide expenses of production to 
the amount of 

(P + P) (X + x). 
The increase of prices is immediately due to the pressure of the 

dealers' demands on the producers, a pressure which will continue so 
long as the desire of the dealers to obtain additional stocks remains 
unsatisfied. This desire it is hardly possible to measure by any 
precise mathematical formula. A fall in the rate of interest or a 
prospect of rising prices induces traders to add to their stocks; a 
rise in the rate of interest or a prospect of falling prices induces 
them to let their stocks run down. In so far as the augmentation 
of credit spends itself in an increase of prices instead of an increase 
of production, and in so far as consumption keeps pace with produc
tion, the inducement to go on making demands on the producers 
continues unabated, and may even be stimulated. 

The check to this process of expansion of course comes from 
the banks. The assets of the banks are composed of loans. bills, and 
investments = L, and cash = R. If their liabilities be D, then 
L + R - D = their capital, which we may suppose fixed. 

The effect of the increased creation of credit is to raise both L 
and D by at - a't. If F be the amount of legal tender money in 
the country, of which F - R is in circulation, the unspent margin 
M = D + F - R. This is raised to D + F - R + at - a't. 
But as the unspent margin increases, the portion of it held in the 
form of money will tend also to increase. Suppose that it increases 
by h. Then the banks' liabilities are D + at - a't - h, and their 
reserves of cash are R - h. Here h is of course less than at - a't, 
and therefore larger liabilities are supported by smaller reserves. 



CHAPTER IV. 

THE FOREIGN EXCHANGES. 

WE have seen that the medium of payment used in the larger 
transactions of trade is not money but credit. Credit only 
requires to be transformed into legal tender money for the 
payment of wages, or for making small retail purchases, pay~ 
ing railway fares, etc. Though in law a debt is payable in 
money, in practice all debts of any importance gravitate to 

i the bankers' books, where, instead of being paid in money, 
<they are for the most part set off against one another. The 
process is a simple one where debtors and creditors are cus
tomers of the same bank; it is a simple one still where debtors 
and creditors deal with different ba' h 
the same clearing-house. But where debtors and creditot;§. < 
deal with b s .. .- CIl1'-

I!1l~es, . fIie::tliechanism o.!..m.t1ement becomes exceedingl)! 
, complicated.! 

.Raw materials may be produced in one country, sent for 
the first stages of manufacture to a second, completed in a 
third, s:arried, in the ships of a fourth, to a wholesale dealer in 
a fifth; and perhaps passed on by hiIJl to yet another before 
the final product reaches the consumer. All the people who 
have handled the goods, worked upon them, carried them, 
bought them and sold them, must receive their remuneration 
or their profit. Their remuneration and their profit must 
somehow or other be provided from the payments received 
from the consumer. But every one concerned wants to receive 
th~u~~~ him in ~~ o~. COii~erelii~ li~~llitief 
are due; It IS no use 10 anyoneToDe given a credit m the 
country where the goods ~ ultimately sold if he does not 
live there; before such a credit can meet his needs it must be 
exchanged for a credit in his own country 
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The trader, whose business is carried on entirely in his 
own country· finds that he is the debtor of some of his fellow
countrymen and the Feditor of others. If he draws cheques 
in favour of the former and receives cheques drawn in his 
favour by the latter, all his debts and credits become an affair 
betweel,l himself and his banker, and they are reduced down 
into a net credit or debit balance. For this simplification it 
is essential that the debts and credits should be homogeneous ; 
they must be reckoned in the same unit. A debt for forty 
shillings can be set off against a debt for £2, because a shilling 
merely means one-twentieth of £r. An undertaking to de
liver roo kilogrammes of gold can be set off against an under
taking to deliver 32r5 ozs. Troy, because these .are equal 
weights of the same commodity. But an undertaking to 
deliver £ro,ooo in Exchequer Bonds cannot be set off against 
a debt of £ro,ooo until the value of a bond in cash has been 
settled by a bargain between the parties. Nor can rooo ozs. 
of gold at Capetown be set off against rooo ozs. of gold in 
London except by such a bargain. Gold at Capetown is not' 
the same thing as gold in London, any more than cotton at! 
New Orleans is the same thing as cotton at Liverpool.i 

Debts in different countries are as heterogeneous as com-, 
modities in different countries; £ro,ooo in Capetown is; 
something quite different from £ro,ooo in London. The fact' 
that each is transformable into precisely the same quantity of' 
gold, and that the gold' can be sent at moderate expensE 
from either place to the other, does not alter .this, though i1 
keeps the variations of the value of either debt in terms oj 
the other within narrow limits. A credit in Capetown is thE 
meanS oLmakingpayments . in ~SOiith-Africa ; .. a credit iJj 

London is the means of making payments in England. Eac~ 
credit therefore gives a command over wealth in the regio~ 
where it is due. This is the real basis of its value; conve9 
bility into gold is merely a device adopted to steady the pu 
chasing power of the monetary unit. 

To provide the facilities needed for effecting settlementi 
among traders who have become possessed of credits ill 
different countries, there exists a class of dealers in what if , 
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called .. foreign exchange." In the foreign ~change market 
are settled the terms on which credits in one country are to 
be exchanged for credits in another. lOe dealers must have 
establishments in each of the centres at which they deal. A 
dealer who is not himself a banker will keep a credit balance 
at some bank at each centre. People who want ~o remit 
money-that is to say, to obtain a credit in one of these places 
in exchange for a credit in another-will pay over the credit 
into his account at the latter place, and he will payout the 
stipulated equivalent from his account at the former.' At 
each centre his balance will be increased or diminished accord
ing as the remittances from.it are greater or less than the 
remittances to it. If the exchange dealer is himself, a banker, 
he can create credit~ in favour of those who wish to remit to 
'any centre, and his demand liabilities will be increased or 
diminished according as the remittances to the centre are 
greater or less than the remittances from it. 

Whether he is a banker or not, he will be unwilling to 
let an inequality of remittances continue indefinitely. If he 
is a banker, a disproportionate growth of his demand liabilities' 
at any centre will involve him in a diminution of his cash and 
liquid resources at that centre, as soon as his customers use 
their balances. If he is not, he will not want his ctedit balances 
at any of his places of business to be either inconveniently 
depleted or inconveniently swolleJ}. 

Now between any two centres the demand for remittances 
in one direction constitutes the supply of the means of remit
ting in the other. A disparity between them is simply a sign 
that supply and demand no longer balance. In this as in all 
other trades, a failure of equilibrium between supply and de
mand is corrected by an adjustment of price. If the exchange 

, dealers are receiving greater sums than they pay at any centre, 
they offer less in other centres in exchange for a credit there ; 
if they are paying greater sums than they receive, they offer 
more. In other words, in the former case, having too much 
credit in the centre in question. they make it cheaper in terms 
of foreign currencies; in the latter, having too little, they 
make it dearer. When the value 6f the monetary unit in 
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foreign currencies falls, the exchanges are said to become 
" unfavourable;" when it rises, they are said to become 
"favourable." , 

It would seem to follow, and in a sense it is true, that the 
foreign exchanges are determined by the demand and supply 
for remittances. If as the result of the economic relations 
between two countries there is an uncovered balance of in
I debtedness due from one to the other, there will be a demand 
for remittances from the debtor nation to the other in excess 
of the demand for remittances in the opposite direction, and 
the exchange wi!! become unfavourable to it. The whole 
theory of the foreign exchanges is commonly explained by 
reference to this fact. In reality, however, it is not an alto
gether satisfactory ,account of the matter. In any kind of 
market movements of price are determined by the state of 
supply and demand. If prices rise, that is because the supply 
falls short of the demand; if they fall, that is because the 
demand falls short of the supply. The level towards which 
prices always gravitate is that at which supply and demand 
are equal. But when we come to examine any particular 
market, this general law tells us very little about how the 
equilibrium price is determined. The excess or deficiency of 
the supply as compared with the demand is merely a symptom 
of a maladjustment of price; it is no more than evidence that 
the price is too high or too low. And this is true of the 

llP.J'eign exchange market. • If there is an excess of remittances 
I in one direction over remittances in the other, that is a sign 
that the rate of exchange is not at the equilibrium point, but 
this does not throw any light oli the conditions which deter
mine where the equilibrium point is. 

- So far as readily transportable commodities 'are concerned 
all the different countries of the world form a single market 
The buying capacity of each country consists of its consumers' 
outlay. But each country, of course, reckons its consumers' 
outlay in its own currency, and in order to measure the 
country's purchasing power in the world's markets, its cur· 
rency must be expressed in terms of foreign currenci!ls. The 

(PurChasing power of a given consumers' outlay in the world's 
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markets will be directly proportional to the foreign ~xchang~ 
The more favourable the exchanges, the greater will be the 
share of wealth acquired by a given consumers' outlay. Or, 
to put the same thing in another way, the greater the "alue 
of the consumers' outlay in terms of foreign currencies, the 
more attractive will be the market offered by the country to 
foreign goods. 

But the share to which the country is entitled in the V 
world's markets is measured ,by the products which it con
tributes. The value of those products in fo~gn currencies 
will be determined by world prices, and their value in ~e 
home currency will be Inversely proportional to the foreign 
exchanges. ~ The more favoUrable the exchanges the less . 
be the value of the country's products 1 in its own currency. 

It is easy to see, therefore, that, if the ixchanges are more 
favourable than the circumstances justify, a disparity will be 
caused between the country's purchases and sales in foreign 
markets, and there will be a balance of indebtedness to be 
discharged. And in the same way, if the exchanges are un
duly unfavourable, there will be a balance of indebtedness 
from abroad. The rate of exchange which will just maintain 
equilibrium is that multiplier which will make the purchasing 
power of the consumers' outlay precisely equal to the world 
value of the country's products. It follows that any change 
in the consumers' outlay should (other things being equal) 
produce an inversely proportional Change in the exchanges. 
lIt also follows that any change in the country's productive
'I!ness, or in the world value of its products, should produce a 
corresponding change eithel' in the consumers' outlay, or in "
the exchanges. 

The foregoing exposition is subject to an important cor-

~
tion. It is not only the liabilities in respect of the export 
d import of physical products that have to be settled 
ough the foreign exchanges. The equilibrium required is 
respect of all liabilities, from whatever transactions they 

ay arise. They may arise from services rendered; brokers 

~. 1 Thia is only bu. of products wbic:h haft lUI in_ticmal market, i.e. th ... I hic:h an .... dUy transponabl •• 
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or agents may be employed in one country on the business of 
another; the ships of one country may carry goods for the 
merchants of another. Liabilities may arise from past invest
ments; the capitalists of one country may possess property or 
securities in another, and may be entitled to draw interest, 
rents, profits, dividends, etc., therefrom. And new invest
ments create liabilities from the lenders to the borrowers; he 
who invests in a foreign country takes upon himself the lia
bility to send thither the capital sum invested; in other 
words, foreign securities have to be paid for as much as foreign 
goods. 

Consequently the purchasing power properly assignable to 
a country in the world's markets is not correctly measured by 

, the value of the products it sells, but by the net amount of alI 
the payments due'to it. Equilibrlum does not require an 
equality of exports and imports; it requires an excess of ex
ports or an excess of imports just sufficient to cover the 
balance of other payments due to or from other countries, as 
the case may be. A country which is receiving £zo,ooo,ooo 
a year in interest on foreign securities, and £10,000,000 for 
shipping freights and services rendered, and is investing 
£rz,ooo,ooo a year abroad, would receive an excess of im
ports over exports amounting to £rS,ooo,ooo a year. To 
maintain equilibrium its market must be just so attractive as 
to bring in this excess of imports and no more. In other 
words, the rates of exchange must be fixed at the point at 
which the consumers' outlay has preci.sely this amount of pur
chasing power in excess of the world value of the country's 
products. When any of the conditions change, whether it be 
the country's output, the balapce of other payments, or the 
consumers' outlay, the foreign exchanges must be adjusted. 

For example, suppose that there is a decIine in the output 
of commodities, such as might be due to a failure of t~e 
harvest in a grain-exporting country. In that case the efiec 
on the foreign exchanges appears to be as simple and direc 
as possible. One large item being dropped out of the tot 
of payments due from abroad, the equilibrium is destroy 
and the exchanges must become unfavourable. But a clos 

I 
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scrutiny will show that the matter is not so simple as this. 
For the immediate effect of the failure of the harvest is to 
dimtnish the income of the agric~~ural population. If the 
remainder of the population receive the same income as before, 
the consumers' income will be diminished by an amount 
equivalent in value to the shortage of the harvest. It would 
seem to follow that, even if there be no change in the foreign 
exchanges, the purchasing power of the country will be just 
so far diminished as to keep the equilibrium undisturbed .. To 
the extent that the decline in purchasing power is not felt in 
the demand for imported goods, it will affect the market for 
home products, and they will tend to be diverted to export. 
Or alternatively, if the home producers cannot find relief in an 
increased export trade, they in turn will suffer a diminution 
of income. . ,. 

Why then does a failure of the harvest lead, as it usually 
does, to an adverse movement of the exchanges? The answer 
is to be found in the fact that a diminution of the consumers', 
income does not immediately cause an equal diminution of the 
consumers' outlay. In so far as the farmers, labourers, land
lords, and others, who suffer by the failure of the harvest, 
spend their balances of ready mon,llY, their outlay exceeds 
their income. °To this extent the equilibrium will be upset, 
and, so long as balances are being drawn upon, the exchanges 
will be unfavourable. The consumers' income being reduced, 
the unspent margin will be excessive until it is reduced in 
proportion. The ulterior effects depend very much on the 
currency system in use. If a paper currency is used, with no 
metallic basis, the foreign exchanges are free to move upwards 
or downwards without limit. • In that case the effect of the 
reduction of the amount of money and credit in the hands of 
the agricultural population will be to increase the cash in hand 
and to diminish the demand liabilities of the banks. The cash 
cannot be exported, and must remain in the banks till they 
can induce a renewed demand for it for internal circulation. 
The banks will naturally take steps to stimulate the creation 
of credit until the normal proportion is restored between their 
cash holdings IUld their liabilities. In so doing they will 
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I increase the consumers' income and will intensify and pro~ong 
the unfavourable condition of the exchanges till a good harvest 
comes round and restores the country's productiveness. 

On the other hand, if the country is one of a group all 
using a gold standard, the foreign exchanges within the group 
can only vary within narrow limits. If in any two countries 
credits can at all times be obtained in exchange for gold, and 
gold for credits, at a prescribed price, a credit in one country 
can be transformed into an equivalent credit in the other at 
no more than the cost of sending the value of the credit in gold 
from one to the other. If too high a price is asked in the 
exchange market for credits in one country in terms of credits 
in the other, traders will resort to this alternative method of 
remittance by sen<:!ing gold. Thus the rate of exchange 
oscillates between an upper and a lower Ifmit. The limit at 
which it becomes more profitable to export gold than to buy 
foreign credits is called the .. export specie point;" the limit 
at which it becomes more profitable to import gold than to sell 
foreign credits is called the "import specie point." The 
intervening point at which the rate of exchange just represents 
the relative amount of gold in the two monetary units is called 
the .. par of exchange." The cost of sending any considerable 
sum of gold, including freight, insurance, and interest for the 
period of the voyage, is smaIl in proportion to the value of the 
gold. In time of peace it would scarcely exceed one per cent. 
for the longest voyage, and in most cases would be one-half 
per cent. or less, though in time of war the insurance against 
war risks and the various restrictions on international inter
.course may make it much higher. The result is that, in time 

1

0f peace at any rate, the causes which tend to make the foreign 
. exehanges favourable or unfavourable display their chie~ 

effects in imports and exports of gold. In the case~ 0 
failure of the harvest, if the consumers' income shrinks exact! 
in propo~on to the country's productiveness, the uncovere 
excess of imports to be paid for is just equal to the s 
drawn by the agricultural population from balances. A pol' 
tion of these sums will be cash returning from circulation t 
the banks; a portion will be credit. The cash portion is avaiI~ 

~ 
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able {or export as fast as it accumulates, without disturbing 
the position of the banks. The credit portion, being paid 
of course to dealers who sell commodities, etc., to the distressed 
farmers, will be applied in reduction of the indebtedness of 
these dealers. There will also be a 'further reduction in the 
volume of credit, for the dealers in grain, finding less to buy, 
will borrow less. Credit will therefore contract of itself, and 
the banks will be enabled to release a corresponding amount 
of gold for export. .In this case, therefore, there is no induce
ment to the banks to stimulate the creation of credit. The 
diminished output of the country requires a smaller consumers' 
income, and a smaller basis of gold and credit. The redun
dant credit is extinguished, the redundant gold is exported, 
and equilibrium is quickly regained. 

To pass to another illustration, suppose that the equilibrium . 
of international payments is disturbed by a borrowing opera- . 
tion, or a capital issue in one country to provide funds for an . 
enterprisf in another. Credits are brought together in the. 
former from the subscribers of the loan, and are placed at the 
disposal of the borrowers, who must exchange them for credits 
in their own country before they can use them. 

Here again one is tempted to say that the effect on the 
foreign exchanges is so obvious and di\"ect that no further 
explanation is wanted. There is a new demand for remittances 
one way, and there are no corresponding remittances the other 
way to supply it; the exchange must become favourable 
to the borrowing country. The . ultimate result must bea 
restoration of equilibrium. But where will the new point of 
equilibrium be ? . 

The essence of the lending operation is that the purchasing 
power represented by the sum lent is as it were transplan~ 
from the lending to the borrowing country. The consum~' 
income of the former is diminished, and the consumers' income 
of the latter is increased by this amount. The borrowing 
country thereby becomes entitled to a greater share in the 
world's products, and in order actually to obtain this greater 
share it must be made a more attractive market. Accordingly 
the rate of exchange moves in its favour. If it has a paper 

5 
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currency with no metallic basis, the favourable tendency of 
the exchange will continue up to the point at which the value 
of the consumers' outlay in the world's markets is sufficient to 
secure an excess of imports equivalent in value to the sum 
borrowed. When that condition is reached, the loan is really 
being sent from lender to borrower in the form of wealth, the 
receipt of which sets free the productive resources of the 
borrowing country for capital enterprises instead of the supply 
of consumable goods. 

But of course this favourable movement of the exchanges 
is only necessary if the consumers' outlay remains unchanged. 
The increase in the country's command over wealth could be 
effected just as well by expanding the consumers' outlay and 
keeping the exchanges at par. For example, the promoters 
of the capital enterprise, or the contractors employed by them, 
might be financed by bank advances in their own country in 
anticipation of the proceeds of the loan. The bank credits so 
created, being paid away in the expenses of production, would 
swell the consumers' income. 

If the only legal tender money is paper, and the supply of 
this medium is limited, the banks cannot afford to let credit 
expand unduly. If, on the other hand, the borrowing opera
tion takes place in a gold-using group, then if in the first 
instance the banks are too cautious to let credit expand, gold 
will be imported. The supply of legal tender money being 
thereby augmented, credit can safely be extlmded, and when 
the stimulation of credit has raised the consumers' income and 
the consumers' outlay to the requisite level, the exchanges 
will drop to par, and the importation,of gold will stop. When 
extra imports to the total of the loan have been obtained, the 
consumers' outlay must return to its former level. The surplus 
gold will then be exported again. 

• This importation of gold by the borrowing country is a 
well-recognised phenomenon. It would be wrong to interpret 
it as a payment of the loan, or of part of the loan in gold. 
The true function of the gold is to enable the banks to suffe~ 
an expansion of credit which would otherwise upset the pro-; 
portion of their cash reserves to their demand liabilities. I~ 

'/...6 
1=..3 
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the banks were willing to acquiesce in the reduction of this 
proportion, the gold need not be imported at all. And in 
any case, when the movement of capital is completed, the 
gold is returned, so that on balance the borrower receives no 
gold, and all the proceeds of the loan are received in goods or 
services. 

Yet a third example of a disturbance of the equilibrium of 
the exchanges is to be found in an .!L'92ansion of credit. .6n.-} 
e~pll!1~_oIU)f_ credit, .M-We-saw in the last chapter, increases 
the consumers' income and the."cons1,lme~~o~gaj'. It is also 
aceomparuea-liy -Some increase in the production 'of com
modities. But the consumeI'!\' outlay quickly outstrips pro
duction, and there follows pressure on the country's productive 
capacity, which causes a rise of prices. This disproportionate 
increase in the consumers' outlay makes the country a more 
favourable market for the sale of foreign goods so long as 
the foreign exchanges remain as they were. ImportS "are in
creased, exports diminished. The exchanges have the1'!!fore 
to be so adjusted 8.S' to reduce the purchasing power of the 
consumers' outlay to the point at which the equilibrium of 
payments is restored. If the country and its' neighbours have 
gold currencies, the exchanges are stopped at th~. export 
specie point, and gold is exported. So long as there is gold 
to be exported the disparit; of exports and imports can con-

tinue. If ~~.~~_J>~eed_s.!ill. __ . _~.~_.' ~I~try" "s_"~!O<:~._Of __ gOld} 
iuxhau§JJ<!I...Yle gold standard can no onger be maintained, 

:aM:~~~7~~~~i~:{t~~~i~p;t:;o::! 
specie point. . .' 

These three examples, a failure of the _harvest, a foreign 
l~~an expansion of credit, show tii.e-Vari~~y- Qi.influ-..to 
which theloreigICeiCha:Dge marketiSSuSceptibl~ But witJ,. 
all this variety there is a fundamental unifomiity. In each ,{ 
case the due proportion between the consumers' outlay and V , 
the country's proper share in the world's wealth is disturbed, 
and the value of the consumers' outlay in wealth at world 
prices has to be corrected. 

Creditsjn any eountry are'sought after because they are 
s" 
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the means of purchasing its products. LThe rate of eXChanger 
, between any two countries SUbstanti. 'ally expresses.th.ErrelatiVe 
purchasing power or the relative value in terms of commodi
ties of their respective monetary :p.~~~.!!L.accou!!!1 If all 
goods could be freely transported from onepfaclto another 
without cost, this would be exactly true. But in the actual 
circumstances of the world any commodity may have different 
values in different places, the difference between two places 
being any amount not exceeding the cost of transporting it 
from one to the other. For some commodities the cost of 
transportation is prohibitive; for services there is o.ften no 
question of transportation at all. As between two places in 
which all commodities have not the same relative values 
there is in strictness no such thing as the" relative value" of 
their respective monetary units. To compare the values of 
the monetary units in shoes or in ships, in sealing-wax or in 
cabbages, would be intelligible, but each of these comparisons 
might give a different result. Or a composite commodity 
might be madEi, up of appropriate quantities of a number of 
different commodities. This composite commodity would 
have a determinate value in terms of each of the two mone
tary units to be compared, and would thus express their 
relative purchasing power so far as the selected commodities 
are concerned. The price of a cgmposite commodity of this 
kind provides what is called an "i~~ul!1beL'~.-Qf prices... 

:

)1£ a schedule of commodities be chosen which-includes' all 
the ~0~!:.es~l!tative artic:Ies of gen.eral consumption" ,the: 

i index number comes neafto' measuririg something that ~ 
I ' be called the value or purchasing power of the monetary unit. 
I But, this is still only a manner ofspeaking-;the value reinaii1S1 

relative to the commodities; only the comprehensiveness~ 
the selection gives the comparison greater generality.. An 
however comprehensive the selection, the generality can nev 
be complete. The same schedule of commodities would no 
usually be appropriate to two different places. For eXllJllpl 
each might consume a specially large proportion of its 0 

products, which woul'!.Jl~_cheap, and a specially small pral, 
portion of the products of t1ie other, which would be dea.{ 

i 
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If a schedule appropriate to one were chosen, and ~peci~ 
prominence ,g1, 'ven to the products~!ihicl!_~ere_cheap an~\\ 
plentifuL1:lw:e. its monetary unit would be credited with a' 
much higher relative purchasing power than with a schedule 
appropriate to the other. 

We can, it is true, escape from all reference to a schedule 
of commodities if we content oUISeives with saying that 
~the value of one of the monetary units in 
terms of ~mmQdities •. ~afi~-:iits value in terms of 
foreign currencies in the same degr~ But this would be a 
law of very limited application, for in practice hardly any 
such cause can be instanced which might not afiect the rela 
tive value of commodities inter se, 

And, as a matter of fact, there is a schedule of commoditi 
the prices of which in the two monetary units very nearly 
determine their relative values for the purposes of the foreign~ 
exchanges. This is the set of commodities which are im
ported or exported, or, if not~~lP:!l!Q.rte~Lo~_~rted, 
c~lJlpete-in-the ~ort,~PQ!LIP:~kets. These may be 
~onvenrentiiTermed the foreign trade cOinxnbdities. A part 
of the consumers' income in each country will be derived from 
the production of goods and services which compete neither 
with exports nor with imports, and a corresponding part of 
the consumers' outlay will be applied to the purchase of these 
goods and services. This part of the consumers' outlay does 
not afiect the foreign exchanges. But the remainder of the ) 
consumers' outlay in each country is applied to the foreign i' 
trade commodities, and the share which each country gets of ) 
these commodities depends on the, purchasing power of this \ 

'--portion of the consumers' outlay in terms of those commodi
ties. A credit expansion in one of the countries, involving 
an ~crease in the consumers' outlay, will ~ prices, but the 
,prices of different commodities may rise in very unequal 
degrees.. If the portion of the consumers' outlay applied to 
foreign trade commodities increases by, say,S per cent., then 
the prices of those commodities will rise on an average by 
5 per cent., and, tq maintain equilibrium an adverse move
ment of the foreign exchanges must occur in the same, 
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proportion. But meanwhile the other commodities mav have 
risen 10 per cent. or 50 per cent., or not at all; price changes 
among them do not affect the exchanges, except, of course, in 
the sense that, with a given consumers' outlay, the greater 
the portion used up on them, the less the balance left for the 
foreign trade commodities. 

. .But though the rate of exchange expresses the ratio 
! between the values of the two monetary units relatively to 

/

' the f~igntrad,e..col.l!modi~ this ratio may be very far from 
measuring their values relatively to such a set of commodities 
as might be taken to represent the cost of living generally. 

A country may, for example, be very rich in certain 
natural products; so that its available capital and labour are 
almost exclusively devoted to acquiring ana exporting them. 
Nearly all the commodities which 'can be conveniently im
ported will be obtained from abroad in exchange for these 
products. The productiveness of the country will be reflected 
in the high rate of wages, high enough to make unremunera
tive the production of any commodities which can be imported 
at a moderate c~st. BJ!.t.1here.$ill be a residue of commodi
ties, services, etc., which cannot ge Impoi1;ed 'and can only be 
produced at. home at 'a high cost in consequence of the high 
rate-of wag~ prevailing, such, for example,-'ils-sOme building 
materials which are too bulky in propoftion to their value to 
bear a long transit. Retailers' profits, and some items in the 
household budget, such as house rent' and .servants' wages, 

I 
will follow the same rule. In sucl~ a case the foreign ex. 

'changes, measuring the purciias'iilg. power -of " the moneta~ 
! UiiIf'Wit1i reference to the goods imported and exported, wi 

'L giv~ an al!og~~h.e!. misl!!~4i!!g view of what is ordinarily mea~ , 'I by Its purcnasmg power. . 
, For the purpose of comparing the purchasing power of 

two monetary Units, the value of each of thU~e.!ID!J_tade 
commodities must be taken in the country from which it is 
"'e;oport~d:" n is there that the choice is made in which 
market the goods are to be sold; it is there that the com
parison is made between their value at home and their value 
abroad. The value abroad in this comparison is the value 
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f.o.b . .....:that is to say, the value exclusive of freight, msurance, 
2.E.<l-SusN.tn~JiutLe§. Freight ~~tbe regaided as'ii"separate 
commodity, for either country may provide shipping for soine 
of the other's products as well as fot its own. ~,J'ervices 
of shipping so. provided are lIS ..mUCL~Orts as the ~a.xD.e 
~l}~~ goods, If one of the countries has'ahigh protective' 
tariff, the exClUsion of that part of the price of goods exported 
to it which represents the customs duties may result in a wide 
divergence in the purchasing power of sums which, according 
to the exchange market, are equivalent. 

It might perhaps be supposed that this equality Qf pur
chasing power in terms of foreign trade commodities only 
holds good when there is no net balance of other payments. 
For if there is such a balance, or if there is a gold movement 
one way or the other, one of the countries must be made a 
more attractive market than the other, so as to secure an 
excess of imp.orts. But this does not mean that there is any I 
inequality of prices. Any such inequality would soon be 

I removed under the influence of competition. The market for 
imports is made more attractive not by an actual rise of price 
but by a greater volume of purchases. If the consumers' 
outlay in the importing country did not expand, there would 
be an actual fall in the prices of foreign trade commodities 
there, since a given sum of its currency would, with a favour
able exchange, command a greater quantity of those com
modities at the prices of the world markets. 

The transactions of international trade are wholesale 
transactions, 'and the prices are wholesale prices. Conse
quently the action of the consumers' outlay on markets is not 
direct. The merchant, indeed, regulates his purchases accord
ing to the demand which he finds. But of course he has also 
to take acco~t of the state of the money market and the state 
of his stock-in-trade. This aspect of the foreign exchanges 
we must leave to be developed in the ensuing chapters. 

Payments do not affect the exchanges till they are actually 
, made. The individual who makes the payment must have 
the means of payment ready to hand. If he does not already 
possess a sufficient credit he must borrow. If he neither 
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possesses nor· can raise the funds, the payment cannot be 
made, and the foreign exchanges are no more affected than if 
it were not due. When credit is inflated, people are enabled 
to make more payments than the economic position really 
justifies. If the exchanges remained unaffected they would 
be gaining real wealth in exchange for fictitious money. The 
actual effect upon the exchanges arises from the endeavours 
of those who are paid in this fictitious money to convert it 
tinto wealth, either by drawing out gold for their credits or by 
selling them in the foreign exchange market. The supply of 
gold in the hands of the banks and the supply of foreign 
credits in the hands of the exchange dealers are both depleted; 
the banks respond by contracting credit, and the exchange 
dealers by an adverse adjustment of the rates of exchange. 



CHAPTER V. 

SYSTEMS OF NOTE ISSUE. 

Now that we have dealt with the principles of the foreigh 
exchanges, we can return to the consideration of the control 
of credit and currency at the point at which we left it. 

The great practical currency questions 'of the present day 
are neither those of a simple gold system, nor those of an 
unsupported paper money. In 1914, before the war broke out, 
all the principal nations of the world (except" China) employed 
gold as their standard of value. To a greater or less extent 
they used legal tender paper money as the actual medium of 
exchange, but in theory at any rate the paper was either con
vertible into gold or maintained at a fixed gold value. In 
some countries the position was complicated by the existence 
of silver coins of unlimited legal tender, which were kept at a 
fixed gold value, above the market value of the silver they 
contained. 

In the present' chapter we shall have to examine the . 
different relations that may be established by law or practice 
between the supply of gold on the one hand and the quantity 
of paper money issued on the other. Since the bankers 
regulate credit according to their supply of legal tend~ 
money, it will be these relations that ultimately determine 
the effect of a gold movement in expanding or contracting 
credit. It must be remembered that the bulk of the demand 
for legal tender money is for the payment of Wages. Money,. 
whether gold, silver, or paper, which is in too large denomina
tions for this purpose, will not satisfy the demand. In the 
Middle Ages, when a foreman got 4d. a day, a' skilled mason 
3d., and a labourer lid. or Id., the only"English coin was for 
a long time the silver penny, which was about the size of our 
present threepenny-piece. In the fourteenth century a certain 

73 
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amount of gold was coined for the convenience of merchants, 
but silver was inevitably the standard, and even in silver the 
standard coin was very small. In India at the present day 
gold and paper are convenient to the merchant and the rich 
man, but even though the standard of value is gold, the 
smallest gold coin is too big for the payment of wages, and 
the bulk of the circulation consists of silver rupees. In 
England, before the war, the smallest denomination of legal 
tender paper money was the £5 Bank of England note, and 
wages were paid in gold and subsidiary silver. In France, 
before the war, the smallest notes were for 50 francs. These 
being the equivalent of about £2 were more adapted to retail 
transactions and to wage payments than the English five
pound notes, bllt none the less a considerable circulation of 
10- and 20-franc gold pieces was required, for silver 5-franc 
pieces, though unlimited legal tender~ are too bulky to be 
convenient for large payments. The United States, on the 
other hand, has always been a paper-using country, notes 
down to one dollar being in ordinary use. Thus the difference 

- , between the country with a simple gold currency and that with 
· a paper currency convertible into gold is one of degree rather 

than one of kind. 
Gol4 may be needed for any or all of three distinct pur

· poses. ,It may be needed for circulation as coin, or to form a 
.' . reserve against the circulation ot paper, or for export to a 

foreign country. The two former sources of demand depend 
upon the law governing the currency. If the law allows no 
paper money below a certain denomination, and if that de
nomination is too high for some considerable class of pay
ments above those for which subsidiary silver is suitable, then 
gold coin will circulate, and a demand for legal tender money 
will materialise, in part at any rate, as a demand for gold coin. 
In so far as the demand can be met by the issue of paper money, 
an addition to the supply of gold may still be necessary if, as 

· is usually the case, the law prescribes a relation between the 
amount of paper money issued and the amount of gold held in 
reserve against it. But it is important always to bear in mind 
that these requirements are imposed by law and can be altered 
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by law. If no notes are allowed below £5 or 50 francs, the 
legislature can alter this at any moment and authorise the 
issue of notes down to :lOS. or 5 francs. If the note issue is 
limited by some relation to the gold reserve, the legislature 
can suspend the limit. In the last resort it is only the de
mand for export which cannot be regulated by a change in 
the law. The demand for export arises when the exchange 
on a foreign country reaches the export specie point. There
upon it" becomes profitable for anyone who possesses or can 
obtain any considerable sum in gold to send it to the foreign 
country, and in practice bullion dealers ~d exchange dealers 
will take advantage of this, proWled that the market price of 
gold does not exceed its coinage price. The coinage price of 
gold is the value in money of the coin into' whiCh a given 
amount of gold can be transformed. For example. in France 
a kilogramme of gold, nine-tenths fine. is coined into 3IOO 

francs, so that the coinage price is 3:l00 francs the kilogramme. 
This equation determines the value of the money of account 
in gold; so long as it is exactly maintained the gold standard 
is preserved; whenever the market price of gold deviates in \ 
any degree 'from the coinage price. the gold standar<i.is to 
that extent departed from. So long lIS the paper money is . 
genuinely convertible on demand into gold. and bank credits ' 
into paper money. the market price of gold is effectively kept 
down to the coinage price, tor there is always a sellet a(that'· 
price. If credits cannot be thus transmuted into' goldon~ : 
demand, then the price o( gold may at any time rise above the .• 
coinage price. The management of a currency based on' .a~: 
gold standard under modern conditions has two principal; 
branches-first. the accumulation and maintenance of a suffi
cient gold reserve to secure the invariable convertibility of 
bank credits and paper money into gold; and. secondly. the 
regulation of the value of the monetary unit, by inducing an 
expansion or contraction of credit as the circumstances may 
require. The second is the more fundamental. The export, 
of gold is a, sign that the value of the monetary unit has 
fallen below the POint at which equilibrium is maintained in 
the foreign exchanges, whether this fall be ~ue to an excessive 
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, expansion of credit, or to some other cause, such as a shortage 
of exportable commodities. The remedy for the depreciation 

. of the monetary unit is a contraction of credit. If this remedy 
is not applied, gold may go on being exported, and yet the 
exchanges may remain adverse, for, so long as the quantity of 
purchasing power in circulation is excessive, the value of the 
monetary unit, as determined by the quantity theory, will be 
depressed. In such a case no gold reserve will be great 
enough to secure convertibility. On the other hand, if credit 

, is adequately controlled the drain of gold can be stopped, and 
it is only necessary jo have such a stock of gold available in 

. thE; country as will just meet the maximum possible demand 
for export in the interval between the first commencement of 
the drain and the time when the steps taken for the contrac
tion of credit become eRective. To this aspect of the question 
we shall return later. Here we shall consider the different 
systems that have been devised for accumulating and regulating 
gold reserves. 
. We saw at the end of Chapter III. that in order to regu

,late a paper currency it is desirable to entrust the issue of the 
legal tender notes to a central bank more or less closely 
associated with the Government, or even subordinated to it. 
There are, however, some systems of note issue which do 
not require any regulation at all, being absolutely automatic 
in their operation. In the United States the public prefer 
'paper to gold. The gold available for circulation does not. 
pass from hand to hand, but is deposited with the Treasury 
.~ exchange for "gold certificates." The Treasury is not 
called upon to exercise any discretion in the matter; it 
receives and keeps the gold, and the gold certificates in 
circulation are exactly equal to the gold kept. So long as 
what is needed is money for internal payments, the certificates 
pass from hand to hand and remain outstanding. As soon as 
gold is needed for export the certificates are presented and the 
gold withdrawn. But however many certificates are presented 
the gold, of course, is always forthcoming. It might be sup
posed that this system of gold certificates is indistinguishable 
from that of a gold coin circulation, except merely for the 
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greater or less convenience of handling paper instead of coin. 
But there is just this difference, that in an emergency the 
notes may cease to be mere gold certificates; some of the gold 
by which they are secured may be div~rted to other purposes, 
or new notes may be put into circulation without their equiva
lent in gold being added to the reserve. This may not be in 
a.ccordance with the law, but the law may be ame~ed, or, in 
extreme emergency, broken. Such a measure may be de
nounced as a breach of faith, and whether it is so or not can 
only be determined by reference to the understanding on 
which the gold was originally deposited. But even if it is a 
breach of faith, it is argUable that the o~er party to the con
tract has suffered no detriment so long as gold is forthcoming
when he asks for it. If the emergency is really extreme, if, 
for example, such a shortage of legal tender money has occurred 
as we found in Chapter II. to threaten a universal suspension 
of the banks, a Government may be right deliberately to 
break its understanding with the certif!cate holders; it may 
save. the whole financial fabric of society at the cost of a 
.. farthing damages" to them. • 

Of course, a gold coin circulation may be supplemented 
in time of crisis with a. new issue of notes, provided that the • 
notes can be prepared and printed in time, and that people . 
can be induced to accept them. A gold coin circulation pm- • 
vides an indirect gold reserve which can be drawn on as fast 
as paper can be issued to take its place. But the displace
ment of gold by paper may take a considerable time. Thi 
banks may agree to payout nothing but paper, and to place 
all the gold which they receive in the course of business in" Ii. 
central reserve in exchange for the paper they draw out. But 
they probably cannot be compelled to do this, if they think 
it is better business to keep the gold in the hope of its earn
ing a premium later on, and even if they agree, much of the 
gold coin in the country may not· pass through their hands. 
The man who is too poor to have a banking account, and 
keeps his cash balance in the house, will probably leave the 
same little accumulation of gold coins almost untouched week 
after week, month after month, perhaps even year after year. 
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It is only when the emergency arises for which the reserve 
provides that he actually draws it out. If he finds that his 
employer begins one day to pay his wages in paper instead 
of gold, he will spend the paper money as he receives it, but 
his little hoard of gold will still remain, untouched. Under 
a gold certificate system this problem of displacing gold from 
circu1atioi does not arise. The cash actually in people's 
hands is already in the form of paper; the gold is already 
assembled in one central stock. Nothing is needed but the 
suspension of the law to make the gold available as well as 
the paper. 

\ 

Another system ~f paper money' which requires no dis
cretion in its management is that of an, absolutely fixed issue, 
provided that the amount fixed is distinctly less than the 
minimum amount of legal tender currency ever needed for 
internal circulation. This proviso is very important, for if 
the fixed note issue is ever in excess of the amount of legal 
tender currency need~d, the limit bElCOmes inoperative, and 
the currency requires as much management as if there were 
no limit at all. The demand of a community for currency 
cannot be absolutely fixed, and if the fixed issue is below the 
minimum demand the paper mus\ always be supplemented 
by some other form of money, the amount of which willJvary 
according to the need for it. So long as gold and paper cir
culate side by side subject to a legal tender law, the paper 
will pass at its nominal value. The supply of paper being 
ex hypothesi insufficient to meet the whole demand for currency, 
debtors will be compelled sometimes to pay in gold; when 
they do so they have no legal right to pay less than they 

,would pay in paper; consequently, gold and' paper must 
'circulate at par. 

In time of crisis the fixed issue system has both advan
tages and disadvantages. On the one hand, people are already 
used to paper money, and the meaDs of producing it are 
already in operation. If the fixed issue is to be exceeded, 
it can be done wit}l smoothness and celerity. On the other 

. hand, the actual stock of gold in the country is less than it 
would be under either the gold certificate system or that of 
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a gold com circulation. But, of course, provided the gold 
stock is sufficient to meet the demands of a crisis, any further 
supply of gold is sheer waste. It would be universally recog

, nised as safe for a country to have some upcovered paper money 
in circulation, and, that being once admitted, the fixed issue 
system may be classed as a very cautious and conservative 
form of currency law. In practice the fixed issue IYStem~'s 
usually united with the gold certificate system. Notes ar 
issued to an amount equal to the gold reserve held, and to 
fixed amount m addition. No distinction need be mad 
between the notes which are covered by ~old and those whi 
are not; that is to say, nbne of the notes are expressly issued 
as gold certificates. Consequently, in the event of the law 
being broken or suspended, there is no room for the accusation 
of a breach of faith. 

This system origiDated in the famous Bank Charter Act' 
of 1844, which regulated the note issue of the Bank of England, 
and has since been widely. copied with or wthout modifications. 
Before that Act the note issue of the bank was in the absolute 
discretioll' of the Directors, without even a purely nominal 
maximUm limit such as that to which the note issue of the 
Bank of France is subject. "The Act of 1844 divided the bank 
into two Departments-the Issue Department, which had the 
sole responsibility for issuing and paying notes; and the 
Banking Department, which retaiDed the business of discount.
ing and lending, and creating and transferring bank credits. 
The Issue Department holds a fixed amount of securities'l 
equal to the fixed fiduciary issue (at present £19,750,ooo)~1 
and as this fixed issue is far below the lowest amount of notes 
ever in circulation, the business of the Department consists 
merely in paying out notes for g91d and gold for notes. The 
whole business of regulating credit, which belonged to the 

• 1 The find &duciary issue .... orIgiDaIIy £'4,000,000, but uader lb. Act, 
,.h .... UI1 of Ibe printe banks ofissue in EDgIand IlDd Wales, througb beingwoUDd 
up or aboorbed or otherwise, lost Ibeir rights of issue, the Bank of Englaud 
&duclalY issue could he increuecl by an llDlount not exceeding two·thirds of the 
lapsed issu... After remaining at £.8,450,000 for nearl) twenty ,....., the 
fiduciary issue of the Bank .... noisod to £'9,750,000 by IlD Order in Council of 
'eblUary .. , '9"3. 
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undivided Bank of England as the central bank of issue before 
1844, now attaches to the Banking Department. 

In fact, experience has shown that even with an automatic
ally regulated paper. currency, which does not need to be 
managed on banking principles, a central bank for the control 
of credit is almost indispensable. For a long time the United 
StateS VIIfIl.S an example, or rather a warning, of the contrary 
system .. But even there the Associated Banks of the New 
York Clearing House had already created an organisation 
which discharged some of the functions of a central bank, 
before the Federal Reserve Act of 19I3 established the 
system. For although that Act established not a single 
central bank but a number of " Federal Reserve Bank~," each 
i~ alone in its own district, and all are subject to some central 
control. 

The effect of the introduction of the rigid limitation of 
the Bank of England note issue embodied in the Bank Act of 
1844 was to leave av~able as the cash reserve of the Banking 
Department so much of the gold reserve as was not required 
to support the notes in circulation in the hands of the public. 
For accounting pul-poses it is the practice to leave thiS gold 
(except so much as is needed from day to day to use at the 
Bal:k's counters) in the vaults of the Issue Department, and to 
issue an equivalent amount of notes from the Issue Depart· 
ment to the Banking Department. Thus the reserve of the 
Banking Department is principally composed of that portion 
of the Bank's power of issue which is not for the time being 
exercised. If the Bank has £100,000,000 of gold, that entitles 
it to issue £II9,750,000 of notes. If it has, in fact, issued only 
£90,000,000 to the public, there remains a sum of £29,750,000 
in the reserve of the Banking Department. Thus the reserve 

I is a purely legal concept; it may be either greater or less than 
! the amount of gold held; its exhal,lStion is the signal not for 
, the susperl'sion of the Bank but for the temporary removal of 
the legal limit of note issue. The whole system depends upon 
this legal limit being respected. The Bank has to conduct its 
affairs in such a manner that it can always pay its depositor.! 
whatever sums they may demand, either in notes and gold for 
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internal circulation, or in gold for export, without breaking 
the law. It must therefore take steps to restrict credit when
ever its reserve shows signs of depletion. In the last resort it 
may be necessary to break or suspend the law. Four times in 
fact the Bank has had to approach the Government of the day 
to ask for legislation for this purpose. On each occasion 
the Government took the responsibility of auth~ the 
breach of the law, and promised to obtain the' covering 
authority of Parliament, if necessary, in the form of retro
spective legislation. In the crises of 1847 and 1866 the mere 
announcement that the Government had taken this step was • 
enough to allay the panic. People had feared that the Bank. 
in its efforts to ob~erve the limit, would refuse to lend. That 
fear once removed, the pressure to obtain funds from the Bank 
in time ceased, and the fiduciary limit was not in fact exceeded. 
In the crisis of 1857 it was found necessary actually to exceed 
the limit, and for several weeks the reserve of the banking 
department was in reality a negative quantity. 

In the crisis precipitated by the imminence of war in 1914, 
the letter from the Government authorising an excess was 
sent on the 1st August. It was closely followed by the passage 
of the Currency and Bank Notes Act (6th August), which 
contained a provision, still in force, empowering the Bank to 
exceed the limit with the permission of the Chancellor of the 
Exchequer. 

The issue of currency notes by the Treasury, authorised 
by the same Act, robbed the limit laid down for the Bank 
of England notes of any real significance. On the 7th and 
8th August the limit was exceeded, the greatest amount of 
the excess being £3,043.000. But the excess issue was only 
needed because a sufficient supply of the new currency notes 
could not be prepared in time to provide the advances applied 
for by the banks. and ~ of England notes were t~porarily 
used insteaeV By Monday, the lOth August. the excess had 
vanished, and no excess appeared in the published weekly 
Bank returns. 

I See &II _ 1Ii- II)' Mr. Asquith in the House of Commoas on the 
9th N_ber. 1915. 

6 
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Under the conditions that existed before the Currency and 
Bank Notes Act, the necessity of appealing to the legislature is 
a very real safeguard. The Bank Directors would not like to 
face either the Chancellor of the Exchequer or Parliament with 
a request for extraordinary legislation unless they could show 
that they had taken every measure which prudence might dic
tate to aNoid such a step. If they lightly took the consent of 
the legislature for granted, if they treated the suspension of the 
statutory limit of note issue as anything but a last resort, 
public opinion would condemn them, and the unique position 
which the Bank has gained for itself might be threatened. 
Thus we are led to the paradox which has been generally 
recognised as the real defence of the Act of 1844. The benefits 

! of that Act are only felt when it is broken or suspended. This 
paradox is really only one application of the truism, that gold 
reserves exist to be used. It is futile to establish a rule to 
secure the accumulation of a gold reserve in support of the 
legal tender note issue, unless, when urgent need arises, the 
gold can in the last resort be released. It is true that the 
intention of Peel and of those who assisted him in framing the 
Act of 1844, was rather to prevent the use of an unlimited 
note issue to stimulate a credit expansion, but Peel himself 
admitted after the crisis of 1847 that its real merit was to be 
found in the accumulation and preservation of a large stock 
of gold which could be made available by a suspension of 
the Act. . 

And wherever an automatic system of note issue is estab-
lished, such as that with a fixed fiduciary issue, the unexercised 

)

legal power of issue provides the normal reserve of the central 
bank, while the gold reserve held against the notes actually 
issued provides a second line reserve, only to be used as a 
last resort. . 

The separation of the banking business proper of the 
central bank-that is to say, that of discounting, lending, and 
creating and transferring credits-from that of note issue 
makes the part played by it slightly different from that 
described at the end of Chapter III. In England the reserves 
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of the other banks are held in the form not so much of bank 
notes as of credits at the Bank of England. A certain amount 
of actual cash they require for their daily dealings with 
their customers, but any reserve beyond that they leave on 
current account at the Bank. Thus all the legal tender money 
in their hands may be regarded as in lise ; they cannot spare 
any, and if some were withdrawn from them they wfluld have 
to replace it by drawing an equal amount out from the Bank 
of England. An absorption of cash for internal circulation is 
thus promptly felt by the Bank of England, and the Bank of 
England also has to find whatever gold is needed for exporl:. • 
As the holder of the only surplus stock of gold in the country, 
the Bank of England has the same power of governing the 
rate of interest as a central bank in control of an elastic note 
issue. As the central bank of issue provides legal tender 
money to form the reserves of the other· banks, so the Bank of 
England provides credits to form these reserves. 

The difference, however, ceases to be one of substance if 
the separate Issue Department is not really maintained on an 
automatic basis. Let the fiduciary limit be suspended, and 
the Bank forthwith gains an unrestricted power of paying its 
depositors in notes, without regard to the amount of reserves 
it has chosen to maintain. Seeing that the Bank could not 
in any circumstances be allowed to refuse to pay its depositors, 
the suspension of the limit at need is really implicit in the 
system. A deposit at an ordinary b~ is payable in cash 
conditionally on the solvency and liquidity of the bank. The 
liquidity of the Bank of England is secured by its power of 
printing notes, and the interchangeability of its deposits with 
cash is absolute. Upon that fact ultimately depends its 
position as the bankers' bank. 

During the war the operation of the fiduciary limit was 
almost entirely nullified by the unrestricted issue of currency 
notes, under the Currency and Bank Notes Act, 1914- Thbugh 
the notes are issued by the Treasury, they are issued through 
the Bank of England. Originally they were issued only by 
way of advances to banks But the banks were allowed to 
repay the advances by transfers of credit, leaving the notes in 

6· 
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circulation. and soon the notes came to be issued in unlimited 
quantities in exchange for deposits at the Bank of England. 
This development did no more than recognise the logic of the 
situation. 

Mter the war. on the recommendation of the Committee 
on Currency and Foreign Exchanges. of which the late Lord 
Cunliffe was chairman. a provisional limit on the issue of 
currency notes was imposed. The system was the same as 
that of the Act of 1844. a fixed fiduciary limit. Till a per
manent settlement could be made. the limit in each year was 
to be the actual maximum uncovered circulation in the pre
ceding year. The limit was first imposed by a Treasury 
Minute of December. 1919. and came into operation on the 
1st January. 1920. The limit for 1920 was £320'6 millions. 
For 1923 it is £270 millions. It has no legal validity. but is 
merely an expression of intention by the Treasury as the note
issuing authority. 

So long as the export of gold is restricted. and gold is at 
a premium. the Bank of England neither buys nor sells gold 
in any appreciable quantities (except on a few special occa
sions). and a limitation of the note issue by reference to the 
gold reserves comes to much the same thing as a fixed 
maximum limit. 

The great continental banks of issue differ from the Bank 
of England in that they manage their note issues avowedly on 

I banking principles. Even where the principle of the Act of 
1844 has ostensibly been imitated. with apparently slight 
modifications in practice. the note issue,is not rigid but almost 
completely elastic. Whenin 1873 the old Bank of Prussia was 
wound up and merged in the new German Reichsbank. a 
symbol of the newly-won unity of Germany. the principle of 
a fixed fiduciary note issue. supplemented with an unlimited 
issue against· cash. was adopted. But to avoid the illogical 
English plan of a law which is only Useful when it is broken. the 
Bank was to be allowed to exceed the limit. subject to the 

, payment of a tax at the rate of 5 per cent. per annum on the 
excess. The tax was intended to mark out the exceeding of 
the limit as something exceptional. and for the first twenty 
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years of the Bank's exiStence the limit was indeed very rarely 
exceeded. But in spite of successive increases of the fixed 
limit itself, the occasions on which it was exceeded became 
more and more frequent, and, before the outbreak of war, had 
ceased altogether to be exceptional. Especially at the end of 
each quarter, when there is a general settlement of accounts, 
which requires the temporary circulation of a larger amount of 
currency than at other times, there was almost invariably an 
excess on the limit, notwithstan!iing that in order to meet the 
·special conditions an amendment of the law bad fixed a higher 
limit at and near those dates. If the unexercised right of 
issue beyond the fixed limit was to be regarded as the reserve 
of the Reichsbank, then this reserve was as often a negative as 
a positive quantity. In practice the Reichsbank issued notes 
in the discount of bills or in advances to traders with ahnost 
as free a discretion as the Bank of France, which was subject 
to no legal restriction on the amount of its note issue, except a 
maximum limit which was regularly raised by fresh legisIation 
as soon as it was approached. 

In avoiding the anomaly of the English suspensions of the 
Bank Act, the Germans lost the special advantages of the 
system embodied in that Act, in that the transgression of 
the limit ceased to be exceptional. But it would probably 
have been vain in any case to try to acclimatise the English 
system in Germany. It is not adapted to a country where 
payments are made and consequently balances held to so great 
an extent in legal tender paper as compared with bank credits. 
This predominance of legal tender paper was less marked in 
Gen;p.any than elsewhere on the continent, but p.evertheless it 
was considerable enough to make the control of legal tender 
paper OD a banking system an almost necessary element in 
the control of credit. The elasticity which in.England and 
America is so essential to bank credits, is almost equally 
essential, on the continent of Europe, to paper monet. A 
currency system which limits the quality of elasticity to the 
bank credits, and leaves the paper money rigidly confined in 
the regulations of an Issue Department, would not work under 
continental.conditions. The demands which in England are 
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easily met by -an extension of .. other deposits," 1 would re
quire an extension of the .. active circulation" or notes in the 
hands of the public. The continental banks of issue, when 
they rediscount billio for other banks, are often practically 
advancing money not to the banks but to the traders who 
originally drew the bills, the bankers intervening as guarantors 
of their customers' credit. It is because they finance trade in 
this way. as well as supply legal tender reserves to support 
the other banks' credit operations, that the banks of issue have 
such large balance sheets as compared with the Bank of 
England. regard being had to the scale of the financial opera
tions of which they are the centres. Consequently, the ebb 
and flow of the note issue of one of these banks is great even 
in comparison with the ebb and flow of the deposits at the 
Bank of England. A system which rigidly limited this ebb 
and flow could not work. 

Another plan for regulating paper money, though one not 
so prevalent as the various modifications and adaptations of 
the English system. is that which requires a fixed proportion of 

" the note issue to be covered by gold. Under the fixed issue 
system any receipt or withdrawal of gold makes an exactly 
equal increase or decrease in the possible note issue. Apart. 
therefore. from the occasions when. with or without legal 
authority, the limit of uncovered notes is exceeded, the note 
issue behaves just like a currency of gold certificates or gold 
coin. With a fixed proportion the case is different. If the 
note issue is limited to. say, three times the gold reserve, the 
receipt or withdrawal of gold increases or decreases the pos
sible note issue by three times as much. If the foreigJl. ex
changes are favourable. the needful expansion of the note issue 
can be effected with one-third of the amount of additional 
gold that would be necessary on the fixed issue principle. But 
when the foreign exchanges are·unfavourable there will be a 

• demmd for gold for export; every note presented for payment 
will diminish the reserve not by one-third but by the whole of 
its value. The proportion of reserve to liabilities being thus 
continually diminished. it may be necessary either to break i 

1 J ... deposito other than those of the Government. • 

. ,. 
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the law as to the proportion, or to make the notes incon
vertible. But whereas under the fixed isS1t~ system the' 
breakdown only occurs when there is a too insistent demand 
from the Danks either for legal tender currency for internal 
circulation or for gold for export, under the fixed proportion I 
system the breakdown arises from the inherent vice of the 
system. In fact, there is no room for any contraction, how
ever small, of a note issue regulated on the fixed proportion 
system unless there is a reserve of gold in addition to that 
required by law. 

But though it may be granted that an automatic regula
tion of a note issue on this principle is impossible, that does 
not dispose of the question whether the limitation of the note 
issue to a fixed proportion of the reserve may not be a wise 
system to pursue, supposing it is adopted merely as an 
administrative rule, not as a cast-iron statutory restriction. 
At first sight it is attractive. A fixed proportion agrees well 
with the practice of b3J!k:s of deposit. The system is elastic, I 

. inasmuch as a small movement of gold makes possible a much 
larger movement of paper money. If the proportion is fairly 
high....:..say, not less than one-third-there can never be any 
serious doubt about the central bank having enough gold to 
cash any notes that may be presented (provided that it is ready 
to reduce the reserve temporarily below the proper proportion 
for this purpose, and that it takes prompt steps to restore it 
when so reduced). 

But none the less the fixed proportion plan does not com-\ 
pare favourably with the fixed issue plan. The elasticity 
whil;h seems to be so advantageous is really a danger. Credit 
suffers in any event from the defect of being too elastic, and if 
the substratum of legal tender money is also made elastic, this 
defect is aggravated. If treble the amount of legal tender 
money, and therefore treble the amount of credit, can be 
created with a given amovnt of gold, the danger of a giveb gola 
movement leading to a state of excessive inflation is in~. 
If all the gold-using countries managed their currencies on this 
plan, the periodical expansions of credit which take place 
would be gteater than they already are, and the financial crises 

• 
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in which they so often end would be correspondingly more 
severe. 

The fixed proportion plan has been adopted in the United 
1 States for regulating the note issue of the Federal Reserve 

Banks. The gold reserves held by these banks against their 
note issues have to be 40 per cent. of the amount of notes 

. outstanding, and if the reserves fall below this proportion the 

. banks have to pay a graduated tax on the deficiency. The 
tax is I per cent. so long as the proportion does not fall below 
321 per cent., but after that point the tax is to be II per cent. 
or more on each 21 per cent. of the deficiency. This is an 
ingenious attempt to substitute an automatic rule for discretion, 
but it is to be observed that a very wide discretion is none 
the less reserved to the Federal Reserve Board in directing 
the credit policy of the Federal Reserve Banks.1 

1 The practical working of the Federal Reserve system since the war hu 
furnished a very insbuctive illustration of the dangeJ'B of too much elasticity, 
though that can hardly be regarded as the sole or even as the priIJcipai cause of 
the maladjushllenta suffered in that very difficult penod (see my .. Monetary Re· 
construction," pp. 93-13°). . • 



CHAPTER VI. 

INTERNATIONAL CURRENCY MOVEMENTS. 

A! ~ot of De~Il.LaIl~ncr'p!~.!!~~is to be found 
That ~nheren~2~~~jli.!I,~JI which we analysed in 
Chap er I. In Chapter II. we showed that, if an excessive 
expansion of credit occurred in a country which depended on 
gold for its supply of money, the whole structure of credit 
might collapse from the exhaustion of all surplus supplies of 
legal tender. The grounds for this conclusion were twofold. 
First, though_!he _CQIlIDJ!Il~:' income is increased, the part 
composed of Wages is not immediately -iIicreased "in proportion, 
and even when wages do rise, the amount of cash continuing 

.in circulation, the cash portion of the unspent margin, only 
grows gradually. There is thus a long interval between 3 
in~-=-.!n_ !be .Cluantit¥-Of..g!lWt.t an~~'"!<1i'1&jp 
~ease in t11~_t:~.'l:!~ti<?~oLm~e'y~ Secondly, the increas 
in the consumers' outlay tends to deplete stocks of goods. 
orders are given for the replenishm!lIlt of stocks, there super
venes an over-pressure upon the productive powers of the 
country and an accumulatien of orders aW~~!L~~ution, 
and this accum.u1atiQD..of arrears of orders !;onstitutes a latent 
demand f~ ~credit, ~hlch -Win -o~-~-;t~ilise when the 
arrears begin to be overtaken. The result is that when trade 
is stimulated in this way, the proportiOll. of cash reserves to 
liabilities shown in the bankers' balance sheets becomes mis
leading. Apart from any fresh stimulation of trade, commit
ments already exist which are destined to produce a drain of 
cash and an insistent demand for new credit. ..' 

How is this d~r affected. by the foreign exchanges? L
At first sight it appears to be accentuated. The depletion of 
stocks and the rise of prices make the country a good market 
to sell in and a bad one to buy in. Imports are increased, 

89 
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l
exports diminished, a balance becomes due to foreign traders, 
the exchanges become unfavourable, gold is withdrawn for 
export. Thus to the drain of gold for internal circJ1lation is 

I added a drain of gold for export. But far from increasing 
the danger of a banking collapse, this foreign demand for gold 
greatly facilitates the task of the bankers, for it gives them 
an earlier warning: We saw in Chapter III. that a stimula

, tion of sales and a rise of prices are among the first results 
, of a credit expansion. They are signs of an increase in the 
consumers' outlay, and this in tum is directly and immediately 
caused by the acceleration of the creation of credit. The 
acceleration may be considerable at the very outset of the 
credit expansion, and the attraction of imports. and the cur
tailment of exports will begin at once. There is a rise in the 
aggregate demand for goods and services, as measured in the 
monetary unit, and this increased demand produces a general 
rise in the prices of goods and services, and in particular 
in the prices of foreign credits which give a command over 
foreign commodities. But when all the countries concerned 
have an effective gold standard, gold is the one commodity 
the price of which cannot vary. The lre.ll~~ rise-~tP!i'3 

\

Of all other commodities dir1linishesjlie purchasmg p~we.!.J> 
g~~u is therefore sent abroad to countries to whic 
tne'me of pnces has not extended, and where its purchasing 
power is accordingly undiminished. \!h~. c()untry whi~~-
p0rt:~!h,E;.K~ld find~jts_ surplus ,!,~rves thereby reduc, ~dr- that 
which receives the gold finds its reserves incre~seL Both 
will tum round and look at the working of tlieir 'currency 

[arrangements. The one will be led to contract credit, for 
I fear of its gold reserves being altogether denuded; the other 
\ will be led to expand credit to .!lvoid accumulating a plethora 
\. of idle and therefore useless go~ If thiscontraction' and 
this expansion of credit did not occur, the disparity between 

'the monetary units of the two countries would remaln, and 
the flow of gold resulting from this disparity would persist 
unabated. The depletion of the reserves in one country and 
the increase of those in the other would continue progressively. 
In fact, the longer the adjustment of credit is postponed, the 
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more urgent it becomes. I~ pr~c!iEe __ ~IL~E.~n.~_t!!e l1:!!e. 
The banking community in any highly-developed country is 
afraid of .a loss of gold, and any seriously unfavourable move
ment of the exchanges (unless it be explicable by some cause 
which is known to be temporary and limited in its operation) 
is the signal for a prompt contraction of credit. The contrary 
event of a gain of gold presents an opportunity for that expan
sion which is the natural tendency of credit in so far as it 
is not restrained by being hani.essed to a metallic standard. 

Any country which indulges in an expansion of credit in 
which its neighbours do not participate tends to lose gold, 
but this leads it to curb the expansion, and the gold which it 
exports fOIlIli the basis of an expansion in other countries. 
In the same way a country which is the scene of a credit 
contraction tends to gain gold, and the countries from which 
this gold comes have themselves to contract credit. 

To suspend the payment of paper money in gold is to 
remove gold from the exceptional position which it holds as 
having a fixed price in terms of the money of account. There 
is no longer any reason why the price of gold should not rise 
along with the prices of other cOlPmodities, except, perhaps 
that there may be gold coin in circulation which can be 
collected and exported, and which will still provide a source 
of supply at the coinage price for a time. Even when gold 
payments have been suspended, the price of gold may still 
not exceed the coinage price, provided that the supply of 
credit and paper money is so restricted that the value of the 
monetary unit, as determined by the quantity theory, does 
not fall. In other words, the price of gold need not rise if 
the prices of other commodities do not rise. But the auto-

t 
matte regulation of the value of the unit no 10ngerworK5,8rid • I iti value canoruy ~ mainta¥ed~r. ~-~~~ntroi Of Credit. 
It isDylhis control of credit that the gold movi!fii"'ents them
se1vesd are regulated when credits are freely convertible into 
gold. and it is the universal aim in regulating currency to 
avoid the suspension of gold payments by means of a timely 
contraction of credit whenever a serious loss of gold is 
threatened. 
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It might be inferred that this regulation of credit so as to 
avoid the withdrawal of gold would be the solution of all 
difficulties, that the foreign exchanges would invariably' give 
early warning of an undue tendency to credit expansion, and 
that the expansion could thereupon always be checked. But 
this solution of the problem is inadequate, because it leaves 
out of account the case of a universal ~ansion of credit, 
common to the entire gold-using world. @wever great the} 
expansion of credit and the rise of prices may be in on~ 
country, th,E:flL.. ~J?f?_ ~oJoss oJ, gold if there be !!IUlpproxi 
mately equal expansion of credit.~I?-g.ri~ELO! pri<:es.f!yeryw.het:ll, 
,<e~w The general employment of the gold standard, com-

I bined with the systematic regulation of credit, does not prevent 
expansions and contractions of credit, but merely secures that 

f

' they shall be approximately equal and simultaneous every-. 
where. A movement of gold from one country to another is 
simply' a sign that they are not exactly keeping pace. on1 lets credit expand a little faster than the others and. loses 
gold; anoth.~!'J-'l@ behin<!_3l!.d_receiv~_go!4,l 

But -irthe whole gold-using world be regarded as a single 
economic unit, it suffers from just the same dangers as we 
have already traced in a single country. It is threatened by 
the inherent instability of credit, and when a credit expansion 
occurs, the dangerous latent demands for cash and credit come 
into being in a greater or less degree in every country which 
participates in the movement. When the latent demand for 
cash becomes actual, the turning point is reached. The banks 
become sensible of a growing drain of legal tender money 
into circulation, which is in reality the consequence of their 
too lavish creation of credit long before. They endeavour to 
contract credit, but are confronted with the apparently in
satiable demands of manufacturers and merchants, who are 
committed by contracts already concluded to produce or buy 
goods, and who cannot fulfil their engagements unless they 
borrow. In coping with this situation no country can expect 
help from any other, since all are in difficulties. 

Nevertheless different countries may be affected in widely 
different degrees. The credit expansion is spread abroad 
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through the channel of the foreign exchanges, and any cause 
which happens to affect the foreign exchanges in any particular 
country will affect its susceptibility to the movement. The ,,, 
principal causes of which account has to be taken are-first" 
changes in the production of foreign trade commodities, which 
alter the balance between exports and imports; and, secondly, 
capital movements. Examples of both were given in Chap-
tel' IV. A failure of the harvest, or any similar falling-off of 
production, will tend to make the foreign exchanges unfavour
able, and if credit conditions abroad were stabl~e would occasion 
an export of gold and a contraction of credit. But as credit is 
expanding in foreign countries, these effects m be wliolly or 
partly counteracte~ The disparity of exports and imports 
that would otherwise be caused by the shortage of production 
'is simply corrected by the increased demand in foreign 
markets, which import more and export less. On the other 
hand, a country which has an exceptionally good harvest, or 
is for any other reason producing more than usual, will tend to 
go ahead of the general expansive movement. It may either 
import gold, or may expand credit up to a higher relative level 
than its neighbours. 

If these conditions of production are transitory, and come 
to an end before the process of expansion in other countries 
has ceased, the countries which experience them must there
upon take measures to get into step with their neighbours. 
That in which production has been short will expand credit· 
when production is restored. That in which production has 
been bountiful must contract credit when production falls off 
again. But, of course, the world expansion of credit must 
sooner or later come to an end, and at that particular moment 
there are likely to be some countries which happen to be 
producing either more or less than usual. Th~position will 
be very n;J.aterially affected by this circumstance, but in the 
present chapter we shall not consider the conditions attending 
a world-wide contraction of credit. 

There is one class of cases where production is itself 
affected by the existence of a credit expansion. ~t 
~ ~~ey ~_J?~entiful.J and prices rising, and the whole 
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world feels itself prosperous, the effect on the demand for 
different kinds of commodities may be very unequal. The 
demand for luxuries is stimulated more than that for neces
saries, the demand for manufactured goods more than that for 
food. A country which specialises in the production of goods, 
the demand for which is stimulated more than the average, 
will be in the same position as if it were enabled to produce 
more, for, even apart from the probable increase of the output 
of these goods, the money value of a given output will be 
increased. This is true not only of manufacturing countries 
but of countries which produce the raw materials of manu
facture. India, for example, was very greatly affected by the 
trade expansion of I906 and I907, largely on account of the 
exceptional demand for jute. The manufacturing activity of 
the world was accompanied by a great demand for sacks, etc., 
the raw material for which could not be indefinitely increased 
at a moment's notice. India, as the great jute producer, 
reaped the benefit, but paid the penalty when the crisis 
supervened in a very severe strain upon her currency system. 

" But the mo. st im. po. rtant class of production which ebbs 
and flows with the contractions and expansions of credit is 
the production of fixed capital. . 

Thi~-opeiisupthe' ~hole question of capital movements, 
to which up to now we have only given passing notice. We 
have shown, indeed, that investment is expenditure, and that 
the initiative in this expenditure rests not, as in the case of 
goods, with a merchant, but with the promoter who plans the 
use of the fixed capital or other product, which will be the out
come of the expenditure. trhe financing of capital expenditure 
is much more complex than the financing of trade3 Traders 
may, of course, apply their own savings to extensions of their 
capital, or may borrow by private arrangement from people 
who have capital to spare. But under modem conditions 
far the greater part of the investible savings of the people 
flows into the investment market, the Stock Exchange or 
Bourse, as it is called. It is the business of the dealers in 
investments, who compose this market, to supply stocks and 
shares to the investing public, and jusf as the dealer in goods 
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always has on hand stocks of goods, so the dealer in invest
ments has on hand stocks of investments. And the latter 
dealer, like the former, holds a part of these investments with 
borrowed money. The dealer in investments makes his profit 
partly out of a commission on the purchase and sale of securi
ties for his client, partly by using his sP!lcial knowledge of ' 
securities to buy them cheap and sell them dear on his own 
account. 

The stock of securities which is being perpetually absorbe'd 
by the investo~ must be replenished. It is replenished by 
new issues, and it is in bringing out new issues that capital 
expenditure is really initiated. The promoter of capital ex
penditure sees the transaction from the point of view of the 
borrower. He may be himself a trader extending his busi
ness, or he may be floating a new company, or he may be 
acting on behalf of a Government or municipality. His 
motive is to be found in the existence of an opening for in
vestment; he approaches the investment market with an offer 
of a future income in return for a present expenditure. This 
future income may be derived either from the profits of the 
venture or from the proceeds of taxes pledged by a borrowing 
Government. Now there is no necessary equality or even 
approach to equality between the demands of promoters and 
the quantity of money available for investment, and it is one 
of the most important functions of the investment market to 
equalise the two. The investment market receives money in 
return for securities from the investors, and pays money in 
return for new issues to the promoters. If the former tra.os
actions exceed the latter, its stock of securities is diminished 
and its indebtedness to the bankers is co~pondingly 
lightened; in the contrary case, its stock of securities and 
its indebtedness are both increased. The market guards itself 
against the one contingency by raising and against the other 
by lowering the prices of securities. But quite apart from 
this, it hu a hold over the promoter in another way. The 
promoter, not being in direct contact with the investor, has 
to rely on an intermediary to get his capital subscribed. This 
intermediary, who is called an underwriter, undertakes to 
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dispose of the whole; whatever portion of the issue is not ap
plied for by the public he will himself accept and pay for, re
ceiving a commission of 50 much per cent. on the whole issue 
for assuming this liability. If the supply of new issues outstrips 
the supply of savings, the result is that underwriters find that 
they cannot dispose of the securities for which they have made 
themselves responsible. Being loaded up with securities 
which are at any rate for the time being unsaleable, they 
are reluctant to do any more underwriting business, and this 
reluctance takes the form of charging more onerous terms. 
Promoters have to pay a higher commission, and to float their 

i 

new issues at lower prices. When credit is expanding and 
trade is active, the trade of the investment market is more 
active than any other. The consumers' income being en
larged, the surplus available for investment is enlarged more 

1 than proportionately, and the receipts of the investment 
market are swollen. At the same time, trade being profitable, 
and producers everywhere endeavouring to increase their out
put, all the openings for new investment become more attrac
tive than before. This is the promoter's opportunity. Just 
when he can use the investors' money there is plenty of it to 
be had. When credit contracts again, the supply of savings 
will fall off and the openings for investment will become less 
profitable. It may be objected that experience does not alto

. gether confirm this, and that a time of trade activity is 
. of len found to be specially unfavourable to the underwriter's 
business. But (except when the expansion of credit has in 

. reality already begun to give place to a contraction) the under
writer's difficulties are confined to the floating of securities 
bearing a fixed rate of interest. Both the borro,,!,ers and the 
underwriters are slow to realise that when trade is active they 
have to meet a very formidable competition from commercial 
and industrial shares, which set an altogether higher standard 
in the investors' expectations of yield. A Government or 
municipality, which has borrowed at 3! per cent. at a time of 
quiet trade, is surprised that the underwriters cannot even 
dispose of an issue of 4 per cents. at a time of active trade. The 
inference is hastily drawn that there is a scarcity of money, 
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whereas the fact is simply that profits are high and 4 per cent. 
has become unattractive. .The real troubles of the investment 
market come when the time of active trade stops and profits 
become low again. The gilt-edged securities will then be re
lieved of the embarrassing competition from which they have 
suffered (though even they may not recover at once-see 
Chapter IX.). but whatever relief is given to the underwriters 
responsible for those issues will be as nothing to the new diffi
culties of those who have taken charge of speculative shares. 
As to what occurs at the transition from one state to the other. 
that will engage our attention in Chapter VIII. Here we are 
concerned with the effect of capital movements upon the rela
tive progress of a credit expansion in different countries. For 
the present we will leave aside one of the most important 
classes of capital movements-that is to say. war borrowings
for war finance is a subject which demands separate treatment. 
50 far as investment for the purpose of economic development 
(whether through Governments or through private enterprise) 
is concerned. most of the openings are to be found in what may 
be broadly called " new" countries. whi1: the greater part of 
the supply of savin~ accrues in the .. old" countries. Old 
countries go on steadily increasing their stock of capital to 
keep pace with the growth of their population. commerce. and 
industry. and to equip themselves with the latest appliances. 
But their demand for fixed capital is moderate compared with '. 
that of a half-developed country. which is still short of raiF . 
ways. harbours. roads. industrial machinery. buildings. etc .• in': 
comparison with its natural resources. Consequently there is 
an export of capital from the old countries to the new. This 
export of capital is very much stimulated when credit expands. 
and it shrinks again when credit contracts. But as we saw in 
Chapter IV .• borrowing from abroad makes the exchanges J 
favourable and lending makes them unfavourable. Conse-' 
qllently. when credit is expanding and the new countries 
borrow more than usual. they find the exchanges favourable. 
and have the choice of importing gold or indulging in a greater 
expansion of credit than their neighbours. When credit con
tracts and they borrow less than usual. they lose gold and have 

'1 
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to effect a greater contraction of credit than their neighbours. 
And apart from this general tend~ncy for foreign investment 
to rise and fall as credit expands and contracts, there may also 
be fortuitous movements of capital, due perhaps to the needs 
of Governments being met by large foreign loans or to new 
openings being suddenly 'discovered and attracting a rush of 
foreign capital to develop them. Thus it may happen that 
the foreign borrowings of a particular nation are at a maximum 
when those of others are at a minimum. These fortuitous 
borrowings are presumably transitory, and there is no reason 
why they should synchronise with credit movements. 

Even purely domestic capital movements may have an 
influence on the degree of credit expansion that takes place in 
a particular country. Credit may be expanding more than 
abroad, and the consumers' outlay be correspondingly swollen, 
but if the surplus of the consumers' outlay is applied to addi
tional investment at home, and not to the purchase of goods 
or investmentS abroad, there need be no adverse tendency in 
the exchanges. The exceptional volume of investment at 
home will no doubt to some extent divert capital and labour 
from the production of goods for export, and a shortage of 
exports would have the same effect as an excess of imports. 
But this need not appreciably affect the position, and, indeed, 
the diversion of purchasing power from the purchase of com
mCildities to investment might be so great as to counteract it 

. ,altogether. But, of course, one of the most important of all 
the factors which go to determine the degree of participation 

: of any country in a world credit expansion will be its own 
credit policy. If it tries to hold aloof altogether, it will be 
deluged with gold. The prices in. its domestic markets will 

. be lower than in foreign markets, and its merchants will tend 
to sell abroad rather than at home. However rigid a hand, 
may be kept upon the fabrication of credit, the gold itself willj 
be an addition to the stock of purchasing power in circulation'l 
and will produce some response to the movement of W~Orld 
prices. But it is clear that a country which follows this polic 
will experience a much more moderate increase of prices 
the others. This is not very different from the principle whicbf 



INTERNATIONAL CURRENCY MOVEMENTS' 99 

the Bank Charter Act of 1844 was intended to embody. The 
disastrous crises to which, the country had been periodically 
subject, ever since banking had developed, were quite rightly 
traced to an excessive creation of credits, in the form of bank 
notes, which were then the prevalent form of banker's obliga
tion. If the creation of credit in the form of deposits had been 
as rigidly restricted by the Act as the issue of bank notes; the 
purpose of the Act might perhaps have been aChieved. But 
this was not attempted, and probably if it had been would have 
been found impracticable. Experience quickly showed that the 
consequences of the instability of credit could not be avoided 
merely by rigidly circumscribing one form of credit money. 
The ·establishment of an automatic control of paper money 
simply transfers the responsibility for the regulation of credit 
to the banks which are free to create credits by means of dis
counts and advances. Nevertheless the amount of gold which 
a country must absorb in orda to permit of a prescribed 
expansion of credit depends upon its currency sYstem. As the 
expansion progresses, each country which participates in it 
will presently experience an increased demand for money for 
internal circulation. If the law permitted, the whole of this 
demand might be met by unsupported paper money, and the 
whole of the stock of gold would still continue available for 
export if required. But the law may prescribe a relation 
between the paper money and the gold reserve held against it, J 

and it may prohibit the issue of notes below a specified d~' 
nomination, so that some of the demand must be met by tIie 
issue of actual gold coin. All the gold needed to provide 
directly or indirectly for these additional supplies of legal 
tender money will be subtracted from the stock available for 
export. The diminution of this stock will be, or should be, 
the signal for a contraction or a relative contraction of credit, 
in order to replenish iUrom abroad. Whatever the law govern
ing the note issue, the free surplus of gold, beyond what the 
law requires, will playa prominent part in the regulation of 
credit, for the regu1ation of credit is based on the foreign ex
changes, and it is this free surplus of gold which is available 
for export if the exchanges become unfavourable. A country 

" 
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which has an inelastic currency system (such as that of gold 
certificates with or without a fixed fiduciary issue), and which 
is also cautious in maintaining its free gold reserve undimin
ished, will tend to import gold from those of its neighbours 
whose paper money is more elastic or whose reserves are less 
cautiously managed. The importation of gold is a sign that 
credit is expanding faster in the exporting than in the importing 
country. The time is bound to come when the general'expan
sion of credit must cease and a contrary movement set in. 
The places in which the expansion has been greatest will have 
to take the first step. They will be losing gold for export, and 
at the same time will be experiencing a demand for money, 
whether gold or paper, for in~ernal circulation. Now, so long 
as there are still large stocks of gold available somewhere, a 
contraction of credit in one or two countries which have run 
short need not lead to any general interruption of the expansive 
tendency. Bu! when there is no gold to spare anywhere, the 
first contraction is;the beginning of ,a univjmal movement. 



CHAPTER VII. 
I v/ 

THE f'C~NlSM OF FQREIGN l>X~HAmlE. 
Up to this point we have assumed credits in one place to be 
exchanged for credits in another, without inquiring too clOsely 
into the means by which such exchanges can be efiected. 
We saw, indeed, in Chapter IV. that a bank dealing in e."I:
change between two places must have establishments in both. 
For, in order that a debt may be transferred from one place 
to another, there must be a debtor in each. If a customer of 
the bank with a credit in one place wants to receive instead 
a credit in the other, the simplest means of remittance is a 
message between the two offices of the bank. At the one 
office the customer's account is debited with the sum to be 
remitted, and the message instructs the- other office to credit 
him with the corresponding sum. The bank's indebtedness 
to a customer remains on the whole as before, except that 
a part of this indebtedness is due in a different Place, and in 
a different t:tm"mcy. The customer can then draw on the new 
credit he has received, and use it as the means of payment 
in the place where it is due. ' 

This simple form of remittance, which a hundred years 
ago was an abstraction, has become common in the form of 
the telegraphic transfer. 

Historically, however, remittances originated in a much 
more complicated machinery, the bill of exchange. The 
reason why it is complicated is that the bill of e."Cchange is at 
the same time a means of remittance ita a means of 6Orro~ 
~ange, of course, are not used only for inter
national transactions. They are also used, ;kd very exten
sively in some countries, for financing purely domestic trade.' 
A bank lends money to traders who are engaged in the pro
duction and sale of goods. If the borrower is an ordinary 

IDl 
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customer of'the bank, and the banker knows his affairs, the 
money may be lent to him by way of an advance or overdraft, 
for which he might perhaps furnish some sort of collateral se
curity. But a loan of this kind is subject to the disadvantage, 
from the banker's standpoint, that the creditor cannot easily 
assign his rights in it to some one else. Bankers like to hold 
as large a portion as possible of their assets in what is called 
" liquid" form; their liabilities are nearly all liabilities to pay 
money on demand or at short notice, and if a considerable 
portion of such liabilities happen to be enforced simultaneously 
the bankers must realise a part of their assets in order to meet 
them. Advances to customers may be perfectly good assets, 
but they will not supply the banker with any ready money 
till they become due for repayment. And the bank may find 
a difliculty in borrowing unless it can deposit as security 
some assets which can be easily assigned away to the lender. 
A mere acknowledgment of indebtedness from the bank's 
debtor would meet this requirement. But many borrowers 
are traders in a small way, whose affairs and whose names are 
unknown except to their bankers and the few traders with 
whom they have dealings. The credit of a small grocer in a 
country town may be in itself unimpeachable; he may be less 
likely to default on any of his debts than a financial house of 
world-wide reputation; but still his name on a promissory 
note will carry no weight except with people who know 
eftough of him and his affairs to believe that they can trust 
his solvency and his honesty. But if two different traders 
are concerned in a transaction for which it is desired to 
borrow, each knows something of the affairs of the other, 
and the credit of each will reinforce that of the other. If 
both make themselves responsible for the debt, the security 
for the debt becomes very much better, for not merely is the 
chance of both becoming insolvent less than the chance of 
only one becoming insolvent, but the mere fact of either 
having pledged 'his credit for the debt shows, if the transaction 
is genuine, that he at any rate believes in the solvency of 
the other. 

If the purchaser of some goods wants to arrange for the 

• 
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purchase money to be borrowed on the joint credit of himsplf " 
and the vendor, he can invite the vendor to" draw a bill 
upon him .. for the amount. The vendor then writes out a 
document ordering the purchaser, who has become his debtor 
for the value of the goods, to pay the money, at some specified 
future date, to the man who is to lend it, the date' of pay
ment being fixed of course according to the period for which 
it is desired to borrow. To give the document its full validity 
the person on whom it is drawn (in this case the purchaser of 
the goods) must signify his acceptance of the liability so 
imposed upon him; in the technical phraseology, he must 
.. accept" the bill, by writing his name on' the face of it.' 
Otherwise there would be no evidence on the document itself 
thai the purchaser had ever given the vendor authority to 
order him to. pay at all. A bill is a negotiable instrument. 
The original lender of the money can assign his rights in it 
to another person by merely writing on it and signing a direc
tion that the 1'honey be paid to this other person instead of 
to himself (i.e ... endorsing" it to him); and the new holder 
of the bill can then endorse it on to some one else, and so on. 
So long as the bill and the signatures on it are genuine, each 
holder becomes absolute owner of the rights represented by 
it; he is under no legal obligation to satisfy himself that he 
is receiving it from honest hands. But every horder wh,? 
sells the bill by endorsing it to some one else is regarded as ' 
guaranteeing the payment of the money when it becomes clue, 
and if the drawer and acceptor, and the other endorsers all 
fail to pay, he may be compelled to pay it himself. Thus 
every signature on a bill gives an additional guarantee of its 
payment, and when it has been several times endorsed the 
security for ultimate payment becomes very good. 

In practice the purchaser of the goods usually would not 
invite the. vendor to draw upon himself but upon his banker 
for his aCCOllRt. The banker's credit, which is probably 
better than that of any merchant, would tJten be brought in 

1 The &e<eptor is th....ron. the principal debtor, the penon OIl whom the bill 
is drawn. H. may also be ..ned the drawee. Bills ore sometim.. ..ned 
U &f..UPtanCel 'I ' 
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. (A:~ support ih;"liili'. The essence of the transaction in that case 
" is' that the purchaser is given a credit by his banker which 
• may be drawn on at the appropriate future date, and whether 

he draws on this credit himself or authorises the vendor to 
draw upon it is a mere detail. Where the bill is drawn to 
finance an actual purchase of goods, the latter course is adopted; 
the bill can thus be drawn at the very time the goods start, 
and for the exact sum due. Bills drawn for other purposes 
(" finance bills") are often drawn like cheques by the person 
to whom the credit is granted. 

Of course, when a bill is transferred by endorsement the 
Ilew holder does not pay the old its full face value (which he 
can only receive at a future date), but only that value, less 
interest for the period still to elapse before the maturity o~the 
bill. This interest is called discount, and the bill when sold 
subject to discount is said to be discounted. 

When a bill is used for an international transaction, being 
drawn in one country to be accepted and paid in another, it 
usually has to be discounted in the first instance be/Me it is 
accepted. The drawer selIs it to his banker in his own 
country, who transmits it to the country of the drawee in order 
that it may be accepted. Knowing his customer's affairs, the 
banker may be willing to give him credit for the value of the 
bill at once, without waiting for news of its acceptance. A 
bill represents a debt due from the drawee personally. Strictly 
speaking, therefore, the liability might follow him wherever he 
may be, and if at the maturity of the bill he happened to be 
hunting big game in Africa, the holder of the bill ought to 
come after him to demand payment. In practice, however, a 
bill is drawn on a bank or house of business with an office in 
a definite place. If a bill is drawn on a house with several 
branches, it is drawn on the head office or on a specified 
branch; it is not a liability of all the branches indifferently. 
And even if the place at which payment, of the bill may be 
claimed is not determined in this way, the bill may be ex
pressly made payable at a particular place, may be .. domi
ciled," as it is called. It is well to remember that every foreign 
exchange operation is in realit,Y the exchange of a debt in one 
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place for a debt in another. Before a debt ~~e.~ exchangedi.' 
the place in which it is to be paid must be determined. The t 
monetary unit in which it is to be reckoned is se~ed by the 
place of payment, for debts will orily be enforceable at that 
place in the currency legally recognised. So it comes about 
that the exchanges relate the monetary units of the places in 
which they are quoted. But the essential function of the 
exchanges is not to relate debts payable in different currencies,' 
but to relate debts due in different places. And exchanges are 
quoted between difierent places in the same country, which 
use the same currency unit. 

It is easy to see why the bill of exchange was so long the 
recognised form of remittance. When conununication was 
slow,and uncertain, the importer of goods did not know when 
they would arrive or when payment would be demanded; the' 
exporter would have to wait for at least the length of two 
voyages before he received payment, or even news that his con
signment had arrived safely. The importer, when he ordered 

. the goods, authorised the exporter to draw a bill upon him. 
The exporter could send the bill with the goods to a corre
spondent in the importer's country, where it could be used to 
pay any debts he might have there, or he could sell the bill 
to some one who required to make payments there. It is this 
selling of the bills that brought into existence a class of 
exchange dealers who made it their business to deal in bills. 
The importer could not know exactly when a consignment of 
goods would reach his country, and if a bill arrived with the 
goods, demanding immediate payment, he might be seriously 
embarrassed. It was more convenient not to make the bill 
payable immediately on presentation, but to provide an inter
val, and not merely a breathing-space-an interval of a month V 
or three months or more-to allow of the goods being sold and 
sufficient money accumulated to meet the bill. Thus the 
remittance developed into a borrowing operation. 
. The advantages of remittance by bill are by no means a 
thing of the past. The bill retains its position especially as 
the instrument by which foreign trade is financed. Inter
national trade requires to be linehced. The merchant who ... ,. 
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buys in one country and sells in another, like other merchants, 
holds his stock-in-trade in part with borrowed funds. But the 
funds may'be borrowed either in the country from which he 
buys or in the cotmtry to which he,sells, or perhaps even in 
some third country. 

If two countries trading together financed the whole of 
their mutual trade with bills of exchange, drawn by exporter!' 
on importers, the natural course would be for each to finance 
its own imports. The bills would be drawn upon and ac
cepted in the importing country, and it would be much the 
simplest course for them to be discounted in the country in 
which they have been accepted and will ultimately be paid. 
In the interval between the drawing of the bill and its accept
ance, while it is in transit to the importing country, the 
exporter's bank would have advanced the money, but as soon 
as the bill arrives, it is accepted and discounted and for a 
period (possibly of several months) which elapses before the 
maturity of the bill the money is provided by the banks of the 

\ importing country. Discounting is lending; the holder of a 
bill, for the time being, is a lender. 

In actual practice, different countries vary greatly in the 
extent to which they finance their foreign trade. One may 
finance practically the whole of its own foreign trade, and 
some even of the trade between other countries in which it has 
otherwise no interest whatever. This is the position of 
England now, as it was of Holland in the seventeenth and 
eighteenth centuries, and of Venice still earlier. Another may 
finance practically none even of its own foreign trade. 
, It must be remembered that creditors do not ordinarily draw 

bills directly on their debtors, but, are paid with bills drawn 
on banks or other financial houses with whom the debtors have 
made the necessary arrangements. A trader who exports 
goods to a country whose credit institutions are but little 
developed may decline to be paid with a bill on any of the 
local banks, and the importer may find it desirable to arrange 
with a foreign bank of world-wide reputation for a credit on 
which a bill can be drawn. In the previous chapters we have 
not considered the quality of credit; we have, in fact, tacitly 
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assumed that banks are always solvent and bank credits, 
always good. The justification for so considerable an omission 
is that the theory of credit cannot be adequately Understood 
except by an analysis which distinguishes the effects which do 
from those which do not depend upon the quality of credit. 
In the finance of international trade the quality of ,credit is' 
very important. Traders prefer bills drawn on institutions 
which are not merely of sound but of unquestionable credit. 
Bills on obscure bankers can only be discounted, if at all, on 
less favourable terms. Consequently, in a country financially 
weak, importers may pay, as exporters are paid, with bills 
upon a foreign centre. An importer who takes this course 
will receive payment for the goods, when sold, in his own 
country, while the bill will fall due in the foreign centre. As ' 
part of his arrangement with the foreign banker or financier 
who accepts the bill, he must undertake to remit the funds 
necessary to enable the latter to pay the bill when it matures. 
He will probably have to make this remittance through an 
exchange dealer, who will undertake to provide the requisite 
sum in the foreign centre in exchange for the equivalent at 
the market rate of exchange. The exporter, who receives 
the bill by way of payment, being a merchant, who wants to 
hold not bills but merchandise, will send it to the foreign 
centre to be accepted and discounted. It may very commonly 
happen that the foreign. centre is in the exporter's own 
country; if it is not, it is sure to be one of the great financial 
centres of the world, for otherwise it would not have been 
selected in preference to both the exporter's and the importer's 
countries. In any case, therefore, it will be convenient for 
the exporter to receive a credit there. It follows that bills 
which are accepted at a financial centre tend to be also dis
counted there. Both credits, which form the banker's liabili
ties, and bills, which are his most suitable assets, tend to 
collect, therefore, at such a centre. And the consequent 
deVelopment of banking adds to the financial strength by 
which it must in any case have been distinguished. 

Ordinary banks both accept bills and discount them. But 
there are also institutions which specialise in one of these 
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functions to the exclusion of the other. Discount houses 
discount bills, supplementing their own capital with deposits, 
or money borrowed at call for the purpose. Accepting houses 
authorise the drawing of bills upon themselves, upon condition 
that the necessary funds are provided to meet the bills when 
due. Their liabilities are therefore the bills and their assets 
are their clients' obligations to provide funds. The credit of 
the accepting house is attached to the bill to enable the drawer 
to get it discounted on more favourable terms, and the mer
chant to whom the credit is granted pays a commission as the 
price of what amounts to little more than a guarantee. It is 
not quite accurate, however, to say that the accepting house 
supplies only a mere guarantee. A claim cannot be made 
against the guarantor of a debt unless the debtor has failed to 
pay. But the acceptor is himself the debtor on the bill. The 
drawer and endorsers are legally in the position of guarantors. 
The acceptor must pay up on the spot when the bill is presented 
after maturity, whether his client provides the stipulated 
funds or not. It is a consequence, too, of the acceptor being 
the principal debtor that the bill is payable at the place where 
he carries on businesS. If he were a mere guarantor this 
would not necessarily be so. 

Good credit has many uses, and a variety of financial 
operations tend to be concentrated in a great financial centre. 
Prominent among" these is that of underwriting, especially 
underwriting issues brought out in one country to provide 
capital for another. This class of underwriting is naturally 
associated with the accepting business, for in substance the 

: underwriter's obligation iii to provide credits at a financial 
centre for the borrowers to draw upon. 

The business of a financial centre depends very much on 
the exchange dealers who have establishments there, and who 
effect the actual remittances between it and other parts of the 
world. These exchange dealers are, of course, for the most 
part banks. They not only remit by buying and selling 
cheques and telegraphic transfers, but they buy and sell bills, 
and they grant credits in all the countries in which they do 
business. Their assets are largely composed of bills, and 
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these bills are sure to be predominantly drawn on the finan
cial centre. Consequently the local distribution of their assets 
and that of their liabilities do not correspond. At the finan
cial centre their assets exceed their liabilities. At other 
places their liabilities exceed their assets. If at any time a 
large portion of their liabilities at one of th~ latter places 
has to be met, owing, for example, to a sudden money strin
gency, it may be necessary to make a part of the· central assets 
available to meet the outlying liabilities. Bills can be sold 
for credits at the financial centre, but the credits cannot be 
remitted without loss through the exchange market because 
it is the exchange market itself that is in' difficulties. The 
credits must be turned into gold and the gold sent to the 
threatened spot. Thus one of the essential conditions of the 
business of a financial centre is the unrestricted transformation 
of credits into gold and the free export of the gold. 

A financial centre is likely to be very cosmopolitan. The 
exchange banks which possess large holdings of bills drawn 
upon it may derive their capital from many countries. The 
essential characteristic is that even though the bills may be 
drawn by foreigners on foreignerS, yet they are drawn on the 
centre and payable in its currency. As traders in the more , 
circumscribed area of a single country pay one another in 
cheques which are passed through a single clearing-house, 
so international traders pay one another in bills which are 
drawn on a single financial centre. London is often called 
the clearing-house of the world's trade. 



CHAPTER VIII . 

•. • A CONTRACTION OF CREDIT. ' 

IN currency systems like those which fonned the subject of 
Chapters V. and VI., where the legal tender circulation in
cludes paper money convertible into gold, the regulation of 
credit is based upon the gold reserve, the free margin of gold 
which can be drawn upon either for export or for internal 
circulation without violating the law. This gold reserve may 
be threatened either by an internal or by an external drain. 
An internal drain of gold into circulation is usually gradual, 
and can only be modified gradually through the regulation of 
credit. An external drain is subject to much more rapid 
changes, and is therefore more susceptible of management. 
The outward sign of the conditions that cause an export of 
gold is an unfavourable exchange, and the problem of manag-

"ing the currency constantly presents itself as the problem of 
inducing a favourable tendency in the foreign exchanges. 

I The weapon for the defence of the gold reserve is a con-
traction of credit. By its means the coJlSumers' outlay is 
diminished, and, the country becoming a less favourable 
market to sell in, foreign trade commodities tend to be re
pelled from it; that is to say, exports are stimulated and 
imports checked. But in using this weapon, the rapidity with 
which it can do its work is a matter of the first importance, 
and in the present chapter we shall examine the different 
conditions which affect' the sensitiveness of a credit sYStem to 
a contraction of credit. The contraction may be ~umed to 
be effected primarily b~;.ft.se in the rate of interest on short 
tenn borrowings (including,· of course, the rate of discount on 
bills), but to be reinforced by suCh methods as are open tQ 
bankers to discourage their customers from borrowing. 

JlO 
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We have already shown that a high rate of interest acts 
in the first instance on the wholesale dealer or merchant, who 
restricts his orders to the manufacturer or producer. How 
long will this restriction of orders take to affect the consumers' 
income and the consumers' outlay? Qearly the answer must 
depend partly on the state of business at t~e ~}l'jc1lich 
the contraction of credit begins. If therVIIAi'i a~pi:u'I!ltion 
of unexecuted orders, containing the menace 9/4Jl g;eat latent 
demand for credit, the arrears. of orders must be worked 
through before the increase in the rate of interest can have 
any appreciable effect. But even if there be no such accumu- ' 
lation of commitments, the contraction of credit can only work 
gradually; there will still be an interval before-a1l outstanding 
orders are completed. If every manufacturer accepted a new 
order only just before completing the last, the different orders 
outstanding at any specified moment would be in all possible 
stages of manufacture, some being jUst about to be begun, 
some in the early, middle, or late stages, some just on the 
point of completion. When the rate of interest is raised, 
even if the merchants give smaller orders, the effect on the 
demand for loans from the bankers will not be completely felt 
till the existing otders have been worked through, and if there 
is an accumulation of arrears it may not be felt at all till' 
these arrears are ov~en. The borrowings of the manu
facturers depend uPO\{ the volume of work upon which they 
are engaged, and the borrowings of the merchants depend 
upon the' goods of which they have to accept delivery. So 
long as the manufacturers' output is undiminished, the creation 
of credit will continue unabated; it is only when the manu
facturers, having completed the old contracts, have to curtail 
their output in proportion to the diminished orders given by 
the merchants, that the contraction of Credit really begins to 
take effect. 

The full diminution in the ~~d for loans will only be 
accomplished when the merchart, ~ taking delivery of the 
diminished orders, and both their'b~dlbwings and those of the 
manufacturers are on the "lower level. Thus everi' after the J 
completion of all arrears of orders, an interval must still elapse, ~ 
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equal approximately to the period required for the fulfilmeni 

l
Of an order, before the contraction of credit is completel) 
effective. The period required" for the fulfilment of an order' 
is vague enough; it depends not only on the size of the ordeJ 
and the nature of the manufacture, but also on the capacity oj 
the manufaetur~"s plant. The time taken in the manufacturE 
of a single article'<Sets a lower limit, and for some trades, e.g, 
shipbuilding, this may be many months. 

The construction of fixed capital is in most cases a lengthy 
process, and large capital commitments are therefore specially 
apt to overstrain credjt when the turning-point from expansion 
to contraction arrives. These capital commitments may be 
financed either by advances to the contractors engaged upon 
them or through the instrumentality of undeQVtiters. In 
either case the ~dvances are really in anticipation of the 
savings by which the capital expenditure has ultimately to be 
paid for. So long as the ~nditure is proceeding', the neces
sary credits must be forthcoming, even though financial con
ditions have become unfavourable and the underwriters would 
be glad to be quit of their obligations if they could. 

The conditions governing agricultural production are 
somewhat different from those to which industry is subject. 
The dealer in agricultural produce is like any other dealer; 
he borrows when he buys and repays when he sells, and he 
requires the assistance of a banker to finance him. But agri
cultural production, instead of being continuous, is periodic; 
it culminates in a harvest every twelve months (in some 
specially favoured countries twice or even three times in a 
year). The farmer's expenditure accrues gradua1ly between 
one harvest and the next. An entire year's product becomes 
available at the harvest, and thereafter is passed on to the 
dealers, who hold it while it is gradua1ly passing into consump
tion in the interval up to the next harvest. Whether the 
farmer sells the whole of his crops as soon as they are harvested, 
or takes on himself some of the functions of a dealer, and 
spreads the selling over a period, pe requires credit facilities 
if he is to avoid the holding of idle balances. If he borrows in 
anticipation of the harvest to meet his expenses, he can repay 
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as soon as he sells; he can hold a part of his crop with borrowed 
money if he expects a more favourable opportunity for selling 
later on. 

A contraction of credit will make both dealers and farmers 
-less willing to hold produce with borrowed money. But their 
unwillingness does not easily react upon production. The 
farmer does not produce like the manufa.ctiu£er in' response -to . 
an order from a dealer. There is so great an element of chance 
in agricultural production that nice calculations of the quan
tities to be produced are impossible. The farmer usually sets 
out to make a productive use of the whole of his land. The 
kind of produce to be obtained from each parcel of land is 
decided primarily by physical considerations, and by tIl.e 
permanent factors of the market. Adaptation to short-period 
changes in demand, though not entirely a~ent, takes a secon
dary place, and,where it does occur, is usually confined to the 
substitution of one kind of crop for another. In any case 
(except where live stock is in question), the opportunity only 
occurs at the time of sowing, and only then if the change in 
demand can be foreseen as affecting the market at the time of 
harvest. 

On the whole, a general restriction of production in agri-j 
culture in response to a general decline in demand is not a 
contingency to be taken into account. The effect of a credit 
contraction on production is rather to be seen in industry. 

A contraction of credit impels the merchant to reduce his, 
indebtedness not only by restricting orders for new supplies, 
but by pressing on the Sales of his existing stocks, and per
haps also by leaving in the business profits which might other
wise be distributed. Now so far as the home market is 
concerned, the pOSsibility of selling goods is limited to the 
amount of the consumers' outlay. When the consumers' in
come falls oil, the consumer's outlay does not necessarily fall 
oil to a preciscly equal extent, because people may draw on 
balances. In so far as they do so, the credit situation is 
directly relieved; the banker's balance sheets ~cut down 
on both sides, for the credits disbursed by the consumers are 
extinguished as fast, a,S the traders pay oil their indebtedness: 

8 
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The application of profits to paying off indebtedness has a 
somewhat similar effect, except that it does not act through 
sales of commodities. It represents, in fact, a diminution in 
the consumers' outlay, in which, of course, any expenditure on 
commodities out of .the profits would have been included. To 
that extent those who deal in goods and securities must find 

• their sales falling off, and the result is that the efforts of one 
trader to payoff his debts may merely increase the debts of 
his neighbours. 

It might be supposed that a high rate of interest would 
have a great and immediate effect upon ,traders' balances. 
The more they have to pay for borrowing money the more 
they will lose by keeping money idle. But in practice a trader 
who habitually adjusts his balances by regulating the amount 
of his temporary borrowing cannot easily reduce them further. 
And as contracting credit means flagging markets' and fall
ing prices, the time is unfavourable for buying goods. Even 
while the rate of interest is high, the desire to' reduce idle 
balances may be counteracted by the reluctance of traders to 
launch out into new purchases. And the rate of interest is 
not likely to remain high. So effective is the influence of 
fa1ling prices in reducing profits and discouraging the accu
mulation of stocks that, once a contraction of credit is fairly 
started, the market rate of interest may, and usually does. 
become very low without arresting its progress. When that 
happens the loss on an idle balance is actually less than under 

, 'normal conditions. 

l' Thus traders' balances, like consumers' balances, will only 
, diminish slowly. It would seem, therefore, as if all the effects 

of a contraction of credit could only work slowly. 
But this is to assume that the merchants' opportunities of 

selling off their stocks are limited to the home market, in which 
the people who deal with one another are all financed by the 
same set of banks. The moment foreign trade enters into 
the problem, all is changed. The> country which finds 
the exchanges' turning against' it. and its gold reserve 
threateneJ.' merely has to find purchasers who are financed 
by another set of banks, in order to gain a vent for its surplus 
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goods and to acquire the means of extinguishing its redundant 
credit. 

In this respect there is a wide difference between a country 
which is a great financial centre and one which is not. The 
tra~ of any country may be broadly divided into producers 
and dealerS. The producers may be divided into those who • 
produce for export and those who produce for the home trade. 
The dealers may be divided into those who buy and sell at 
home. those who buy abroad and sell at home. and ~ose who 
buy at home and sell abroad. or, more shortly, home dealers, 
importers and exporters. The home dealers may be assumed 
to be financed at home. The importers and exporters may be 
financed either at home or abroad. A country which is a great 
financial centre will itself finance both its exporters and its 
importers. One which is not. may not ~ce either to any 
appreciable extent. 

Consider the case of a country of the latter kind. Suppose 
that it contracts credit. The home dealers will respond by 
curtailing orders and pressing on s8.Ies. The producers for 
the home trade will be a,siversely affected; and will eventually 
have to restrict output. The export merchants will be un-I 
affected by the credit contraction. and the producers for export 
will experience no diminution of orders. The import mer
chants will have' no inducement to increase their sales. In 
short, as the effect of high interest rates on producers is small 
compared with the effect on dealers. and as a great part of the 
dealers in the markets,.of such a country are outside the. 
influence of its credit systei:n. the effectiveness of the credit 
contraction is diminished. 

The restriction of orders affects, in the first instance, only 
the producers for the home trade. They will try to compete in 
the export and import markets, and in so far as they succeed 
they will communicate the pressure to the import and export 
dealers, and will compete with the producers for export. But 
in so far as they succeed they, will at the same pme reduce the 
pressure on themselves. Thus the attachment of a.portion of 
the mercantile community to a 10reign banking system weakens .. 
the effect of the contraction of credit upon productioll. . 

. , ~ 8-
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. The contraction of credit works not only by curtailing 
orders to the producers but by impelling merchants to increase 
their sales. The capacity of the home market being limited, 
the home dealers will tend to encroach on the export and 
import trades, either by selling to the export and import 

, dealers, or by competing with the former in the foreign markets 
and with the latter in the home market. Be the process direct 
or indirect, what happens is in effect that the home dealers 

• get rid of their surplus stocks in exchange for foreign credits. 
This relieves the foreign exchange situation, and it is clear 
that the extent of the relief is proportional to the quantity 
of the surplus stocks. Other things being equal, the surplus 
stocks will be proportional tb the business of the dealers con-
I cemed. Here ag$ we see how the smallness of the mer
cantile element included in the country's credit system impairs 
the effectiveness of the credit contraction. 

The case of the country which finances its own foreign 
trade presents a striking contrast. In such a country the 
producers have little or no direct contact with any merchants 
who are not subjected to the pressure of the credit contraction. 
At the same time the import dealers and export dealers, as 
well as the home dealers, are all interested in selling surplus 
stocks abroad. In proportion as there are more merchants, 
the surplus stocks and the foreign credits obtained in exchange 
fo/, them are greater. 

And the mechanism of credit reinforces the contrast. In 
the case of a country which is a great financial centre, both 
exports and imports will be paid for by bills drawn upon its 
own banks or accepting houses. So far as imports are con
cerned, the relation between the exchange market and the 
transactions to be financed is simple. When the goods are 
consigned, a bill is drawn upon a credit arranged by the im
porter in his own country, and is discounted by the exporter 
in his country. The discounting of the bill, in a different; 
currency from that in which it is ultimately payable, is ant 
exchange operation, and directly affects the exchange market. \ 

,A diminution of imports immediately relieves the demand for 
foreign ~urrencies. 
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The case of exports is more complicated. The purch~ 
arranges ~ cI'edit in the exporter's country, and uthorises the 
exporter to draw upon it. The exporter discounts the bill 
in the same country in which it is ultimately payable, and 
no exchange operation takes place till the importer has to 
remit to the acceptor the means of meeting the bill. 

When the country on which both classes of bills are drawn 
contracts credit, and its exports are stimulated and its imports 
checked, there is a great outstanding mass of indebtedness due 
to it from the countries to which it has been exporting in the 
immediate past. Day by day, as the bills with which these 
exports have been financed fall due, sums have to be remitted 
to meet them from the countrie§ to which the exports were 
sent. At the same time .the export dealep;, who have been 
financed in this manner, proceed under tfJ,e in1luence of the 
high rate of discount to reduce their inde~"tedness by reducing 
their stocks. They abstain from buying, and consequently 
do not have to discount_bills; they hasten sales for cash 
in foreign countries, and so acquire additional credits abroad. 
Meanwhile the import dealers, being equally subject to the 
pressure of the money market, likewise abstain from bUying~ 
and fewer bills are presented for discount abroad. All thes 
tendencies combine to make the exchanges react at once to 
the contraction of credit. 

A country, on the other hand, whose foreign trade is_tIll 
!'Or nearly all financed abroad has, as we saw, less power O,f 
\ stimulating exports and repelling imports by means of a credit 
contraction. And even such power as it has of doing this 
reacts less easily and immediately on the exchanges. The. 
increase of exports indeed is immediately effective, being" 
accompanied with a proportionate increase of bills on foreign 
centres requiring to be discounted in the exchange market 
before they are sent abroad. But the decrease of imports only 
decreases the bills which will mature in one, two, or three 
months; in the meanwhile it will do nothing to relieve the 
exchange market, which has to provide remittances "to meet at 
maturity the hills drawn one, two, or threIi months peIore. , 

The greater susceptihiliq.of the country which is a great 
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financial centre to a contraction of credit is largely the result 
of the greater proportion of the short-term indebtedness due 
from merchants as compared with that due from manufac
turers, manufacturers being less sensitive than merchants to 

\ 
the rate of interest. Both sides of the merchants' response are 
important-the restriction of their purchases and the increase 
of their sales. The increase of sales, by heaping up credits 
abroad, gives immediate relief to the exchanges, but this is not 
sufficient. If the pressure on credit were relaxed too soon, 
while the consumers' outlay is still excessive, the exchanges 
would at once relapse. The contraction of the consumers' 

\ outlay is proportioned to the restraint on production, and the 
I restraint on production is governed by the restriction of the 

\

merchants' purchases. If the home deaiers alone are subject 
to the contractionbf credit, the restraint on production is only. 
iPartial; if home dealers and export dealers are both subject 
:to it, the restraint is complete. 

This gradual diminution of the consumers' outlay is of the 

~
ssence of currency control. If the consumers' outlay has 

become excessive this is due to a too profuse creation of credit; 
too profuse, that is, in proportion to the conditions and pros

ects of credit abroad. In the first instance, a credit expansion 
stimulates production; it is when production ceases to respond 
easily to the'stimulus that prices begin to rise. Infiation con-
si$ts in the spread of the infection of high prices through pro-' 
duction to the consumers' income, and thus to the consumers' 
outlay. When the whole productive machine is working at a 
high level of money values, and markets have become unduly 
attractive to foreign trade commodities, imports increase, 
exports decrease, and a balance of indebtedness has to be paid. 
If matters are allowed to drift, the balance is paid in gold till 
the gold is exhausted. A contraction of credit, by impelling 
merchants to increase their sales and to diminish their pur
chases, helps to effect an immediate redress of the adverse 
balance of indebtedness and to preserve the stock of gold 
from further depletion. But a radical cure cannot be effected 

"till the cause of the disorder has been removed, that is to say, 
till the high level of money values has been reduced. 
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The position in regard to securities is similar in principle " 
to that in regard to merchandise. A rise in the rate of 
interest leads those who are holding securities with bOIrowed 
money to sell, and deters them from buying. A financially 
strong country is likely to carry on underwriting on a large 
scale, as well as accepting, and therefore to have large hold
ings of international securities, which can be sold abroad in 
case of need. 

The movements of merchandise and securities under the 
influence of a contraction of credit depend on the action of 
borrowers. There remains to consider the effect of a rise in 
the rate of interest on the lenders. Suppose for a moment 
that the rate of interest rises in 'a country which has not the 
same monetary standard an its neighbours, so that there are 
no specie points to limit the movements' of the foreign ex- ' 
changes. If the rate of discount on three months' bills were 
I per cent. higher there than elsewhere, the posses.."Ilr of a 
credit in a foreign country would be tempted to remit thither 
in order to lend at this more advantageous rate. But as the 
profit on the transaction would be only I per cent. for three 
months, that is to say, 1 per cent., this tendency to remit 
could be counteracted by a movement of the foreign exchanges 
of no more than 1 per cent. in favour of the country. The 
effect on lenders of a difference of I per cent. on short-term 

, debts being so small, it is obvious that there might be a 'VIlry 
large discrepancy between the rates in countries without a 
common standard. The direct effect on the exchanges, 
through the attraction of remittances from lenders, would be 
slight compared to the effects of a high rate of interest on 
those who borrow to hold goods and securities. 

But where the rise in interest occurs in a country which 
is one of a gold-using group, the case is more complicated. 
If the purpose is to check an inflation which is occasioning an 
export of gold, the exchanges are at the e.~rt specie point. 
The inducement to a lender to remit from a foreign country 
will not be extinguished unless the exchange reacts away from 
the export specie point, and apparently, therefore, even though 
the additional late of interest be the smallest that offers any 
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• profit worth considering, it will not be counteracted unless 
there be a stream of remittances from abroad sufficient to stop 
the outflow of gold altogether. So long as the exchange 
remains at the export point the foreign lender gains the extra 
interest, and he cannot lose by exchange, when the loan 
matures and he wants to remit it back to his own country, 
because the exchange cannot go beyond the export point so 
long as the gold standard is effective. 

In practice, however, there is room for a very considerable 
\ difference between the rates of interest in different markets; 

at any rate, for a short time. A difference of, say, I per cent. 
for three months, or 1 per cent. in all, may not be enough to 
remunerate the extra trouble, and cover the expenses of com
mission perhaps, involved in the double remittance. And 
the art of lending is largely the art of finding suitable borrowers . 

. A financier cannot at short notice find eligible borrowers in a 
country which he does not know, and there may be obstacles 
to enforcing his rights in the courts of a foreign country, if 
this should be necessary; at any rate, without excessive legal 
expenses. This speculative lending would probably be con
fined therefore to those financial houses, such as the exchange 
banks, which aheady have a footing in the country concerned 
as well as in their own country. 

We are supposing that the rate of interest is raised to 
\ check inflation. If there is an inflation of credit at one of the 

places at which an exchange bank carries on business, there 
will be, in the first instance, a pressure to remit/rom that place .. 
Its . cash holdings there, and its demand liabilities elsewhere 
will grow. The rates of exchange will be put up against the 
country of the inflation, and if when the export specie point 
is reached the remittances do not cease, the cash will begin to 
be sent direct in gold. If the rate of interest is then raised, 
the exchange bank is well situated to take advantage of it by 
lending the superAuous cash, which would otherwise have to 
be sent abroad. But it is easy to see that this may not be a 
very alluring source of profit. The tide of remittances flowing 
one way modifies the balance sheet of the exchange bank by 
5ubstitutinll" assets in the country from which the remittances 
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are made for assets in that 10 which they are mad!!. So long 
as the new assets in the former are cash, and the cash is either 
gold or paper convertible into gold, the balance can be re
dressed by sending the gold from the one country to the other. 
But as soon as the bank lends the gold, a different kind of 
asset is substituted for the gold, a loan localised in the country 
in which it is made. 

P,ooitled it is certain that the gold standard will still be 
effective when the loan falls due, there will be no harm in this 
substitution. But this is a very large proviso. It means 
that in order to attract lenders there must be confidence not 
only in the borrowers but in the currency in which the loans 
are repayable. If the inflation, for which the rise of interest 
is designed to be a remedy, gets out of hand and leads to a 
suspension of gold payments, the profit to the foreign lender 
by the extra interest will be wiped out by an ultimate loss on 
exchange. And this will particularly embarrass the exchange 
bank, which has increased the proportion of its assets held in 
the depreciated currency against demand liabilities in gold 
currencies elsewhere. 

The two conditions that must be fuIfilled if a high rate of 
interest is to attract loans from abroad are that the solvency I 

of the borrowers and the stability of the currency must com- ' 
mand the confidence of the foreign lenders. These are the I 
very same conditions that make a great financial centre. Here 
therefore is yet another advantage which belongs to the 
financially strong country in the regulation of the foreign 
exchanges. When the rate of discount is raised, foreigners 
are immediately tempted to invest in its bills, in the assurance 
not only that they will be punctually met by the acceptors, 
but that the currency in which they are paid will be maintained 
at parity with gold. It is for this reason that a rise in the 
London bank rate is quickly accompanied W a rise in all 
other bank rates, Any money market which maintained too 
Iowa rate would quickly find the exchanges growing adverse 
owing to the desire of lenders to remit abroad. At other 
centres (I write, of course, of pre-war conditions) the foreign 
lender must always allow for the possibility of a loss OD 
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exchange through a depreciation of the currency in which his 
loan is repaid. As a result of the general prevalence of the 
gold standard, rates of interest in different centres are linked 
together. They are free, however, to vary within limits, 
" lending points" as it were, not unlike the specie points of 
the foreign exchanges. If an extr!), 1 per cent. on a three 
months' bill is just enough to attract a French lender to the 
English market, then the English bank rate cannot be more 
than 1 per cent. above the French. Should the difference 
exceed this limit the remittances from Paris to London would 
speedily necessitate a rise in the French rate. 

These limits, however, depending as they do on many 
speculative factors, are by no means so definite or so constant 
as the specie points in the foreign exchanges. A slight dis
trust of the currency may practically make the limits in
operative. 

Even when the limits are tully operative, the difference 
between one rate and another is quite enough to enable one 
country to contract credit more severely than another, and 
this remains the only decisive remedy for inflation. High 
interest may make the exchanges favourable while it lasts, 
but as soon as it is reduced the loans begin to be withdrawn, 
and the effect is reversed, except in so far as the contraction 
of credit has made way. 

At all points the country which has no position as a finan
cial centre is at a disadvantage_ When the exchanges tum 
against it, it must expect the remedial measures to wor~ 
slowly. Such a country must therefore hold a relatively larg 
gold reserve or be exposed to the danger of finding its reserv 
exhausted and its currency depreciated in an emergency. 

To escape from this dilemma, to avoid the insecurity 0 

a small reserve on the one hand, and the expense of a larg 
one on the othqr, a system has been evolved which has of lat 
years been widely adopted. Even if a country has no posi 
tion at all as a financial centre, if no one draws bills on it eve 
to finance its own import trade, there is nothing to prevent i 
investing in bills drawn on other countries. In time of str 
when the exchanges are adverse, people come to the centr 
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bank of the country to withdraw gold for export. This they 
do solely in order to obtain credits ill exchange for the gold 
in foreign countries, and it would suit them just as well if the 
central bank could give them credits in those foreign countries 
instead The central bank, therefore, makes a regular practice 
of applying a part of its resources to the purchase of bills 
payable in one or more foreign centres, selected as being those 
where traders are most likely to want credits.1 The bills must, 
of course, be bought after acceptance, and must be presented 
for payment, if still held, at maturity, and consequently the 
central bank must have some agency or representative in· the 
centre on which they are drawn. While they are held they 
may be either left in this centre or taken home by the central 
bank. When the exchanges become adverse the central bank 
can come into the foreign exchange market and either offer 
the actual foreign bills for sale, or itself draw bills on the. 
foreign centre in favour of traders who want to remit thither. 
The essence of the arrangement is that the central bank 
should have the command of assets at the foreign centre. 
Bills accepted at that centre are a convenient form for such 
assets to take, but money lent at call or on deposit or invested 
in easily realisable securities would serve as well. The posses
sion of such assets in any form enables the central bank to 
redress the balance in the exchange market by offering for 
sale bills drawn upon them. 

This system has the double advantage that it acts on the 
exchanges even more directly and quickly than the export o.f 
gold, and that the bills or other foreign assets, unlike gold, 
yield interest. The accumulation of a vast reserve of gold is 
sheer waste, except for the financial stability which it gives, 
and if that stability can be equally well gained without the 
sacrifice involved in sterilising so great a part of the country's 
wealth. there is no reason for incurring this ~te. Foreign 
bills or balances: abroad are maintained. just like gold reserves. 
to secure the convertibility and the parity of a paper currency; 
when the exchanges become adverse, bills on foreigri centres 
are sold and are paid for with legal tender paper. which is thus 

'See J. M. Ke71l ... "Indian Currency and Finance." chap; ii. 
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withdrawn from circulation. Obviously the whole system 
depends on the paper being definitely withdrawn; if it is lent 
out again, nothing will have been achieved towards restoring 
the exchanges, the central bank will merely have substituted 
assets at home for assets abroad. If the paper when once 
withdrawn is withheld from circulation, the same effect ensues 
as from an export of gold; the purchasing power in circula
tion is diminished by that amount, but, in order that a 
proportional reduction may be made in the stock of credit, 
the rate of interest must be kept up. 

It does not much matter in what country the foreign assets 
are held, provided it be a sufficiently important financial centre 
for bills upon it 1:0 be always in considerable demand. If the 
bills can be sold at all, the necessary withdrawal of legal 
tender paper can be carried out, and even if the chief demand 

• is for exchange on a different financial centre the sale of ,the 
bills will transfer the strain of that demand to the centre on 
which they are drawn. 

If the banks of every country held among their assets a 
substantial amount of bills or other loans payable at maturity 
in other countries, all could regulate their foreign exchanges 
without any transmission of actual gold. In practice, of course, 
countries are not willing to be unduly dependent on their 
neighbours in so important a matter as the regulation of credit 
or currency, if only because a war might at any time cut them 
off from one or other of the financial centres in which their 
foreign assets are situated. But in spite of this risk Russia, 
Austria-Hungary, Japan, Argentina, Greece, the three Scandi
navian countries, all made use before the war of this conven
ient substitute for a gold reserve, and colonial dependencies, 
being free from the war risk, have in some cases based their 
whole currency system on assets held for the purpose in their, 
mother countries. India, Nigeria, the Straits Settlements, thel 
Philippines, the Dutch East Indies, and German East AfriC~' 
are instances. In these cases it is not merely a note issue whic 
is 50 regulated, but a silver coinage system. If there were 
free coinage of silver, the unit of value would, of course, b 
silver, but silver is only coined at the discretion of the Govern " 
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ment, and by limiting the amount coined the value of the 
standard coin is kept up (in accordanc,e with the quantity 
theory) to something materially above the market value of the 
silver bullion of which it is composed. An over-valued silver 
coin or .. token .. of this kind has been called a .. note printed 
on silver," and Pl'oWled the fluctuations in the value of silver 
do not bring its intrinsic value up to its nominal value, it 
behaves in exactly the same way as a legal tender paper 
currency. 

Under pre-war conditions the value of the Indian rupee 
was kept within a fraction at the ratio of 15 rupees to £1, by 
means of the Indian Government's exchange operations in 
London. A considerable part of the taxes collected by the 
Indian Government in India have to be remitted to London 
to pay interest on the Indian debt, pension charges and other 
liabilities due in England. The Indian Government effects . 
these remittances by periodically offering for sale in London 
bills and telegraphic transfers on India. So long as it always 

" sold as much as it could and no more at the par of exchange, 
IS. 4d. to the rupee, the exchange tended to be permanently 

'at that figure. Whenever the rupee began to depreciate, 
people were unwilling to offer IS. 4d. for it, and the Indian 
Government would sell none. It paid its London liabilities 
from reserves kept in London for the purpose, and retained 
the corresponding rupees in its vaults in India. If, on the other 
hand, the rupee tended to appreciate, ,there was a great demand 
for rupees at the fixed price of IS. 4d., and the Indian Govern
ment would receive more money than it needed to meet its 

.,liabilities in London. It passed the surplus intO its re
serve in London. and issued rupees from its reserve in India 
to pay the bills and telegraphic transfers sold in London. 
If it had to coin fresh rupees, it paid for the silver from its 
reserves in London. but the ?Ofil on the coinage of the 
rupees remained in those reserves. Thus the issue of rupees 
into circulation and their withdrawal were nicely regulated 
so as to prevent the exchange in London ever varying from 
par. The actual manner of pfoceed.ing was slightly more 
complicated than this. since the Indian Government did 
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not stop selling rupees unless their value fell id. below par, 
nor did it sell them in unlimited quantities unless their value 
rose id. above par. The margin of !d. either way was taken 
to represent the cost of sending gold instead of buying ex
change, and the system was thus not to keep the exchange 
at par, but to keep it within the specie points. It some
times happened that the Indian exchange threatened to fall 
below IS. 3id. notwithstanding that the Indian Govern
ment was selling no rupees. I,n such a case the Indian 
Government offered to sell bills or transfers on London in 
India in unlimited quantities, and it paid the bills or transfers 
out of the assets which it held in reserve in London. The 
system was thus complete, and ensured the maintenance of 
the gold value of the rupee without the use of any actual gold 
whatever. Nevertheless, it was the policy of the Indian 
Government to maintain a gold reserve in India, and also to 
keep a gold reserve in London. This London gold reserve 
formed part of the London assets necessary for the working 
of the scheme. It was not merely a bank credit payable in 
gold on demand; it was a stock of actual metal" earmarked .. 
at the Bank of England as the property of the Indian Govern
ment. That is to say, it was not paid into the Indian Govern
ment's banking account, but was left in the Bank of England'os 
vaults merely for safe-keeping, like a private customer's deposit 
of jewels or securities. 

But the extreme of economy of gold which is characteristic 

1

0f the gold exchange standard is only possible for a country 
which is in close union, and therefore likely always to be at 
peace, with the centre on which the exchange standard is 
'based. Independent countries, though they may supplement 
their gold with balances abroad, prefer to base the mainten
ance of the gold value of their currencies on gold kept within 
their own borders. 

The inclusion among the bankers' assets of bills based on 
international trade is not, of course, the only factor which goes 
to determine the sensitiveness of a credit system to changes 
in the bank rate. Much depends upon the character of the 
country's business, and on the proportion of it which is 
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financed on credit. The class most dependent on credit and 
most sensitive to credit movements being the merchants, a 
predominantly commercial country will be correspondingly 
sensitive, and its credit system will be the more easily con
trolled. Manufacturers on a large scale, though less sensitive 
and possessing less power of economic initiative than the 
merchants, are nevertheless large temporary borrowers. The 
manufacturer, being a purchaser of raw material and a seller 
of his finished product, has some of the characteristics of a 
merchant. He will tend to let his stocks of raw material run 
down at a time when he cannot borrow on favourable terms, 
though his desire to keep his works going will lead him to 
buy under conditions when a merchant would not. Some
times, actuated by the same motive, he will manufacture for 
stock, when he has no orders on hand, and when he has no 
immediate hope of selling. In order to carry greater stocks 
of unsold goods than usual, he must borrow, and the terms on 
which he can borrow will affect his action in some degree, 
though not to the same extent as that of a merchant in similar 
circumstances. 

Retail traders differ in some respects from wholesale mer
chants. It is the business of the wholesale merchant to be 
vigilant and adaptable. The sphere of the retailer is more 
restricted, and less initiative is demanded of him. Often the 
custom of his trade prescribes narrowly the prices he may 
quote. He must charge a fixed percentage above the price 
he paid for the goods he- sells, and when the wholesale price 
changes, he must go on selling his existing stocks at the old 
price, which no longer corresponds to their replacement value. 
In so far as the retailer is prevented from adapting his prices 
to the market, he is precluded from defending himself against 
variations in demand. He must go on selling cheap· in a 
rising market, and watch his stock-in-trade melting away, till 
he begins to draw upon the more recently acquired consign
ments. 

When the consumers' outlay is increased, the less the rise 
of prices, the greater will be the increase in the quantity 
of goods purchased. The more rapid, therefore, will be the 
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depletion of stocks, and the greater will be the volume of pro-

~
uction required to make them good. The result will be to 

exaggerate the effects of a credit expansion. 
Likewise any obstruction to the reduction of retail prices 

will exaggerate the effects of a contraction in the consumers' 
utlay. So long as retailers keep up their prices, sales will be 
etarded, fewer orders will be given, and production will be 

curtailed. When a severe contraction of credit takes place, 
retailers are sometimes particularly reluctant to reduce prices, 
lest an open acknowledgment of the depreciation of their 
stock-in-trade lead their bankers to call in loans which are 
no longer adequately secured. Yet in reality they lose more 
from the restricted sales than they gain by the maintenance 
of prices, and so ruinous is the check to business that the 
custom, of the trade is relaxed to the extent of allowing from 
time to time clearance sales of old stock" at a reduction." 

Dealing and manufacturing are only a part of the world's 
business. A very large part of the population of the world 
is engaged in agriculture. As has already been pointed out, 
agricultural production is less sensitive than industry to credit, 
even where the farmers are in the habit of borrowing from 
their bankers. But the small peasant is in a different position. 
His unaided credit does not enable him to borrow on tolerable 
terms, and his business is too small to support a banking 
account. He sells his crops for money, .. whether metal or 
paper, and gradually draws on the money in the interval; 
before his next harvest. A nation of peasants, like India or' 
Egypt, develops comparatively little banking business for its: 
own needs. If even the necessary mercantile business of su~. 
a country is financed by its richer neighbours, its curren ' 
is almost completely insensitive to banking control. Whe 
foreign nations contract credit, it can do nothing to kee 
pace; it must remain passive while its peasant population 
finding their sales in foreign markets diminished, graduall 
pay away their hoards, till the shrinkage of purchasing pow 
brings down prices to the intemationallevel. 

It may seem mysterious that so slight a change as WJ 
increase in the rate of interest on temporary loans by I 0,' 
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2 per cent. should have such far-reaching results. The ex
planation is in part to be found in the immediate reaction 
on the merchants, who are the economic leaderS. But the I 
effect is very much intensified by the fact that a contraction 
of credit starts a fall in the prices of commodities, and a fall 
in prices its~ ha.!1 the salljle effect as a/further rise in the rate 
of interest. 'we saw in Chapter II. how rising prices operate 
as an inducement to merchants to increase their stocks,' and 
that the rate of interest, in order to lead to a diminution of 
stocks, must be high enough to offset this. And just as'.. 
rising prices augment the merchant's profit, and lead him to ' 
accelerate his purchases, so falling prices diminish it and lead I 
him to accelerate his sales. In fact, once the rate of interest. 
has begun to take effect and' to depress prices, the fall of 
prices itself reinforces its effects. This is one more instance of 
a phenomenon which is constantly recurring in the theory Ofl 
credit, and which is indeed at the root of the inherent insta
bility of credit; .a disturbing cause gives rise to ulterior effects 
which in turn have a tendency to stimulate the cause itself. 
When credit has definitely turned the corner and a contraction 
has succeeded to an expansion, the downward tendency of 
prices is sufficient to maintain the process of contraction, even 
though the rate of interest is no longer, according to ordinary 
standards, high. Merchants who cannot see their way to sell 
at a remunerative price are quite reluctant enough to buy, 
without the added discouragement of high interest. To put 
the same thing from another point of view, the monetary unit 
is rising in value, and a borrower, quite apart from the charge 
for interest, has to repay a greater amount of purchasing 
power in terms of commodities than he originally received. 

During an expansion of credit, prices are rising and profits' 
are high, and the rate of interest rises in sympathy with profits. , 
The expansion culminates and ends with a further rise in the 
rate of interest to the point at which it just offsets the expec
tation of profit, and thereupon there ensues a period of con
tracting credit and Will interest. And even after the bank 
reserves have been everywhere restored to the normal pro
portion of the banks' liabilities, interest will continue low for 

9 
• 
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a further period in order to induce merchants to resume the 
business of borrowing and buying. The history of the London 
money market is full of examples of this alternation of high 
and low interest. The periodicity of expansions and contrac
tions of credit has for long attracted the attention of econo
mists. In another work,' I have endeavoured to show how 
this periodicity is the natura! result of the slow response of 
people's cash balances, or, in other words, of the cash portion 
of the unspent margin, to credit movements. Credit is easily 
induced to expand, but its expansion is not immediately 
accompanied by a proportionate increase in the earnings of 
the working classes or in their power to absorb cash. Even 
when earnings do show a material increase, this goes to a great 
extent not in increased balances but in increased expenditure. 
In so far as the money paid out on one pay-day comes back 
through the shops to the banks by the next, no additional 

• strain is put upon the banks' cash reserves. From the time 
when earnings first rise there begins a gradual accretion of 
people's cash balances, which will continue until these balances 
are in due proportion to the increased earnings. But even if 
there were no further increase in earnings, this pr<JCe'lS would 
take a considerable time. So long as credit is expanding, 
earnings are increasing. When credit begins to contract, 
earnings are at the maximum, and the ci/.Sh portion of the 
unspent margin is still short of the level corresponding to this 
maximum. The wage-earners are, in fact, still absorbing more 

. money than they spend. The first impact of the credit con
, traction falls on profits; wages cannot be immediately reduced, 

nor will even employment slacken until pending contracts have 
been worked through. There therefore intervenes a period 
when the absorption of money into circulation continues not
withstanding the contraction of credit. At last the current is 
reversed, and the drain of money first ceases and then is 
replaced by a return of money to the banks. The depletion 
of people's cash balances is as gradual as their accumulation, 
and the return of money from circulation continues for a long 
time after the banks have ceased to contract credit. When 

, .. Good and Bad Trade.·' 



· A CONTRACTION OF CREDIT ' 131 

the revival of business begins, there is a great accumulation of 
superfluous cash in the banks, which plOvides the opportunity 
for a renewed credit expansion. The whole cycle occupies 
usually from seven to ten years, though it may be interrupted 
by wars and other accidents by which credit movements are 
affected. The trade expansion which was already showing 
signs of slackening in 1914, was followed by an orgy of in
flated and artificial prosperity at the outbreak of war, just 
as, more than a century before, the period of expansion which 
collapsed with the outbreak of war in 1793 was immediately 
followed by a renewed expansion which culminated in a crisis 
only four years later. . 

The trade cycles are distinguished by a number of symp
toms. Well known as they have long been, it is only in the 
past half-century that statistics have been recorded in so com
plete a form as to afford a full practical verification of the 
theory. The period of credit expansion is marked by rising 
prices, high profits, good employment, rising wages, high 
interest, falling bank reserves. The period of credit contrac
tion is marked by falling prices, low profits, bad employment, 
falling wage!, low interest, rising bank reserves. 



CHAPTER IX. 

FINANCIAL CRISES. 

IF the remedy for a disorder in the currency system is to be 
found in the control of credit, we have to consider not only 
the sensitiveness of credit to the control exercised by the 
banks, but also the possible magnitude of the disorder to which 
the remedy is to be applied. 

What is the greatest strain to which the currency system 
• of a country is likely ever to be subjected? 

From the point of view of any single nation the problem 
'presents itself as that of controlling the foreign exchanges, 
and the maximum strain means the maximum drain of gold. 

We have already seen that credit is by nature unruly. It 
is always straining at its tether, or rather, it is perpetually 
starting to run away, and then being pulled up with a jerk 
when the limit of inflation consistent with the maintenance of 
the metallic standard is reached. Even with the test of the 
foreign exchanges always at hand to give warning when the 
situation is getting out of hand, the necessary precautions 
may nevertheless not be taken, and the result will be a break
down. It may be that with some new development of business 
the banks, from sheer inexperience, are beguiled into the easy 
path of granting credit in ever-growing volume. They follow 
the line of least resistance, like a novice in the art of bicycling, 
who spins gaily along before the wind for the first time, sur
prised and delighted to cover the ground so easily, and without 
suspicion of the struggle awaiting him when he has to ret~' 
against the wind. Or it may happen that a Govep1ment . 
driven under the stress of some imperative need to creat 
credits, which are known all the time to endanger the value 0 ; 

its currency. This happens above all in time <?f war, anll: 
13~ • 
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indeed the effect of war on credit and currency is of such special 
importance that it will require separate consideration at a later· 
stage.. Against the folly or ignorance of bankers and Govern
ments, and against the stress of war, no gold reserve, however 
great, is an adequate protection. It is easy to see how the 
line of least resistance will alway's lead to greater and greater 
inflation. If an inflation of credit once begins, the conse-! 
quences will be felt, in a withdrawal of gold. 1In f cO,!!!Ltry 
with a paper currency dependent on the supp y 0 gold, as 
much as in one with a gold currency, this will produce what to 
the banker and trader appears to be a shortage of currel!.CY.L 
They will clamour for more currency, and, in so far as ~ . 
guided by their immediate interests, will resist proposals for 
raising the rate of interest and restricting credits. It might be 
supposed that a rise in the rate of interest would be profitable 
and attractive to the banker, since his profits are proportional 
to the rate of interest which he charges to his customers. In
practice, however, this is not so. The first step is to raise not, 
the market rate but the bank rate. The market rate only 
follows the bank rate, because the high bank rate obstructs 
advances of legal tender money from the central bank. In 
the first instance, therefore; a high bank rate intensifies the 
shortage of currency and increases the embarrassments of the 
bankers. It is a poor consolation to the banker, who sees his 
cash reserves dwindling, that the corresponding contraction in 
his business will necessitate an increase in the rate of interest 
which he charges to his customers. He cares more to increase, 
or at any rate to maintain, the extent of his, business than to 
reap such additional profit as even a high rate of interest will 
give him for a short time on a reduced volume of loans. To 
the trader the high rate of interest presents itself in the first 
instance as an expense to be subtracted from his profits, but 
behind this initial loss looms the far more serious menace of 
a difficulty in borrowing, which will affect not merely himself 
but those to whom he hopes to sell. A central bank or a 
Government will only be human if before the protests of the 
business world it shrinks from the paradoxical course of 

1 See chapo. ziii .• :ni, 

'. 



134:. CURRENCY AND CREDIT 
... - i 

remedying a shortage of currency by making a still greater 
shortage. If it gives way, if it tries to make up the shortage 
of currency by further issues, and does not at the same time 
insist on a high rate of interest, the inflation of credit will 
quickly be intensified, the fresh supply of currency will be 
steadily drained away into circulation, and the withdrawal of 
gold for export will continue. There will soon follow a renewed 
clamour for more currency, and, if the same situation is dealt 
with in the same way, it is inevitable that the system by 
which the note issue is related to the stock of gold will break 
down. There will be one of those infringements or amend
ments of the law to which we referred in Chapter V. This 
will be an opportunity for a reconsideration of policy; if the 
opportunity passes and still there is no restriction of credit, 
the next stage will be the actual or threatened exhaustion of 
~~. st~_oi.gol~ ~(tUJlS'p:n~ion of specie payments, The 
moinent the free-payment of the legal tender ~ gold 
stops, they will begin to fall to a discount, and the foreign 
exchanges, already up to the export specie point, will become 
more adverse still. The failure to maintain specie payments 
marks the cutting adrift of the country's currency system from 
that of the gold-using world; it means that business, which 
till then has been stimulated by the inflated turnover of credit, 
and therefore of purchasing power, begins to be disorganised 
by doubt as to the value of the monetary unit. Its value is 
palpably falling, but no one knows how rapidly it will fall; it 
cannot be permitted to fall indefinitely, or all measure of value 
will be lost, but no one knows when the 1imit will be reached 
or a recovery will begin. The recovery can still be started by 
a high rate of interest, but even without that the mere dis
organisation of business may of itself check borrowing and help 
to stop further inflation. Once the vicious circle of expanding 
credits and rising prices has been broken, the central bank can 
regain control of the situation, but the accumulation of un-

o executed orders to producers which usually accompanies a 
.. -'eriod of inflation will probably prolong the expansion of 
i uedit for some time after the loss of confidence has begun. 

It is likely therefore that before stable conditions have returned 
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there will be a material depreciation of the curten~'/'" If the " 
old standard is ever to be regained there must ensue a long i 
and painful period of contracted credit. 

There has been so much bitter experience of this rake's 
progress, that nowada}"5 the great central banks, if free from 
Government interference, are alive to the importance of keeping 
control. Perpetually watching the foreign exchanges, all keep 
pace together, and so long as they do so, no serious gold 
movements occur, except for the usual stream of metal from 
the gold-mining countries. It was shown in Chapter VI. that 
as a result credit expansions and contractions tend to be 
world-wide, though the susceptibility of any particular country 
to their effects will depend upon its special circumstances. A 
world-wide contraction is only necessitated by a pre-existing 
expansion. The countries which participate in the expansion 
experience a growing demand for money for internal circula
tion. This demand denudes the banks of their reserves of 
legal tender money, and they in turn have to draw fresh sup
plies from the central bank. The time arrives when in one 
or more countries, t~,.1resh..§upplies. cannot be proVided 
witho~!ling . th~_sUrplus reserveS of gold and running 
the ilsk of a: breach of tlie law oy whicnlhe -papercu~y 
is regulated. ht-. this point the contraction of credit begin~ 
The centres so threatened raise the rate of interest or tak~ 
other means of contracting· ·credit, and as soon as these 
measures become effective they begin to draw gold from 
abroad. But other countriel'l will for the most part be unable 
to spare gold. and must respond by raising the rate of interest 
in their turn. In a short time credit begins to con tract every
where. But the different financial centres are likely to find 
it more difficult to keep pace in a credit contraction than in 
a credit expansion. In a general credit expansion the country 
which gets a little ahead can easily slow down by raising the 
rate of interest somewhat above the prevailing level. In, l!: 
general credit contraction the country which drops behind· 
can only save itself by increasing the pressure which, thought 
perhaps already great. has been found insufficient. l If dra§1ic 
a~~~?=--~~. res~!l9iQgly ~'ll:[e 
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fall in the Vhlues of commodities and securiijeSL there may 
ensti(a financiaIirl.slSJl . '. - ..., . ~ . - . 

• c~ The characteristic of a crisis is widespread bankruptcy. 
The fall of values diminishes the assets without lightening' 
the liabilities of the merchant who is carrying on business 
with borrowed money. The failure of the merchant may 
endanger the solvency of his banker, whose assets, though so 
long as they are good they are of a fixed money value, depend 
for their security on the assets of his customers. The failure 
of some banks, coupled with the reluctance of those which 
remain to lend, drives traders to seII instead of borrowing, in 
order to raise the ready money necessary to meet their imme
diate liabilities. The extreme rigour of the ,crisis i~ due 

1 to the depreciation of values, already great enough in conse
quence of the contraction of credit, being intensified by these 
forced sales. The catastrophic fall of prices is reflected in a 

; violently favourable movement of the foreign exchanges. Gold 
,'pours in, and other countries, to safeguard their gold reserves, 
must resort to a con traction of credit almost as drastic as in 
the crisis centre itself. 

Probably of all the different strains, apart from war, to 
which a currency system may be exposed, that of a serious 

'external crisis, that is to say, a crisis in a neighbouring country 
of commercial and financial importance, is the most severe. 
A country subjected to this maximum strain suffers a drain 

,of gold, due to causes beyond its own control, which arises 
: with great suddenness, and can only be counteracted by 
drastic measures for the contraction of credit.' These measures 
themselves may cause so disastrous a fall of values as to lead to 
a crisis at home, and in that case the remedy may be worse 
than the disease. • 

In a financial crisis there are two quite dis~in$~~ 
work(to depr.ess.pric.e5R.nd€e make the foreIgn exchanges 
favoil'ra:bie)and these two causes, thougbfrequently found in 
conjunction, may sometimes 'occur separately., ~, there 
is the curtailment of credit by the banks in consequence of 
the shortage of legal tender currency and the depletion of 
their reserves; and, secondly, there is the impairment of the 

~ :' 
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solvency of both the banks and their customer&. It is clear 
that the impairment of solvency might occur without any 
shortage of legal tender currency. A single very large failure 
(which may be the result not of a sudden drop in prices but 
of a long course of imprudent trading, successfully concealed 
until the deficiency of assets has become overwhelming) may 
lead to a multitude of others. A sudden change in the con
ditions of supply of a single commodity or iD the demand 
for it may land a number of speculators iD bankruptcy. 
Whatever the cause, a series of commercial failures will 
destroy a part of the assets of the banks. This may not of 
itself restrict the operations of the banks iD any degree; for 
a bank which has suffered losses can best recover its position 
by maintaining or even extendiDg its business and using a part 
of its profits to build up a capital reserve. But a crop of 
business failures is almost certain to make the banks cautious 
in lending. They will be less likely to lend on the unsup
ported security of a merchant who may to-morrow suffer the 
same disasters that. brought down his neighbours yesterday. 
And every finn which was a creditor of those which have 
failed has lost thereby some of its margin of solvency, and 
has become a less desirable borrower than before. The re
luctance of the banks to lend will diminish the total sums 
lent. and this retardation of the fabrication of new credit will 
have just the same effect. in the first instance. as if it had been 
undertaken expressly to check inflation. But if the commer
cial failures have occurred at a time When there is no inflation. 
and when. therefore. the cash reserves of the banks bear an 
adequate proportion to their liabilitiee. the 'curtailment of 
credit is not likely to last long. Anxious though they may 
be to avoid lending to those traders whose solvency is under 
suspicion. the banks will be ready enough to lend to anyone 
whose solvency is beyond doubt. or who can offer ample 
security. In proportion as their business has shrunk in con
sequence of their caution in dealing with the former ~ ;. 
they will be eager to extend it by increasing the accommoda-· 
tion which they grant to the latter. ' 

Commerci.al failures. however. may have a more serious . 
, 
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effect than this upon the supply of credit. If they are severe 
enough they may ruin the banks which have lent to the in
solvent firms. The failure of an important bank has a most 
violent effect upon credit operations. The obligations of 
a solvent bank are from the point of view of its creditors 
simply the equivalent of so much money. Let the bank 
become insolvent, and these obligations are as it were petrified. 
They become deferred claims to share in a fund of problematical 
value. If there is a prospect of the assets turning out well, 
other banks may grant cautious loans on the security of 
these claims, but well within their face-value. But a great 
part at any rate of the purchasing power represented by the 
defunct bank's liabilities is annihilated. 

Again, a bank knows its customers' affairs, and if it fails 
they cannot so readily obtain loans from other banks to whom 
they are strangers. Therefore not only does the prospect of 
the loss of, at any rate, a part of the sums due to them from 
their bankers weaken their financial position, but they cannot 
easily find lenders willing to advance even such loans as their 
financial position still justifies. The destroyed purchasing 
power cannot be immediately replaced, and till it begins to 
be replaced the consumers' outlay will be proportionately less 
than before. The country becomes a bad market to sell in, 
and prices fall. But the traders and stock-jobbers who carry 
on business with borrowed money, and who find their bank 
balances suddenly impounded and their borrowing power cur
tailetl or suspended, are driven to sell whatever wealth they \ 
can realise. Helpless in the flagging home market, they'!USh 

./ to offer goods aiid securities in any foreign market where the~ 
can find purchasers., And the foreign purchasers, still fre 
from credit difficulties in their own countries, are, of course, 
ready and eager to buy goods or securities at low prices. The 
sudden heaping up of credits in foreign countries at the dis- \ 

.' posal of traders who are in urgent need of ready money at 
"home will of course immediately react upon the foreign ex
changes. The exchanges will become very favourable and \ 
gold will flow in; this influx of gold will help to make up the 
shortage of purchasing power. If there were no [ecuperative 
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tendency in credit at all, the quantity of gold neeaed to re
store equilibrium would be equal or comparable to the whole 
amount of credit money destroyed. If the crisis occurred in 
a country where credit is highly developed, the quantity of 
gold needed on this basis might be enormous. The amount 
of credit money in such a country may be three or five or 
even ten times the amount of gold. The banking deposits 
of the United States, even before the war, were ,much greater 
in total value than all the gold currency in the world. Those 
of the United Kingdom, though less even in proportion to 
population, were greater than all the gold currency in Europe. 
The banking deposits in other great commercial states ran to 
totals of several hundred millions each. If a crisis suddenly 
made a considerable gap in one of these vast totals, and the gap 
could only be filled by gold, a severe strain wO}lIcj. P~pllt.upon 
the currency systems of all othercoiiiitrieS:- But if the crisis 
is -mere1y-coinmercial,"il.nd does nof' arise in the midst of. 
a period of inflation when there is already a shortage of cur
rency, there are several reJ.!!ediai tendencies at work. F ot one 
thing, the extinction of a quantity of credit reduces the pro-! 
portion of credit to money, and the banks are ready enough to 
increase their advances to solven~ borrowe~ in order to restore 
the proportion. The sale of goods and securities abroad 
reduces the stocks of both, and makes the people who have 
sold them (and who will have .i.:educed their indebtedness with 
the proceeds) ready to borrow afresh in order to accumulate 
new stocks while prices are still low. The gold impollted· 

. increases the disproportion between credit and money, and 
adds to the willingness of the bankers to lend. In such 
conditions, therefore, the fabric of credit is likely to be very 
quickly reconstructed, and the amount of gold actually im
ported may be quite moderate. 

In practice, however, commercial crises hardly ever occur ~ 
this detached fOI\lll: they are almost invariably associated with 
finaNCial crises. So long as credit is expanding, unsound 
businesses can usually stave off bankruptcy, and it is the failure 
of markets and fall of values resulting from a contraction that 
bring them down. Prices have been forced up to a level at 
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which the currency systems of the world and the stock of gold 
cannot permanently maintain them. The drain of gold or of 

'paper based on gold into circulation is the signal for the 
inevitable contraction of credit and deflation of values. This 
process of deflation threatens the solvency of the weaker 
traders. In any country where the expansion has been exces
sive and the contraction is proportionately severe, a crisis may 
break out. 

~ 
The distinguishing characteristic of a crisis is the pressure 

to sell, caused by the peril of bankruptcy. If a trader is in 
danger of failing, that is the result of a faIl in the value of his 
stock-in-trade. He has been employing both his own capital 
and the advances he can get from his banker to buy goods, 
in the expectation that he can sell them, as fast as he buys 
them, at a rising price. Sales suddenly faIl off-a sign that 

I the period of expanding credit is at an end, and that the banks 
.are initiating a period of contraction. The unfortunate trader 
finds not merely that his goods cannot be turned into cash so 
quickly as he had hoped, but that he cannot get so much cash 
for those which he does sell, and that the value of the whole 
of the stocks on his hands has to be written down to the new 
level of prices. Failing to sell, he has to renew loans from his 
banker in order to carry the unsold stocks, and he may have 
to increase his indebtedness in order to pay for new consign
ments of goods, ordered befor'; the tide began to turn, but 
only delivered afterwards. In 'such circumstances, even if the 
exoess of his assets over his liabilities does not vanish alto
gether, it may well be that the margin is so' narrow that he 
cannot provide good enough security to induce his banker to 
grant the accommodation he needs. In that case, if he is to 
meet his engagements, he must sell. But the curtailment of 
credit has already spoilt the home market, and it is the failure 
of the home market that is the cause of all his embarrassments. 
He is therefore driven to sell abroad if he can. But the 
remedial tendencies which would mitigate the severity of a 
purely commercial crisis are absent when the situation is 
complicated by currency difficulties. Foreign countries are 
themselves short of gold, or at any rate cannot spare gold 
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consistently with their currency laws. Banks, at home and 
abroad alike, are anxious not to extend but to curtail their ad
vances even to solvent borrowers. The contraction of credit, 
in fact, and the consequent failure of demand, are not local 
but world-wide. In proportion to the difficulty of selling, the 
depressing effect of the forced sales upon prices is intensified. 
Prices are for the p10ment at an artificially low level, and many 
traders, whose business according to the standards of normal 
times would be perfectly solvent, go under, simply because they 
can neither borrow nor sell. 

But though crises arise out of a world-wide contraction of 
credit, they are not themselves necessarily world-wide. As 
the contraction progresses, there may be a collapse in one 
country or another, and, if the crisis is severe and the country 
in which it occurs is important, the others may be subjected 
to a very heavy strain. But they may stand the strain. 
There are, in fact, two ways of escape from a state of inflation,. , 
a ![8-dlla!-~y IIieans of a restriction of credit, and a violent 
wayoY-means or wIdespreaabankruptcy:' The first, if 
applied too forcibly, may develop' into the second. And if 
one country be unfortunate enough to suffer this disaster, it 
becomes difficult for the others to avoid it. The fall in values 
in the former has been acceierated, and has outstripped the 
fall elsewhere. Foreign markets; remaining at a higher level 
of values, are exposed to th4,\tream of forced sales, and can 
only defend themselves against it by hastening to contract 
credit and to effect a corresponding fall of prices. Until they 
do so, the exchanges will be against them, and they will lose 
gold. Here the advantage of holding a large gold reserve in) 
a crisis becomes apparent. The disparity of values in two 
countries stimulates imports into that in which values are1' 
higher, and checks imports into that in which values are lower, 
creating a balance of indebtedness from. the former to th 
latter. So long as this .balance of indebtedness can be dis
charged in gold the disparity can continue. The possession 
of a stock of surplus gold may just enable a country to tide 
over the critical period with a gradual instead of a sudden 
reduction of prices. But no gold reserve is unlimited, and 
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if it is to fulfil its purpose a steady contraction of credit is 
essential. Otherwise the exhaustion of the reserve might find 
the country still at a level of prices above its neighbours, and 
faced with a choice between a contraction so precipitate as 
probably to cause a crisis, and a suspension of gold payments 
involving a temporary abandonment of the gold standard. 

In fact, if all countries are to maintain a gold standard, all 
must suffer substantially the same fall of prices so far at any 
rate as foreign trade commodities are concerned. Nevertheless, 
under this broad principle are hidden many complications. 
Quite apart from the temporary means of defence afforded by 
the use of a gold reserve to pay for an excess of imports, the 
vulnerability of a country at a time of crisis is affected by a 
great variety of commercial, financial, and industrial conditions. 

When we speak of a credit movement, and in particular 
of a financial crisis, being world-wide, we mean that the 
changes in the standard of value are transmitted through 
the foreign exchanges. But the foreign exchanges are only 
affected by the purchase or sale of goods or securities abroad. 
To determine the susceptibility of a country to the contagion 
of a crisis we must consider to what extent it will in fact buy 
or sell goods or securities. 

It will be convenient to consider goods first. The failure 
of demand and the pressure to sell, which characterise a crisis. 
will affect different commodities very unequally. The con
sumers' outlay is diminished in correspondence with the con
traction of credit, and the man who finds he has less to spend 
will economise more drastically on some commodities than 
on others. He will economise more on luxuries than on 
necessities, and more on durable goods, which can be made 
to last a little longer than usual, than on those which are used 
up in the process of being consumed. He will economise 
more on tobacco than on bread, but more on boots than on 
tobacco. The demand for food, especially for the staple kinds 
of food, will be maintained; the demand for manufactured 
goods will flag. Where there are large accumulated stocks, 
especially if they are due to r;peculative buyjng during the 
preceding period of expansion. prices are likely to fall heavily. 
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And where th~ supply cannot be easily and promptly re
stricted, as in the case of most agricultural products, a similar 
effect follows. Raw materials of manufacture are often very 
sensitive in their price·movements, the supply not accom
modating itself quickly to changes in the demand for the 
finished product. 

Now it may happtm that the particular commodities most 
exposed to the failure of demand at the crisis centre do not 
play any considerable part in foreign trade. The dealers in 
these commodities are precluded from raising money on them 
abroad, perhaps because they do not suit foreign tastes, or 
perhaps because they will not bear transportation. The com
modities which are exported or imported may happen to be 
such that the money demand for them is relatively little 
affected. The prices of these goods do not fall much, the 
merchants who deal in them suffer little or no embarrassment, 
and there is no appreciable pressure to sell. In such a case 
the imports rejected and the goods diverted from the home 
market to export would be small in volume, and foreign 
countries would experience but little of the effect of the ·crisis. 

If, on the other hand, it be assumed that the foreign trade 
commodities are largely affected by the crisis, that among 
exports and imports are classes of goods the home demand for 
which has collapsed sensationally, and that the consequent 
pressure to sell has resulted in a large decrease of imports 
and increase of exports, the effect on any particular foreign 
country may still be either great or small. The effect will of 
course depend on the extent to which the decrease of imports 
and increase of exports are felt in the trade with the foreign 
country concerned. If the foreign trade of that country with 
the crisis centre is large in proportion to the home trade of the 
former, and contains a large proportion of goods (whether .ex
ports or imports) which are sensitive to an adverse market
that is to say, such that the demand does and the supply does 
not contract easily when the consumers' outlay falls off-then 
the effect of the crisis on the foreign country will be great. If 
its foreign trade with the crisis centre is small, or contains a 
small proportion of sensitive commodities, the effect of the 
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crisis upon it will be correspondingly less. But whether tlli- i 

effect be small or great, the immediate practical manifestatidm 
of it is a balance of indebtedness to the crisis centre. Trader!!! 
in the crisis centre have acquired credits in the foreign countrvr 
and wish to transfer these credits into their own country. ie!; 
the first instance only foreign trade commodities have beere 
affected. The existence of the foreign demand makes tM'l 
prices of these commodities fall less than they otherwise woui<ii 
at the crisis centre, while the influence of the crisis makfli 
their prices fall abroad at a time when other commoditie~ ar~ 
unaffected. But as soon .as tra.<i~~. !lUhe 5risis c~ntr~1Jegjt1 
tlLwithdra'N.their ~~~s, other tendencies begUi to opera~: 
The balance between exports and imports having been upse1i;, 
these credits can only be withdrawn in gold. Every foreig# 
country from which credits are withdrawn therefore begins ~H 
lose gold. The loss of gold with which each is threatene.t 
corresponds to the a~ount of credits f?r which !t~ banks ha"i!! 
on balance become liable to traders m the enSlS centre.~): 
loss of gold will threaten the stability of the banks, and mum 
be met by a restriction of credit. (For the moment we mam 
leave the alternative of a suspension of gold payments out '4X~ 
account.) The extent of the restriction necessary will depereir 
partly on the proportion of the threatened gold withdrawal1l). 
the whole stock of gold in the country, partly on the state t:! 
the gold reserves in comparison with outstanding credits ,~;j . 
the time. It may be that the gold reserves are much ablfGL 
what is regarded as the standard proportion, and that ttl' 
credits acquired by traders in the crisis centre are so modenat 
that practically no restriction of credit is necessary. In th~i 
case the prices of commodities other than foreign trade coatt 
modities will in the first instance be hardly affected. But ~ 
general some material restriction of credits will be necessana. 
and there will ensue all the consequences, which we hud 
already traced. The contraction in the consumers' out!a» 

. will make the country a worse market to sell in, and ,,"~'c 

deter the traders affected by the crisis from disposing of thtt.' 
goods and gaining credits there. If the threatened gold wi~ 
drawals largely exceed the amount of gold that can be Spal~ 

.j' 
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'which exports agricultural produce on a large scale, for 
example, may have an exceptionally bountiful harvest. 
Under normal external conditions tbe consequent increase of 
exports would make tbe exchanges favourable and occasion 
an importation of gold. If the exceptional harvest coincides 
witb a financial crisis in a neighbouring country, it may 
partly or wholly counteract tbe tendency of forced sales from 
the latter to increase imports and decre.ase exports, and on 
balance tbe exchanges may be hardly affected. Something 
like this occurred in tbe United State§ when tbe effects of tbe 
Baring crisis in 1890 were largely counteracted, by tbe good 
harvest in 18g1. . 

Whereas tbe forced sales of commodities come from dealers 
in tbose commodities;' embarrassed by' the failure of tbeir 
market, ~.c~1ll!:2f ~e£~~me}rom_ two sourCtlS. 
They come partly from embarrassed Clealers in securities, but 
partly also from traders and bankers who keep a reserve of 
securities to borrow on or in tbe last resort to sell, in case 
tbey cannot raise cash by any otber means in an emergency. 
These reserves are naturally held as far as possible in securities 
of an international reputation, which can be readily sold 
abroad. As a rule, tbe first premonitory symptom of a crisis 

. is a stream of sales Qf tbese securities. A crisis does not break ' 
out" Witbout waxning k-l1remidStOra great trade expansion. 
According to tbe more usual sequence of events, tbe trade 
expansion is first of all checked by a drastic curtailment of I 
credit, and tbere tben follows an uneasy interval of perhaps 
some months while tbe weaker traders are battling against 
failing demand and falling prices to keep solvent. During 
this interval tbey will have recourse to tbe sale of tbeir reserves 
of securities, and when tbese' reserves are exhausted tbe 
failures will begin. ~ fall in tbe prices of securities 

: will precede tbe crisis itself, andt1iiswill impair tbe solvency 
of tbe dealers in investments. But tbese dealers are at tbe 
same time as much exposed as tbe dealers in commodities to 
tbe adverse influence of tbe credit contraction. Indeed, tbe, 
nature of tbeir market is such that tbey suffer more from tbe: 
credit contraction tban tbe merchants. 
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Just as the merchant depends on the consumers' demand 
to dispose of the commodities in which he deals, so the invest
ment market depends on the investors' demand to absorb its 
securities. If its indebtedness to the banks is not to increase, 
the sale of securities to the public must keep pace with the 
new ·issues for which the market makes itself· responsible . 

• But while the initiative in ordering new consignments of com
modities rests with the merchants, the investment market does 
not take the initiative in the production of new securities. 
The origination of new issues belongs rather to the promoters 
and borroweps, who are guided in their plans by the prospect 
of using advantageously or. profitably the fixed capital on 
which the money borrowed is to be spent. At a time when 
credit is expanding and production is profitable and active, 
there is likely to be a great pressure of new issues to provide 
fixed capital for the increased production and so to take 
advantage of the favourable trade conditions. When the tide 
turns, and steps are taken to restrict credit, the consumers' 
outlay, of which investment forms part, suddenly shrinks. 
But the various schemes for the employment of fixed capital 
cannot be abruptly abandoned or even curtailed beyond 
a certain point. Underwriters have already been found for 
some; others are pressed on unwilling underwriters at the 
price of a large commission. The result is that, when invest
ment suddenly shows a great falling off, the investment market 
finds itself loaded up with securities, largely new issues, which 
can only be carried by means of increased loans from the 
banks. Savings. being the surplus on income after all personal 
expenditure has been met, are very sensitive to changes in the 
amount of income. Investment is therefore the most variable 
part of the consumers' outlay, 'and the investment market has 
to face greater fluctuations in demand than the market for 
commodities. At the same time the forced sales of securities 
held by bankers and traders as reserves contribute further to 
the overloading of the market and the depreciation of security 
values. Thus the solven~.Y.--lK-~tQck:j~l>~~JIId-~ 
companies is more liKeryto be threatened even than that of 
the Inf!t'chants;· and forced Sales of securities will be an even . 

'0' 
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more characteristic feature of a crisis than forced sales of 
commodities. 

Stock exchange securities fall broadly into two classes-
shares, whether ordinary or preference, which yield fJariable 

• dividends; and debentures, Government stocks, municipal 
stocks, bonds, etc., which yield fixed dividends or interest. 
Variable dividends depend on profits, and are susceptible to 
all the influences w1:rich affect the market for the goods or 
services produced. When easy credit stimulates trade and 
prices rise, profits and dividends are high, and the prices of 
shares are high, for the prospect of high dividends, even for 
no more than two or three years, adds very materially to the 
value of shares. When credit contracts and prices and profits 
fall, shares fall. Fixed interest-bearing securities tend to 
follow exactly the contrary rule. When trade is active and 
high profits.can be obtained from the use of money in trade, 
the prevailing rate of interest is high, and consequently the 
price of a security bearing a fixed rate of interest is low. 

\When trade is bad and profits low, the price of a fixed-interest 
security rises. At a time of crisis, and in the uneasy period 
which precedes it, the prices of all securities are depressed. 

, Shares fall because trade has passed its zenith; fixed interest 
securities fall because of the forced sales. 

The extent of the forced sales will depend largely on the 
quantity of .. international" securities held in the crisis centre. 
The traders and bankers who are in difficulties will sell all 
they can. Dealers in investments will also be sellers, in ordex 
that they may be in a position to.buy other securities which, 
having no foreign market, can be had at low prices. ThE 
private investor, however, will not want to sell just whe~ 
prices are exceptionally low. On the contrary, he will tend 
to accelerate his purchases of investments; he will risk a 
reduction of his banking account below its usual level in ordEll 
to get good investments cheap, and will thereby help t( 
relieve the situation. 

The appetite of foreign markets for the securities wit 
depend on two factors--the actual or prospective investmenl 

demand and the financial position of the investment markets 
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Dealers will be glad to get securities cheap if they can foresee 
a demand for them, but they will not be willing to buy them 
unless they can pay for them without increasing their mdebted
ness to their bankers to an inconvenient extent. Here we 
see one of the advantages of a country which has withstood 
the temptation to indulge in credit inflation; it can afford to 

, grant credits to the dealers in investments, who therefore can 
buy securities,on advantageous terms, and at the same time 
relieve the needs of its distressed neighbours. 

Perhaps the most important factor of all in determinin~ 
the dissemination of a financial crisis is the distribution 0 

international investment in new issues. A severe crisis will 
very nearly bring new issues to a dead stop so far as this is 
possible; those which are already under way will remain 
as a source of embarrassment first to the widerwriters and 
then to the investment market as a whole. Now new issues 
are very largely required for the development of new coun
tries. Consequently, under normal conditions, there is a 
steady export of capital from old countries to new. When 
credit is expanding all over ,the world this export of capital 
increases in volume. The consumers' outlay is greater; the 
surplus of it available for investment is greater even in 
proportion; the openings for investment in new; countries are 
made more profitable by the active demand for commodities. 
If the expansion of credit culminates in a crisis, the export 
of capital suddenly contracts again. The suddenness of the 
reaction depends partly on the extent to which the under
writers of the ,new issues are exposed to the effects. of the 
crisis. If they remain solvent they mllst provide the money 
according to their bargains and !he new works will continue. 
But even if they remain solvent, work which has not actually 
been begun lis likely to be postponed, and, if they fail, under
takings which are already in progress may have to be sus
pended or abandoned. Therefore there may be a very abrupt 
diminution in the importation of capital into a new country. 
This would have an important effect on the foreign exchanges. 
While the crisis itself makes the exchanges on the crisis centre I 
in all other countries unfavourable to these latter, the stoppage 
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of foreign investment is an additional influence making the 
exchanges unfavourable in all new countries or countries 
which are normally borrowers, and making them favourable 
in the countries which are normally lenders. In the former 
the effect of the crisis is enhanced, in the latter D;litigated. 

When a ~~~orrowin_g country is itself the !jl:ene QU 
cris~ Jhe collapse of markefSfheTeiSlikely to discourage 
IDvestment, and the slackening of investment will have an 
adverse influence on the foreign exchanges. This will tend 
to counteract the effect of the forced sales in foreign markets, 
and to impair the power of the country to draw gold from 
abroad. Consequently new countries are more likely than 
old to lose control in a crisis and to fail to maintain gold 
payments. 

The susceptibility of a country to the influence of an ex
ternal qi~~J may be affected by transitory movemenlS'Of 
cap;w-as much as by temporary movements of commodities. 
If it is just embarking on a large borrowing operation when 
the crisis breaks ·out, and if the borrowing operation is not 
interrupted by the crisis, the favourable movement of the ex
changes required to finance the borrowing will tend to counter
act the adverse movement caused by the crisis. The stress 
of a crisis is transitory, and may be tided over in this way, 
though, when the tale of bankruptcies is complete and the 
forced sales are past, the borrowing country will find that it 
must accommodate itself to a new level of money values. It 
must then face a part, at any rate, of the ordeal through 
which' its neighbours have passed; it must restrict credit 
until the foreign exchanges have recovered equilibrium. In 

. fact the disadvantage of remedying adverse foreign exchanges 
by borrowing abroad is that the remedial effect only lasts while 
the borrowing continues. The mere cessation or slackening 
of the borrowing produces an unfavourable reaction in the 
exchanges, quite apart from any repayment of the sums bor
rowed (for we are here considering not temporary borrowing 
but permanent borrowing or long-term investment). 

A very important factor in increasing the ~~~i!!!Y_of 
a country in case of a crisis is an excess of speculation, either, 

-=- . 



FINANCIAL CRISES 151 

in commodities or in securities. Securities present the best 
opportunities for speculation owing to their wide fluctuations 
of value. A concern which has to pay not only working ex
penses but interest on a large loan capital before it produces 
any distributable profits may yield very fluctuating dividends. 
If it has a capital of £1,000,000, of which one-half is in 5 per 
cent. debentures, then gross receipts of, say, £200,000, less 
working expenses of, say, £150,000, would leave a net profit 
of £50,000, which would pay the debenture interest of £25,000, 
together with 5 per cent. on the £500,000 of share capital. 
If the gross receipts rise 20 per cent. and the working expenses 
10 per cent., the former will be £240,000 and the latter 
£165,000. The net profit will be £75,000, which will be 
suffi.cient to pay the debenture interest and leave £50,000 to 
pay a 10 per cent. dividend on the shares. Thts the dividend 
can be doubled by a moderate increase of prices and output. 
The shareholder is the residuary beneficiary of the speculative 
profits, and where the rise of price is large the increase in 
dividends may be enormous. A dividend of, say, 30 or 40 
per cent., with a prospect of two or three future dividends on 
a similar scale, will send the market value of the shares soaring 
upwards. 

Now the speculator buys shares with a view to selling 
them again at a profit, and he buys them with borrowed 
money. To attain success in his venture he relies on his 
knowledge of the particular shares which he has bought and 
of the psychology of the investors and of his fe1low-speculators. 
If he is wise, he will without doubt keep watch also on the 
money market conditions, but he will be a very exceptional 
speculator indeed if he is prepared for all the reactions of the 
contraction of credit, when it comes, upon commodity values 
and the investment demand. A crisis almost invariably takes J 
the main body of speculators by $urprise. Manufacturers and 
merchants usually ~~.for ~, and in the interval 
before payment fa1ls due they are free from pressure to repay, 
whatever storms may break out in the money markets. But 
the speculator in securities usually borrows either .. at call .. 
(i e. as in New York, he may be called upon to repay at any 
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time), or else for short periods, e.g. from one London Stock 
Exchange account to another, these accounts coming twice a 
month. A sudden general fall in the values of speculative 
shares precipitates a wholesale calling up of loans. A feature 
of financial crises in the United States is the violent rise in the 
rate of interest on call money, which sometimes rises in the 
form of a commission on renewal as high as 1 per cent. per 
day.> 

Speculators in stocks are so especially exposed to the strain 
of a crisis, that particular crises are very commonly explained I as due to "o'ye~2Pec~atioll..:' In point of fact, however, 

I there are examPles of perf ods of furious speculation which led 
I to no crisis at all. The" Kaffir boom" of the 'nineties ex-

pended itself without any crisis, and several years of sound 
trade interventd before the comparatively insignificant crisis 
of l:90l: in Germany ushered in the depression of trade of 
l:902-5. The rubber boom of l:9l:0 came at a time when trade 
was recovering from the great American crisis of I907; there 
was no credit inflation at the time, no serious financial crisis 
occurred anywhere, and the trade recovery continued unbroken 
till I9I3. 

Speculation in fact may be induced either by the discovery 
of some new opening for investment, or by the general rise of 
commodity values and increase of investment demand, which 
occur at a tinle of trade expansion. In the former case over
speculation causes nothing worse than the embarrassment of 
the speculators ;(but in the latter over-speculation is one 
among several sYlnJrtoms of an unsound credit positiol1) 

Speculation in commodities, though usually less conspicu
ous than speculation in securities, is nevertheless inlportant. 
But the line between prudent and inlprudent trading with 
borrowed money is here more difficult to draw. Though com
modities may occasionally exhibit sensational variations of 
prices, their values do not depend, like the values of shares, 
on conjectural calculations as to the distant future, and they are 

'In .884 't:aIJ money is aid to have _ quoted at the fantastic rate of 
4 per .... 1. per day. This, the price of one day'. respite hom bankruptey, .... 
more like blackmail than interest. (5 .... History of Criaea under tbe Natioual 
BaoJang S}'>tem," by O. M. W. S~ .. l 
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not liable to become absolutely valueless, even though they 
may be .. unsaleable" at anything that the holders would 
regard as a reasonable price. Undeniably it is reasonable for 
a dealer to increase his purchases in a rising market, and this 
he can only do at the cost of increasing his indebtedness. The 
dealer who is caught by the fall loaded up with stocks is 
blamed as a speculator, when it may be chance rather than 
caution or foresight which led his neighbour to sell off in 
time. One test, however, may fairly be applied.· When a 
dealer borrows to extend his operations in a rising market, he 
ought to be as cautious as possible in distributing his profits. 
ll, instead of spending his profits on himself as he realises 
them, or (in the case of a company) increasing dividends to 
the utmost legitimate limit, he puts back everything beyond 
the normal profit into the business to build ul a reserve, this 
policy will steadily diminish his indebtedness, and by the time 
the period of prosperity is succeeded by the inevitable set
back, his indebtedness may be no greater than at the beginning, 
notwithstanding the increase in his stocks. It is hardly 
necessary to point out what an element of strength traders 
who follow this course will be in a country which has to face 
a crisis. Indeed the crisis itself grows out of thll weakness of 
individual firms, and if all were strong, if all had kept down 
their indebtedness to such a figure that no practically con
ceivable depreciation of their assets could threaten their 
solvency, there could be no crisis. 

While ~t is expanding, a crisis i§ very unlikely __ w·, 
occ~._ Whatever may happen to pricular indiVfduai5, there l 
will be a general tendency for assets to grow faster than \ 
liabilities. Bu~a.LQCcur at any st~~of a credit coIl:! 
~The same period of contraction may be marked by 
a series of criseS in widely-separated centres at considerable ...... 
intervals. 

In view of the variety of circumstances by which the effect 
of a crisis in one country on another may be accentuated or 
diminished or delayed. it is not surprising that the crises which 
occur in a single period of contraction do not exactly syn
chronise. In 1836 a severe crisis broke out in England. In 
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1837 it spread to the United States. In 1838, when England 
had already entered upon a period of quiet recuperation, it 
broke out in Belgium, France, and Germany, and in I839 it 
spread again to England and the United States. 

The cri~ of May, I866 .•. ...in Lonq~m~one of the most severe 
'ever exp~enced,i1iough apparently isolated, was really the 
sequel of the crisis of the autu~!ull ... ~ which extended 
over the Continent, but whichwaS not so acute in anyone 
centre. Pailures were fairly numerous in I864, both in Eng
land and elsewhere, and the bank rate was raised to 9 per 
cent. in London and 8 per cent. in Paris. As it turned out, 
the pressure on the money market was sufficient to stop the 
credit expansion in France, but not in England. Apparently 
the explanation is that, whereas in France the trade activity 
had been mainty commercial, in England it had been rather 
in the nature of capital speculation. Under the influence of 
recent legislation there was an immense deVelopment of 
limited liability companies. In particular, there were a num
ber of new finance companies, which adopted the very 
dangerous practice of making temporary advances to railway 
contractors on the security of shares in the new railways. 
The effect was that' after the mercantile failures of October, 
I864, in which England had her full share, the credit expansion 
was continued in the form of advances for capital expenditure. 
So long as the public could be induced to buy shares rather than 
commodities the inflation of the consumers' income did not 
result in an undue amount of purckases from abroad, or make 
the exchanges unfavourable. An isolated credit expansion thus 
held progress in England, when the similar movement abroad 
had already been brought to an end by the crisis of I864 and 
the accompanying fall in values. Finally, in May, I866, after 
an interval of a year and a half, the crash came with the failure 
of Overend & Gurney, one of the largest discount companies, 
and of a number of other important banks and financial houses. 
There supervened a condition of things which puzzled econo
mists, both then and since. For two months the bank rate 
remained at IO per cent., while the bank rate in Paris was no 
more than 4 and 5 per cent. Yet gold was not attracted from 
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France to England. The magic of the bank rate seemed to 
have vanished. Macleod attributed this phenomenon to a 
complete loss of confidence in English borrowers. Continental 
lenders would not risk the loss of their capital for the sake 
~ven of 10 per cent. interest. No doubt credit was shaken, 
but that it was shaken to this extent is hardly conceivable. 
The credit expansion having continued in England after it had 
ceased abroad, it was only natural that time should be need~d 
to bring down values in England to the contine!\tal level. 
Neither the forced sales of the crisis nor the pressure of 10 

per cent. would necessaril}'l have this effect immediately, 
especially as the disposable assets of the finance companies 
which collapsed were largely shares in speculative English 
railways which could certainly not be sold abroad. Probably 
the English money market was so swolle1'l with credit that 
when the tide of speculative investment ebbed, the exchang~ 
would, but for the remedial effects of the crisis itself, have be
come violently unfavourable. The reason why foreign lend 
did not take advantage of the 10 per cent. bank rate in Londo 
was that they feared that these unsound conditions might 
necessitate a suspension of gold payments and a failure of the 
gold standard. It was not the insolvency of the borrowers] 
that deterred them, but the possibility of a loss by exchange. 

The year 1890 saw a period of great trade activity culminat 
in a financial crisis, marked by the suspension of Baring Bros. 
in London. The ebb set in in Europe thenceforwS;l, but the 
United States for the moment escaped its effects, thanks to a 
splendid harvest and a new tariff. In 1892 there began that 
export of gold which was a sure sign that values were on a 
higher level in the United States than elsewhere, and in the 
first half of 1893 the export was accelerated. There ensued 
the inevitable contraction of credit and a financial crisis all the 
more violent for being belated. 

Indeed, it ~uite as often that a contraction of 

~~a:J;;()f~7~~~~iU;=0~C:~ 
a single collapse of values ocellI'S, as in 1825. 1857, or 1907, all ' 
over the world at the same time. 



CHAPTER X. 

FINANCIAL CRISES {continued}. 

I A CRISIS may be regarded as a struggle to main.tauLthe 
sta~ard of value. . It is indeed actually-caused by -a ~eral 
fall of prices, which is merely another name for a rise in the 
value of the monetary unit. It being customary to measure 
all values in terms of the monetary unit, this is called a fall 
in the value of commodities, but of course the utility of the 
commodities is not diminished, and it is theoretically more 
rational to say that the value of the monetary unit has risen. 
And this is so, even where the monetary unit is a fixed quantity 
of a commodity, such as gold, for gold, like lead or rubber, or 
tram fares, may rise and fall in relation to other commodities. 
The true significance of a crisis is therefore this-that when 

1 
the monetary unit has been allowed t. 0 depreciate it can only be 
restored at the cost of inE-~P~~t.s, and 
that, if this is done too suddenly, the debts outweigh the 
assets of the debtors and cause a multitude of failures. !Lit 
be as~~e.gQld st~dardj~!o.pe maintai!t~ at all 

~ costs, what measures ought to be taken to prevent a crisis, or, 
I if that be impossible, to mitigate it? Clearly what is wanted 
is to save all those who are really solvent from being made 
bankrupt through the purely temporary difficulty of raising 
funds by borrowUtg or selling. The bankruptcies are caused 
by the fall in values, but the fall in values is intensified by the 
forced sales of those who are threatened with bankruptcy. 
If all the businesses concerned could be divided once for all 
into those which are hopelessly insolvent and must be allowed 
to fail, and those which can be saved, and if the latter were 
enabled to borrow, there would be no crisis. Forced sales 
would be useless for the one class and unnecessary for the other. 

'56 
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This division into the sheep and the goats may be impossible. 
What is to be the test of solvency? Are assets to be calcu
lated at .. normal" values when they are for the moment 
unsaleable at those values or anything like them? If the 
crisis supervenes on a period of several years of expanding 
credit and inflated values, how far back is it necessary to go 
to find .. normal .. values? If an underwriter is loaded up 
with securities which cannot be realised in existing market 
conditions, who is to estimate the probability that those 
securities will yield a reguIar dividend in future? In practice' 
the man whose solvency depends upon speculative assets can
not borrow. He must fend for himself, and must find pur
chasers if he can, either at home or abroad. 

And the difficulties are aggravated by the general ten
dency to distrust bills of exchange, which are based on the 
camhi,," credit of several parties. If there are many failures 
among t!te merchants and others who are financed by means 
of bills, then the banks and other financial houses whose names 
appear on the bills as acceptors or discounters may be over
whelmed with claims from the holders of the bills. The 
ordinary banks are unwilling to increase their commitments, 
for anyone of them that is more liberal in its advances than 
its neighbours may have to meet an adverse balance at the 
clearing-house. The function of making advances to solvent 
borrowers devolves on the central bank, and the problem to be 
solved is not an easy one. In the first place, no limitation 
ought to be maintained upon the issues of paper money;· if 
legal limitations exist, they ought to be suspended. The 
crisis probably originated in a dearth of legal tender money, 
necessitating a contraction of credit. The failures and forced 
sales will do quite enough to depress prices and raise the value 
of the monetary unit. 

The central bank ought to make advances on any clearly 
good security which any borrower may .offer.. It ought not t~ 
hesitate merely because the total amount of its advances 
appears ex~~ To refuse a loanjs_.p!~~to....C:O!Dpel . 
!saIetanci'every sale 'tends to depress prices in what is 
already a panic market. The pledging of a good security 
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for a loan avoids the necessity for inquiring too closely inte 
the solvency of the borrower. But though advances shoule 

1 
be m~~witll?utJimi~ so long as good seCUri.t.y. is forthCOmin. g 
they should only be made at a very high rate of-interest 
This prevents traders from borrowing more than they reall) 
need; if advances were granted too easily, the crisis mighl 
be surmounted only ·at the cost of starting a new credil 
expansion, resulting perhaps in a _C9!Ilplete_abandonment 0: 

~gol!!.st~Il~ar.- . --
This is the generally recognised method of dealing with a 

crisis, evolved from the varied experience of the nineteentl: 
century. The conditions may be such, however, as to make i1 
ineffective. More particularly there are two weak points in it. 
The insolvency may be so widespread that advances limited tc 
good security may do little or nothing to save the situation: 
or the credit inflation may be so excessive that the crisis itselJ 
is insufficient to restore the gold value of the monetary unit. 
For the former, there may of course be no remedy. The 
general insolvency may be due not only to the fall in world 
prices, but to a universal imprudent speculation which has 
really wasted the country's wealth. No financial ingenuity 
can altogether avert the consequences. To sustain the sol
vency of traders who have thus betrayed the economic interests 
of their country is like keeping an incompetent general in 
his command. But the difficulty may be due not so much 
to imprudence as to the poverty or elementary economic 
organisation of the country. It may be that traders have 
no good securities to pledge, not because they have been tying 
up their capital in wild speculations, but because they are not 
rich enough to take money out of their business in quiet times 
for the purpose of building up a reserve. In such cases the 
central ban1c or the Government may make advances on the 
security of the produce of the country, or the Government may 

\ even_buy-up the produce at a fixed low.-Price. suffiC1eilt to 
rescue the holders from extreme embarrassment, but not so 
high as to risk involving the Government in heavy loss. A 
purchase operation, however, is dangerous. Loans can be 
made at high rates of interest, which will lead the borrowers 
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to repay them at the earliest opportunity. Purchases leave 
the vendors with money to spend, whether they are debtors 
or not. 

In the case where the credit expansion is too great to be v 
counteracted by the effects of the crisis, the central bank will 
find that the demand for gold for export continues. It cannot 
go on granting advances freely without endangering its gold 
reserves, and it may be that no raising of the rate of interest 
will be sufficient to defend the reserve. lli is faced with thei 
choice between a restriction of advances and a ~en.sion 9fl 
~~.A. restriction of advances cannot but mean 
more bankruptcies. The very purpose of it is to raise the 
value of the monetary unit still higher, to make the burden of 
indebtedness still greater, or, in the more familiar language of 
the balance sheet, to depreciate the value of assets still further. 
The suspension of gold payments may well be the lesser evil.f 

And, it may be asked, what is there so very terrible about 
a suspension of gold payments? A complete abandonment of 
the generally recognised standard of value of the commercial 
world would obviously be very undesirable, but presumably it 
need only be a temporary measure. A contraction of credi~ 
milder and more..Rrolonged than that which would precipitat 
~ht restore the standard after a year or two. 
Traders would rather suffer the inconvenience and uncertainty 
of variable foreign exchanges for a time than face the ordeal of 
a restriction of credit drastic enough to restore the standard 
immediately. For many countries this is true, and they do in 
fact take refuge from the stress of a crisis in a more or less 
prolonged regime of inconvertible paper. But the desirability 
of suspending gold payments depends on circumstances, and 
for some countries it has grave disadvantages. This is 
especially so for one which takes a large part in financing 
international trade. 

The P~..!:SS ot a.~apga.!. cen!!;» itlcludes two functions, 
a,1!Ilg..I!ll~$.£~n.g.--n:e accepting business constitutes ' 
ilie centre an international clearing-house; that is to say, 
international obligations are settled in its currency. The 
discounting business constitutes it an international money-
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lender. It is the former class of business that speciaIIJ 
depends upon confidence in the solvency of the financiers and 
the soundness of the currency at the centre. The discountinB 
business depends rather on the sufficiency of its resources, 
whether these resources consist of permanently invested 
capital or of bank deposits. But the bank deposits them· 
selves will be partly composed of the credit balances of inter
national traders who are accustomed to settle at the financial 
centre, and these credit balances would be withdrawn if the 
centre ceased to be a convenient place of settlement.' 

It was explained in Chapter VII. that when the whole oj 
the foreign trade between two countries is financed by bills 
upon one of them, the assets of the exchange banks which do 
business between them will be composed predominantly of bills 
on this one, and that, in the event of a monetary stringency 
in the other, it is essential that they should be able to con
vert their assets in the former into gold which can be packed 
up and sent away to discharge their liabilities in the latter. 
If at the critical moment they cannot get the gold, the system 
breaks down, and caution impels the exchange banks to 
diminish their holdings of bills on the financial centre. The 
extent to which they can do this will depend on there being 
suitable acceptors to be found in other places. If there are, 
and if a preference is given to bills drawn upon them, as being 
payable in a more trustworthy currency, traders will tend to 
desert the old centre. Probably this cannot be done in a hurry. 
The accepting business depends not ouly on the solvency and 
reputation of the acceptor but on the acceptor's knowledge 
of his client's business. Indeed, the first condition is really 
bound up with the second, for the acceptor's solvency depends 
on tfe solvency of those for whom he pledges his credit. The 
business connection of a great accepting centre cannot be dis
placed in a day. Nor can the discounting business be easily 
transferred. It represents a huge investment of capital. The 
traders financed by it are dependent upon this capital, 
and, even if they do draw on a different centre, they will 
probably have to have recourse to the same discounters, who, 
like the acceptors, know their affairs. If new discounters 
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appear at other centres,credit· will be extended at the new 
centres and contracted at the old, so that the exchanges will 
turn in favour of the latter; and this tendency would be only 
partly offset by the transference of traders' balances. 

Thus the only easy and rapid way by which the trans
ference of business can be effected is by the substitution of 
bills on the new centres for bills on the old in the assets of 
the exchange banks. In this process there is no movement 
of capi~al at all. The same trader borrows from the same 
bank as before; only the debt is repayable at a different place 
and in a different currency. • 

The upshot is that, a loss of confidence in the stability of 
the currency may drive away some of the business of a finan
cial centre almost immediately, and may gradually undermine 
its position altogether. The process will be delayed, however, 
and may be largely prevented by the business connection of the 
accepting and discounting houses, and by the good credit of 
the former and the large investment of capital in the latter. 
But business goodwill is vulnerable, and no country has a 
monopoly of investible capital. Once the world's confidence 
in the currency of a financial centre is forfeited, its tenure 
becomes very precarious. Thus the' almost superstitious 
loyalty of the London money market to the gold standard 
may be right and wise, and yet the comparative indifference 
to the maintenance of gold payments in some foreign countries, 
which have never played the part of financial centres, is not 
necessarily the reverse. 

When it comes to coping with an external crisis, the same r 
choice presents itself between a fall in values, which may b~ 
disastroUS., an.§~~spe!!~!l!l.oiBOlc:lpa~en.tll.-w.hich !!l.~' 
tem~y a!.II.p.~~ ~<l~~~~old standard. 
But in thlSCiiSe there is a chance of avoiding a crisis altogetlier. 
If !. premium is ch~ on gold, the extent of the contraction 
of credrt li~y within the discretion of the central bank. 
It might make no contraction at all, and might charge so high 
a premium on gold that practically none would be withdrawn. 
But this would be to put the premium on gold, and conse
quently the premium on foreign exchange, at a maximum. 

--ii~--------':" 
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It would be more judicious to take a middle course, contrad 
in~~e~t~a~1l1IllY ~~_le~till[~ certain amount of goldgc 
lt IS sOmetimes conPendea that a small premium on gold-sa} 
I per cent.-is an adequate substitute for a large increase iJ 
the bank rate. This view is based on the assumption tha 

'the high bank rate only brings in gold by attracting the foreigJ 
lender. The direct return to the foreign lender can indee. 
be counteracted by a moderate premium. But the reall: 
inlportant consequences of the high bank rate are to b 

: found in the pressure put upon merchants to seIl, and in th, 
contraction of credit and consequent depression of prices 
and these may be the equivalent of a large premium, perhap 
'IO per cent. or more. 

However: even a small premium helps to avoid the extrem. 
severity of the contraction of credit that would otherwise b. 
necessary. It shelters traders from the full force of the storn 
of forced sales and tumbling prices which rages outside, thougl 
of course this benefit does not extend to those who owe SUIDl 

in foreign countries. These latter must pay the premium ot 
gold or on foreign exchange in order to discharge their debts 

If there is to be no gold premium, an external crisis necessi· 
tates an export of gold and a contraction of credit. The less 
the contraction of credit, the greater will be the export oj 
gold. If more gold is asked for than can be spared, the con· 
traction of credit must be intensified, and if it is too abrupt 
there will be a crisis. The multitude of alternatives and the 
variety of circumstances defy any attempt to formulate general 
rules. One thing, however, we may safely say. International 

! co-operation will conduce to the better control of crises. The 
occurrence of a crisis in one country is a danger to all the 
others. All are interested to prevent it, and, once it has broken 
out, all are interested to keep its effects within bounds. Their 
mutual help may take several fomlS. The gold movements 
may be regulated so as to distribute the demand as equally as 
possible among the countries which have gold to spare. The 
Bank of France has never been obliged unconditionally to 
redeem its notes in gold (having always the option to pay in 
silver), but it has from time to time sent large sums to London 
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or 'New York to meet the demands of a crisis. In 1890 the 
threatened failure of Messrs. Baring Bros. filled London with 
consternation. The failure was staved off by a joint guarantee 
on" the part of the London banks. and the resources of the 
money market were temporarily strengthened by the importa
tion of £3.000.000 in gold from Paris. In 1907 gold was 
sent from a score of countries through London to New 
York. In 1839 England. as the sequel of the continental 
crisis of 1838. was losing gold. A credit of £z.ooo.ooo was 
created by the Paris bankers upon which the Bank of England 
could draw. and bills drawn on this credit took the place of 
gold. A credit of £900.000 was opened for the same purpose 
at Hamburg. • 

A crisis produces a sudden inequality between the level of 
prices in the centre of crisis and the level of prices elsewhere. t 

To restore equilibrium the one level must be raised and the 
other must be lowered. If credit has been unduly expanded 
prices cannot remain permanently at the higher level. but it is 
to the interest of everybody that the general fall of prices 
should be as moderate and gradual as possible. For the 
moment. at any rate. they will wish by all means to raise prices 
at the crisis centre. The sending of gold helps to do this. 
since it increases the stock of purchasing power. Gold is sent 
because it is the means of acquiring credits. but unless the 
influx of gold is accompanied by an stension of other banking 

, assets. such as advances and discounts. the additional purchas
ing power will be limited to the bare equivalent of the gold 
itself. Now one of the chief difficulties in a crisis is to find. 
solvent borrowers. In ordinary times the loans and discounts 
granted by the banks are limited only by the need for maintain
ing a due proportion between cash reserves and the other items 
of the balance sheet. At a time of crisis a different limit comes 
into operation. The central bank. perhaps. is willing to issue 
unlimited quantities of cash in the form of legal tender paper. 
and the other banks are prepared to make advances in due 
proportion to these fresh supplies of paper if only they can 
find suitable borrowers. But those who want to borrow are 
unable to offer good security. and. if they had to disclose their 

u· 
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financial position on the basis of panic prices, would probably 
show a deficit. Lending being impossible, bank credits cannot 
be created, and paper money cannot be put into circulation. 
The shortage of purchasing power cannot be relieved except 
by sales of goods and securities on the part of the embarrassed 
traders. Hence the forced sales and the influx of gold. The 
influx of gold is not due, as is sometimes maintained, to a dis
trust of any other medium of payment. A debtor can dis
charge his debt in legal tender paper money whether it be 
distrusted or no, and cheques are usually quite freely accepted 
in the midst of a crisis, except when drawn on a bank which 

J is known to be shaky. Gold is imported because the interrup
tion of credit operations has stopped the supply of paper 
money and bank credits. It is therefore the only means of 

. increasing the supply of purchasing power and so of reducing 
again the artificially raised value of the monetary unit, and 
other countries ought, in the interests of the commercial world, 
to send whatever gold they can to the crisis centre. When 
the storm is over, and traders have either weathered it or 
foundered, lending can recommence on the normal footing, the 
supply of credit money will be reconstituted, and the greater 
part of the gold will soon be sent abroad again. The demand 
for gold in a crisis is sometimes artificially intensified by re
strictions on the issue of paper. Even where there is no limit 
on the amount of paper money that may be legally issued, or 
where the legal limit is temporarily removed, paper money 
may still be an inadequate medium of exchange, merely be
cause the lowest denominations of notes are too high for ordin
ary use, especially for the payment of wages. This has often 
been an important factor in English crises. The drain of 
guineas, which led to the suspension of specie payments in 
7.797, was partly due to the need of coin for internal cir
culation, there being no notes below £5. At the time of 
the crisis of 1825 Bank of England notes below that limit had 
been again withdrawn, though they were not prohibited by 
law. In the midst of the crisis a forgotten chest of unissued 
one pound notes was discovered, and they were sent out to 
the provinces, where they contributed materially to relieve the 
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strain. In the financial crises of the nineteenth century, after 
the Bank Charter Act of 1844, the use of small notes in lieu of 
gold would, of course, have done nothing to avert the suspen
sion of the Act. But at the outbreak of war in 1914 the need 
for small notes was acutely felt, and they had to be improvised 
at very short notice to meet the sudden demand for additional 
currency for internal circulation. 

Before leaving the subject of crises, it will be worth while to 
consider the position at a time of crisis of a country with a gold 1 
exchange standard, or with a currency system based in part on 
foreign bills or assets abroad. In case of an external crisis 
there will be a sudden rush to remit money to the crisis centre. 
But this demand for remittances will be met by the sale ef 
bills on foreign centres, and the demand for gold will be tranS
ferred thereby to those centres. It is plausibly contended 
that countries which adopt a gold exchange standard owe it to, 
their neighbours to keep a part at any rate of their foreignl 
assets in the form of actual gold .. earmarked." When the 
crisis comes and the foreign assets are drawn on, this ear
marked gold can be unpacked from the vaults where it is kept, 
and paid away, thus adding to the world's stock of gold in a 
way that payment from a bank credit does not. But, of 
course, in so far as gold is substituted for bills or securities,: 
one of the great advantages of the exchange standard is lost, : 
since the gold yields no interest. ·It may be more convenient' 
to have the gold in a great financial centre, where it can be 
used at a moment's notice to regulate the exchanges, than in 
a country where it is not used for internal circulation, and 
where, therefore, it can serve no purpose except by being ex
ported. Even the Bank of England discovered during the war 
that it might just as well keep a part of its gold reserve 
abroad. But this is not the full development of the exchange 
standard. And, like India, the countries which have an ex
change standard, or which base their currency systems in. 
part on assets held abroad, if they have gold reserves at all, 
usually prefer to keep their gold at i).ome. 

It is not of the essence of the system that a smaller pro
portion of gold should be kept than in the case of a currency 
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based exclusively on direct convertibility into coin. The 
foreign securities and bills may be regarded as taking the place 
not of gold but of home securities. But even where all or 
part of the gold is replaced by foreign assets it need by no 
means be admitted that there is any real failure of duty to 
the gold-using world. It is quite true that a country with a 
currency so orgauised has no gold to offer to a neighbour 
distressed by a crisis. But it is equally true that when it in 
tum suffers from an internal crisis, it will ask for no gold from 
abroad. When its traders acquire credits abroad by means of 
forced sales of goods and securities, the central bank or other 
currency authority will purchase these credits with new issues 
at paper money. The traders in question, those whose credit 
is tainted and whose embarrassments are the cause of the 
crisis, will thus be easily and quickly supplied with the price 
of whatever they have to sell in their own legal tender money, 
and will not have to import any gold at all. I cannot quote 
'any concrete case where this method of dealing with a crisis 
has been actually pursued.' The gold exchange standard is 
of recent adoption, and the cou1'itrtes in which'it haS"bee'n 
gi"ehlrsc6mpl~est" t~rm havenot suffered' froni intem3l 
criSeS Since it came into being. But the logical consequences 
of the system are clear enough, and it is ,9.~~.fair_!,Q- c1aiJ!1 
that it enables th..ELCQuntry w!Uclt,adop1S it to dispense with 
~orts-~rgQld }tl,~£ris~~as at all other times. In fact, it I 
can-stand aside from 'the world's gold market altogether, 
adjusting its currency nO.t to a gold standard as such, but 
to the standard which its neighbours use and which happens 
for the time being to be based on gold. 

Nevertheless, though all this be granted, it is still true 
that a country can better contribute to, the monetary stability 
of the woacrJ;fkeeping'a.Fart of its resources in gold than 
bypUshingthe gold exchange standard to the logical extreme. 
The best safeguard against excessive credit expansions and 

I During the AmericaD crisia of .873 the Secretaly oC the UDited Stat .. 
Treasury was urged to use his surplus funcIa to buy ""change on Europe, but he, 
declined to do so. The creclill opened in Paris and Hamburg iD Cavour of the 
BaDk oC Eogland iD .839 .... lO.IIlewhet similar iD priociple. 



FINANCIAL CRISES I67 
the inevitable consequences, excessive contractions and finan
cial <:rises, is that there should be the greatest possible accumu
lation of gold in central reserves in the early stages of expan
sion. Every country whose legal or administrative curren{ I arrangements e~~e._~e accumulation of a relatively 1ar 
ggld reserve ~ a conditIon 01 a ~ansion of credit help 

'- to keep the contraction within boungiJ A country with I 
gold exchange standard may do its share if it amasses a gold 
reserve when its currency expands and releases it when its 
currency contracts, while if it eschews the use of gold altogether 
it remains purely passive. 

A crisis is not a necessary or universal accompaniment of ! 
~® cgn.gtian. Nearly every world-wide credit cOn~ 

on produces a crisis somewhere, bqt there are not usually 
more than two or three separate centres of crisis and some
times. not more than one. There is no reason in the nature 
of things why the process of contraction should not be com
pleted without a crisis breaking out anywhere. 



CHAPTER XI. 

MONEY AND COINAGE. 

UP to this point our attention has been turned to those 
problems which proceed from the inherent nature of a credit 
system. We have found that there are disorders which 
threaten the stability of such a system from within, even 
though it be assailed by no disturbances from without. In 
Chapter XIII. we shall pass to the consideration of these 
extraneous disturbances, especially of those attributable to war, 
and we shall find that they playa very large part in our subject. 

In the present chapter we shall draw some general con
clusions as to t1!e nature of wOtl.ey, and as a preliminary a 
short recapitulation will be convenient . 

. At the outset we adopted a pur,elY artificial ~,is, 
the existence of an econo~~ .!:~~'.l~t.Y.. ~hich ?se. edi ~ 
~ !Ilean!~~~Et, fur ha~~<:n~y..: We assume at 
there Inight be a " money of account" for the measurement 
of debts and therefore of prices, and we found that, apart from 
the obvious disadvantage of having no single legal medium 
for the discharge of debts, the ,chi!!jefectof a~trsystem , 
carried on without money,was its instability.CrJdit,we 
showeQ,liiS"an"lnherent tendency either to expand or to con
tract indefinitely, but especially to expand, and in doing so to 
alter the unit of value beyond any assignable liInit. The use 
of money supplies the means of discharging debts, but it also 
plays the very important part of stabili.!!i,l!g,J!l41~!lit9ly'alue. 

In Chapter II. we passedto1lie"theory of a credit system. 
based on metallic money. Metallic money, under a free coin{ 
age system, provides an independent standard of value. Bu~ 
the supply of money cannot be arbitrarily increased. The ( 

\

danger of an indefinite depreciation ~Lt~~.EniLQf.-Yalue is 
replaced by thatot aae~i!dation"'.:"~Ub-~ ~ese.-!.Y.~ _QL!J19n~. 
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Owing to the activity of trade during a credit expansion and the' 
accumulation of unexecuted orders, which will require to be 
financed when they are undertaken, there arise latent demands 
for credit of which the banks have no cognisance. At . the 
same time the effect of the credit already created, in occasion
ing a drain of money into circulation, is gradual, and a rela
tively long interval must elapse before its full extent is felt. 

~
ere are therefore latent demands for cash as well as, latent 

demands for credit, and both will cause embarrassment to the 
anks when they mature..}' tnus led us naturally to the currency system in which th'11 

supply of money can be increased or diminished at discretion ~ 
in other words, to paper m~ Paper money has no intrinsic 
value, and the 1ii'St prc5Dtem as to seek the law by which its 
value is determined. This we found in the quantity theory, 
The quantity of purchasing power or command of wealth 
held by people in reserve is determined by their economic 
circumstances.lThe aggregate of these reserves of Purchasing) 
power at any time is equal to the unspent marginJor aggregate 
of bank credits and money in the hands of the people at that 
timt;) The former is an aggregate of command of wealth, the 
latter is an aggregate of monetary "nils, and their equality 
determines the value of the monetary unit in wealth, or the 
prices of the various forms of wealth in monetary units. The 
quantity theory so enunciated merely states the relation be
tween the number of the monetary units in circulation and the 
value of the unit, when all other economic circumstances are 
supposed given; in itself it says nothing as·to what happens 
when the number of units in circulation is changing, and if 
such a change is in progress the existence of a state of change 
must be included among the economic data assumed. 
I A change in the unspent margin is effected by means of a \. 

change in the amount of credit Cl"e!t~ the banksl Money 
is not borrowed to lie held'idle. but is paid away as fast as it 
is borrowed to meet the expenses of production, that is to say, 
the incomes of those who are engaged in production. An 
increase or decrease in the amount of credit created per unit of 
time means an approximately equal increase or decrease in the 

" 
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consumers' income, and so in the consumers' outlay. The 
consumers' outlay constitutes the effective demand for com
modities and services, and upon it, therefore, depends the 
level of prices. Thus an acceleration or retardation in the 
creation of credit causes a rise or faIl in prices, or in other 
words, a fall or rise in the value of the monetary unit, quite 
apart from any change in the unspent margin which may 
accompany or follow it. In fact, the greater the effect on 
balances the less, in the first instance, will be the effect on the 
consumers' outlay and so on prices. That part of the credit 
created which, on passing into the hands of the people, is 
spent, affects prices, while for the time being that which is 
left in balances does not. 

The banks undertake to transform credit into money and 
money into credit at the will of their customers. Consequently 
with a given supply of credit the circulation of money is 
determined by the convenience of the people; it can only be 
controlled through the control of credit, by which their business 
and their incomes can be affected. I The problem of the 
regulation of currency is therefore reshlved into that of the 

,. regulation of credit. 
Before dealing with the systems by which paper currencies 

are regulated through credit, we found it necessary to discuss 
the foreign exchanges. ~ undue expansion of credit in com
parison with credit in forfigii countries makes the exchanges un
favourable and causes an efflux of gold; an undue contraction 
makes them favourable and causes an influx of gold. These 

, effects being felt in the first stages of the credit movement 
give an earlier warning than the internal drain of money into 
circulation. 

By basing the control of credit on the foreign exchanges, 
credit movements cannot be avoided altogether, but can be kept 
in harmony with credit movements abroad. But this system 
does not prevent world-wide credit movements. And the same 
dangers that were disclosed in Chapter H.-that is to say, the 
growth of latent demands for credit and cash-will arise in the 
case of world-wide expansions. The form which the demand 
for cash takes depends on the currency system of each country. 
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In some it can only be met, in whole or in part, by gold; in 
others it can be met by paper money, which according to law· 
must be wholly or partly covered by gold. As the demand 
for cash grows, the surplus reserves of gold are gradually used 
up, till at last they reach the point at which in one or more 
countries there is no longer any certainty that the legal limit 
on the note issue can be observed, or perhaps even that the 
convertibility of the notes into gold can be maintained. There 
follows a contraction of credit in these countries, which 
inevitably spreads to the others. But the drain of cash, the 
consequence of the previous credit expansion, continues, and 
the latent demands for credit, arising out of past commit
ments and unexecuted orders, continue to press upon the 
banks for further accommodation. In those countries where 
the pressure is greatest, and the measures taken to contract 
credit correspondingly violent, there may ensue a financial 

.crisis. 
A financial crisis, the consequence of a general deprecia-, 

tion of values, and of the embarrassment of people who are 
carrying the depreciated commodities and securities with 
borrowed money, is important in two ways. First, in the:-
centre of crisis itself it is the penalty of an imprudent use of 
credit, and it demands special measures to save solvent traders 
from suffering failure through the disorganisation of credit 
and the panic fall in values. Secondly, the occurrence of the, 
crisis subjects other countries to an extreme strain through the 
sudden and violent movement of the exchanges in favour of 
the crisis centre. 

(In the management of a currency system the danger point } ....... 
is ~ways to be found so;!ley.:here in ths progress of the credit 1 
~tr.a..~~O!!. )The risk of an inlefinite depreciation of the 
monetary uriit, such as would occur in a system of credit un
supported by money, is guarded against so long as the paper 
money is convertible into gold or kept in touch with a gold 
standard. But a condition of the preservation of a gold \ 
standard is that a credit expansion must sooner or later be 
followed by a credit contraction. Too abrupt a credit con
traction produces a crisis, yet if the demand for legal tender 
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money persists, either the contracVon must be abrupt or the 
'Prescribed limits on the issue of paper money must be exceeded. 
And if these limits are exceeded the process may go further, 
the gold reserves may be exhausted and gold payments may 
have to be suspended.'\..! !ma y therefore be that a crisis is the 
only alternative to a temporary abandonment of the gold 
standard. The prudent country will look forWard to this 
da1!gbr;-and will endeavour to restrain its share in the general 
credit expansion. Caution during the expansion period will 
of itself lead to the accumulation of gold resources, and these 
gold resources can be used should a crisis occur in any other 
country during the inevitable credit contraction. For some 
disparity between the level of values in two countries can be 
maintained on condition that that with the higher scale of 
values is able to continue exporting gold to that with the 
lower, so that a country which has gold to spare can defend 
itself for a time against the violent fall of values which a crisis 
involves) . 

Hithert~!l.hall~umed the standard of value to be gold. 
Eve; when paper money TaIISawaf1romtiiIs stanaard, we 
have supposed that the standard is still kept in sight, and that 
endeavours will be made to regain it. These assumptions 
correspond closely enough with actual practice (at any rate 
under normal peace conditions), but our investigation of the 
quantity theory in Chapter III. was sufficient to show that they 
fall short of complete theoretical generality. 

The pr@leJ!t.Qt~tabi1isin~ th~ .. mO!letaTY..,!!l!ii, on whicr 
the value of debts depends, can be solved by defining the uni 
in terms of a commodity, such as gold or silver. But that i 
not necessarily the only solution'.-- Nor i~t(" perfect solut.i~D 
We have shown that in spite of its union with gold the mone 
tary unit will vary, and the world value of gold win vary witl 
it. The industrial demand for gold is a mere trifie compare< 
to the vast stock used throughout the world as currency. 

In the event of a credit expansion, the increase in th4 
quantity of purchasing power lowers the value of the monetarJ ----- .--
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unit. The monetary unit is a gold unit, and therefore gold is 
cheapened" but this is not dtJ.e to any diminution in the demail~' 
for purposes of currency. On the contrary, there is an incl'easetl 
demand for gold; the demand f~~ is-1ieriyative...from the 
supply_ ot c;re~t, and when credit expands a greater amount 
01 gold passes into circulation. The banks, in fact, are under 
an obligation to supply gold at a fixed price. The fall in tJ:li 7 
value of the monetary unit makes this price, though In appear
ance fixed, in reality lower. A. lowering of the price of gold 
means an increased demand, though, as we have seen, the in
creased demand for currency purposes only makes itself felt 
very gradually. In order to equalise supply and demand, 
the supply has to be supplemented from the reserves of the 
banks, or else replaced in part by an increase in the paper 
circulation. 

It is sometimes maintained not merely that gold is a com
modity, but that money is a commodity. In virtue of the 
quantity theory, the greater the supply of money the less will 
be its value in other commodities; what is this, it is asked, 
but the law of supply and demand? The money in circulation 
represents in the aggregate the amount of purchasing power 
that people choose to keep in hand in the form of legal tender. 
They keep it in this form for certain definite purposes; that is 
to say, on account of its utility. The rich man keeps his 
pocket-money, the poor man keeps his stock of cash, the shop
keeper keeps his ~fmoney, the banker keeps his reserves. 
Each is sacrificing the advantages of spending or investing this 
purchasing power for the convenience of having ready money 
in hand. This demand for ready money is analogous to the 
d~and. for a commodity; cash in hand is parl of the capital 
~urctls of the individual. 

But it is a mistake to push this analogy too far. Indeed, 
when applied to paper money it is palpably no more than an 
analogy. E..!~ th.()ugh pa.permoney hellam.l.ik.uS9.!!LIIlo9,ity 
in following the law of supply and deman~, it ~!>yi~us1y differs 
from .other commodi.ti.eUA~aving no appreciable cost"oTi:'I'C!:, .... 
~r lt resembles other et$t1jDg documents, rather than 
commoJities. A ~tre~£lte0lerivl:lLits_vaJl!e from the 
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right which it confers to a seat in the theatre; a legal tender 
note derives its value from the right which it confers of dis
charging a debt. Just as the value of theatre tickets is de
rived from the value of theatrical performances, so the value 
of paper money is derived from the value of debts. We have 
seen how the value of the monetary unit is determined by the 
quantity of credits (debts) put into circulation by the banks, 
and how the demand for legal tender money arises from the 
unsuitability of bank credits as a medium of payment in certain 
classes of transactions. Q:l/.e interchan"geability of bank-credits 
and legal tender money at the option of the bank's creditors 
makes the separation of the total stock of purchasing power 
into credit and money an artificial on.;) More properly, the 
quantity theory expresses a relation between the total com
mand of wealth held by people in reserve and the number of 
units of purchasing power, credit and money together, by 
which that command of wealth is expressed. It is not money 
but purchasing power in general that must be the .. com
modity." 

The analogy between purchasing power and a commodity 
rests practically on this one characteristic, that the greater the 
number of units of purchasing power the less is the value of 
the unit. In the case of a commodity the law of supply and 

\ demand tells us that the price must tend to be that at which 
the p~u"tigl!.~<!£o!l~lllD.n over any period of time are 

1 
equal. The stock or visible supply may be large or small, 
and the price may be lowered till the surplus is absorbed or 

: raised till the deficiency is made up, but P,EParily it is not the 

t
stock but the output that is in question. ~ quan. t.ity theory 

• of money and credit relates the value of the moneta,ry unit to 
the stock and not to the outp!!t o~hasing po-w~ Indeed, 
it is not easy to say. wnat is the .. output" of purchasing 
power. Credit and money are not produced and consumed 
like commodities. Credit is produced by banks, and at first 
sight one is tempted to suppose that the analogue of the pro
duction of the commodity.is the creation of credit by a bank. 
The mere reshuffling of credits when a consignment of goods 
passes from one dealer to another clearly should not be counted, 
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any more than the goods themselves shol}ld be counted in the 
aggregate of production every time they change hands. We 
have already (chap. i., p, 7, and chap. iii., p. 40) had occa
sion to draw the distinction between the creation of " new" 
credit for new production and the mele substitution of a 
loan to one dealer for a loan to another. But this distinction, 
based as it is on the purpose for which credits are created. 
however valuable for unravelling tendencies, will not stand 
logical criticism. For the trader borrows the net sum re
quired, after allowing 'or the effects of all his forthcoming 
transactions, some of which may be in the nature of new 
production and others in the nature of dealing. For the pur
poses of our analogy there ought to be a correspondence be
tween the output of purchasing power and the supply coming 
into the market. Now in the market which exchanges pur
chasing power for commodities and services the supply of 
purchasing power is simply the consumers' outlay. Here again 
it is clear that transactions in the nature of dealings should be 
disregarded: in other words, that the supply should not include 
the traders' turnover as well as the consumers' outlay. If th~ 
consumers' outlay is the supply of purchasing power, then the 
output of purchasing power is the consumers' income, and th 
difference between the two is the change in the stock or uns~~ 
margin.\. Up to a point the parallel is good. But what is to 
eo'ti'eSpond to consumption? The purchasing power expended 
by the consumer may be thereupon applied to the extinction 
of a banker's loan: it comes to an end and can be said to have 
been " consumed." But, on the other hand, instead of coming 
to an end, it may go on circulating. The dealer who receives 
it may pay it away in making a further purchase. Whe~ 
~y or qedii-glles on circula~d ~~ is it 

. '\p~~uc~ '; every ~~~~ and " co~umeduevery 
time it is spent? . . 

The greater the number of monetary units in the con
sumers' outlay, the lower the value of the unit in terms of 
wealth. This corresponds well to the law of supply and 
demand. But then the lower the value of the mone~ unit 
in terms of wealth, the greater will be the number of units in 
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J the consumers' income, and therefore (subject to any variation 
in the unspent margin) in the consumers' outlay. In other 
words, in exactly the same degree in which an enlargement 
of supply lowers val~e, a ~,~f_value stiInuiates the supplYj 
Here the analogy WIth the law of supply and demand com
pletely fails, and its failure is one of the causes of the instability 
of credit. In order to counteract this instability the banks 
have to have recourse to some other means of controlling the 
market for credit than through the exchange value of the 
monetary unit; they have to make ul of the rate of interest. 
The operation of the rate of interest affords another example 
of the difference between purchasing power on the one hand 
and commoditi\!S on the other. ~ rise ~~e ..ra~_ ~~ourages 
the_h()lding.oi st.ocksanc! .. (* .. eapens S9mmoditjes. It is-not 
rtierely that the value of commodities in money is diminished, 
but that the supply of commodities in the market is momen
tarily increased by the dispersion of stocks. At the same 

/

time:. the n:e._!~ t.3~_ rat.e? f in. t. erest, r.etards .. the ,cr~i.<'.n~f 
. credit and diminishes the consumers~ mcom~ and mcreases In 
proportfon:lhe v3.!ueof.the monetary-mift.\ ---

The theory tli~ money behaves like-a commodity has the 
. attractiveness of a paradox which completes a generalisation. 
But it melts away under analysis except as applied to metallic 
money. Gold is undeniably a commodity. But gold itself, 
so long as it is being used as money, is subject to all the laws 
which govern the value of money. A gold coin is itself a 
ticket; its character of legal tender is derived not merely 
from the material of which it is made, but from the fact that 
it has been 'through the Government mint, and has been issued 
for the express purpose of being the means of discharging 
debts. It is stamped on gold in preference to being printed 
on water-marked paper, because this arrangement facilitates 
the maintenance pf a standard of value. -. 

So long as the ticket for discharging debts can be trans
formed at a negligible cost into the raw material of industry, 
the unit represented by that ticket cannot depreciate below 
the value of the material which it contains. But for all that, 
so long as the coin is not melted, it reJDains a ticket., Its 
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quality of discharging a debt is attached to it conventionally. 
whether by law or custom, just as is the quality of admitting 
to a' performance to the theatre ticket. 

And though the metal of which the coin is composed is a 
commodity, it is only ~~~ systeI!l9iJue coinag!l ~.!Uhe 
value of the commodity regulateS the value of the-coiJl. It is 
true'lhatlhe value of the coin cannot fall much below the 
value of the metal, since it is almost impossible to enforce 
any prohibition of mel~. But. • .th!LYal:.ue. .. o. f _the CO~!Ilay 
be raised indeAni~_ulI.Jhe._~ue_P1..tPe.metal by_merely 
r~I!.u.m!wJl,~ined; for by the quantity theory the 
fewer the cpins in circulation the greater their value. This 
is what has actually been put in practice in those countries

l like India, which have a silver coinage with a fixed gold valu . 
The rupee is a mere ticket or token. The same is true inde 
of all silver coins in gold-standard countries, whether they are 
unlimited legal tender like the five-franc piece in France, or 
limited like the subsidiary silver which is used as small change. 

In the case of j,nJ;..<m.vertibl~p&! money it is easy to see L 
that its value arises from its power of discharging debts. 
Debts have value. As the purchase of commodities and 
services creates a debt, and one debt can be exchanged or 
set off against another, the ownership of a debt confers on 
the creditor that command over commodities in general 
which we call purchasing power. The possessor of any quan
tity,large or small, of wealth, prefers to retain a portion of it 
in an .ftdiJIermtiate4 form, an option, which he can exercise 
as he pleases when circumstances show which particular kind 
of wealth will meet his needs. Hence there is a demand for 
credit or purchasing power tIS Sf4Ch, which is satisfied by the 
existence of the unspent margin. By this demand the value 
of debts is determined, and the value of paper money is derived 
from its interchangeability with debts. Pa~ monel. CI!B 
~ve its paIne fmIllJ!Q other S011!:£ll. -

But, though less obvious, it is equally true that goltl itself 
. derives much of its value from its convertibility into credit. 

Not only does the mint give a piece of gold the same legal 
tender property as belongs to paper money, but a great part 

. I3 
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of the demand for uncoined gold bull!on proceeds from its use 
as a symbol of purchasing power. Because gold can every
where be transformed into credit, it is stacked to the value 
of scores or hundreds of millions of pounds in the vaults of 
each of the great central banks of the world, and hundreds 
of millions are in the form of coin. How great a part is 
played in the market for the precious metals by the currency 
demand is clearly illustrated by the effect on the value of 
silver of its gradual demonetisation after 1873, as well as by 
the faIl in the world value of gold in ~omparison with other 
commodities, since so much of the metal has been displaced 
by paper-money during the war.' 

In short, gold is a standard only a degree less artificial 
: than paper money, and artificial for the same reason-that its 
. value is. in part a consequence of its legal or conventional 
characteristic of discharging debts. But it differs from paper 
in two respects, in that it has some value otherwise than as 
currency, and that its value as currency is recognised in the 
world market without regard to national frontiers. 

Up to this point we have hardly touched on the problems 
of coinage, as distinct from those of money. Under the system I 
of free coinage the power of legally discharging a debt belong~ 
not to gold in itself, but to gold roin. Credits and leg~ 
tender notes are alike payable in coin, and the maintenance 
of the standard depends, or may depend, on the perfection of 
the coin. As soon as the monetary unit begins to depreciate 
below the gold value of the coin, it becomes profitable to 
melt or export -the coin in circulation, and to convert credit 
and paper into coin for these purposes. If the coin is perfect 
and of full weight, it behaves exactly as if it were so much 
bullion. The problems begin when some of the coins are, 
from wear, .. clipping," inaccurate manufacture, or deliberate 
debasement, below the prescribed standard of weight and 
fineness. In that case it is profitable to melt or export those 
coins the metallic value of which is greater than their current 
value in terms of the monetary unit, but not those whose 
metallic value is less. 

1 See below. chap. mo, p. 418 
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~ .. is (iresl.t!!m's~ Th!~~_money cJrive!!. ~ut _the 
bettt;r~ It takes effect only when there is a discrepan~, 
beTWeen the value of the coin as a commodity and its value 
a ticket or token. Its value as a token is fixed by the quanti 
theory. With changes in the state of trade this value may 
change. If the coin is perfect, then, when the monetary unit 
tends to become depreciated, the coin begins to be melted and 

. exported, and this process cannot stop until either the val~ 
of the monetary unit is restored (by a contraction of credit 0 

any other means) or t.htl entire stock of currency is exhaust 
If some of the coins are imperfect, the better coins will be 
melted or exported, until none are left of which the metal 
contents are worth more than their value as monetary units. 
In the former case the monetary unit will be saved from depre
ciation so long as there is any coin to be sent away; in the 
latter it will be depreciated to the level of the least imperfect 
coins left in circulation. 

'.f When, under a system of~tallism, as it is called, the 
coinage consists of two different metals, gold and silver, both 
of which are coined freely from any bullion brought to the 
mint by the public, the same principle is found to work. 
For the purposes of coinage the monetary unit must represent 
a definite quantity of either metal. The consequence is that 
the mint practically undertakes to buy gold and. silver in 
unlimited quantities, and to pay for them at fixed prices in 
the money of account. This presupposes that the relative 
values of gold and silver will correspond with their relative 
mint prices. For example, in France under the bimetallic 
regime from :1:803 to 1873 a kilogramme of silver, nine-tenths 
fine, was coined into 200 francs, and a kilogramme of gold of 
the same fineness was coined into 3:1:00 francs. Consequently 
the mint prices were in the proportion of 3100 to 200, or 
lsi to I. But if there is an increase in the supply of one 
of the metals in comparison with the other, so that, but for 
the bimetallic system of coinage, the more plentiful would tend 
to be cheapened, the effect is that an increased quantity of the 
more plentiful metal is brought to be coined. The increase 
in the circulating medium causes, in accordance with the .... 
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quantity theory, a, depreciation of the monetary unit and 
a general rise of prices, This general rise of prices would, 
but for the bimetaIlic system, affect the less plentiful metal as 
much as other commodities, but as soon as the price of this 
metal as bullion rises appreciably above its price as coin the 

1 
coins begin to be melted down or exported. In fact, the mint 

I 
price over-values the more plentiful metal and under-values 

~ the other, and the under-valued metal is driven out of circu
lation in exactly the same way as good coins are driven out by 
those which are worn or debased. This is what happened in 
France and the other bimetallist countries of Europe in the 
nineteenth century. After the gold discoveries of z849 and, 
z850 gold began to be over-plentiful and to displace silver 
from circulation, until at last there was such a dearth of small 
change that it became necessary to coin a limited supply of 
subsidiary coins of inferior fineness, which it would not be 
profitable to melt or to export. Hardly was this reform made, 
when the supply of silver in tum became unduly plentiful and 
the supply of gold insufficient. In I873 the free coinage of 
silver had to be suspended, and bimetallism was at an end. 

The concurrent use of coin and paper money affords another 
, illustration. So long as any appreciable amount of coin re

mains in circulation, coin and paper, being equally available 
for the payment of debts, bear the same value in terms of the 
money of account. But if the amount of paper money is in
creased, the value of the monetary unit falls, and the coin, as 
a token, becomes undervalued in comparison with the market 
value of the metal it contains. Coins are then melted or 
exported (or hoarded in the hope of a further rise in their 

. value) until the value of the monetary unit is sufficiently raised 
to counteract this tendency. Thus here, too, in the end the 
additional paper money, after a certain amount of adjustment, 
will have driven an equivalent amount of metaIlic money out 
of circulation. 

But though there have been countless instances of the 
operation of Gresham's law all over the world, it' must not .!2.e 
supposed that this law is true without exception or qualifica
tion. It can only operate so long as the nominal value of the 
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coins or notes in circulation is generally accepted; that is to 
say, so long as they are actually used to discharge debts on 
the basis of that nominal value. If a debtor holds some coins 
which are, and others which are not, worth more as metal than 
as money, his creditor cannot compel him to pay the former. 
The debtor may stipulate that the more valuable coins be 
accepted at something above their nominal value. Usually the 
inconvenience of making payments in a medium the money 
value of which varies with the market prevents this, but that 
is not invariably the case. In England in the latter part of 
the seventeenth century the gold coin issued from the mint 
was the guinea, which was intended to be worth twenty 
shillings of silver. This represented an under-valuation of 
gold as compared with its market-price in England and abroad, 
and according to Gresham's law the guinea ought to have 
been driven out of circulation. But at that period the grow
ing volume of trade made so bulky a medium of payment as 
silver intolerably inconvenient. The merchants and gold
smiths or bankers found gold indispensable for large payments. 
Instead of the twenty shilling guinea being driven out of 
circulation its nominal value became a dead letter, and it 
regularly passed for 2IS. 6d. or 22S. 

This customary over-valuation of a coin which happens to I 
be convenient for commerce, notwithstanding that legally it is 
under-valued. is nQt the only possible exception to Gresham's 
law. Money, whether coin or paper, which is legal tender, 
may cease to pass at its face value, because in practice debtors . 
do not wish or do not dare to take advantage of their legal 
right to pay with it. The French assignats, which were still 
the sole medium of payment when they circulated at from 
one-fifth to two-fifths of their nominal metallic value in 1794, 
fell to one-three-hundredth in 1796. It can hardly be supposed 
that in the latter year a debtor who valued his credit or his 
reputation for honesty would bave tendered a bundle of notes 
to the value in the market of ten sous in payment of a debt of 
ISO livres.1 

, Leg.! ncogoiliOll or tbia situation wu ...... by tho Acb sca1iDg down tho 
dobla __ during tho deprecialioa (_ pp. .58'9). But as ID tho ocrup/oo 
or dablDn ( ... p. 393 below). 
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Under the regime of the silver standard there was never 
any difficulty about the supply of subsidiary coinage; the 
small silver coins represented as small a unit of value as was 
ordinarily required for anything above the trifling transactions 
for which copper tokens were employed. Gold coins, however, 
are not usually issued below about fifty grains (the weight, for 
example, of a ten franc piece), and coins of twenty-five grains 
are about as smaIl as can be conveniently handled. It was 
found that if gold and silver coins circulated concurrently, and 
if the silver became under-valued, inconvenience was caused 
by the disappearance of ~e silver, because there was then a 
shortage of smaIl change. In the eighteenth century in Eng
land this difficulty solved itseIf, for though all the best silver 
coins were exported or melted, those that remained eventually 
became so worn that it was not in any circumstances profitable 
to eJqlOrt them. For a century and more the same old coins, 
eventuaIly so worn as to be nothing but plain metal discs, 
were the only subsidiary coins we had.' At last the Coinagel 

l Act ~f ~hl£.li!:l~t~~~~?blished silver as a standard, 
making silver coins legal tender only for sums not exceeding 
4OS., introduced,ifi.e system of subsidiary coins expressly de
signed to contain less fine silver than, at the prevalent ratio of 
silver to gold, was equivalent to their nominaI value. The use 
of an over-valued silver subsidiary coinage has now become 
almost univ.ersaI. 

The system is, of course, incompatible with the free coin
age of silver. The amount coined must be kept within the 
control of the Government. And the Government must regu
late the amount coined according to the public demand. 
People wilI draw out from the banks just so much silver as 
they need and no more. If there is not enough to meet their 
needs the banks wilI feel the scarcity, and it is on the banks 
that the Government must rely to notify them of the demand. 
When the banks ask for more subsidiary coin, the Government 
buys so much silver bullion as is required, at the market price, 

I They were IUpplemented during the Bank RqtrictiOD by Spoaiob doUan, 
.. biob were ltamped by the Bank of Engl .... d aDd issued 10 pus at a pROCribed 
value. 
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coins it, and sells it to the banks at its face value. If it issues 
more than is required, the surplus will soon ,accumulate at 
the banks, and they will ask for less. If, nevertheless, the, 
Government persists in forcing more an4 more silver into 
circulation, till the banks find that they have inconveniently 
large a(;cumulations, the banks will eventually make a charge 
to every one who deposits silver; in other words, the silver 
coinage will be at a discount. Indeed, it may be advisable 
for the Government to guard against this by undertaking to 
buy back any redundant silver at its face value. ' 

Fundamentally, the issue of the standard money of full 
legal tender, whether it be metal or paper, is regulated in the 
same way as the issue of, subsidiary silver. The customers of 
the banks are free to transform as much as they please of their 
credits into money. The banks determine their demands on 
the central bank for legal tender in accordance with the de
'mands of their (;ustomers. The central bank issues paper, or 
pays out gold, as the (;age may be, in response to the demands 
of the banks. To (;ontrol the demand for money, it is neces
sary to influence the individual from whom the demand ulti
mately proceeds. His need for money is incidental to his 
dealings in (;redit; he only needs it because money happens to 
be a more convenient medium for some of the transactions for 
which he has obtained advances of (;redit. That is why the 
control of money (;U only be effected through the control of 
(;redit. 

From the point of view of the individual the demand for 
gold, silver, paper, or credit is determined simply \ly conveni
ence. Up to a certain point the banks (;U manipulate the 
demand, by insisting on their right to pay their debts in what
ever legal medium they choose, but if they run too much 
counter to the convenience or the prejudices of their cus
tomers, the medium of payment most in demand will go to a 
premium. The high market valuation of the guinea in Eng
land in the seventeenth century was one example of this. 
Another is to be found in the premium on bank money at 
Amsterdam and Hamburg in the seventeenth and eighteenth 
centuries; for at the great centres of international trade a 
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miscellaneous assortment of coins of many nationalities and 
varying values would accumulate, dealings in which were in
tolerably troublesome in comparison with the simple and 
businesslike transfers that could be made in the books of the 
banks. Yet another instance is to be found in the premium 
which often prevails on bank notes at the Treaty Ports of 
China, though these notes have no legal tender character, and 
represent no value other than that of the silver into which they 
can be converted on demand at .the issuing bank. But the 
inconveuience of silver for large payments is almost prohibitive, 
and the preference of traders for the notes is reflected in the 
value at which they pass. 

Gold has been selected as the standard of value as the 
~ result of the law of the survival of the fittest. For a long time 
silver held the field. Till the discovery of the New World, 
gold was too scarce and valuable to be a suitable medium of 
payment; thereaiter, the supply of both being increased, 
silver became too plentiful and cheap. It dropped out of use 
in England in the eighteenth century and in the United States 
in the nineteenth, the result in both cases of an over-valuation 
of gold under a nominally bimetallic system. Under the 
French bimetallic system also gold began to displace silver 

. after the gold discoveries of I849 and I8so. In I873, Ger
many adopted the gold standard, and thereupon almost all 
the rest of the world endeavoured to follow suit. The process 
was spread over a period of thirty years, and even at the out
break of war in I9I4 remained incomplete, since China, with 
one-fifth of the world's population, retains the silver standard. 

This superiority of gold over silver in regard to conveni
ence has two different aspects. Under the free coinage 
system the legal tender money which people carry in their 
pockets is made of coined metal. In the Middle Ages, when 
the world was poorer in material wealth and the purchasing 
power of silver was greater than it now is, the largest coin in 
use in England was at one time the penny of 221 grains (about 
the size of the modem threepenny piece). When the scale of 
business transactions was such that that was the convenient 
coin, people were not likely to suffer from the bulk of silver 
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that their business required them to keep in hand. But in the 
seventeenth century, when transactions reckoned in thousands 
of pounds had become common, and when credit facilities 
were still primitive, the unwieldiness of the silver became a 
serious inconvenience. Nowadays the development of bank-

I ing and the use of paper money have made the question 
of handiness for internal circulation relatively unimportant. 
The point at which the superior convenience of gold is felt 
under modern conditions is in settling international balances. 

For the purposes of international trade it is important 
that every foreign exchange should be kept as near as pos
sible to a fixed par. The exchanges among countries which 
use the same .metallic standard oscillate about the par repre
sented by the metal values of their respective monetary 
units, and the maximum divergence from this par is limited 
by the specie points. But the difierence between par and 
either specie point represents the cost of ·transporting the 
metal. The less bulky the metal in proportion to its value, 
the smaller will be the cost of transporting it, and the nar
rower therefore the limits within which the rate of exchange 
can vary. Of course, in the transportation of gold and 
silver insurance counts for a large proportion of the total 
cost, and, as insurance depends not on bulk but on value, 
the cost of transportation does not by any means increase in 
proportion to the cost of handling. But for all that, the 
advantage on the side of gold is just great enough to be 
decisive. 

Thus gold has become the international currency. And 
for this purpose no legal tender privilege has any virtue; the 
value of a gold coin away from its own country is no more 
and no less than that of an equal amount of gold bullion. 
For the measurement of large quantities of the precious metals 
weighing is a more convenient method than counting coins. 
Consequently the same currency system, which is so gr0-

tesquely cumbersome in its application to the internal trade 
of China, is quite practical and convenient in its application 
to international trade between the great commercial nations 
of the world. For in China the conception of a coin as legal 
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tender is not recognised. Silver, the ordinary medium of 
large payments, passes by weight, though even there con
ventional values are very apt to attach to well-known coins, 
such is the inconvenience of weighing. 

But though gold is the international currency, it must not 
be supposed that international debts are necessarily payable 
in gold. A debt, in fact, is payable in the currency of the 
place where it is due. The reason why gold is employed in 
international payments is that in every gold-using country 
credits can be bought at a fixed price for gold. Whoever 
possesses gold possesses the means of acquiring credits prac
tically everywhere. But in order to use the gold as the means 
of payment he must transform it into credit or money; he 
must sell it to a bank, or, alternatively, take it to the mint to 
be coined. 

" The mutual convertibility ots'Q.lct3}1d c~he logical 
consequence of the free coinage of gold. 'The free coinage of 
gold makes gold coin and bullion practically interchangeable. 
But debts, and gold coin, the means of payment of debts, are 
equivalent. Consequently debts and gold bullion are equi
valent. 

Sometimes a percentage charge, called seignorage, is made 
for coinage. The man who brings a certain weight of bullion 
to be coined receives back a weight of coins less by this per
centage. Under that system no bullion will be brought to 
be coined unless the value of the monetary unit (as determined 
by the quantity theory) is sufficient to pay for the bullion; 
that is to say, the value of the unit must exceed the value of 
the bullion contents of the coin in which it is payable by the 
seignorage percentage. And the coin will not be exported or 
melted unless the value of the monetary unit falls below its 
actual bullion contents. This system therefore permits a 
wider range of variation to the monetary unit than the free 
coinage system. It is as if the gap between the import and 

,export specie points were increased" by the amount of the, 
seignorage. A small seignorage, a fraction of x per cent., isl 
a not uncommon feature of present-day coinage systems; it 
logically implies an equivalent difference in the buying and

l 
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selling prices of gold bullion at the banks. Large seignorage 
charges were formerly common, but are now a thing of the 
past. An exorbitant seignorage charge is essential to a pro
fitable debasement of the coinage. If the debased coins are 
issued too freely the monetary unit is depreciated and the 
profit vanishes. 

Even under the system of free gold coinage and convertible 
paper, the equivalence of the monetary unit to its nominal' 
value in gold is never anything but an approximation. The 
approximation may be made very close indeed, if the coinage 
is perfectly executed and efficiently regulated, and the arrange
ments for the payment of money for credit and credit for 
money are genuinely free. If a large part of the coinage is 
below weight, either from wear or from imperfect execution, 
or if obstacles are interposed to the conversion of credit into 
coin or bullion, there may be an appreciable discrepancy be
tween the nominal and the actual value of the monetary unit 
in gold. It is a mistake to suppose that even the general 
circulation of an unimpaired gold coinage is a complete safe
guard against this. Before even good gold coins begin to be 
melted down, the market price of bullion must already be 
high enough to make melting profitable. And a profit which 
will pay for the melting down of a considerable quantity of 
coin will not pay for a small quantity. The accumulation of 
sufficient quantities to pay for melting. and the elimination 
therefrom of the lighter coins require time and trouble. U~ 
less a gold circulation is supported by adequate arr&.nge11lents 
for the conversion of large credits into gold of full weight on . 
demand, it will not by itself prevent quite a perceptible 
premium being paid for gold. In fact, since the gold market, 
like all other markets for raw materials, is concerned exclu
sively wi~ large quantities, the gold value of credits can only 
be tregulated by meanl> of the convertibility into gold of 
sulnciently large credits. 

\ The basis of monetary theory should be the money of 
account. To treat the money of account as the unit for the 
calculation of prius is to do it less than justice. It is prim
arily the unit for the calculation of tUllIs, and its use in the 
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calculation of prices merely follows from the fact that the 
quotation of a price is a proposal for the creation of a debt. 
The conception of a debt enforceable by law or custom lies at 
the root of all the economic relations of human society, and 
this conception presupposes a money of account for the reckon
ing of the debt. Every day new debts are created and old 
debts discharged, but these changes only modify and do not 
destroy the identity of the corpus of debts, which continues in 
being from day to day. If at any time the standard coin is 
changed, the same debts that were legally enforceable immedi
ately before the change remain legally enforceable immediately 
after it. They and the unit in which they are reckoned 
continue, even if their value in terms of wealth be changed. 

A change in the metallic value of the unit may be incon-
. venient, unjust, disastrous. In some circumstances it may be 

both equitable and beneficial. Or again, it may attain justice 
through grave hardship, or ease at the cost of injustice. 
Whatever its merits or defects, the change of ~tan~ard.Jin~ 
the_network of d~bts in continuous_ existenc~ In form the 
networkin:he -same'iLfter the change as before it. It is a 

I 
mistake t°fnefine the J!l!lt~unt in terms of the metallic 
standard; for the unit of accoWlt1Sthat which persists even 
when the s dard chang~ Originally the English pound 
sterling was represented by 4995 grains of fine silver. Re-
peated reductions gradually brought it down to 1719 grains 
in 1601. From 1717 to 1816 it was represented alternatively 
by 1719 grains of fine silver or II3 grains of fine gold, and 
since 1816 it has meant II3 grains of fine gold. Yet it is 
always the same pound sterling; it would always have been 
wrong to define it as 4995 or 1719 grains of silver or as II3 

'

grains of gold. The pound sterling can only be defined as 
the English unit for the calculation of debts. A pound is a 
pound. ·The French livre or franc suffered a more persistent 
debasement than the English pound.. But both have pre
served a continuity of existence from the Dark Ages, a con-
tinuity hardly surpassed by any human institution except the 
days of the week. 

The only "mterruptions suffered by this continuity have 
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occurred when, after a debasement or degradation of the 
standard or an over-issue of paper money, an equitable adjust
ment of debts is made, those incurred during the period of 
disturbance being made payable 'at something less than their 
face value. We shall have occasion to mention more than 
one instance of this in' the succeeding chapters. 

Sometimes two monetary units are in use concurrently. 
For example, when an issue of paper money has become 
seriously depreciated it may be that people take to making 
bargains expressly payable not in paper but in metallic 
money. Sometimes, again, the monetary unit becomes dis
connected from the legal money; debts and bank credits re
main interchangeable, but can only be converted into cash on 
payment of a premium. This has happened more than once 
in the great financial crises of the United States. In the crisis 
of 1873 there was even a small premium on the paper money, 
though the paper money itself was at a substantial discount 
in comparison with gold. 



CHAPTER XII. 

THE THEORY OF BANKING. 

THROUGHOUT the preceding pages currency has been treated 
as something subordinate to credit. It is not suggested that 
that is the only legitimate standpoint, to the exclusion of the 
more commonly accepted view of metallic money as the 
primary means of exchange, with credit as a useful and 
economical supplemell! t~it. But this treatment of the sub
ject has the practical advantage that in business, as at present 

: organised, credit holds the predominant position, and the 
functions of money have in actual fact become relatively sub
ordinate. And it has the theoretical advantage that a sale for 
metallic money is in all cases analysable into the creation and 
extinction of debt, i.e. into two credit· transactions. From 
the opposite point of view a sale for credit might perhaps be 

. regarded as the uncompleted portion of a sale for money, but 
in fact it usually happens that the sale is completed not by 
the payment of money but by being set off against another 
similar credit transaction. Nor can the significance of the 
legal tender quality of money be understood except in terms 
of debts (credits). An exchange of commodities is something 
voluntary; nothing legally enforceable occurs until a debt is 
created, and it is only when a debt is created that the law can 
prescribe how it is to be discharged. 

The adoption of this point of view requires us to devote 
some space to the theory of banking. For bankers' obliga
tions are the form of credit used as the medium of payment. 

,: In Chapter I. we defined a banker as a dealer in debts. For 
, the most part, however, he does not buy debts, he creates them. 
Even when he buys them, as when he discounts a bill of ex
change, the debts have usually been created for the express 

190 
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Ipurpose of being sold to him. Apart from such transactions 
a banker's purchases of debts are usually from other bankers. 

The debts created by bankers or created for the purpose of 
being assigned to bankers are usually those that arise out of pro
duction, including dealing, transport and the construction of 
fixed capital. Production may be regarded as making society I' 
the debtor of the producer. But the ultimate amount of the 
debt is speculative; it depends on the market for the product, 
Society will not pay its debt till the product is ready and is 
sold to the consumer. In the interval the banker undertakes 
society's debt (subject; of course, to discount) or such part of 
it as the producer immediately requires. The banker's obli
gation so assumed is to the producer a means of payment; 
whatever wealth he needs during the process of production he 
can buy with it. But hEl can only buy wealth which exists ; 
the banker's obligations are not themselves wealth. At any 
moment there is a balance of indebtedness from society to 
the producers in respect of all that they have contributed by 
their services and their property towards the production of 
wealth, which is still incomplete, or which, being complete, is 
not yet marketed. ,In so far as this indebtedness of society 
has been undertaken by the bankers it apparently gives the 
producers the right to buy wealth which is not yet ready for 
them. But, as against this, the producers choose to keep a 
large part of their purchasing power in reserve unexercised. 
and this is what we have called the unspent margin. To this 
extent society is not called llpon to pay its debt to them im
mediately. and the bankers. who have taken over the debt. 
reap the benefit. While they earn interest from the producer 
and the trader in consideration of their having taken over the 
debt. nevertheless they do not have to pay this part of the 
debt at all. 

It should be observed that there is no necessary equality 
between the bankers' liabili~es on thEl onEl hand, and the in
debtedness of society to the producers on the other. The re
serves of unexercised purchasing power may be kss than the 
stocks of incomplete or unmarketed wealth. In that case the 
difference must be provided for as part of the ~ital invest~ 
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ments of the community. If, to take an extreme case, no one 
ever kept any credit unspent, so that there were never any 
outstanding banking deposits, the advances made by the banks 
could not exceed their own capital; a bank, in fact, would be 
merely an agency for investing a part of the savings of the 
community in temporary loaris. Savings would have to be 
applied in exactly the same way to accumulating the necessary 
stocks of commodities in course of manufacture or awaiting 
sale, as to providing the fixed capital of industry and transport. 
If, to take a more probable illustration, the banks' advances to 
traders exceed the total of their deposits, the excess must be 
covered by their capital. Or, again, there may be, side by 
side with the banks, finance or discount companies which ap
ply their capital to making temporary advances. If, on the 
other hand, the temporary advances made by the banks are 
less than their demand liabilities, they must hold some other 
assets. In any case, of course, they hold a certain amount of 
cash, but besides this they may hold some permanent invest
ments. And in fact practically all banks do hold some per
manent investments, while ill. some countries they act as 
underwriters and company promoters on a large scale. 

Thus there is no necessary connection between the two sides 
of a banker's business-the demand liabilities which provide the 
medium of payment, and the temporary advances to traders. 
The union of these two functions in one agency is a great ad
vantage from the point of view of convenience, and important 
consequences flow from their being so united. But in some 
respects it is desirable to study each in isolation from the other. 

In the first place, let us consider the business of making 
temporary advances. The sale of goods to the consumer is a 
continuous process. To a great extent production is likewise 
a continuous process; and where it is not continuous it is 
usually periodical, depending on the recurrence of harvests. 
Between the processes of produc¥ion and consumption there 
intervene those of transportation and dealing, in which the 
goods are almost necessarily dealt with in large quantities. 
The sales of the manufacturer, the purchases and sales of the 
merchant, and the purchases of the retailer are all made on a 
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large scale, and consequently the amount of goods in the hands 
of anyone of these is subject to a succession of discontinuities, 
being large immediately before a sale or after a purChase, and 
small immediately before a purChase or after a sale. If there 
were no temporary borrowing, every man's permanent capital 
would have to be enough to pay for the maximum quantity of 
goods that he at any time has in his possession, and whenever 
the goods on hand fell short of the maximum he would have 
a balance of idle money equivalent to the difference. From 
the point of view of the individual trader the advantage of 
temporary borrowing is that it enables him to escape the 
necessity of maintaining at times a large balance of idle money, 
whiCh is earning no interest. In fact, it enables him to econo
mise balances. It is immaterial whether the borrowing is 
from a banker or financier, or from the trader's customers. It 
might be done quite effectually enough by means of bills 
drawn by sellers on buyers, or by mere book debtS between 
them, with periodical settlement. Whatever the practice may 
be, the purpose is' to economise balances. And if metallic 
money is used, economy in balances means economy in the use 
of metal and a real saving of wealth. If, however, legal tender 
paper is, in any case, used (and this, as we have seen, is some
thing distinct from bank credits, even if the latter are repre
sented by bank notes), there is no saving of wealth 'to the 
community. Economy in balances means diminished issues 
of paper money, and the trader's saving is effected at the ex
pense of the profits of issue whiCh would accrue to the issuing 
authority. 

The advantages of temporary borrowing, however, are not 
limited to the saving of loss of interest on idle money. Apart 
from the power of borrowing, a merChant would be limited in 
all his enterprises to the permanent capital of his business. 
Even if this permanent capital were enough to cover all ordin
ary fluctuations in his stoce., it would still be insufficient to 
enable him to take advantage of exceptional opportunities for 
large purChases, whiCh his special skill and knowledge of his 
trade might disclose to him. Thus temporary borrowing in
troduces an almost necessary element of elasticity into the 

I3 
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merchant's business. Without it his special function of 
anticipating the future needs of the community would be 
arbitrarily circumscribed. 

At a time of crisis the panic-stricken clamour for money is, 
in part at any rate, the consequence of the withdrawal of the 
usual facilities for temporary borrowing. Traders are com
pelled to keep larger balances (not necessarily of cash, they 
may be of credit) because they cannot rely on borrowing. 

The other side of the banker's business, the assuming of 
obligations to be used by their creditors as the medium of 
payment, might be completely separated from the operations of 
making temporary loans. The assets held by banks of issue 
against their notes often include no temporary loans at all. 
This is true, for example, of the United States National 
Banks. In theory ordinary bank credits on current account 
might be based entirely on cash and permanent investments. 
All that is required is that the assets should be sufficient to 
meet the liabilities, and that the margin of cash should be 
sufficient to pay the credits on demand whenever necessary. 
1£ the practice of making temporary loans did not exist, it may 
be supposed that the need for bank credits as the medium for 
large payments would lead to the establishment of banks on 
some such basis. The service rendered by such banks to 
trade would be the avoidance of the trouble and expense of 
counting, transporting, and safeguarding the legal tender 
money which would otherwise have to be used. If the legal 
tender money were of metal they would also effect a saving by 
economising the use of it. But here, once more, if the legal 
tender money were paper, there would be no real saving, only 
a gain to the bankers at the expense of the profits of issue. 

The existence of the unspent margin, a fund of unexercised 
purchasing power, is an opportunity of profit. This oppor
tunity may be deliberately waived in order to maintain a 
metallic currency. The whole Q' the unspent margin might 
be held in the form of cash under an unqualified free coinage 
system, or if a part be composed of notes or bank credits, the 
notes and bank credits might be supported by an equal amount 
of coin or bullion. But if this rigid system be not adopted, a 
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part of this fund will provide profits for some one. In so far • 
as the unspent margin is held in the form of legal tender paper 
nnsupported by metal, the profit goes to the issuing authority. 
In so far as it is held in the form of bank credits unsupported 
either by metal or by legal tender paper, the profit goes to the 
banks, though the banks may share it with their customers by 
paying a certain amount of interest on current accounts. 

Banks are often spoken of as providing "capital." They 
are said to receive capital from their customers, who would 
otherwise leave it idle, and to lend it out to traders who are 
in a position to use it fruitfully. The depositor who keeps a 
balance idle does, it is true, forego a power of command over 
capital which he might have exercised, and the borrower from 
the bank gains and uses the power which the depositor ab
stains from using. But the capital itself, the actual goods and 
services which the borrower buys, never comes into the 
banker's possession at all. The banker is never anything but a ' 
debtor and creditor. He provides capital in the sense that the 
shareholder and the debenture holder provide capital. The 
trader's balance sheet shows on the debit side sums due to the 
shareholders, the debenture holders, and the banker, and on the 
credit side the value of what the economist calls capital, such 
as buildings, machinery, stock in trade, promotion expenses, 

. etc. The abstention from spending, which provides the sav
ings subscribed by the shareholders and debenture holders, is 
similar, from the standpoint of the balance sheet, to the ab
stention from spending, which provides the " nnspent margin .. 
and so makes the banker's busine5ll possible, though the motive 
in the former case is the wish to acquire an income-yielding 
investment and in the latter the converuence of keeping a 
certain amount of purchasing power in hand. 

When banks are said to receive capital from their de
positors and lend it out to traders, this is not quite an accurate 
description of what happet.s, even if capital be taken in the 
balance sheet sense. The only unexercised purchasing power 
that the banks receive from their depOsitors is the cash paid in, 
chiell.y by those who receive cash rather than credit in the 
course of business, such as retail shopkeepers, railway and 

13" 
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tramway companies, collectors of working-class rents, etc. 
Apart from this the banks C1'eate purchasing power in the pro

. cess of granting credits. It rests with them to increase or 
diminish the unspent margin by accelerating or retarding this 
process of granting credits. And as they increase or diminish 
the unspent margin, they increase or diminish the supply of 
.. capital" for balance sheet purposes. As it is for circulating 
capital that bank advances are chiefly used, this increase or 
decrease in the capital items on the debit side of the traders' 
balance sheets is accompanied by a corresponding increase or 
decrease in the stock in trade or goods in course of manufacture 
on the credit side. Hence the effects upon production and all 
the other consequences which we have followed out, including 
the reaction upon the consumer's income and outlay, the de
mand for goods, the level of prices, the absorption of cash, etc. 

Both the assets and the liabilities of the trader are com
monly called" capital," and it is important to avoid the con
fusion which this double use of the term may cause. When 
there is said to be an abundance or scarcity' of capital, what is 
usually meant is not that there is an abundance or scarcity of 
wealth adapted for use in production, but that the banks are 
willing or unwilling to lend. At the time when the scarcity 
of capital is most acute, that is to say in a crisis, there is an 
embarrassing plenty of commodities, because merchants are 
selling them at a sacrifice for want of the credit on which they 
rely for holding them. 

Bankers' obligations which are to serve as a medium of 
payment should be obligations already due; in other words, 
they should be demand liabilities. If they were only due at a 
future date, it 1flould be necessary to allow discount in reckon
ing their value. The trouble of calculation would make them 
an inconvenient means of payment, and the exact rate of dis
count allowed might have to be the subject of a bargain. 
Plenty of exceptions may be found to this general rule. In 
the eighteenth century many banks issued notes which were 
not payable as of right on demand. They might be payable 
at a certain interval after demand, or the banker might reserve 
himself an. option of postponing payment for a certain time 
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and paying interest. And in Lancashire till the middle of 
the nineteenth century bills of exchange regularly passed from 
hand to hand as the means of payment for goods, accumulating 
an almost incredible number of endorsements in the process. 

Deposits subject to notice and yielding interest are a 
form of banker's liability intermediate between a balance of 
cash and an investment. But so long as notice is not given 
they cannot be used as a medium of payment; the depositor 
cannot assign them by cheque until he has transferred them 
to current account. 

The circumstance that always tells against the common use 
as a means of payment of any form of banker's obligation 
other than one payable on demand, is that a future obligation, 
which yields interest, tends for that reason to be kept as an 
investment till maturity. Economists have often argued that 
bills of exchange are .. currency" as much as bank notes or 0/ 

demand deposits. But this at any rate is an essential dis
tinction, and in practice bills sleep quietly till maturity in 
bankers' portfolios, only exceptionally being roused up to go for 
a moment into the daylight to be rediscounted and change 
their masters. 

Exponents of the theory of banking and practical bankers 
alike are obsessed with the dangers of a great mass of demand 
liabilities. It is all very well to say that all the depositors and 
note holders of the Bank of England never will demand pay
ment together, but if Uuy did the Bank of England would be 
unable to pay. No bank can be quite safe, unless, like the 
old banks of deposit at Hamburg and Amsterdam, it retains 
a stock of specie equal to the whole of its demand liabilities. 

The practice of maintaining as large a proportion as p0s

sible of the assets of the bank, other than the cash reserve, in the 
formof billsor loans for short periods is commonly recommended 1 

as the best safeguard against these dangers. If the depositors 
begin to draw out money, tile bank can protect itself by stop
ping the grant of fresh loans and letting the existing loans 
run off day by day as they fall due. Unless there is that 
simultaneous rush for money which is called a .. run .. on the 
bank, this process is likely so to strengthen the hank's cash 

,~, 
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reserves as to enable it to meet all demands. If not, the bank 
may have to raise money elsewhere, and for this purpose the 
most efficient method is the rediscounting of bills of exchange. 
At a time of stress lenders will be better satisfied with a 
security of which the capital will fall due in a short time than 
by stock exchange securities the capital value of which may 
be subject to a heavy depreciation. 

This doctrine is true enough as far as it goes. But the 
question of the best assets to be held in support of a banker's 
demand liabilities raises a variety of other considerations. 

In the first place, there are two quite distinct conditions of 
solvency; the assets must exceed the liabilities by a sufficient 
margin, and cash must be always forthcoming so far as re
quired to meet the demand liabilities. The former is a condition 
which applies to all businesses, the latter is peculiar to banks. 
And the rules of maintaining general solvency are in many 
respects the same for banks as for other businesses. There 
must be an adequate margin of capital, reinforced so far as 
possible by a balance sheet reserve; every reasonable precau
tion must be taken to be sure of the solvency of people to whom 
lo~ are granted; before profits are divided, proper provision 
must be made for bad or doubtful debts and for the deprecia
tion of assets, such as long term investments. A manufacturer 
has a large fixed capital and may have little or no t.emporary 
indebtedness; a merchant will have a relatively larger'tempor
ary indebtedness. But temporary indebtedness will take a 
much smaller place even in a merchant's balance sheet than 
demand liabilities in a banker's. In order to support this large 
liability of a fixed money value, the banker requires to have 
adequate assets of a fixed money value. Long term invest
ments are liable to an indefinite capital depreciation, and 
consequently the banker needs short-term investments, not 
merely to help him in maintaining cash payments on demand, 
but to keep him solvent. The sn*e of long-term investments 
has been demonstrated again and again by the failure of sav
ings banks managed with scrupulous care and apparently with 
prudence. They cannot remain solvent if they have to buy 
investments at a high price when savings are plentiful, and to 
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sell them at a low price when savings fall off. In countries 
where the mercantile business is relatively small, as compared • 
with the volume of production, banks are tempted to venture 
on long-term investments. So long as they maintain a con
siderable proportion of short-term securities and choose suit
able .. gilt-edged" long-term investments, there may be no 
harm in this. The danger is that they may assume the func
tions of company promoters or underwqters, and may get 
.burdened with blocks of securities which are either unsaleable 
or can only be realised at a heavy sacrifice. Or in an agri
cultural country they may advance sums on mortgages of 
property which will not fetch adequate sums in the market in 
case of foreclosure. The vice of such practices is not so much 
that the investments are for long terms or that the capital is 
not repayable-indeed in the case of mortgages the capital is 
repayable-but that the value of the investments themselves 
is doubtful. But this uncertainty of value is itself character-
istic of long-term by contrast with short-term investments. 
The chance of a merchant who appears perfectly solvent in 
June failing in September is small. The chance of land which 
forms the security for a mortgage sufiering a serious deteriora
tion of value in the course of three or five or ten years is 
considerable. It is rightly considered a principle of sound 
banking that a large proportion of the bank's assets should 
consist of bills, advances or other short-dated securities, but 
the most cogent reason for this is that it is dil;licult otherwise 
to maintain its general solvency. 

Even if banks do not themselves enter into the investment 
market as underwriters and run the risk of tying up part of 
their assets in unrealisable shares, they may get into the same 
difficulties by advancing money to the investment market. 
The embarrassed underwriter, compelled to hold the securities 
which the public will not buy, must have recourse to his 
banker. If he can put ~own adequate security the banker 
will grant him an advance. But if his is not an isolated case, if 
the investment market as a whole is embarrassed by a failure of 
the investment demand from the public, it may be impossible 
to realise securities which are in themselves irreproachable 
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When investment securities have to be sold, the purchase 
money can only be obtained either from the savings of the 
investing public or from the creation of bank credits. Con
sequently the extent to which the aggregate of bank credits 
can be reduced by the sale of such securities is limited by the 
supply of savings available for investment. Advances on 
investment securities, even though they appear to be a very 
liquid asset, are sometimes found in an emergency to be 
frozen up. The existence of any large class of traders, 
whether they be bankers, underwriters, finance companies, or 
any others, with long-period assets and short-period debts, is 
always a source of danger. This is the real ground of the 
prejudice against what are called .. finance bills" or .. ac-

1 commodation bills," i.e. bills of exchange drawn not to provide 
money for the purchase of goods destined for an early sale but 
to cover a deficiency of ready cash. There is absolutely no 
harm in borrowing to meet a deficiency, provided the deficiency 
is temporary. There is no special virtue in a deficiency caused 
by the purchase of goods. In the course of business there 
may be a hundred and one legitimate reasons for anticipating 
future receipts or for abstaining from calling in loans to provide 
funds for the purpose of defraying an immediate liability or of 
seizing a promising opportunity. The vice of the finance bill 

: is in the use of it to raise money for the construction of fixed 
capital, when the necessary supply of bonafide savings cannot 

; be obtained from the investment market. This abuse of the 
system was a conspicuous feature of the Overend & Gurney 
crisis of 1866, and also of the United States crisis of 1907. 

In considering the /lIeans of maintaining the payment in 
cash of a bank's demand liabilities, we must distinguish be
tween the requirements of normal times and those of a crisis. 
In normal times the responsibility must rest exclusively on the 
individual banker; in times of crisis, while he must play his 
part, more depends on the attitude 9f the authorities, whether 
the Government or a central bank, in whom the control of 
the banking situation nltimately rests. In normal times the 
banks are in competition with one another. They endeavour 
to attract customers by the advantages they offer, in the !orm 
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either of financial facilities or of local convenience. Each 
bank has its clientele, people who have chosen for one reason 
or another to give it their custom. For the most part the 
borrowers from it will be included among its depositors. If 
a bank is a little too free with its loans, its customers will on 
balance pay away greater sums to the customers of other 
banks than they will receive. It will find day by day, when 
it settles accounts at the clearing-house, that it has to meet an 
adverse balance by paying away a part of its cash reserve. If 
it is to keep a cash reserve in due proportion to its liabilities, 
it must restrict its advances or perhaps transform some of its 
other assets into cash, for example by rediscounting bills. 
Whatever measures it may choose to adopt, the effect is that 
it must no longer outstrip its competitors in granting loans; 
And on the other hand, an unduly cautious bank will find a 
favourable balance due to it at the clearing-house; its cash 
reserve will grow at the expense of its other assets, and its 
profits will suffer through its interest-earn1ng assets being too 
small in proportion to the total. Thus there is a tendency 
for all the banks to keep pace in the granting of credits; each 
can only extend its business by finding new customers, and 
the loans and advances that it can grant among a given circle 
of customers are practically limited. 

A loss of cash may occur either through the grant of 
excessive adyances or through a loss of confidence in the bank 
on the part of its customers. In the latter case the remedy 
is for the ballk to borrow from its fellow-banks. So long as 
the loss of confidence is not deserved, so long as it can present 
a balance sheet that is demonstrably solvent, it can do this. 
The banking community will always be anxious to help one 
of their members, provided he be really solvent, for any 
banking failure will cause a shortage of the means of payment 
and will put them in difficulties. But it is' one thing to be 
solvent and quite another ~ be able to give conclusive evi
dence of solvency. The solvency of a banker depends in 
the last resort on the solvency of those of his customers to 
whom he has lent. Of some of these he alone knows the 
affairs.. Many a. bank has come to grief and has yet paid 205. 
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in the pound when wound up, with a handsome balance over 
for the partners or the shareholders. There is thus a tendency, 
which may cause some injustice, for banks to prefer the claims 
of borrowers with large businesses, whose credit is a matter of 
general knowledge, to those of smaller borrowers, who in all 
-other respects may be better deserving of accommodation, 
unless the latter can offer unimpeachable collateral security. 

In assuming demand obligations a banker's functions are 
• passive; it is in lending that he plays an active part in trade. 
In lending he takes the responsibility for two kinds of de
cisions; he selects the borrowers, and he determines the rate 

. of interest. The borrowers want credit for the purposes of 
production. All production is more or less speculative, since 
its success cannot be measured, till it is complete and the 
product has been sold to the customer. By lending, the 
banker to some extent participates in the speculation, though 
of course he can guard himself against the chance of loss by 
exacting collateral security from the borrower. on whom the 
main burden of the risk falls. By making the market rate of 
interest, the bankers, as a class, keep the demand for advances 
and consequently the supply of credit in their control. 

Bankers aim at keeping a fixed proportion between their 
cash reserves and their demand liabilities. The nature of 
these cash reserves depends very much on the credit and 
currency system in vogue. They do not necessarily consist 
entirely or even mainly of legal tender money. In England. 
the practice is for banks to keep considerable deposits at the 
Bank of England. They settle balances with one another by 
drawing cheques on these deposits, and they only draw out 
legal tender money when they need it to hand over to their 
customers. The great English joint-stock banks have a 
multitude of branches, and their cash reserve, which figures in 
their balance sheets usually under the description .. cash in 
hand and at the Bank of England," consists partly of the 
working balances of cash needed for the day-te-day needs of 
all their branches, and partly of their credit balances at the 
Bank of England. These reserves are supported by another 
item in the balance sheet ... cash at call or short notice," which, 
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is money lent, chiefly to discount houses, practically from day 
to day. Although it can be withdrawn almost on demand, it is 
different from a deposit with a bank in two respects;· first, it 
is not assigned away by cheque and so cannot be used as 
a means of payment; secondly, it earns interest, not at the 
specially low rate allowed on a deposit subject to notice, but 
at a rate only a little below the full value of the use of the 
money. The discount houses that borrow this day-to-day 
money invest it in the discounting of bills of exchange. They 
resemble bankers in that their liabilities are more "liquid" 
than their assets. and they are in practice more exposed to 
sudden demands than the bankers themselves. For the 
bankers regard this money at call as the means of replenishing 
their reserves if necessary. If their reserves run short they 
call some of the money up. The discount houses may be able 
to pay the sums called from the proceeds of bills falling due; 
if not, they borrow from the Bank of England. Whenever 
credit begins to outstrip cash in the London market, the effect 
is felt in a tendency on the part of the discount houses to borrow 
from the Bank of England, and indeed 1:he " Bank rate" is 
the minimum rate at which the bank is prepared to lend, if 
requested, in those circumstances. When the Bank so lends, 
its assets are increased by the amount lent and its liabilities 
by an equal amount. The Bank's liabilities are deposits,' 
and the additional deposits in the hands of the discount houses 

~are passed on by them to the banks who have called money 
from them. Thus the effect is that the credit balances of the 
joint-stock banks at the Bank of England are increased, and 
the shortage in their reserves is made good. When the Bank 
rate is high, the discount houses cannot afford to borrow unless 
they charge correspondingly high rates for discounting bills. 
Consequently the rate of discount, as well as the market rate 
for day-to-day money, tends to follow the Bank rate. This 
system of keeping money at call enables the great London 
banks to conduct their business in normal times without 
borrowing. 

The banking system of the United States resembles that 
of England in that one bank deposits a part of its reserve with 
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another. Before the passing of the Federal Reserve Act of 
1913, a number of large towns were designated reserve cities, 
and there were three" central reserve cities" (New York, 
Chicago, and St. Louis). The National Banks in the reserve 
cities held deposits from the National Banks in the smaller 
places around them, and these deposits were counted as part of 
the statutory reserves of the latter. The National Banks of 
the central reserve cities likewise held deposits from those in 
the reserve cities. This differed from the English system in 
that there was no centralisation of the deposits, which were 
thus counted as cash reserves, in a single institution. The 

, Federal Reserve Act has, however, made a further approach 
towards the English system, in that, though even yet there is 
not a single central bank for the whole of the United States, 
the country is divided up into districts, and there is only one 
Federal Reserve Bank for each district. Moreover the Federal 
Reserve Board introduces some unity of control into the 
Federal Reserve Banks of all the different districts. If cir
cumstances demand a general contraction of credit, it is 
possible to move the Federal Reserve Banks to make a 
simultaneous advance in the rate of discount. The United 
States system still Aiffers in many important respects from the 
English. Every member bank is required by statute to main
tain a reserve equal to a certain proportion of its liabilities, and 
this reserve must be deposited in the Federal Reserve Bank.' 
If the reserve falls short, it will be replenished by rediscounting' 
bills with the Federal Reserve Bank. National Banks are pro
hibited from having branches, so that there are thousands of 
independent banks, some very large and others very small. 

On the continent of Europe the prevalent practice is to 
hold the cash reserves in legal tender paper issued by a central 
bank, and to replenish them when necessary by rediscounting 
bills with the central bank. 

I For demand deposits the proportion was fixed by the amending Act of 
aut June, 19171 at 13 per cent. in central reserve cities, 10 per cenL in reserve 
citi .. and 7 per cent. elsewhere. The proportion for time deposits ia 3 per _to 
Originally the proportiODI were 18, J 5, and 12 per cent. and the reserve wu to 
he held partly in cash and partly in the form of deposita with the Federal Reoe"e 
Rank. 
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Under all these systems the effect is that, in order that the 
ordinary banks may replenish their reserves when necessary, 
the central bank has to lend. When gold is wanted for export, 
as the ordinary banks do not keep more gold than is required 
for their day-to-day needs, the gold is withdrawn from the 
central bank. Thus the demands on the central bank are ' 
always the index of the financial situation. 

In times of financial tranquillity, when there is no crisis, or 
threat of crisis, it is discreditable for a bank to suspend 
payment. It may be as much the banker's misfortune as his 
fault, but the hard fact remains that he has failed to meet his 
engagements when his neighbours have fulfilled theirs. The 
failure of a bank, like all acts of bankruptcy, is a breach of 
faith. But it is somewhat more blameworthy than the failure 
of a mercantile firm. It is part of the business of a merchant 
to take risks ; it is the duty of a banker to avoid them. If 
all merchants take risks, then some of their ventures must fail. 
The mere fact of failure is not evidence that a merchant has 
taken UMt4IJ risks. But the mere fact of failure is evidence 
against the banker. 

On the other hand, at a time of crisis the case is rather 
different. If all the banks are suffering, not from an in
sufliciency of assets to cover their liabilities, but from a short
age of legal tender money, no one of them is discredited by 
embarrassments which are obviously attributable to a mis
carriage of the currency system. The currency system is in 
the last resort regulated by the legislature, and it is not within 
the power of any individual banker to control it. If it breaks 
down, the responsibility rests on the legislature, or on the 
authorities entrusted by law with the management of the 
system. 

It may perhaps be retorted that this is only so if the 
legislature has set up some artificial and unsound system, and 
that, if the clear and simple principles of the free coinage of 
gold be adopted and enforced, the responsibility may be left 
with the bankers so to shape their affairs as always to be 
able to meet their engagements. From this point of view 
a banker's business may be regarded as composed chiefly of 
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dealings in " options" and " futures" in gold. A bank credit 
is an option to buy gold at any time; a loan or bill is an 
undertaking to deliver gold at some fixed future date. If, then, 
the banker is given the right to pay in paper instead of gold, 
he is thereby enabled to avoid the fulfilment of his engage
ments, unless the paper itself is convertible into gold. But 
if this is the correct theory the banker is exposed to the same 
dangers as any other dealer in futures and options. If the 
state of the gold market makes it profitable for his customers 
to exercise their" options," in other words, if the market value 
of gold tends to rise above its coinage price,1 he may be called 
upon to find more gold than he possesses or can lay his hands 
on. At such a time he cannot get it from his fellow-speculators 
because they are in the same difficulties as he. Neither he 
nor they are necessarily to blame; the gold market may be 
influenced by conditions abroad, over which they have no con
trol and of which they have no direct knowledge. It seems, 
therefore, that on this theory the risks of the speculator are 
inseparable from banking, unless the practice of the old banks 
of Hamburg and Amsterdam be adopted and the whole of the 
deposits be covered by bullion or specie. 

But in reality this is not a tenable theory of banking at 
all. If the banker's obligations are payable in gold, that is 
because all debts are payable in gold. If the law makes them 
payable in gold, the law can at any time make them payable 
in something else. It is vain to say that it must not do so ; 
in practice it frequently does. There is much to be said for 
the view that all currency systems 'Ought to be based on a 
metallic standard, and that once the standard is chosen it 
ought to be adhered to at all Costs. But however firmly the 
standard may be entrenched in the law, the law always can be 
altered, or even broken. The power of issuing paper mone) 
al wa ys exists in the background, even if it be expressly for· 
bidden by law. The State cannot divest itself of this POWel 
or of the responsibility attached to it. 

1 The option entitles the eustomer to receive the gold from the banker at tlu 
coinage price, paying for it by a cancellation of the banker'. debt to him, whicil 
like all debts i. computed iD tho legailDODey of account. 
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When in the throes of a crisis all the banks are faced with 
a desperate shortage of currency, the responsibility for taking 
measures of relief necessarily devolves on the State. Even if 
the fault lies with the individual banks, the remedy is not 
within their power. The pressing necessity is to provide the 
means of payment, and only the State can do this. The State 
cannot be relieved of this responsibility unless, as in China, 
the means of payment are settled by custom, and the powers 
of sovereignty are really insufficient to modify this custom.' 

So long as the power of enacting what shall be the lawful 
means of payment resides in the State, the State has the 
responsibility of using that power. If it decides, for .good 
reasons or bad, not to help the banks, there is likely to be a 
universal suspension of payments, such as has occurred more 
than once in the United States. Where all the banks suspend, 
no individual banker need feel ashamed. Suspension becomes 
the vogue, just as, when George III. was mad, it became the 
fashion for every one at Court to claim to have had a period 
of insanity in his past. 

In fact, there is really no reason why the banker who has 
conducted his affairs with ordinary prudence should ever lie 
awake at nights oppressed by the abyss of demand liabilities 
at the edge of which his business is carried on. The demand 
for cash is not capricious. So long as crisis conditions do not 
arise, the circulation of money, being determined by the 
convenience of the public, will be approximately steady. A 
banker whose cash reserves fall off can readily replenish them 
from his neighbours, fo~e aggregate of cash reserves will not 
diminish suddenly. On the other hand, when a general short
age of cash does occur, this is a sign that there has been an 
undue expansion of credit, and that is a matter for which the 
responsibility rests not with the individual banker but with 
the central bank as the representative of the State. So long 
as the ordinary banker takes care that his assets are good. and 
does not swell his loans and discounts beyond the due propor
tion to his deposits, he is doing his duty to society. 

'Or. theomically at AllY ...... the po ..... of tho Sta .. ..- cunmcy might be 
)iun'ted by a wri""" eGIIItitllti .... 
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If this responsibility necessarily rests on the State, ought 
not the State to exercise some control over the activities of 
bankers at all times? It may be contended, with some force, 
that to defer the very beginning of control till the moment of 
crisis is to leave the preparations for defence till the outbreak 
of war. This is a much controverted question. It is not 
generally disputed that a close regulation of the right of note 
issue is desirable. It is usual, indeed, to restrict the right to 
a cenjral bank, and to make its notes the paper money of the 
country, with the privilege of legal tender. Even where private 
banks of issue are permitted, it is usual, as in the United States 
and Canada, to make elaborate arrangements to secure the 
convertibility of the notes in all possible circumstances. The 
reason of this is that there is not the same personal relation 
between a bank and its note-holders as between a bank and 
its depositors. There is a greater danger of the bank's obli
gation being either too much or too little trusted when it is 
represented by a note than when it takes the form of a deposit. 
Moreover, bank-notes may, in an emergency, be made legal 
tender, even if they are not normally so; or, not being made 
legal tender, they may become by force of circumstances the 
only means of payment available for retail transactions and 
the payment of wages. When the emergency comes, the diffi
culties of the situation may be greatly increased if the issuing 
banks have been allowed to get into an unsound condition. 

A close State regulation of banks of deposit is more doubt
ful policy. It is easy to justify in principle. The banks pro
vide what is in practice the principaJ means of payment in 
business transactions. That so vital a service should be well 
and honestly rendered is a matter of primary public importance. 
It is arguable, however, that it will be better rendered under a 
free system than if subjected to artificial limitations. 

The question is not one that can be decided entirely by 
general principles. The purpose of control is to secure that 
the banks both have and deserve the confidence of the public. 
They must have sufficient cash reserves to pay their demand 
liabilities, and they must have good general assets. One bank 
cannot be more liberal than tbe rest in granting loans and 
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discounting bills without having to meet an adverse balance 
at the Clearing-House. This operates as an automatic check 
on the infiation of credit. One bank may, it is true, adopt 
a lower standard of cash reserves than another, and may in
crease its profits at the expense of its power to maintain cash 
payments. But the narrower its margin of cash the less scope 
it has for infiating its loans. If its reserve is already cut down 
to the minimum sufficient for its day-ta-day needs, the slight
est laxity in the extension of loans will put it in difficulties 
and compel it to borrow. Consequently, though the suspen
sion of payments, when it does occur, is caused by the ex
haustion of the cash reserve, this is really less likely to be due 
to a settled policy of cutting the reserve too fine than to an 
outburst of lending which dissipates a reserve originally suffi
cient. If a banker is tempted to seek the large profits which 
may be gained from imprudent banking, he will proceed to 
increase his loans. Were he to reduce his reserve, he would 
only hamper his own freedom. 

A statutory regulation of reserves. such as is established! 
in the United States, does little to promote sound banking. 
Apart from the obvious criticism that just at the time when 
the banks ought to be using their reserves, they cannot pay 
them out without reducing them below the legal proportion, 
there is the serious weakness in the system that it does nothing I 
to prevent that infiation of credit which leads to the depletion 
of the reserves. Either an individual bank or the banking 
community as a whole remains free to set in motion forces 
which must in time reduCe the reserves below the proportion, 
and. when this inevitable result comes about. the effect of the 
legal limitation is only to intensify the difficulty by stopping 
fresh business. Three times. in 18730 II!g3, and 1907. there\ 
has been an almost general suspension of cash payments by 
the American banks. The Federal Reserve Act has done 
much to guard against the dangers to which the system estab
lished by the National Bank Act of 1863 was subject. If the 
reserve of any bank runs short it can be replenished by redis
counting paper with the Federal Reserve Bank, and if paper 
money is required rather than a bank credit. the Federal 

14 
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Reserve Bank has a power of issue, which, though restrained by 
the sliding scale of taxation, is not subject to any cast-iron 
limit. Thus it is no longer the statutory reserve proportions 
but the control of the reserves by the Federal Reserve Board 
that is relied on to prevent inflation. And that being so it is 
arguable that the statutory reserve proportions (which have, in 
fact, been substantially reduced below the ratios adopted in 
1863) no longer serve any useful purpose. 



CHAPTER XIII. 

WAR FINANCE. 

WHEN we criticise human institutions as they are, and at· 
tempt to gauge their soundness under strain on the assumption 
that, whatever the strain, they remain unaltered, we are im
plicitly taking it for gra,nted that the strain is subject to a 
certain limit. We have not been supposing that the currency 
systems which we have been considering were capable of re
maining in all circumstances unaltered. We have recognised 
that at a time of crisis the law may be broken or even amended. 
We have seen the statutory limitation of the Bank of Eng
land's right of note issue suspended by an executive act, or 
banks of issue charging I}}?remium on gold when an excessive 
export is threatened. ~e have shown that the greatest. 
normal strain to which tlie currency system of a country can 
be exposed is that which arises from the occurrence of a crisis 
in a neighbouring country.' This strain can be called .. normal," 
because financial crises are as unavoidable in credit systems as ! 
shipwrecks in navigation. \ The management of credit is peril
ous, just as is the manag~ent of a ship, and financial crises 
like shipwrecks are the penalties of a miscalculation, immunity 
from which is almost unattainable. But so long as crises of 
this type, arising from the inherent difficulties of the regula
tion of credit, are in question. the departures from the law, 
like the law itself, may be assumed, to be directed exclusively 
to the maintenance or restoration of sound conditions. This 
singleness of purpose constitutes the limitation implicitly 
assumed. 

The circumstances which we now have to investigate are 
different. We shall find an ~R nationw. n~ over
riding all other considerations, and leading to disorders in 
the credit system which would hardly arise from any less 

In 
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overwhelming cause. Scarcely any contingency'but war 1 is 
sufliciently grave to produce these consequences, and there
fore the subject of examination may practically be narrowed 
down to the relations of currency and credit to war finance. 

War fina.b.Ctns· ii.-·braD.Ch· of Gove_nt finance. By 
finance we mean the art of providing the means of payment. 
In theory the sovereign state can exact services from its sub
jects without payment, as, for example, it may compel them 
to serve on juries or in the army. But in practice this method 
of compulsion is limited in its scope, and the State pays for 
those services which it cannot conveniently compel, and buys 
those goods which it cannot conveniently requisition. In 
fact, vastly the greater part of the activities of the State are 
carried on by the services of paid employees and with com
modities bought in the market. It is the function of Govern
ment finance to provide the means of payment needed for these 
purposes. This is done primarily by means of taxation. The 
individual citizens are compelled to contribute money to the 
Government. (Jhe taxes paid form part of what we have 
called the .. consumers' outlay" of the taxpayenf.\ The money 
is received by the Government, and expended."pon the goods 
and services necessary for carrying on the business of the 
State; it is then included in the " consumers' income" of the 
Government employees and of the pe?ple who produce goods 
which are sold to the Government. Vf the income and ex
penditure of the Government are equal, the corresponding 
items in the consumers' outlay and the consumers' income, 
taken over the whole community, balance.} 

But, of course, even if income and expenditure are ulti
mately equal, the proceeds of the taxes cannot be expected 
always to come in exactly as and when they have to be spent. 
At one time income will overtake expenditure, at another it 
will fall behind, and temporary borrowing is needed to equal
ise the balances of the Government, as much as those of private 
traders. Moreover, Governments, like private traders, from 

1 Revolution. it is true. hu as sinister a record .. war in the wrecking of 
currency systeJJll. But this has usually been the work of Rnolution complicated 
by either foreign or domestic war 
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time to time have to incur large items of capital expenditure. 
As te how they ought to draw the line between expenditure 
chargeable to revenue and expenditure chargeable to capital, 
and what provision they ought to make for sinking funds, these 
are questions which do not arise here. It is enough that, 
besides raising revenue by taxation, Governments find it ad
visable to raise it by borrowing both temporary and permanent. 
When they do so. they borrow from the same sources and 
through the same channels as private traders. Their temEor
ary borrowing will be mainly from banks and discount com 
panies. Their permanent borrowing will be from the sa . 
of the community. 

How does it come about that Government finance tres
passes on the domain of currency and credit? So long as the 
Government only raises money by taxation. by loans which 
are supplied exclusively from genuine savings. and by tempor
ary borrowings in anticipation of such taxation and such loans. 
which are completely discharged from their proceeds when 
received, it is doing much the same as a private trader. though 
on a larger scale. The sums that it takes by tax or loan from 
the public are subtracted from what is applicable out of the 
consumers' outlay to form the demand for other commodities 
and services, exactly as if the services of the Government were 
just one among the various objects upon which the consumer 
could elect to spend his money. In applying the sums so 
raised, the Government diverts a portion of the productive 
resources of the community to public purposes. For the goods 
and services so diverted it has to compete in the market just 
as if it were a large private firm. The Government,is a trader-k 

( 
~g Jaw...gri!er ancl.!Qe-.organj5i!tion of socim> to its cus-t 
tomers. the taxpayers. 

Suppose that. owing for example to the outbreak of war, 
the expenditure of the Government is enormously increased. 
It has to raise increased sums by tax and loan, and it has to 
divert to its own purposes a correspondingly increased propor
tion of the productive resources of the country. By raising 
more money. it diminishes the sums left in the hands of the 
public for other expenditure. If it could raise all the requisite 
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funds by taxation and by borrowing in the home market, this 
diminution in the expenditure of the public would so reduC€ 
the demand for commodities as to set free all the capital and 
labour needed. 

Any considerable amount of war borrowmg must affect thE 
world's market for capital. The borrowing country may bE 
normally either a borrower or a lender, or perhaps on balanCE 
its savings may just meet its own normal capital requirements. 
Confronted with the task of raising War Loans, if it is a 
lender, its power of lending will be diminished, or suspended, 
or it may be tumedinto a borrower from foreign countries; 
if it is a borrower, its borrowings will be increased; if it is 
neither, it will become a borrower.1 The mere diversion to 
war purposes of part of the domestic savings ordinarily avail
able, will have this effect, even if no money is directly borrowed 
from abroad by the Government. This import or diminished 
export of capital will affect the foreign exchanges. As we 
have already seen in Chapter IV., imports of capital must 
take the form of imports of goods, and in order that the addi
tional goods may be attracted the market for them must be 
improved. Unless a sufficient expansion of credit QCcurs to 
increase purchasing power to the level required, the exchanges 
will become favourable and gold will be imported. 

At the outbreak of war there will almost certainly be "'
considerable credit expansion. A war usually starts with a 
heavy initial expenditure on mobilisation and other prepara
tions, and it is impossible to raise large sums immediately 
from loans and taxes. Time is required to prepare either, 
and in the meantime the yield of the ordinary revenue is likely 
to be adversely affected by the derangement of business, tbe 
interruption of foreign trade, etc. The result is that war 
finance almost invariably begins with a large amount of tem
porary borrowing. If this temporary borrowing were merely 
in anticipation of future receipts from loans and taxes, it need 
not necessarily mean any expansion of credit. The prospect 

1 A belligerent, even if DOrmany • bonower of (omp capital, may be pre ... 
eluded from borrowing abroad for war purpo.... lIB credit may be destroyed 
by the war iIB.If. 
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of the curtailment of demand, which should occur when these 
future receipts are realised, might be sufficient to damp down 
enterprise to such an extent that the temporary borrowings by 
private traders would fall off as much as the temporary borrow

. ings of the Government increased. 
This is not impossible, but, where the war is on a grand 

scale, it is extremely unlikely, if for no other reason, on 
account of the profound disturbance caused to business of all 
kinds. Every commodity market will be in some degree in
volved. For some goods, such as munitions of war, or those 
required for the primary needs of the population, an increased 
demand will be looked for, and dealers and speculators will 
hasten to raise funds to buy and to increase production. For 
others, such as luxuries, the demand will be expected to fall 
off, and dealers will endeavour to dispose of their stocks. In 
the one case there will be an increased demand for bank ad
vances; in the other there will be little or no diminution 
owing to the difficulty of seIling. 

The situation may be further complicated by an interrup
tion of foreign trade. Speculation will be stimulated among 
dealers iJl imported commodities of which the supply is likely 
to be short, while dealers in exportable commodities will be 
embarrassed by an accumulation of redundant supplies. 

The investment market too will be shaken. The prospect I 

of forced borrowing by the Government on a large scale will 
stifle the demand for existing stock exchange securities, and 
stock exchange operators and underwriters will find them
selves loaded up with securities which are saleable, if at all, 
only at a great sacrilice. 

If the war is locaJised, in the sense that the countries 
• involved do hot emorace a Jarge proportion of the economic 

world, the distresses of business can be relieved to a great 
extent from neutral resources. Neutral investors will be glad 
to buy securities cheap. Neutral traders will enter into the 
commodity market, and will take a speculative interest even 
in the suspended export and import trade, in the hope of making 
a profit out of it when it revives. Neutral bankers will assist. 

By such means the shock to business will be materially 
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softened, and the transition to' war conditions surmounted 
without much difficulty. Failing this aid, the state of business 
may be so desperate that nothing short of a moratorium, 
postponing the liabilities of debtors, will avert a complete 
collapse. 

The overwheIming extent and severity of the crisis which 
preceded and accompanied the outbreak of war in 1914 were 
due to the large proportion of the great trading and producing 
nations of the world that were involved. The crisis began in 
the security markets. From Vienna, Berlin, St. Petersburg, 
and Paris there poured out a stream of international securities, 
which could only find a market in London and New York. The 
sellers required funds in Europe, and the proceeds of the 
security sales in New York came into the exchange market for 
remittance either to the selling countries or to London. 

On Monday, the 27th July, the first business day after the 
rupture of diplomatic relations between Austria-Hungary and 
Serbia, the New York foreign exchange market, congested 
with these demands for remittances, broke down, and the world 
felt the first dreadful thrill of panic. The exchange market 
between New York and London was an exquisitely sensitive 

l nervous ganglion; to touch it was to inhibit vital reactions 
throughout the organism of world finance. 

Dealers in exchange found multitudes clamouring to remit 
to London; hardly anyone wanted to remit in the contrary 
direction. It seemed that no quotation could be fixed which 
would come near to equalising supply and demand. Large 
sums of gold were hastily despatched, but gold could not be 
either shipped or insured in unlimited quantities, and, the 
shadow of war risks was already falling on the insurance market. 
Exchange quotations became "nominal," and business was 
confined to isolated transactions, each separately negotiated 
at fancy prices. 

The first impact of the crisis was felt by the London 
acceptance business. All over the world trade was financed 
by bills on London; traders who had purchased goods had 
arranged for bills to be drawn by the vendors on London 
accepting houses, and the purchasers were under an obliga-
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tion to provide the necessary funds in British currency in 
I London to meet the bills at maturity (cf. p. 107). 
: Wbere the goods had been bought to be impoI1ed into 
, England and to be sold for sterling no difficulty arose. But a 
: very large proportion of the bills represented goods consigned 

for sale in other countries, and the importers, who would 
realise the proceeds of sale in the local currency, had to come 
into the foreign exchange market and buy sterling before they 
could meet their obligations to the acceptors in London. 

So predominant was this London accepting business in the 
financing of international trade, that the demand for sterling 
overshadowed all other demands. One way of procuring 
ready money is to sell securities. The breakdown of the New 
York Exchange made sales of securities in New York useless 
as a means of procuring sterling, and diverted the stream of 
sales to London itself. 

Panic was then in full swing, and security prices fell 
headlong. In rapid succession the Continental Bourses stopped 
working, and on the 31st July the London Stock Exchange 
itself closed. The New York Stock market closed on the 
same day. 

The closing of all the stock markets, combined with the 
, collapse of the foreign exchange markets, cut off the clients of 
the London accepting houses from all means of providing 
funds in London. The accepting houses were threatened with 
imminent ruin. They were granted a moratorium (2nd 
August). But by this measure and by the closing of the Stock 
markets nearly all the readily realisable resources of the banks, 
except their actual cash in hand. were frozen up. There 
followed therefore a. general moratorium (6th August). • 

, It was only after the Bank of England,acting with a Govern-
ment guarantee. had taken over the immediate liabilities of 
the accepting houses. and special arrangements had been. 
made for the protection of stock dealers and other classes of 
embarrassed traders that the moratorium came to an end. 

This historic crisis was so exceptional that we must beware 
of generalising from it. It was .exceptional, not only on 
account of the number and importance of the powers involved 
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in war, but also on account of the special position of London 
and the unforeseen developments springing therefrom. Great 
Britain was a creditor country on a unique scale. It was a 
creditor country 1h~tierent~senses, first as" the holder 
'of huge foreign investments, then as a continuing exporter of 

, capital (amounting sometimes to as much as 200 millions a 
year) to add to those investments, and finally as a lender of 
floating capital to finance foreign ~rade\ --' ,- " , . - . 

, 'When. the London investment market closed down, the 
most import-ant part of the export of British capital abruptly 
ceased. Nor was investment abroad allowed to revive during 
the war. New capital issues were controlled, and every effort 
was made to direct all the country's available savings to the 
war loans. This was just such a diminished export of capital as 
was referred to above (p. 214), and was by itself bound to 
make the exchanges highly favourable, and to bring in large 
imports of gold. 

The financing of international trade was disorganised by 
the crisis of July. The obligations of foreign clients to 
British accepting houses amounted to a very large sum. 
Several millions were fa1ling due every day, but under normal 
conditions were set off in the market against new business. 
When this business was suddenly suspended and had, as it 
were, to be wound up, the means of paying these liabilities had 
to be found. It was the consequent pressure to buy sterling 
that choked up the foreign exchange market. When the 
various emergency measures taken by the British Government 
in August and September, 1914, restarted the machinery of 
accepting, discounting and remittance, and the ~xchange 
market began to show signs of life again, a part of the debtsi 
due to the accepting houses began to be paid. Payment was; 
delayed in some cases by moratoria abroad, in others by thej 
prohibitions against trading with the enemy, in others bYJ 
the embarrassments of the debtors. The restarting of busin~ 
of itself renewed the lending by London, but the net effectj 
of the crisis was that a substantial part of the British capitall 
embarked in the financing of international trade had been! 
called up, and more was to be gathered in later on. J 
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This was another cause contributing to make tbe exchanges 
favourable. Gold was received in enormous quantities by the 
Bank of England, and when the foreign exchange market re
vived and quotations began again, sterling was at a premium 
nearly everywhere. A significant ,exception was France. 
Paris was itself a very important financial centre, endowed . 
with some of the power of London to draw in funds from abroad. 
In addition it was one of the great sellers of stock exchange 
securities during the crisis, and was enabled thereby to draw 
gold from London. The franc was actually quoted at a 
premium in London for some months after the crisis, though 
the market remained" nominal." Even in Germany, which 
had much less of the characteristics of a creditor country than 
either Great Britain or France, the exchange on the United 
States was favourable for a few weeks. 

I 
To a ~~tor co'!PYl' the p~..exPl:llSeS-Pf 

war do .not really ~resent.a problem. It can afford to come 
into the money market and get bills discounted up to a very 
large total, without impairing the position of its currency. 
By merely ceasing to lend or invest abroad it gains the same 
advantages as by B.oating a foreign loan. It can expand credit 
and inHate the currency up to a certain point without making 
the exchanges adverse. (cf. pp. 65-6). 

II!.!-.~nang.ally"'weak country, on the other hand, the initial 
expenses of war mayunperuThe currency. If the temporary 
borrowing of the Government coincides with extensive ad
vances to embarrassed traders, and if no external financial 
support is forthcoming from allies or neutrals, the currency 
may fall to a discount immediately, and there may be great 
difficulty in effecting foreign purchases with it even at the 
diminished value at which it is quoted. In 1914 Russia and 
Austria-Hungary experienced adverse exchanges from the 
beginning. 

How was it then, it may be asked, that the financially 
strong powers as well as the financially weak suffered from 
serious currency troubles at the outbreak of war ? It is not 
very easy to give a satisfactory answer to this question. 
Anyone who could have foreseen the future would have had 



220 CURRENCY AND CREDIT 

very good reason for preferring gold to the paper money of any 
belligerent continental country. But did the people in the 
queue which formed to draw gold out of the Bank of France 
have any clear expectation of francs faIling to a discount? 
Did they understand why war should have that effect? More 
probably it was pure panic born of bewilderment. And the 
same bewilderment existed in this country. The idea pre
vailed that depositors would clamour for money from the 
banks. But no one could offer any very intelligible explana
tion of why they should do so. To provide against the danger, 
the bank holiday of the 3rd August was prolonged for three 
more days, the moratorium was instituted, and a supply of 
£I. notes was hastily prepared. But all the time the depositors 
remained perfectly calm. If there was a sCarcity of cash 
that was mainly because the usual paying in operations of 
the tradesmen were interrupted by the closing of the banks. 

At the outset, then, the financing of a great war is almost 
invariably accompanied by a considerable amount of tem
porary borrowing on the part of the Government, against 
which there is probably no set-off in the shape of any diminu
tion of private borrowing. The extra credit created is paid 
away by the Government, just as it would be by a private 
trader if it were created in the ordinary course to finance pro
duction. In so far as the Government keeps down its borrow
ing by postponing payment, it merely shifts the task of raising 
money on to the shoulders of the contractors and others from 
whom it buys. What is temporarily withheld from them they 
have to borrow from their bankers. The credit created in this 
way, directly or indirectly, on behalf of the Government, will be 
extinguished, not, like an ordinary advance to a trader, when 
the goods produced are sold to the consumer, but when the 
Government is enabled to raise the necessary funds by per
manent loans or extra taxation. Till then it remains in circu
lation, and swells the purchasing power of the public. Those 
to whom it is first paid on being created, like everybody who 
receives a sudden accession of profits or earnings, will probably 
spend some and retain some in hand. At the outbreak of 
war, when the future is uncertain, and when moreover there 



WAR FINANCE 22I 

is every likelihood of opportunities for investment being 
quickly offered that are both profitable and patriotic, people 
are likely to retain more and to spend less than from a similar 
windfall in time of peace. The creation and disbursement of 
this additional credit will therefore add something to the con
sumers' outlay, but less of it will be so added, and more will 
be added to balances than in time of peace, so that the quick
ening of trade will not be in full proportion to the quantity 
of additional credit created. But some quickening of trade 
there will of course be, and this in itself would tend to produce 
an adverse movement of the foreign exchanges, since the 
increase of the consumers' outlay draws on stocks of com
modities, attracts additional imports, and diverts possible 
exports to some extent to the home market. The actual 
state of the exchanges (apart from the very serious results 
which may ensue in particular cases from the interference 
with foreign trade) will be the resultant of this trade activity, 
which tends to make them unfavourable, and of the import of 
foreign capital, which tends to make them favourable. As 
to which tenden~y will predominate, that depends on several 
factors, such as the magnitude of the temporary borrowing, 
and the degree of caution of the public in spending, but 
specially on the country's power of drawing resources from 
abroad. . 

The initial difficulties once surmounted, it becomes neces
sary to provide funds, from taxes and loans, pari PaSsu with 
the expenses of the war-:-Sucli laxes are imposed as the 
country can stand, and the balance of the war expenditure 
has to be provided by loan. The issue of the first War Loan 
finds an accumulated burden of temporary debt, representing 
the expenses incurred since the beginning of the war, and a 
daily deficit in the present and future. What are the sources 
from ,!~ch mO!l!~ be raised? In the ffiSt place, there are \ 
tlie""Savings of.....!l!~~ The people may abstain from 
spendiiig money that they would otherwise have spent, either 
on their own enjoyment or on investment, and may surrender 
the purchasing power thus kept unexercised to .the Govern
ment in exchange for holdings in the War Loan. In the next 
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place, existing securities may be sold. But of course it is no 
use subjectS-of the borrowing co'imiry selling securities to one 
another. This will not increase the available fund of savings 
to be subscribed to the War Loan. The selling of securities 
will only be fruitful if they are sold abroad. Thirdly, there 
may be jireci.foreign, s!lbscriptio~!L~!lt_e, ~ar Loan, especi-

, ally from allied countries, which for one reason or another do 
not need all their financial resources for their own warlike 
preparations, or from favourably disposed neutrals. Indeed, 
belligerent nations often float loans in foreign countries, the 
tenns being specially devised to attract subscribers in those 
countries. In the Russo-Japanese War, Russia borrowed 
largely in France, and Japan in England. In the Balkan 
Wars of 1912-13 the Balkan States borrowed from France. 
The great war of course saw England and Germany lending 
to their respective allies on an enormous scale, and England 
in turn borrowing from the United States. But even when 
a belligerent brings out what is ostensibly an internal loan, 
payable and repayable in its own currency, foreigners may 
be induced to subscribe to it as an investment. 

But suppose that the most has been made of all these 
sources, and that the funds raised are not enough. A man 
in business, who cannot raise all the capital he needs, either 
abandons or curtails a project which he cannot carry through., 
Is a nation at war to leave its forces insufficiently equipped,' 
because it cannot raise money? If it is at war at ~, 
n:!!!5.tJ>e a matter of life ang !iea~ there is no hall-'way hOUsej 
between -a whole-hearted prosecution of the war and an im-: 
mediate peace. And as we have already seen, it is possible to' 
stave off a want of funds by temporary borrowing. T~"por-I 

,
ary boqowing has this advantage---or this danger-that the

l m~ne~,tt> _~ !>arrowed need not e:ist. ~~!1y. o.r. in~ectly 
~~l~d,~,~. a ,banker. 'whtt'11e 1ends IS a credit-his ownl 
J2l;>ligation. _This obligation he can himself create. If th8j 
gold basis of credit is to be preserved, it is no doubt necessaryj 
to contract the credits granted for other purposes, in order tOj 
make room for those granted for the war. If this condition; 
is to be observed, the new intrusion of the Government intol 
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the short loan market will lead to a raising of the rate of 
interest. Traders will thereupon be discouraged f1:o;}loI(fu;g 
stOCkS of goods in hand, and in fact, in so far as advances to 

I the Government are substituted for advances to traders, the 
: war is being practically ~anced.l)Y dra!!n~e e~~g J;;. 

stocks of commodities. en in time of peace credit is con
ti~;1lie"eoriSU!ners' outlay is diminished. But now we 
are supposing the advances to private traders to be contracted 
only to make room for equal advances to the Government. 
The credits granted to the Government are spent as rapidly 
as those granted to the traders would have been, so that the 
consumers' income and the consumers' outlay are presumably 
undiminished. Goods are bought as quickly as before, and 
the high rate of interest operates to prevent orders being 
given for the replenishment of stocks. 

In the case of a country like England, which possesses 
such vast banking assets based on merchandise in all parts of 
the world, the stocks to be drawn upon in this way are cor
respondingly great. But neither in this case nor in any other 
are they unlimited. If stocks are reduced below the point a1 
which it is possible to keep them for the duration of the war.:\ 
they must presently begin to increase again. To the extent 
that they in~ they will tend to crowd the Government 
out of the temporary loan market; so that the problem of 
raising money will to that extent be only deferred, not solved. 

And not anly are stocks kept down by the high rate of 
interest and the difficulty of borrowing, but there is also great 
difficulty in getting orders executed, owing to th~..!!!y~~ , 
~!.~~~c!i~r:esources._()fJh!lSl'~~~llity to ~_w:or¥ In j 

time of peace the contraction of credit occasions a an of 
prices. But the reduction of stocks, the difficulty of replenish-
ing them, and the continued demand from consumers will 
combine to send prices up. In fac!...!h,..!:..!lP~~ __ 
~wadike~roQlgdj-, threatened by the absorption of 
the nation's economic eliorts in war, will enable the holders 
of those commodities to sell them at high prices and to dis
charge a great part of their indebtedness, more, in fact, than 
merely in proportion to the reduction of stocks. A merchant's . 
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indebtedness may be normally equal, say, to two-thirds of the 
probable selling value of his merchandise. If he reduces his 
stock in trade by one-third, and sells this third at 50 per cent. 
more than he expected, he will realise a sum equal to half the 
original valuation of the whole stock. If he applies the whole 
of the sum so received to discharging his indebtedness he will 
reduce it to one-fourth of its former figure. . The combination 
of a tight money market, high prices, and extreme caution on 
the part of both lenders and borrowers, will, therefore, lead to 
a reduction of stocks, but to a still greater reduction of bankers' 
loans. Moreover, one result of the difficulty of borrowing is 
that traders take advantage of their financial strength to free 
themselves from dependence on their bankers. The usual 
process by which they equalise balances, borrowing when they 
buy and paying off advances when they sell, exposes them to 
unwonted risks, and they may choose to keep large sums idle 
occasionally rather than trust to borrowing whenever they 
have large payments to make. These idle balances need not 
be money; credit will do just as well, unless there is a want 
of confidence in the solvency of the banks. Consequently just 
at the time when the bankers' loans to traders fall off, there 
may be a steady increase in the bank balances of those same 
traders, the consequent gap between the assets and liabilities 
of the banks being filled by the advances to the Government. 
The result is that the banks can increase their loans to the 
Government by much more than they reduce their loans to 
traders without disturbing the equilibrium of the money 
market. Money is thus being ptovided for the Government 
by traders devoting sums, which might have been used for 
buying commodities, not merely to paying off their own in
debtedness but to accumulating liquid balances. A striking 
example of this tendency is to be seen in the immense quantity 
of paper money which France was able to digest during the 
war with a comparatively small disturbance of the exchanges 
and of prices. A similar explanation maybe given for the 

I 
remarkable demand for Treasury bills in Eng1and; -for- it is 

. even more convenient for a m.erchant to holdbis_Ealance _ in 
'/ the form of a short-dated bill thaJi·iD. the form of an idle bank 

-," .-- , .. _.-> -'- ' .. -. -~.--"--, 
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credit. If he holds a bank credit, he gets no interest, or at 
best interest only at the low rate allowed on time deposits. 
If he holds a Treasury bill, he gets, in the fonn of discount, J 

the full rate of interest on his money, and he can discount the 
bill at any time without loss if he needs cash. 

In applying their receipts, either to payoff their indebted
ness or to accumulate balances, merchants are not merely 
abstaining from laying out capital on purchases for business 
purposes, they are also abstaining from spending profits which 
they might use for their personal expenditure.. This is a fonn 
of saving. What the merchants abstain from spending they 
can empower the Government to spend. 

IS 



CHAPTER XIV. 

WAR INFLATION. 

THus besides taxation, and pennanent borrowing at home and 
abroad, and temporary borrowing in anticipation of these, a 
Government has three legitimate forms of temporary borrow
ing open to it. At the outbreak of war, when the direct or 
indirect importation of foreigu capital favours an expansion of 
credit, it can borrow up to the point at ,which this tendency 
is exhausted; next, if loans to traders are restricted, loans to 
the Government can be substituted for them; finally, in so far 
as traders seek to accumulate liquid balances, the banks can 
increase their loans pari pasSt, with the consequent increase iii 
their liabilities, or alternatively the traders may bold their 
additional balances in the form of short tenn loans to the 
Government. 

But the sums that can be so raised, like the available supply 
of savings, are still limited. Suppose that the Government 
takes full advantage of these resources and still has not enough. 
The 'exigencies of war pay no more regard to the resources 
of the money market than to the supply of savings. The 
Government goes on, day by day and week by week, incurring 
liabilities which are dictated by' national needs. The War 
Loan is intended to meet the excess of those liabilities over the 
yield of taxes for the past and for an appreciable period into 
the future. If it does not, the Government must meet the 
deficiency. If temporary borrowing within prudent limits is 
still insufficient, the only resource left is to borrow from the 
banks beyond those limits. This is the point at which the 
stress of war begins to drive the Government to overstep the 
limits of sound management of currency and credit. The 
immediate need of the Government is for the means of payment, 

226 



WAR INFLATION 227 

This need can be met by the creation of a banker's obligation. 
The banker will assume such an obligation, in return for a 
suitable asset. It need not be by way of a temporary loan ; 
he may take long term war loan stock, since he holds a certain 
amount of investments among his assets, and at a pinch he 
can add to his holding. 

The usual method of temporary borrowing is the sale of 
oNigati9l!§ of the GOYeIDment of a kind suitable for inclusion j 

bong the short-dated assets of a bank.1 They would mature 
in three or six months or similar periods (sometimes as much 
as a year or even two years). They may be issued to yield a 
fixed rate of interest or discount, or they may be offered in 
the discount market, like an ordinary bill of exchange, for 
what they will fetch. 

Up to a point the quantity sold, if insuflicient, may be 
increased by offering the obligations at a higher and higher f 
rate of interest or discount. B~t still it mi¥ fall shar:f;~Qf,I , 
requirements, an~~~e~f6!Il;ll~gresoll!£!~()rro~ • 
from the cen~~ The central bank can create credits in 
f'l(V6ur of the Government. These credits will be immediately 
drawn upon, and either transferred, as credits, to other banks, 
or paid away in the form of notes. The central bank must 
always be prepared to pay i,p; own depositors in legal tender 
money, and ",uS increase its note-issue to.(lIly ~~t neces-I 
sary for the purpose.. Therefore from the point of view of 
the banking community, a sum in legal tender notes and a 
deposit with the central bank are entirely equivalent to one 

,another. The borrowing by the Government from the central I 
bank thus increases the cash reserves of the other banks, and 
puts them in a position to lend more. Provided ~rade gorro'lY
ing is kept in check. this additional leni'i1Ili power can be 
diree£ea towaros meeting the necessities of the Government. 
and the amount of the advances from the central bank will 
then be restricted to so much as is requisite to keep up the 
supply of cash corresponding to the increased supply of credit. 
The infiationary effect will then be at the minimum. 

1 For eumpl. our Tftuuty Bills, the Amen .... Cenilicates of lndebt..m..., 
the French 1JMt.,. INtr-N_. 

IS· 
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(The actual process by which the inflationary effect is 
proauced is just the same as when it is caused by excessive 
trade borrowin() The whole amount borrowed by the Govern
ment may be expected to be quickly disbursed, and in being 
disbursed will go to swell the consumers' income and in due 
course the consumers' outlay. (A part, it is true; may be 
paid to traders who apply it in reduction of their own indebt
edness to the banks, but to that extent there is not inflation, 
but only a substitution of Government indebtedness for trade 
indebtedness.) 

To the increase in the consumers' o..!!.t1:iY th~esponw 
no increase in the Pz:.QQ.ys;tiDlu:d:.&Q..IDmw:lit.ie:i. and therefore the 
aec'iiiiiiilafecrsupplies will be encroached upon till prices are 
raised to the point at which consumption is balanced by 
production. That in the interval of adjustment there is an 
increase in consumption and a reduction in stocks of commo
dities at a juncture when the country needs to husband its 
resources, is one of the penalties of inflationary finance. 

The increase in the consumers' outlay and the consequent 
increase in prices will tend to be accompanied by a proportional 
increase in the prices of foreign currencies. And it is easy 
to see by what sequence of events the foreign exchanges will 
be affected. The increase in consumption will increase the 
demand for importable commodities, and will diminish the 
available surplus of exportable commodities; it will so creat~ 
an unfavourable balance of payments, even bej{)1'e the rise 
of prices has occurred. Here, it may be noted, during thd 
interval of adjustment, the country gains a surplus of imPO~ 
over exports. The surplus mitigates the scarcity occasiO~ 
by the reduction in home stocks, but it has to be paid for. 

If the gold standard is being maintained, the surplus '. 
be paid for in gold. If the gold standard has been allowed t 
lapse, the currency may have depreciated in the exchang3 
market before payment is made, and in that case all or part 0 

the loss may fall on the foreign exporters. The trade balan 
is upset, and the rate of exchange must give way till equilii 
brium is restored (d. p. 67). 

Depreciation can be staved off for a time by the use of ~ 
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gold reserve. But this is of more real advantage if employed I 

before the inflation has begun. It then furnishes the Govern
ment with an additional resource, which will postpone for 
a time the need for inflationary expedients. Once inflation 
has begun, the continuance of specie payments artificially 
maintains the purchasixig power of the population in world 
markets. A large sum in gold may be very quickly swallowed 
up in paying for the excess of imports attracted to satisfy this 
exaggerated purchasing power. If the monetary unit were 
left to be valued by the exchange market without any adven
titious aid from convertibility into gold, its consequent 
depreciation would prevent the increase in purchasing power, 
and the excess of imports would be dispensed with. 

Traders will find their sales increased, and soon will be 
selling goods easily at increased prices. To take advantage of 
the favourable market, they must layout the cash they receive 
on replenishing their stocks. There follows J;lressure on __ !hel 
cO\lJltry'spr()duc;tjYLlesQJl:I:£\lS. Producers put up thlin' 
pnces. Thus the increased supply of money and credit circu
lates, and the money income of every trade and every industry 
is inflated. It may well be supposed that the wage-earners 
will get their share, but whatever the division may be between 
profits and wages, the inflation of the aggregate remains. It 
must remain, as long as the unspent margin is swollen by the 
credit created against the Government short-term borrowing. 
Each new boaowing operation will correspondingly increase 
the unspent margin and further intensify the inflation. 

While the inflationary process is actually at work, that is 
to say, while the consumers' income is expanding and prices 
are rising, it is more profitable to hold commodities than to \ 
hold money. People will therefore desire to hold smaller 
balances than usual in comparison with their incomes or 
their turnover. They will pay away their money more quickly 
than usual, and the expansion of the consumers' income and 
the rise of prices will outstrip the growth of the unspent margin. 
In other words the inflationary effect of the Government 
borrowing will be more than in proportion to the quantitative 
addition to the means of payment. If inflationary finance is 
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successfully stopped, cash balances will return to their normal 
proportions, and there will be some reaction. 

But it is part of the inherent vice of inflationary finance 
, that, once started, it is difficult to stop. The fall in the 
commodity value of the money unit is reflected almost imme
diately in an increase in the prices paid by the Government for 
the goods and services it needs. It· is reflected only after a 
considerable interval (and in part only after fresh legislation) 
in the yield of the revenue. The deficit to be covered by 
borrowing· is thus increased. 

And at the same time legitimate borrowing becomes more 
difficult. An expansion of credit, by increasing the profits 
of trade, makes investment in industrial securities or in trade 
more attractive than investment in gilt-edged securities 
(see pp. 96-7). In war time this tendency may be counter
acted in various ways, e.g. by appeals to patriotism and by 
controls of new capital issues. But patriotism, though it will 
outweigh self-interest in some cases, will certainly not do so 
in all. And controls are difficult to make fully effective, and 
are likely to be paralysing to business. 

, \ Inflation is a deadly blight; once it has gained a hold, 
t will poison the whole economic system, and can only be 

eliminated, if at all, at the cost of exhausting efforts.) The 
cessation of war expenditure ought to give some hope of a 
recovery. But even that is not certain. The weakening of 
the revenue remains for a time at any rate. With the revival 
of the peacetime economic interests, the difficulty in the way 
of Government borrowing may be actually increased. Controls 
become more irksome, and more difficult to enforce. Even if 
they remain legally in force, they are likely to grow less and 
less effective. 

With a country actually at war, the necessities of the 
moment are paramount, and evils likely to arise after the 
restoration of peace weigh little against them. But even 
during the war itself the consequences of inflation are disas
trous. Not only is the Government's power of raising real 
resources, as distinguished from fictitious credits, seriously 
weakened, but the so~~qu..~ces ~f.rising prices are 
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themselves a §rave evil. Endeavours are ~ade.J.01 
com,bat these cons, ,equences by price_~~<!~~, 
mealti:i'eSwbiCli are difficult enough to make effective and the 
administration of which imposes a tre~Q..~_burd~,_on tile 
en,.~~~eI'II!D-~ at a ffiiie when they ought to 
be concentrated on the war itself. 

It is amazing that nations at war so often acquiesce with
out protest or struggle in the adoption of inflationary e:lI;pedi
ents. The severe methods by which alone inflation can be 
avoided, as described in the preceding chapter, are unpopular. 
Infiation itself is popular in business circles because it brings: 
high profits, and is recommended because it means active 
trade, and therefore increased production. But infl.ation can. 
only increase production by increasing consumption; it 
diminishes rather than increases the national resources. 

The great war is conspicuous among all the wars of history 
for unsound finance. It would be difficult to parallel the 
easy-going alacrity with which inflationary methods were 
acquiesced in from the very earliest stages. 

At the outset every European be1Iigerent except Great 
Britain suspended specie payments. The fear of a currency 
breakdown under the strain of war finance is perhaps the 
chief motive which leads Governments to accumulate vast 
reserves of gold in time of peace. It was after the Agadir 
crisis of 19II that the German Government deliberately set 
out through the instrumentality of the Reichsbank to make 
a large increase in the country's holding of gold. France 
responded by making a large increase in the already very 
great reserve of the Bank of France. Both countries were 
certainly actuated mainly by a fear of war. The greater i 
the gold reserve the longer the credit system can stand 
the strain of financing the Government without suspending 
specie payments, or, if specie payments are formally sus
pended but goId continues to be exported, without letting 
the paper currency fall to a discount. 

The mere suspension of specie payments in 1:91:4 by itself 
tended to diminish confidence in the currenc;y-tended, that is, 
t!l"triake peOplelessWilliDitoiiOldbai~ of cash. In both 
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Russia and Austria-Hungary, where gold was really needed for 
foreign payments, the loss of confidence betrayed itself at once 
in a depreciation of the currency in the foreign exchange 
markets. In France specie payments were suspended in face 
of a favourable exchange and actual imports of gold. There 
there was a real tendency to hoard, aggravated, no doubt, by 
the imminent prospect of invasion. But a free use of even a 
small portion of the gold reserves of the country, then amount
ing to 31 milliards of francs, might have restored confidence. 
Little or no appreciation also was shown throughout Europe 
of the importance of discouraging trade borrowing. Bank 
rates were all put up, it is true, during the crisis, and remained 
above their preceding level. But the period immediately 
before the crisis had been one of very cheap money, and the 
rates, as increased, were nowhere really deterrent (the con
vulsive rise to IO per cent. in England on the Ist August did 
not last). As we saw in the last chapter, it is possible for a 
Government at warto indulge in a very considerable measure 
of temporary borrowing without starting inflation. But of 

, that an essential condition is that a tight hand should be kept 
on trade borrowing. There must be a deterrent baul! rate. 
Without it, the situation will be perpetually imperilled by 
the inherent instability of credit. The vicious circle of infla
tion will be only too easily started. From 1914 onwards 
inflation raged almost unchecked among the Continental belli
gerents. Its consequences were partly masked during the 
continuance of hostilities by the abnormal economic cir
cumstances of the war itself; communications, when they 
were not completely interrupted, were difficult, and few markets 
were free. After the armistice the tension was relaxed. It 
was then found that inflation had so permeated the financial 
system that to check it was a most formidable task. 

In 19I4 England alone of the European belligerents did 
'not suspend specie payments. As time went on, it was 
found that the world-wide extent of the war itself facili
tated the maintenance of gold payments in London. 
The general suspension of specie payments by the belli

. gerent powers of Europe so narrowed the area in which 
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. gold continued to circulate, that the British exports of gold 
to the United States and the other countries which still con
stituted that area, bore a very considerable proportion to 
their entire pre-existing stock of gold, and stimulated in them 
a corresponding expansion of credit. Their monetary units 
were consequently cheapened practically as fast as the British 
pound sterling, and the great expansion of credit necessitated 
by war finance in this country could be carried out without 
depressing the foreign exchanges at any rate below the rather 
artificial export specie points corresponding to the great diffi
culties in the way of moving gold in time of war. 

Since the famous report of the Bullion Committee in 1810, 

which investigated the reasons for the" high price of bullion," 
or in other words the depreciation of the Bank of England 
notes, during the restriction of specie payments by the Bank, 
it has been generally recognised that the depreciation of paper 
money may be measured by the foreign exchanges, and also 
that beyond a certain point the adverse movement of the 
foreign exchanges cannot be adequately explained by an un
favourable balance of trade, but necessarily implies a deprecia
tion of the standard. The relation of the foreign exchanges. 
both to the balance of trade and to the value of the monetary 
unit, we investigated in Chapter IV. The conclusions we then 

(reached are as valid in war as in peace. The unfavourable J 

balance of trade in time of war is primarily the result of borrow- , 
ing from abroad, either direct, through the floating of loans in 
foreign countries. or indirect, through the diversion to war 
loans of money that would otherwise have been sent abroad 
for investment. through the attraction of foreign savings to 
replace money that would otherwise have been invested at 
home. and through the sale of securities abroad. But for the 
expan'Sion of credit, this borrowing from abroad would produce 
not an unfavourable but a Jew_abU movement of the ex
changes. until the attraction of imports and repulsion of 
exports had produced an additional balance of imports equiva
lent to the proceeds of the foreign loans. It is ouly if there 
is an expansion of credit fIIIW. than sufficient to make a 
market for the additional imports that the exchanges become 
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unfavourable. The imports to be paid for take various forms. 
The Government may borrow abroad the means of paying fOI 
supplies which it purchases abroad. That is a self-contained 
transaction, and is more or less outside the ordinary operations 
of the market. The Government may of· course purchase 
supplies abroad, merely because it can get them a little cheapeI 
or a little better than at home, and in that case it is acting 
like any other purchaser; the supplies so purchased, like any 
other imports, are a consequence of the high prices in the home 
market. But often foreign supplies are purchased without 
much regard to price, because, even when all the available 
resources are drawn upon at home, additional supplies will 
give. a better prospect of success in the war. Moreover it is 
likely enough that the prices of warlike supplies at home are 
so artificially regulated that they hardly constitute a market 
at all. 

There is a nearer approach to normal market conditions 
where contractors who have undertaken to furnish warlike 
supplies find it necessary to buy part of their materials, etc., 
abroad. The credits raised by the Government and paid to 
these contractors give them the means of payment out of which 
the foreign supplies are to be purchased. Here the demand 
of the Government as a buyer operates directly to make a 
market for imports. And where the supplies are produced at 
home, the remuneration of the people engaged on production, 
including the profits of the contractors and the. interest of the 
capitalists as well as wages and sa1ari~, is paid from the 
Government credits, and, in so far as the receipts of these 
people are spent on consumption in excess of what home pro
duction can satisfy, commodities have to be imported. 

Now finance is the art of providing the means of payment. 
The means of payment will onlY be fruitful in so far as there 
is something to be paid for. It is not possible to provide 
supplies for a great war by juggling with bank credits. A 1 country at war must endeavour to produce more and consume 
less. Its spending power for the purposes of the war is limited 
to the excess of production over consumption, plus any surplus 
stocks that can be drawn upon, plus any wealth that it can 
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raise from abroad, by borrowing or by the sale of commodities 
or securities. There is some difficulty in completely adapting 
to war production the productive resources previously applied 
to the production of superfiuous non-warlike commodities, but 
of course goods may still be produced for export: and imports 
suitable to the new national needs may be obtained in return. 
The unfavourable foreign excbanges, the loss of gold, the, 
depreciation of the monetary unit,' these are signs that the: 
country is consuming more than it can pay for by its produc
tion, by borrowing abroad, or by selling its possessions. So 
long as all the money raised and spent by the Government 
represents the equivalent of something of value surrendered 
by the people from whom it is raised, these adverse signs will 
not appear. The problem of .. ·financing imports" is then 
completely solved. Whether the solution be to borrow more 
abroad;, or to produce more or consume less at home, solved 
it is. ~t is when the Government raises credits w~e:
p~ent nO~g(but a cross entry in its tXioks of account with 
its own subjects that infiation begins.) 

The mere fact that the bankers wilo grant credits have 
sufficient assets to cover them, perhaps several times over, 
does not prevent the credits from being redundant. It is only 
in so far as the credits give command over wealth which can 
be applied to the purposes for which it is needed, over labour, 
over supplies of food, over weapons and" ships and rolling 
stock, over the services of soldiers and sailors, over the us, of 
suitable fixed capital, that they are more than a mere financial 
conjuring trick. The same is true of contributions by private 
individuals to war loans and even to taxes, in so far as the con
tributors raise the necessary funds by borrowing and do not 
take adequate steps for repaying the sums borrowed. All the 
new money available for investment comes ultimately from 
savings out of income. Money once invest~pe{!t, and 
though the title to the int~fOraiVideiiaS'yielded froin the 
investment may be sold, and the seller can put the purchase 
money which he receives into a new investment, that does not 
release the labour and capital expended. The ·patriotism of 
shareholders cannot transform a tramcar into a howitzer or a 
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cinema theatre into the boots of an army corps. Fixed capital 
is fixed, and its adaptability for use in war is limited. In so 
far as it is adaptable, the Government may take it ; the Govern
ment may requisition the ships of a shipping company and qte 
shareholders may invest the cash they receive in war loan. 
They abstain from spending the cash on themselves. Or again 
capital assets which are not adaptable may yet be sold abroad, 
and the proceeds placed directly or indirectly at the disposal 
of the Government, increasing thereby the country's power 
over foreign resources. But even this is subject to the limit 
that only that part of the foreign resources which can be 
utilised for the production of warlike supplies, or for releasing 
domestic resources that can be so utilised, is available. It is

l 

~
rimarilY foreign savings from inrome that can be so utilised., 

An at~..E!.!o spend sums greater.Jhan, the amount o~,!I'ealth 
whicAJ:he woilaoffers to be purchased can only inflate prices ... 

Up to the declaration of war between Germany and the 
United States in April, :1:9:1:7, the problem of war finance pre
sented itself to this country above all as the problem of 
financing imports. In order to make full use of the great ad
vantage conferred by the command of the sea, it was necessary 
to make lavish purchases in neutral countries and especially in 
the United States. The limit of those purchases was to be 
found nowhere short of the power of the United States to 
produce what was required and the possibility of transporting 
it to Europe. How were those supplies to be paid for? The 
receipts of the Government normally took the form of credits 
in London. The American manufacturers wanted credits in 
their own country. If they had bee~ willing to be paid with 
holdings in British war loans no difficulty would have arisen. 
But they wanted to be free to spend the sums received as they 
pleased, and even those who were willing to invest them out
side their own businesses wanted investments in their own 
country, paying interest and principal in their own currency. 
The British Government accordingly resorted to three principal 
measures for providing the means of payment. In the first 
place, vast quantities of gold were sent, gold displaced from 
circulation by the new currency notes issued in England, 
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gold freshly mined from within the British Empire, gold sent 
by France and Russia, gold which had come in a great stream 
from the United States after the outbreak of war when the 
exchanges were all in favour of London.1 The gold received 
blthe United States from all these sources in the two and a 
half years from January, 1915, to June, 1917, was just $1500 
millions. Next, a number of loans were floated chiefly by Eng
land, but also by some of her allies, in the United States, the 
interest and principal being payable in the United States in 
dollars. Thirdly, special arrangements were made for hand
ing over British-held American securities to the Government, 
which could either buy them and sell them in America, or 
borrow them and pledge them as security for American loans. 

In essence what happened was that Great Britain became 
indebted to the United States for the value of the supplies 
furnished, and had to find equivalent assets, in gold or securi
ties, to pay1the debt .. The problem was quite accurately de- • 
scribed as that of paying for our imports. At the same time 
this problem was really inseparable from that of paying for • 
8ll our supplies. If the amount of genuine money raised at 
home was more than sufficient to pay for the warlike supplies 
purchased at home, that meant that the home consumer was 
apstaining from spending so much money on himself, and 
that an equivalent amount of the country's productive re
sources was set free for the production of goods for export. 
If, on the other hand, complete provision had been made for 
paying for all the warlike supplies purchased abroad. but 
nevertheless the home purchases were financed with inflated 
credits. the exchanges ~ould be adverse. The excessive 
amount of purchasing power in the hands of the people would 
make a disproportionately attractive market for foreign goods 
(or securities). so long as the monetary unit remained at its 
nominal par. In fact. in that case. the inflation of credit. by 
financing the war with less than the due amount of sacrifice 
on the part of the people, actually attracts superfluous imports ; 

• n.. IIOld .... t &om the United States .... DOt .... t a~ the Atlantic bot 
.... depooited to the credit of the _ M &gland at Otta-. whence It .... 
_ back ....... the udwIp tumod in fa ...... of the UnitedStata. 
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the problem is then not so much to finance the imports, as to 
avoid attracting them. The solution is to be found not in 

: borrowing more money abroad, but in. encouraging or enforc· 
. ing abstinence at home. An altE:mative solution, and one 01 
I considerable practical importance, is to excite a correspond
I ing inflation in foreign countries. In a war between two 
powers only in a neutral world this is hardly possible, but 
when the greater part of the world was involved in the war, 
some degree of sympathetic credit inflation almost inevitably 
occurred in a neutral area so much narrowed. The United 
States could not digest $1500 millions of gold in two and a half 
years, without being involved in an enormous expansion of 
credit, even if it were somewhat less than in proportion to the net 
increase of some 60 'per cent. effected in the country's stock 
of monetary gold. This expansion of credit tended to counter
act the effect of the European inflation on the exchanges. 
On the other hand, it induced an abnormal activity of trade, 
and made borrowing in the American investment market all 
The more difficult. -

The flood of gold indeed caused some misgivings both in 
the United States and in other gold-using countries. The 
three Scandinavian countries, Norway, Sweden and Denmark, 
and later Spain, actually suspended the free coinage of gold, 
and their banks of issue were no longer legally bound to grant 
credits in exchange for gold at a fixed price. 

For Germany the problem of financing imports can hardly 
be said to have arisen at all. From the beginning of the war 
she Was cut off from all opportunity of gaining any appreci
ab~OUD.TOrmiienat .. assistanc~ from neutral I.:~-'~f£es. 
For all that, howevei';--tliepr6blrmo(payiIigfot supplies arose 
for her in an acute form. In appearance her war finance, 
with regularly recurrent half-yearly war loans, was remark
ably systematic. At the outbreak of war a series of emergency 
measures were put into operation. Gold payments were 
suspended; various measures of relief to debtors were put 
into force; an organisation was created for making advances 
to traders on every kind of tolerable security, and a special 
issue of paper money was made as a medium for these advances 
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In the first instance. no new taxes were imposed and nothing 
was done to sustain the foreign exchanges. It was in ap
pearance a system of war finance without sacrifice. The 
gold standard was deliberately discarded in favour of un
limited paper. without any prior efiort. by contracting credit 
and paying out gold. to retain it as long as possible. No 
doubt it was calculated that the ample issues of paper would 
provide the people with the means of subscribing liberally to 
the war loans. the first of which was brought out within two 
months. When credit expands. it is profits which gain the I 
advantage in the first instance; wages are only raised after an 
interval. So long as wages lag behind. the effect is to make 
the rich richer and the poor poorer. Now in one way it is 
easier for the Government to extract money from the rich. 
either by taxation or by borrowing. than' from the poor. A 
restriction of expenditure which is child's play to the rich may 
be a terrible burden to the poor. Sacrifice can be forced on 
the poor by means of high prices accompanied by no propor-~ 
tional increase of wages. From the money thus filched from 
the poor the rich. cut off from alternative channels of invest
ment. can be induced to subscribe to war loans. In fact. the 
German system. far from being one of war finance without 
sacrifice. put the sacrifice upon the poorest people. Moreover 
the rich evidently failM to play their part. Though they 
subscribed many milliards of marks to the war loans. the 
depreciation of the mark. as measured by the neutral ex
change! in Europe. even before the collapse that followed the 
Armistice. showed clearly that these milliards were partly 
fictitious credits. that they did not all represent real wealth. 
The weak point of the system was the absence of any adequate 
scheme of war taxation. Sound war finance depends on' 
abstinence. and abstinence cannot be enforced except by! 
taxation. 



.CHAPTER xv. 
THE ASSIGNATS. 

WE have now brought our subject to a point at which it can 
be better elucidated by concrete historical examples than by 
further theoretical analysis. In the present chapter and the 
next we shall describe two examples of the effects of war 
finance upon currency. Thereafter we shall devote three 
chapters to illustrating the various problems arising out of a 
change of standard, problems which are of great practical im
portance and on which we have as yet hardly touched. This 
will be followed in Chapter XX. by a discussion of the 
similar problems arising out of the financial measures of the 

• great war. In Chapter XXI., returning to theory, we shall 
draw some general conclusions. 

The nearest paralIel to the great war of our own day is 1< 
be found in the wars of the French Revolution and Empire 
Somewhat less concentrated and more intermittent, thOSl 
wars shared with it nevertheless the terrible characteristics 0 

economic ruthlessness and world-wide extent. The economi, 
protagonists were France and England. For both, th, 
economic strain made itself apparent in grave currency diffi 
culties. In the case of France these difficulties belonge( 
chiefly to the early years of the war. The assignats hav, 
taken their place in history as the classica1)~;~le~.~-B~ 
mon~~e wo~ess .by ()v.e~-~1l& i After their final co! 
lapse m I796 French finance reverted perforce to a metalli 
basis, and ~ remained till iSIs.1 In England the currencl 
difficulties began just when those of France ended. The re 
striction of cash payments by the Bank of England occurre~ 

I The Bank of France bad to mspend cash paymenbl more thaD 0000, bu 
in tho5e days ibl circulation played a modest part in the buIi.aea of Ibe coUlltrJ 
Far the B"""ter part of the _ODa were in specie. I 
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on the ~7th February. 1797. and continued throughout the 
war. ending only in 1819. four years after the- conclusion of 
peace. 

The issue of the French assignats was not in the first in
stance a war measure at all. The ~diate occasion of the 
Revolution _ was the financial impasse in which the Govern
ment found itself. Minister after minister had failed to devise 
a way out; the deficit grew; and it was above all the exemp
tion of the aristocracy and the church from taxation that 
obstructed every attempt to balance the budget. When there
fore the Etats Generaux met in 1789 it was their special 
mission to find the means of averting bankruptcy. and even 
in the enthusiasm of the creation of a new polity this pressing 
duty could not be evaded. Privilege fell. But the unpopular 
taxes were repealed. and the disorder and loss of confidence 
paralysed the taxes that remained. In its disinterested en
thusiasm the Assemblee Constituante voted compensation for 
vested interests in many of the feudal dues and other limita-_ 
tions on liberty which it abolished. and the hoped-for balance 
of the budget seemed further off than ever. Necker: the 
Minister of Finance. attempted to borrow. but his loans were 
little more than half subscribed. 

The provision of the immediate means of payment became 
urgently necessary. In the confiscated lands of the king and 
the clergy the State had become possessed of an asset more 
than sufficient to meet the accumulated deficits of many years. 
The bi/l1lS f\at101latIX are believed to have been worth 3500 
millions of livres.1 while the whole expenditure of the budget 
was some 500 or 600 millions. and the deficit for 1789 was 
estimated at 140 millions. Here was a guarantee of solvency. 
but the problem was to make it immediately available. A 
succession of forced sales would sacrifice a great part of its 
value. In December. 1789. the Assembly decided to issue a 
series of notes or .. ~~.. of 1000 livres each. bearing 
interest at 5 per cent .• to be accepted from purchasers in pay
ment for the bi/l1lS f\at1011atIX. These notes were part of the. 

• The U".., ...... almost the uact eq..m.lent of the &an. which took ito pIKe 

in .803." that £. - 's Ii ..... 
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floating debt; not being legal tender they were not paper 
money. The first legal tender issue was decreed in April, 
x790, the amount authorised being 400 millions, part of which, 
however, was to be applied in payment of the Government 
debt to the Caisse d'ESfompte and the withdrawal of the notes 
of that institution (which had been made inconvertible and 
legal tender). These assignats bore interest at 3 per cent. ; 
they were for sums of 200, 300, and xooo livres. From the 
very beginning they circulated at a discount of about S per 
cent. In September, x790, a further issue of 800 millions was 
decreed, this time without interest. This issue was' mere cur
rency, and the old issue was put on the same footing, interest 
on it ceasing in October. The total authorised issue was 
thus X200 millions, but meanwhile the biens nationau1& were 
being sold, and the assignats received for them were all burnt. 
The disco\Ult, however, rose to xo per cent. Necker had 
estimated the total stock of metallic currency in France a 
,few years before at 2200 millions, and at first sight it seems 
surprising that a- paper circulation of something less than 
X200 millions should fall so substantially below par. Memories 

lof John Law's d~bauch of paper money in x72o, and distrust 
of the new system of government may have contributed to 
the depreciation. But the principal cause of it seems to have 
been the relatively large denomination of the assignats. The 
minimum of 200 livres had not been retained in the issue of 
September, x790, but even so the smallest assignats were for 
So livres, and there were comparatively few of these. So long 
as assignats were not issued in sums convenient for the pay-, 
ment of wages, their sphere was very restricted, and it is onlYi 
natural that when issued to an amount equal to more thani 
half the entire monetary supply of the country, they should 
fall to a discount. In the fitst months of x79x great difficulty 
was felt from the scarcity of small change. Even assignats 
of So livres were at a premium compared with those for larger 
sums. In May, the discount being then xS per cent., an issue' 
of xoo millions in assignats of S livres was authorised in re
placement of an equal amount of those larger denomina
tions. There was an immediate rush for these s-livre notes, 
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and speculation quickly raised them to a premium. Perhaps 
if the substitution of small notes for large had been continued 
so long as the demand lasted, and no fresh issues of large 
assignats had been made, the whole issue might have re
covered. But by a decree of 28th Jv,ne a further issue of 
600 millions had been approved, and" these soon began to 
pass into circulation. In the period of two years and two 
months hom the 1st May, 1789, to the 1st July, 1791, the 
public expenditure had amounted to I7I9 millions, of which no 
more than 470 millions had been met from revenue. The deficit 
was thus some I250 millions, and it was growing day by day. 
To meet this deficit there was no resource but paper money. 

No pretence was any longer made of setting a final limit 
upon the circulation. Each successive decree prescribed a 
limit, but there was no expectation that the limit would con
tinue in operation and no surprise when it had to be raised. 
In November, 1791, the assignat was still worth 82 per cent. 
of its face value,' but the ever-growing inflation, aggravated by 
the approach of war. rapidly depressed it. War was declared 
on Austria in April. I792. In June the assignat fell to 57. 
By the beginning of August a net circulation of 2000 millions 
(after the deduction of assignats withdrawn) was authorised. 
and assignats of 50. 25. IS. and 10 sous were now being issued. 
In September. however. there was a recovery. In August the 
monarchy fell September saw the September massacres. the 
meeting of the CODvention. the declaration of the Republic. 
the ignominious retreat of the Prussians from Valmy. In 
that crowded month the assignat stood at 72. the same figure 
as in January. and remained at approximately that level till 
the end of the year. Was this a sign of reviving confidence? 
A final break with the monarchy and all its subterfuges and 
vacillations. and the establishment of a Government of un
divided Republican sympathies may have seemed a great gain. 
but the danger of anarchy must have weighed heavily on the 
other side. It seems more probable that the fall in the summer 

'n.. Schedul. to the La. .. of S M....a.!or. An V (03"1 J ..... 1797). (Ii';"g 
the &_ ,"",ue of 100 Ii ...... assignata in specie lor each month, is quoiW. ill 
Courtois' Ie Histoire ele la. Banque de F'rance. etc." 
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was overdone. It was a speculative movement, which the 
economic as distinguished from the political conditions did 
not justify. The year 1792 was one of great credit expansion, 
of which the trade activity in England was clear evidence, and 
the consequent fall in the value of gold or rise in the prices 01 
commodities would be reflected in a rise in the value of a 
paper currency which did not itself participate in the expan
sion. This is an example of a very frequent phenomenon, 

1 the relief of infiation in one country through the occurrence of 
a credit expansion in another. But such was the flood of new 
paper in France that the reaction from the English market 
could only delay the fall ; it could not on balance produce an 
actual rise beyond the level marked at the beginning of the 
year. 

In January, 1793, Louis XVI. was guillotined, and war 
was declared on England. The spell of prosperous trade in 
England ended in a sudden and disastrous crisis. The 
foreign exchanges turned violently in favour of London, but 
none more so than that on Paris. The exchange on Paris 
had been keeping pace approximately with the value of the 
assignats; as gold was wanted primarily for export, and was 
therefore more valuable iB London than in Paris, there was 
generally a greater premium on exchange than on louis d'or. 
In December, 1792, the 100 livres in assignats were worth 72 
in coin. The exchange on London averaged in November 
19id. and in December 18I '.rd. As the par was 28!d. to the 
ecu of 3 livres, the assignats were worth 68·3 and 64.6 per 
cent. of their par value in terms of sterling in those two months. 
In January, 1793, the assignat fell to 51, and the exchange 
to 16d. After violent f1uctations values seemed to collapse 
altogether. The average for June was 36 and for August 22. 
The exchange in June was 9fa-d. and in August 61d. Indeed 
momentarily on the 2nd of August the exchange was only 41d. 
or hardly 15 per cent. of its par value. So serious a deprecia
tion called out for a remedy. Free dealing in the precious 
metals made the persistent decline in value painfully evident, 
and a decree of the IIth April prohibited the buying of gold 
or silver at a premium and provided that all monetary obliga-
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tions were to be obligations to pay in assignats ; if payment 
were made in coin it must be at par. But it was impossible 
to improve the dog's temper by wagging his tail, and the 
premium on specie rose, apace. 

But the depreciation of August, 1j'93, though mild com
pared with what was to follow a year or two later, was again 
little more than a speculative vagary. This was the great 
crisis of the Revolution. The peril of new enemies arising 
on every frontier, the destitute condition of the armies, the 
treason of the generals, the outbreak of civil war, the paralysis 
of a new and untried Constitution based on a systematic 
weakening of the executive, combined to menace the new re
gime. Love of their country no less than love of their liberties 
impelled the french to rally to those leaders who were ready 
to dare everything. The Jacobins were installed with absolute 
power in the Committee of Public Safety; the Constitutional 
Party, the Girondins, who were the embodiment of the revolu
tionary virtues, but were too timid or too moderate for so 
desperate a crisis, were thrown into prison, soon to be butch
ered in the first of that demoniac tale of judicial murders 
which we call the Reign of Terror. The assignats, the legal 
status of which depended absolutely on the Revolution, suf
fered in value from the dangers that threatened the country and 
the Government. The premium on gold and silver could no 
longer be openly quoted indeed, and the fall in the foreign 
exchanges was a matter of little practical moment to a coun
try which was at war with nearly the whole of Europe. But 
one consequence of depreciation could not be ignored. An 
indefinite rise in the prices of the necessaries of life occasioned 
acute distress and discontent and called for a remedy. In the 
spring of 1793 the Jacobin opposition had pressed upon the 
reluctant Girondin Government a measure prescribing a maxi
mum price for corn, and when the Jacobins themselves came 
into power the principle was extended by successive decrees 
to all necessaries, including not only food, but cloth, leather, 
fuel, wood, etc. (Decree of 29th September, 1793). 

The Jacobins saw clearly enough that if orner was to 
be restored in the finances the volume of paper money in 
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circulation must be reduced. The assignats remaining in circu· 
lation, after deducting those withdrawn through sales of biem 
nationaux, now came to 3776 millions. Three measures were 
relied on to reduce this total. The assignats a effigie royale, 
issued before the fall of the monarchy, were believed to be in 
the hands of royalist sympathisers, and those abov~ 100 livres, 
to a total value of 558 millions, were demonetised. They 
lost their legal tender character, but were to be accepted for 
a period in payment of arrears of taxation or of the purchase 
price of the biens nationaux. The arrears of taxation, amount
ing to from 500 to 700 millions, were to be collected. And 
a forced loan, assessed on income, was to be levied, and was 
calculated to yield 1000 millions. There was no hope of the 
ordinaty budget balancing, but with these resources the ple
thora of paper might at any rate be reduced. 

In August the law of April enforcing the use of assignats 
as the means of payment was strengthened. It became an 
offence to sell coin, or to differentiate between coin and as
signats in any transaction, or to refuse payment in assignats. 
or to negotiate assignats at a discount. By a decree of the 
8th September the death penalty itself was imposed. 

Here was a forced currency indeed. At some periods of 
the world's history such crude expedients have been rightly 
derided by economists as being unenforceable and ineffective. 
But France, in return for her fearful sacrifice in submitting to 
the Terror, received at any rate the advantages of a strong 
Government, a Government which could organise victory and 
save the Republic, a Government which could make realities 
of a forced loan, a schedule of maximum prices, or a legal 
tender law. Economic or uneconomic regulations might be 
evaded or ignored under the Gironde and afterwards under the 
Directorate, but under the Terror even economic regulations 
were not to be trilled with. The prospects of France and the 
prospects of the Revolution rose. In November, 1793, the 
assignat was at 33, or 50 per cent. above the panic quotations 
of August. In December it leapt up to 48. Thiers states 
that it even rose to par, and at any rate it may have been 
appreciably above 48, which was the average quotation for the 
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month. Like the low level of August this rise was in part 
artificial. Gold and silver themselves were depressed in value 
in consequep.ce of a law against hoarding; hidden treasure was 
liable to be coruiscated. half to the Government and balf to 
the informer. Specie and foreign balances were alike needed 
by the Government for the purchase of supplies abroad. an im
portant rtquirement in spite of all the interference of the war 
with commercial intercourse. 

The Government exacted a part of the taxes not in as
signats but in kind. Other supplies were requisitioned at 
prescribed prices. Not merely were war supplies requisitioned. 
but the people of Paris were fed with requisitioned com. Yet 
notwithstanding all the requisitions and transactions in kind a 
vast expenditure in money was necessary. The emergency 
measures themselves destroyed enterprise; there were no free 
markets except for luxuries. and it was no time for luxuries. 
The ordinary sources of revenue were almost dried up. The 
administration of the all-important ImpOt Foncier was un
wisely devolved on local authorities who had no interest in 

• gathering it in. The deficit was made up by incessant addi
tions to the authorised issue of assignats. Speaking on the 
4th November. 1794. Cambon. the Minister of FiI;Iance. esti
mated that the expenditure in 1792 had been 1800 millions. 
and in 1793. 2000 millions. and that it had risen to 300 mil
lions a month. At that time the assignats.in circulation 
amounted to 6400 millions. and they were still worth 24 per 
cent. of their nominal value. 

At last there came a relief of the tension; the circle of 
enemies was triumphantly broken; it was no longer necessary 
to subordinate every private interest to the absolute will of the 
Executive. The Terror. in fact. perished of its own success. 
Victory brought security. and the remoter the danger the more 
odious became the butcheries perpetrated by the bitter fanati
cism of Robespierre and the vindictive brutality of his evil 
colleagues. With the fall of Robespierre on the 9th Thermidor 
(July. 1794). the Terror ceased. but the military. economic. and 
political system of the Committee of Public Safety did not 
immediately come to an end. 
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So far as the economic system is concerned, the first im
portant step was the repeal of the law of the maximum on 
the 24th December, I794. Maximum prices have a paralys
ing effect on trade. No one is willing to sell, and goods have 
to be wrenched from the dealers' hands and forced into the 
market by the Government. Let the limitation of price be 
withdrawn, and every one is willing at once to resume business. 
But there is no recent experience by which to measure demand, 
and the result is a bewildering uncertainty of prices and an 
orgy of speculation. 

This is what happened in France in I795. Even in 
September, I794, three months before the actual repeal of the 
law, there were complaints that the maximum was no longer 
enforced.' At the same time it was said that there were 
goods in plenty.· Once people saw that the maximum 
simply prevented them from buying, and that if they could 
evade the law they could have whatever they could pay for, the 
system was doomed. But the repeal let loose forces the effects 
of which had not been foreseen. Traders who had been paid 
in assignats for all that they had been compelled to sell for 
eighteen months past, and had been unable to buy anything 
because no one would sell at the maximum prices, pressed 
forward to spend all this idle money on replenishing their 
stocks. In proportion as traders hastened to spend, prices 
went soaring upwards, and in proportion as prices rose, traders 
became the more eager to turn money into commodities, and 
to reap the profit of the almost unlimited rise which they fore
saw. This sudden dissipation of balances flooded the market 
with assignats, and produced a headlong depreciation. 

And this depreciation now became directly measurable 
against specie. For a time indeed the prohibition upon deal
ings in specie remained leg~y in force. But even before 
the repeal of the maximum speculators were beginning to sell 

1 Aulard, If Paris BOlU 1& R~acticm. Thermidori~" i., 91. Thia work COD· 

taming the daily ~ of the Paris po!i"" OIl the.tate of public opinioo, etc., 
together with extracts tiom the aewspapen, pnrrid.. imaluabJe matenaJ for 
studying the successive phases of the aasiguatJ. 
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gold and silver as .. nankin" or .. muslin," and the police were 
unable to prevent the traffic.1 With the repeal of the maxi
mum there came a decree of 2nd January, 1795, pennitting 
the exportation of specie, provided products necessary to life 
were imported in exchange. This did not authorise dealings 
in specie at a premium, but it opened the door to the quota
tion of specie prices. Once coin had become the legally 
recognised means of purchasing foreign commodities, its place 
as a measure of value was re-established, and almost im
mediately we find evidence here and there that the law against 
differential prices is being defied, and payment in coin stipu
lated for. This is still the exception in Paris itself, but it 
is fast becoming the rule in the country districts, even quite 
close to Paris.· 

Till the end of February, 1795, -the depreciation, though 
continuous, was not perceptibly accelerated. Indeed, whereas 
the assignats fell from 28 per cent. in October to 20 in De
cember, they were still at 17 in February. Nevertheless 
this was the lowest point yet recorded, and represented a drop 
of one-half since the fall of Robespierre seven months before. 
There had not been so severe a decline since that of the 
summer of 1793. The Convention turned their attention 
seriously to the problem at the end of February. Cambon, 
the Minister of Finance, proposed a lottery on a gigantic scale, 
and a number of other projects were discussed, all being 
designed for the purpose of raising a large sum of money in 
assignats and withdrawing the paper so received from cir
culation. The principle was the same as that of the forced 
loan of 1793, but the magic of decision was gone. The 

, various plans were referred to the Committee on Finance, and 
while the Committee deliberated, the collapse of the assignat 
went on apace. By April, when the Committee's spokesman, 
Johannot, presented its report, the paper money was worth 
little more than 10 per cent. of its face value. The report 
embodied a variety of proposals. Its general tendency was 
towards greater freedom. Bargains were to be permitted in 
any medium of payment, whether metal or paper ; the Bourses 

1 AuIud, L, 17" '/W., i., _ 480, 4900 
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in Paris and elsewhere were to be opened; the value of silver 
bullion in assignats was to be officially ascertained and 
published monthly. A final batch of 3200 millions in as
signats was to be manufactured, not to be immediately issued 
but to be held in reserve, and thereupon the plates were 
to be once and for all destroyed. The biens nationaux were 
to be paid for in assignats at their silver value. A land 
bank was to be started, to issue a new kind of security, cldules 
d' hypotheque, secured on specified portions of the biens nation
aux, not legal tender, but transferable by endorsement, and 
bearing interest at 3 per cent. 

An important instalment of these proposals was passed 
on the 25th April. Specie was declared to be .. merchandise." 
The Bourses were opened. The 3200 millions of assignats 
were authorised (though the plates were not destroyed and 
the issue was far from being final I). 

The discussion was resumed in May. A member named 
RafIron put forward a motion that the value of the assignats 

. should faIl automatically by I per cent. every month. This 
aroused a storm among the J acobins, and a resolution ruling 
out of order any proposal in the direction of demonetising the 
assignats was carried by acclamation. Perhaps RafIron's 
motion was not meant too seriously, and the real aim was to 
outmanreuvre the proposal for fixing the value of the assignats 
in silver according to the market quotations. For this latter 
proposal, which certainly partook of demonetisation inasmuch 
as it divorced the assignats from the money of account, and 
set no limit to their possible divergence, was not further 
discussed. 

The growing turbulence of the Jacobin faction broke out 
into open violence in the latter part of May, and the discus
sion on the Johannot report was interrupted. On the 2IS~ 
May, in the midst of the turmoil, according to a brief notice in 
the Moniteul', the law declaring specie to be merchandise was 
again repeaIed. 1 

Quiet being restored, the discussions on currency an" 
finance were resumed. On the 4th June, a law was passed, 
authorising the system of cldules d'hypotheque. The same laW; 
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declared that assignats and coin bearing the stamp of the 
Republic were the sole legal money: The effect of the various 
decrees relating to specie is not very easy to unravel. For 
some reason or other the hasty repeal of the law which ~ade 
specie merchandise, on the 21st May, seems never to have had 
any operative effect. At any rate the dealings in gold and 
silver on the Bourse were in no wise interfered with, and 
when a law was passed at the end of August giving the Bourses 
in Paris and elsewhere a monopoly of dealings in the precious 
metals, .. soil _nayls soil en barre, en lingo' 0fI _Is," 
there was . no suggestion that transactions not otherwise law
ful were being legalised. Finally, on the nth March, :I796, 
the Moniteur again records that" the law which declared 
gold and silver merchandise was repealed." It is possible that 
the law of the 4th June, which recognised no other metallic 
money than that coined by the Republic, was interpreted as 
legalising dealings in lOfIis 4' or and levs of the old regime, and 
in bulliqn and foreign coin. The republican coinage included 
no gold and very little silver (only 32,000,000 francs up to 
May, :I797), and if that alone was not to be treated as mer~ 
chandise the continuance of free dealings in other forms of 
specie is explained. 

The cItlflles 4' IIypothJqw were a failure. Indeed what was 
the use of expecting people to lend with the prospect of being 
repaid in assignats? No propOsal for borrowing from the 
public could succeed so long as the lenders had no safeguard 
against an indefinite depreciation of the medium in which they 
were entitled to repayment. When the proposal for fixing 
the value of the assignat in silver every month was dropped 
this part of the Johannot report lost all its utility. 

But in any case it was too late. The critical months had 
already been lost. The assignat which had been worth one
sixth of its value when Cambon made his report in February, 
and one-tenth when Johannot made his in April, was now 
hardly worth one-fifteenth, and was fluctuating wildly and fall
ing rapidly. The Jacobins. however, remained the champions 
of the paper money which had saved the Republic. The 
Convention turned to the public lands which had always 
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been regarded as the security for the assignats. All that was 
needed to rehabilitate them was to make them convertible 
on demand into this security. But it could not be said that 
the holder of a sum in assignats was entitled to any definite 
amount of land. Hitherto the lands had been sold by auction, 
and the price rose as the assignats depreciated. No limit 
could be set to this process, and to sell the land to the highest 
bidder was undeniably to give less land than had been origin
ally contemplated. The valuation of I790 afforded a basis 
for fixing the price of the land, and a decree (29th May) 
was passed that it should be sold to the first comer at seventy
five years' purchase of the annual value of I790, or, say, three 
times its capital value. The Church and Crown lands seized 
in I789 had been worth 3500 millions; the lands of the 
Imigrls seized in I792 were worth 2000 more. 1 The sa1es 
up to date amounted to 3600 millions in paper (of which about 
two-thirds still remained to be paid up). Allowance being 
made for the inflation of paper values, the portion unsold 
might have been sufficient to withdraw many milliards of 
redundant assignats. But at the then value of the assign at 
the land was being sold at only three years' purchase, or 
thereabouts, of its real annual value, and for all that the ob
ligations of the State were not being unequivocally met. The 
Jacobins could not stand such a sacrifice of the Republic's 
most cherished asset. The decree was hastily repealed, and 
the sales under it were annulled (7th June). This game of 
fast and loose was not calculated to revive the credit of the 
assignat. On the 7th June the louis of 24 livres was quoted 
at 585. On the I3th it leaped up to IOOO, on the I5th it 
dropped to 600, and on the I6th even to 450. The position 
was becoming desperate. How could paper money subject 
to such wild vagaries be ~ as a medium of payment at all ? 

One of the vices of the situation was that the public 
revenues dwindled in proportion to the assignats. It had been 
difficult enough to collect the taxes and the arrears were 
enormous, but when the assignat was worth only 5, 4, or even 
2 per cent. of its nominal value the money was hardly worth 

I Stourm, .. FiDancea d. l'anciOll R6gime et d. Ia R6voiutiou, .. chap. SlC£. 
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collecting. In. June an act was passed making the assignats 
pass in payment of taxes for a reduced value bearing the same 
proportion to· their face value as a standard sum of 2000 

millions to the actual amount in circulation· (rounded down 
to the nearest 500 millions). To avoid inflicting hardship on 
landlords who had to pay taxes on property which they had 
let on lease, the same rule was applied to rents payable under 
leases. 

Nothing could demonstrate better than the operation of 
the proportional scale the manner in which the assignat had 
lost ground. It was estimated that in 1789 there had been 
2000 millions of specie and 700 millions of paper in circula
tion. Some of the specie had undoubtedly remained hidden 
in the country all through the Terror, notwithstanding the law 
against hoarding. If the gap to be filled by the assignats in 
the currency system be taken at 2000 millions, then the 6400 

millions in circulation in November, 1794, which were worth 
1500 millions at 24 per cent. of their face value. nearly sufficed 
to fill it. At the time of Johannot's report in April there were 
about 8000 millions in circulation, which at 10 per cent. repre
sented only 800 millions in specie. In June there were 13,000 
millions in circulation and the average value of the assignat for 
the month was only 3'38 per cent., so that the whole issue 
was worth no more than 440 millions. 

While the Convention had been debating, and referring 
bills back to Committees. and passing and repealing futile de
crees. the assignat had practically ceased to be a medium of 
payment. and had become a mere object of speculation. 
Country people expressed their contempt for the assignats. 

· calling them "I' Mg,"" d. Paris ".1 The Paris shopkeepers them-
selves refused to give change for the assignats of large de-

· nomination. or sometimes even to accept them at all, on the 
: ground that the country people were refusing to take payment 
• in paper for' their produce.· The Convention remained in 
• existence till the ~d of October, but during its last months 

its attention was occupied in Constitution-making and in 

1 Aulud. lsi 11117. 1795. 
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preparing for the advent of the new Government. Currency 
matters were allowed to drift and the credit of the assignats 
was not assisted either by the grant of extra pay in metallic 
value to the troops or by the computation of the legislators' 
allowances in terms of com. The premium on specie grew, 
now rapidly, now slowly; occasionally there was a moment
ary set back, but never for long. By the beginning of Sep
tember the high quotation of 1000, which the louis had touched 
during the spasmodic movements of June, had been surpassed. 
After remaining at IlOO to 1200 for several weeks, the louis 
shot upwards in the middle of October. The Republic was 
changing horses while crossing a very torrential stream, and in 
the last days before the new constitution, with its DiredoiT6 
Exlcutij and its CMPS Ugislatij of two Chambers, came into 
operation, quotations oscillated madly up and down. On the 
26th October 2000 was reached, on the 28th 2750, on the 
29th 3450, on the 30th the louis opened at 2600, rose again 
to 3450 and closed at 3150, and on the 31st it was back again 
at 2450.' The paper money in circulation had grown to 19,000 
millions, and with the louis at 3000 this was equivalent to only 
ISO millions of specie. 

Writers on the assignats have made much of the amazing 
prices at which commodities were bought and sold at this 
period. Of these it is really enough to say that they were 
proportional to the rise in the value of specie. In other words 
they were fifty-fold their normal level in September, a hundred
fold and more by the beginning of November. These prices 
were a reality in Paris, and in other places where Government 
disbursements kept up a perpetual fresh supply of assignats. 
In Paris the assignat, "I' argent de Paris," really was the medium 
of payment. But even in Paris a system was growing up of 
regulating prices of goodg by the price of gold as quoted on 
the Bourse.' From fixing differential prices, the merchants and 
farmers in the provinces had taken to refusing to receive as
signats at all. The country was steadily restocking itself with 
metal currency. The quotations of the foreign exchanges on 
the Bourse, from the time when they begin in the late summer, 

1 See daily Bour&e quotationa in the 61"";1_. • AuIard, voL ii., p. 470. 
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consistently show an enormous profit on the importation of 
gold. The premium on louis tl'tw, and on foreign gold coin 
was very much greater than the premium on foreign bills. In 
September and October the difierence was as great as 20 per 
cent.; till the end of January, I796, it was as much as IO per 
cent.1 

When the Directorate came into power at the beginning 
of November, they turned their attention to the currency. On 
the 6th December they made their first important proposal. 
There was to be a forced loan, payable in specie or bullion or 
com or in assignats taken at one per cent. of their face value, 
by which it was hoped to raise 400 millions in specie, and to 
withdraw 20,000 millions (counting as 200 millions) in as
signats. The assignats were to become convertible into com 
at the same rate of I per cent.; the manufacture of assignats 
was to be brought once and for all to an end; the plates were 
to be destroyed on the 19th February. But meanwhile the 
Government could not be left without any financial resource 
whatever, and they were authorised to continue the manufac
ture of assignats till the total issue reached the fantastic figure 
of 40,000 millions.' Great hopes were aroused, and, when the 
forced loan decree passed, the louis, which had been above 
5000, fell in two days to 3500. The regime of the assignats 
was clearly coming to its close. The Government was indeed 
still meeting its liabilities in assignats. Civil Service salaries, 
however. had already been raised thirty-fold (28th November). 
In December it was enacted that half the Customs duties 
should be paid in coin. The valuation of the assignat at I per 
cent. might well provide a bridge by which the Government 
could return, as private traders had already practically re
turned, to a metallic standard. 

But the Directorate was limited in its freedom by a legisla
ture predominantly Jacobin. It did not command confidence. 
The assignats were still OVlll'-valued, even at I per cent •• and 
the Government could not start redeeming them in s~e at 

1 Forthesoriousd<ct of tlUaOD EngIishCllllODC1, see ...ucbapller, pp. 268'73-
• The epithet .. fantastic- No was written before we had become accustomed. to 

... ill Euro~ a_ ftCkoD. .... b7 aUIIioDII of milli_ of _ or croWDS. 
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that rate. Indeed practically no specie came into its hands 
A continuance of paper money in some form seemed absolutel) 
inevitable, and the next step was to devise a new issue of papel 
money, which should be absolutely secured against deprecia· 
tion. The assignats, though they were supposed to be securec 
upon the public lands, did not entitle the bearer to any par· 
ticular share in this security. The new notes, the " mandats ter· 
ritoYiaux" (I6th March, I795), were to entitle the bearer tc 
obtain land on demand at the fixed valuation of twenty-twc 
years' purchase of the annual value of I790 (or eighteen years' 
purchase for buildings). Though there are plenty of objec· 
tions to such a currency system, it may be plausibly argued 
that, so long as the supply of lands remained unexhausted, 
depreciation would have been prevented. But it ,was never 
given a fair trial. The Committee of the l0vter'Chamber (the 
Council of Five Hundred) introduced an amendment making 
assignats convertible into mandats territoYiaux at one-thirtieth 
of their nominal value, and raising the amount of the mandats 
from 600 to 2400' millions to provide for the exchange (with 
an ample margin I). If one-hundredth had been too high a 
valuation of the assignat, one-thirtieth was impossible. The 
louis fell, it is true, from 7000 to 5300 in one day and to 
4800 in one day more, but it soon reacted to about 6000. 
If it was to be valued in mandats at 720, there would merely 
be a repetition of the fiasco of June, I795, when the Conven
tion, unable to stand the sale of the biens nationaux at two or 
three years' purchase, had annulled the sales retrospectively. 

To add to the distrust, the new currency when it came out 
consisted not of mandats but of "promesses de mandats" 
(authorised I9th March). "Rescriptions," or Government 
promises to pay cash, were already in circulation at an enor
mous discount, and pr6mises to pay mandats could not 
be expected to fare better. Week after week, month after 
month, people wondered when the mandats proper were com
ing. The promesses were given forced currency and could be 
used to pay the first deposit for the purchase of land, but 
apparently the Government could not summon up courage to 
assume the liability to pay land on demand. Meanwhile the 
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quotations of the mandats fell and fell. At the beginning of 
April they were worth no more than 20 per cent., at the end 
of April only I2, at the end of May they fell to 5, recovered 
to IO in June, and fell away in July even below 5. Though 
they were given forced currency, and gold and silver were 
declared no longer" merchandise," the mandats never gained 
the same acceptance as the assignats. Whereas the louis d'or 
was quoted in assignats on the Bourse, it was never quoted in 
mandats; the mandats were quoted in terms of specie, as if 
they were themselves .. merchandise." The assignats, while 
they lasted, really were the basis of the money of account; as 
fast as they lost ground, the metallic standard took their 
place, and a new network of debts and accounts, reckoned in 
coin, came into being. , The mandats were intended, like any 
ordinary issue of paper money, to take the place of coin, but 
no trader who cared for his business would take advantage of 
the law (23rd March) which made stipulations for payment 
otherwise than in mandats unenforceable in the Courts. There 
remained for the time being two moneys of account, one fol
lowing specie and the other the assignats, the two being linked 
together by the daily quotation of the louis d'or. But even 
the fixed thirty to one relation between the mandats and the 
assignats never led to the use of a third money of account 
following the mandats. 

In currency questions the money bf account is fundamental. 
The difference between high and low prices is in itself one of 
nomenclature only; it only acquires importance through the 
relation of prices to pre-existing debts. Even rates of wages, 
the observed tendency of which to lag behind price movements 
is one of the most serious evils of inflation, are only a particular 
case of debts reckoned in the money of account. The con
tract of service creates a debt every day from employer to 
employed, and the amount of the debt can only be adjusted 
to a change in the purchasing power of the monetary unit by 

, a revision of the contract. It is worthy of remark that so long 
as the Paris workmen were ordinarily paid in assignats. there 
were no complaints of unemployment; the high prices (always 
attributed to the knavery of speculators) were the perpetual 

I7 
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grievance. Early in 1796 when the assignats had almost 
entirely given way to specie, unemployment becomes one of 
the chief grounds of discontent. But if wage contracts were 
not easily adapted to a monetary unit which depreciated by 
half every two or three months, commercial contracts were 
thrown into a worse chaos still. 

The Convention had not been able to evade this question 
altogether. In August and November, 1795, emergency laws 
were passed suspending the right of redeeming or commuting 
annual payments, and prohibiting debtors from paying up 
before the due date. The winding up of the assignats in 
February, 1796, necessitated some sort of equitable adjustment 
of contracts. If the mandats were to be equal to specie, and 
debts were to be payable in this new medium, an utterly unfair 
burden would be pla~d on those who had contracted during 
the depreciation to pay in assignats. If a man had contracted 
in December, 1795, to pay 10,000 livres in assignats, then worth 
about 50 livres in cash, was he to pay 10,000 livres in mandats 
three months afterwards? If he was allowed to pay less, 
what was to be paid by the man who had contracted in De
cember, 1794, when the 10,000 livres were worth 2000, or in 
December, 1793, when they were worth 4800? A law was 
passed on the 4th April, 1796, establishing a statutory scale 
of depreciation. Every debt was to be adjusted according 
to the rate appropriate to the date at which it was contracted. 
This was in principle a concession to debtors, and by way 
of some compensation to the creditors the scale did not at 
any point allow the full degree of depreciation which had 
actually prevailed. Thus in March, 1795, the prescribed 
rate was 40 per cent., and the actual value of the assignat no 
more than 13.28. After January, 1796, it was 2 per cent. and 
the actual value of the assignat only about I per cent. 

The collapse of the protneSses de mandats raised the same 
problem in an almost more acute form, since the fall to 4 per 
cent. was accomplished iIi only four months. In July it was 
decided that the mandat should thenceforward be accepted 
even by the Government only at its market value, which was 
to be periodically announced officially. At last a law of the 
4th February, 1797, demonetised all the paper money remainingl 
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in circulation. and pennitted the mandats to be received in 
payment of taxes and of instalments on the purchase of the 
public lands at I per cent. of their nominal value.' 

After much controversy the adjustment of debts was 
settled in principle by the law of the 23rd June. I797. which 
enacted that obligations incurred between the Ist January. 
I79I. and the 29th Messidor IV (17th July. 1796) should be 
reduced to their value in metal. according to tables of deprecia
tion which were to be settled separately for every department 
in France. This settlement differed from the law of the 4th 
April. 1796. when the assignats were wound up. in that it 
took the metallic value. and no more. as the basis of the debt. 
Much further legislation was necessary in I797 and the follow
ing year to unravel the many complications that arose in 
practice." 

One effect of the failure of the promesses de mandats was 
that a large quantity of assignats remained in circulation. 
Apparently the amount in circulation at anyone time never 
actually reached the authorised maximum of 40 milliards. 
The highest is said to have been 32 milliards. The result of 
the forced loan was disappointing; up to January. 1797. only 
61 milliards had been received." A considerable proportion of. 
the assignats ought. therefore. to have been exchanged for 
promesses de mandats at the ratio of 30 to I. But there was no 
profit in doing this. and much of the issue remained outstanding 
till the generaldemonetisationofpaper moneyinFebruary. 1797. 

The end of the mandats was the end of the Revolutionary 
paper money_ But that did not mean that the Government 
paid cash. Contractors received .. oraOllf\4HCeS," the holders of 
rentes received two-thirds of their capital in .. bOIlS des ae
liers mobilis/s," and interest on the remaining third in .. bOIlS 
a'4J'rlrages," requisitions for the army were paid for in .. bOIlS 
a, r'lJ1'ismofts." All these were obligations to pay in cash, but 

1 Stoum>, Ii., P. 3'7. 
• For IUl accoWlt of this legia\atioD. tmd of the whole questioD, _ .. Tab

lRuz de D6piciation du Papltl"-morm.aie re6:litfa avec: une introduction.. n par 
Pierre CuoD, ,_ I am ind._ to IUl article, .. De fransb assigDaWDu 
a.!Osning.u by Professor E. F. Hecbc:her, which appeared in the -..w. 
TttlsIIrif'. in I~r. for talliDg attention to ODe or two inaccurac:iee in regard. to 
the !aWl ftferred to .booe, .. q..,tIed in the lust editioD. 

• Stoum>, Ii., p. 384- ..,-
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obligations with no definite date of maturity. Sometimes by 
corrupt means the holders could get them paid on grounds 
of" urgency." Sometimes they had to wait. Like the as
signats and mandats these instruments could be used in pay
ment for the biens natianaux. Like them they depreciated 
(though not quite to the same extent). But there was one 
vital difference; they were not legal tender. Contracts were 
'made exclusively in metallic money, and the vagaries of 
Government finance no longer deranged the money of account. 
Thus was the way prepared, amid all the financial humiliations 
of the Directorate, for. the sound system inaugurated by 
Napoleon. 

Much has been written of the fallacies inherent in the issue 
of the assignats. They were supposed to be " based" on the 
public lands, but were not, in fact, convertible into land or 
anything else of value. There was no definite relation be
tween the total value of the public lands and the total amount 
of the circulating medium which the French people needed. 
In reality the sale of a capital asset like land is as much limited 
as the issue of loans in its power of attracting bona fide savings 
from the public. The failure of Necker's loans in 1789 proved 
that surplus savings were not available, the ordinary revenues 
were drying up, and inflation was the sole resource remaining 
for providing the means of payment. 

'While the history of the assignats illustrates almost every 
possible phase in the abuse of paper money, the period of their 
decIine is in some ways the most interesting and instructive. 
It is almost unique as an instance of the currency of a great 
nation gradually fading away into nothing. It is really as
tonishing that the agony should have been so prolonged. How 
did it come about that when the assignat fell in four months 
from 17 per cent. to 3'38 per cent. of its value people still 
went on using it? The Government of course insisted on 
paying the paper, but how was it that people were induced to 
accept it (apart from the unfortunate rentitl1's, who had no 
choice)? Probably the explanation is that some people were 
willing to speculate on the Government being induced to do 
something to save the assignats. The Jacobins always re
mained faithful to the currency of the Revolution. Ordinary 
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political leaders are fairly free to change their minds, and no
body blames them much for dropping a policy for which they 
have striven in the past. But a faction which has enforced its 
policy by bloodshed cannot so easily disavow its past. To 
admit that all or any of the causes for which 20,000 men and 
women were done to death were wrong is to assume too great 
a burden of guilt. The Jacobin leaders probably did not like 
being called" drinkers of blood" by their opponents, and this 
was an unpleasantly effective political cry. To retain their 
self-respect they were impelled to contend that what they had 
done had been really necessary, that the measures taken during 
the Terror had saved the Republic, and that any evils that 
had followed were due rather to the weakness of their suc
cessors than to their own errors. From the obduracy so thrust 
upon them sprang that loyalty of the Jacobins to the assignats 
which gave hope to the speculators. The rentiers, contractors, 
Government servants, and others who were paid in assignats 
would not keep them longer than necessary; even a week's 
delay might cause a perceptible loss. On the Bourse and at 
the bucket shops of the Jardin Egalitl those who were in 
haste to rid themselves of this tainted paper could deal with 
the speculators who were prepared to buy it up on the chance 
of political favours from the Jacobins. The outcry against 
speculators was incessant and intense. But it was only the 
speculators who gave any support at all to the assignats when 
every one else was discrediting them by spending them the 
moment they were received. 

The Jacobins made more than one effort to justify the 
speculators' hopes. The ephemeral decree of June, 1795, for 
the sale of lands at seventy-five years' purchase of the value of 
1790 was one example; the exchange of assignats for mandats 
at the ratio of I to 30 was another. . 

We have seen how the aggregate metallic value of the as
signats in circulation shrank. From 1500 millions in November, 
1794, it had dwindled a year later to ISO millions, and at the 
end was hardly 100 millions. Even of this reduced total the 
greater part had probably by that time found its way into 
speculative holdings. so that the quantity kept for currency 
purposes must have been very small. 



CHAPTER XVI. 

UlE BANK RESTRICTION OF 1797. 

THE currency difficulties in England differed completely from 
those of France, occurring as they did in a highly-developed 
credit system which had already been adapted to finance a 
great mercantile and industrial organisation, and the continuity 
of which was disturbed by no revolutionary outbreaks. In 
the preceding generation, to the credit facilities provided by 
the Bank of England for the great London merchants, there 
had been added a network of country banks providing similar 
facilities all over provincial England. These banks, like the 
Bank of England; issued notes. They also received deposits, 
but cheques had not yet come into such general use as to 
make a deposit on current account a convenient medium of 
payment. This extension of banking was naturally not 
exempt from those disagreeable evidences of the instability of 
credit, periodical financial crises. One such crisis had occurred 
in 1783, and after an interval of ten years credit was in a state 
of dangerous inflation when the outbreak of war, with the 
consequent revision of values, in January, 1793, precipitated 
another. At that time Bank of England notes did not circulate 
to any great extent far from London, but the country banks 
held part of their reserves either in Bank of England notes or 
in deposits kept with London Banks. There were no bank
notes below £5 and ltill 1795) no Bank of England notes 
below £IO. There was very little silver coin, and for the all
important purpose of the payment of wages and for retail· 
purchases gold coin (guineas, half-guineas, and seven-shilling 
pieces) was indispensable, and the cbaracteristic of a crisis was 
always an urgent demand upon the Bank of England for gold 
to be sent out to the provinces. The usury laws, limiting i 

060 i , 
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interest to 5 per cent., were a serious obstacle to an efficient 
control of credit. In I793 the Bank of England endeavoured 
to cope with the crisis by restricting credit ; it refused to lend. 
The natural result followed: solvent firms were threatened 
with failure. The Government intervened and obtained statu
tory powers to make advances to merchants. The advances 
were not made in cash, which the Government could only have 
obtained from the Bank itself, but in exchequer bills. The 
merchant, embarrassed with a stock of commodities on which 
no banker would lend, was thus provided with a security 
which he could get discounted. Having gained the power of 
borrowing he could afford to see his cash balances fall, and 
the demand for guineas was relaxed. In the end the whole 
amount of £2,202,000 advanced by the Government was re
paid by the borrowers. 

At the beginning of the war there was no appreciable 
financial strain on the Government. The financial year in 
those days ended in October. In the year I792-93, which 
included eight months of war, little was borrowed, and in 
I793-94 only about IO millions (the revenue being about IS to 
I9 millions). It was in the course of I794-95 that the diffi
culties began, In that year the deficit met by borrowing was 
20 millions, besides a guaranteed loan of £4,600,000 raised 
for the benefit of Austria, and in the following year it was 
necessary to borrow 25 millions .. In those days such loans 
put a severe strain on the national resources. From time to 
time Pitt was compelled to ask for advances from the Bank. 
The Bank was prepared to go a long way to accommodate the 
Government, as it had done before in time of war. But in the 
spring of 1795 the foreign exchanges showed an ominously 
unfavourable tendency. The practice prevailed of financing 
the forces abroad by means of bills drawn on the Paymaster
General or the Treasurer of the Navy, and payable at the 
Bank of England. When the bills arrived the Bank was ex
pected to provide the money to pay them, and statutory 
authority had recently been obtained for the advances made 
by it for this purpose. The perpetual arrival of new bills, for 
the payment of which the Government had made no separate 
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provision, was the cause of growing misgiving to the Bank, 
and led the Directors to make repeated protests to Pitt-pro
tests which grew in urgency as the foreign exchanges became 
more adverse. The Directors urged him to keep down the 
advances for the purpose of meeting these bills to a maximum 
of £500,000 outstanding at anyone time. In practice this 
was an ideal never attained: at times they exceeded 

• £2,000,000. . 
At that period the most important of the London ex

changes were those on Hamburg and Lisbon. Lisbon was 
important because most of the new supply of gold came from 
the mines of Brazil and travelled via Portugal. Hamburg 
\\.as important as being the great ent1'ep8t for the trade of 
Northern Europe. In normal times the exchange on Paris 
was quite as important, but though war did not necessarily 
interrupt the quotation of the exchanges between the belli
gerents (and indeed the Paris exchange was regularly quoted 
in London from 1893 to 1815), this exchange was not quoted 
between October,I793, and April, 1802. 

Germany and the other countries of which Hamburg was 
the commercial centre had silver currencies, and the Bank of 
Hamburg only gave credit for silver, gold being bought in 
the Hamburg market as a commodity. There was, therefore, 
no real par of exchange with London. For the purpose of 
quotations there was an assumed par price of gold, six" marks 
banco" (or 96 stivers) to the gold ducat. This price, making 
the ratio of gold to silver 14.86 to I, had become too low. 
In 1795 the ratio had reached that of 151 to I, instituted in 
the French coinage by Calonne ten years before. The London 
exchange was quoted in schillings and grotes, banco, to the 
pound sterling (a schilling of 12 grotes being 6 stivers, or I 
mark banco). At 96' stivers to the ducat, the gold in £1 
was worth 34: 31 banco. At the ratio of 151 it was worth 
35 : 9. Allowing for interest for 21 months, a bill on Ham
burg was at par when the exchange was about 36. In the 
years 1795 and 1796 the lowest price of gold quoted in Ham
burg was 981 stivers, making the par'35. In the first quarter 
of 1795 the exchange averaged 35 : 7; in the second quarter 
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it had fallen to 33 : 101, and in the third it w~ 110' more 
than 32: 51. In October the Lisbon exchange, of which 
the par was 671d. to the milreis, rose to 711, representing 
nearly as great a depreciation of sterling as in Hamburg. 

At last, in self-defence, the Directors of the Bank, recognis
ing that the needs of the Government must remain paramount, 
decided that they must restrict trade discounts, and on • 
31st December, 1795, they adopted a resolution limiting the 
total amount of bills to be discounted each day fpr their. 
customers other than the Government. If on any day the 
bills presented for discount in the aggregate exceeded the 
limit laid down, a proportion of the. bills presented by eacll 
applicant were to be returned on his hands. Apart from the 
advances to the Government, this Procrustean reduction of 
discounts gave the Bank complete control over credit, and at 
the same time the advances to the Government (of which the 
obnoxious advances on Treasury bills in reality formed quite 
a moderate proportion) were themselves steadily reduced. 
Having exceeded £12,000,000 in December, 1795, they were 
reduced to less than £9,000,000 in September, 1796. But it 
was not till October, 1796, that the foreign exchanges were 
restored, and even then the Bank was not relieved from the 
drain of gold. At last in February, 1797, the signs of a crisis 
appeared. An invasion scare precipitated it, and the gold 
stock of the Bank, already seriously depleted by the strain of 
the preceding two years,' began to melt away. The Govern
ment came to the conclusion that the Bank could not stand 
the strain, and they obtained an Act of Parliament stopping 
the payment of its notes in cash. 

It might, perhaps, be thought that this crisis bears its ex
planation on its face. -Did not the Bank Directors go to the 
root of the matter when they pressed Pitt again and again to 
keep down his demands for temporary advances? No doubt 
they were right in attaching so much importance to this, but 
a glance at the actual variations which occurred in these ad
vances will show that the explanation of the crisis is not to be 

1 II had been 61 milliODS in A"I"sI. 1794; a! milIIODS in December. 1796; 
and fell 10 It milliODa OIl t,Sth Febnw7. 1797. 
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found in them. In 1793, the first year of the war, they 
averaged a little over [9,000,000. In 1794 they were lower, 
the average being about [7,500,000. At the beginning of 
1795 they rose quickly and exceeded [II,OOO,ooo, and, except 
for a temporary rise to [12,800,000 in December, 1795, they 
varied between [8,700,000 and [II,500,000 until the suspen
sion of cash payments in February, 1797. At the moment of 
the crisis the advances were [10,600,000. Now in 1791 and 
1792, under peace conditions, the advances had exceeded 
[9,000,000, and it is perfectly obvious that they could be in
creased to II or 12 millions in time of war without threatening 
a financial cataclysm. Indeed, while the Bank Directors were 
right to insist on the limitation of advances, it may fairly be 
contended that Pitt in substance complied with their demands. 
Though the inconvenient bills drawn abroad were constantly 
above the stipulated limit of [500,000, the advances as a 
whole were not excessive. 

But what specially agitated the Bank Directors at the 
time was that so large a part of the money raised by the 
Government was spent abroad, either on subsidies or guaran
teed loans to our allies or on the maintenance of our own 
forces. The amount so spent in 1794 was [8,336,000, in 1795, 
[II,040,000, and in 1796, [10,650,000. Undeniably these 
large remittances would have an unfavourable effect on the 
exchanges. But it must be remembered that this effect 
would be no greater than that of the investment of the same 
amount abroad in peace time. And any curtailing of the 
amounts annually invested or lent abroad, and any additional 
sums borrowed abroad during the\var, must be set off against 
it. The operations of 1794 do not 'seem to have had much 
effect on the exchanges, which did not become seriously un
favourable till the spring of 1795. The large remittances of 
that year must, of course, have been an important contribu
tory cause of the drain of specie that then set in. But so 
long as war expenditure is financed with genuine money, pro
vided by a diminution of private expenditure, and not with 
inflated bank credits, the effect of even large remittances 
abroad will be moderate. 
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Sir Francis Baring, writing in I797, stated that tlfe war 
loan of I796 had been taken by subscribers of insufficient 
financial standing, who .. had recourse to circulations, opera
tions on foreign places, and otber expedients to enable them 
to make good their payments, which produced some effect on 
tbe course of exchange, but still more on the rate of interest 
in the country, which was soon pushed beyond what is allowed 
by law to be received." In so far as loans were raised from 
people who could not pay for them without borrowing, there 
would, of course, be a tendency towards unsound conditions. 
But if the subscribers succeeded in obtaining credits abroad, 
as Sir F. Baring suggested, the eff~ct on the exchanges would 
be !avourabl6-at any rate so long as tbe foreign credits were 
not called in. And in any case the disturbance of the ex
changes occurred long before tbe war loan of I796 was 
issued. 

The critics of the Bank blamed the Directors for restricting 
discounts. The Bank restricted discounts in order to keep 
down its note issue. Some of the witnesses before the Secret 
Committee of tbe House of Lords, appointed immediately 
after the crisis, argued that the demand for guineas was due 
to this cause. Trade must have some means of payment; 
bank-notes will do, but if they are not forthcoming the only 
alternative is to ask for guineas. The country banks, it was 
said, restricted their issues in sympatby with tbe Bank of Eng
land, and hence the drain of gold. This argument is palpably 
wrong. The guineas were drawn out in exchange for bank
notes. It is true that a curtailment of borrowing facilities 
leads traders to hold larger balances, but those balances may 
just as well be in credit as in money. The demand for gold 
in exchange for credit must have been due to one or all of 
three caus~ need for gold for export, a need for gold as a 
means of small payments, especially payments of wages, or a 
loss of confidence in the banks. A loss of confidence in some 
of the country banks there may well have been; failures 
among them were frequent enough. Bank of England notes 
did not circulate much outside London, and such loss of con
fidence in the local banks would probably lead to a demand 
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for guineas. But this loss of confidence itself calls for ex· 
planation. 

Why, then, should the banks have been in difficulties 1 
Why should gold have been exported? Why should guinea.! 
have been in demand for internal circulation? No petty littlE 
movements will be enough to explain so great a crisis. 

The fact is that the financial situation in England, even ill 
1797, cannot be adequately studied in isolation from the finan
cial situation on the Continent. For the first two years oj 
the war the foreign exchanges were highly favourable to Lon
don. This was the period of the Terror in France, when the 
assignats were forced into circulation by all the rigours of the 
Committee of Public Safety, when the possession of a hidden 
hoard of gold or silver was a criminal offence, when every one 
who had wealth in France was anxious to send it abroad. 
The countries adjacent to France were soon saturated with 
specie, and England got her share, as is shown by the ex
ceptionally heavy purchases of foreign gold for the Mint in 
1793 and 1794. The total for these two years was 31 millions, 
as compared with a normal average of about £650,000 a year. 
And, of course, more foreign gold was imported than was 
brought to the Mint. 

The fall in the exchanges began in the spring of 1795. 
The exchange on Hamburg, which was above 36 at the end 
of March, fell in six weeks to 33 : 6, and in August to 31 : 10. 
Even at 33 : 6 it was already profitable to send specie thither, 
and in August it was profitable also to send it to Lisbon. 
This is just the tllne at which France was returning to a 
metallic currency. The Law of the Maximum, the foundation 
of the whole system of assignats under the Terror, was repealed 
on 24th December, 1794. In January, 1795, a difference 
began to be made (c'ontrary to law) between specie prices and 
paper prices, and soon there followed ever-growing complaints 
that farmers or merchants, first of all in the provinces and 
afterwards in Paris, refused to accept assignats at all The 
laws limiting dealings in gold and silver were partly abrogated, 
partly ignored. By the end of the year the hopelessly dis
credited assignat had become an object of speculation rather 
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than a means of paynlent. In the course of 1796 the Re'volu
tionary paper-money was practically demonetised. In July. 
1796. it was stated that specie. though scarce. was sufficient 
to meet the requirements of the markets. and specie prices were 
beginning to rise. 

How intense was the pressure to send gold to France 
during this period of return to a metallic currency is px:oved 
by the quotations of the foreign exchanges on the Paris 
Bourse. For the period from 23rd August. 1795. to 22nd 
February. 1796 (except for an interval from 14th December. 
1795. to 13th January. 1796. when the Bourse was closed). 
the pages of the M oniteu1' give us an almost complete series 
of daily quotations of the prices of gold and silver and of the 

\ exchange on Hamburg and some other places. . The following 
I table shows the monthly averages. The assignat being then 
, in its death agony. and valued at only a small fraction of its 
: face value. each quotation is given at so many times the par 
, value:-

Pre.d1 Porelp Hamburc PremlumOD. 
Gold Cola. Gold ColD. a ........ Gold 09a' 

a __ 

Aug .• '795 40 -83 40 -85 ~~:~ 3-9 per cent_ 
Sept .• ,. ;rt 47'99 .... 4 .. .. 
Oct., It 76-05 ,~;:U 2!·6 .. .. 
Nov.) It '29-83 - ,0-, .. .. 
Dec., n '7·-85 - '56-97 ,0-, .. .. 
{;n_"796 •• 8-99 - '97-3' lJ·O .. .. 

eb., It ·57-42 - 244'76 S·· .. .. 
When it is remembered that throughout these months the 

Hamburg exchange was from 8 to 10 per cent. against Lon
don. it will be seen how enormous was the profit to be made 
by importing guineas from London to Paris. It was possible 

" on 20th September, for example. for a man who wanted gold 
coin in Paris either to buy it at 4650 livres per French ounce 
(4721 grains English), or to buy a bill on Hamburg at 7350 
livres per 100 marks banco. to sell the bill in London for 
guineas at about 33 schillings (ui marks) to the pound ster
ling. and to smuggle the proceeds across the Channel. As 
every 100 markS banco yielded more than £8 in English gold. 
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equivalent to 2'X French ounces, he would get 9765 livres 
worth of gold, leaving a margin of 24I5 livres to pay for th, 
cost and risk. 

But to appreciate the full significance of these figures i" 
is necessary to understand that September, I795, was pre 
cisely the month in which the Bank of England first begaI 
to suffer a drain of specie. This was expressly stated in. th. 
Report of the Secret Committee of the Lords, and confirma· 
tory evidence is afforded by the actual text of the repeatec 
remonstrances submitted during the year by the Bank to Pitt 
By August these remonstrances had become very grave, ye1 
no actual reference was made to any loss of specie before thE 
urgent warning addressed to him on 8th October, when thE 
price of lxdlion (on which the premium in Paris was less thaI! 
on coin) was stated to be £4 3s. to £4 45. per ounce. 

The demand in HaInburg and Lisbon for specie from 
England, which remained intense for practically a year, was 
merely a reflex of the demand in France. The Secret Com· 
mittee of the Lords obtained from the Customs statistics of 
the export of gold bullion. The exports recorded in I795 
and I796 were almost negligible. At first sight this seems 
to show that, whatever the intensity of the demand for gold 
on the Continent, England escaped with a trifling loss. But 
the Customs figures are really worthless. The export of 
guineas, or even of gold melted down from guineas, was pro
hibited, and though gold melted from guineas was often ex
ported with a false declaration, it was also often exported 
secretly. When receiving a deputation from the Bank on 
5th February, 1796, Pitt mentioned that, according to the 
British resident at HaInburg, a large consignment of guineas 
had been sent thither in the packet from Yarmouth and 
melted down. As the direct demand CaIne from France, it 
seems probable that much of the gold was surreptitiously sent 
across the Channel. There would, of course, be no Customs 
declaration even of French gold coin so shipped to an enemy. 
By April, 1796, the HaInburg Exchange was no longer quite 
so unfavourable, though it did not rise consistently above the 
export specie point till the autumn. The Lisbon Exchange, 
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which was less important, was very adverse all through the 
summer of I796, and only fell to par in October. The slow 
effect of the drastic contraction of discounts put into operation 
by the Bank in December, I795, shows how great was the 
pressure to be resisted. But even when the export of gold 
was stopped the crisis was not over. The large additions 
mad/l before the turn of the tide to the stock of gold had had 
the effect of stimulating and hastening the revival of trade, 
which was in any case likely to follow the crisis of I793. 
According to Jevous' index number, prices, which had risen 
from a level represented by 93 in I792 to 99 in I793, had 
stopped short at 98 in I794, and then sprang up to II7in 
I795 and I25 in I796. Certainly a part of this sensational 
rise of prices was due to war conditions, which created new 
demands and interrupted various sources of supply, but there 
is no doubt at all that it .was in part due to credit inflation. 
Though it was said that the country banks had not increased 
their issues to the level of I792-93, it was recognised that a 
great part of the reduction which then occurred had been re
covered. The sequence of events was exactly what might be 
expected. First an influx of gold, then an expansion of credit, 
then a demand for legal tender money for internal circulation, 
a demand which could only be supplied by guineas. But for 
the violent movements of gold on the Continent, the demand 
for guineas might have been supplied without any excessive 
strain on the Bank. The coincidence of the external and in
ternal demands for gold necessitated the restriction of dis-

· counts by the Bank of England. Credit was successfully 
· contracted, the foreign exchanges were turned in favour of 

London, but, as usually happens, the internal demand for 
guineas was not immediately stemmed. And, what was more 
serious, the contraction of credit meant a heavy fail of values ; 
Jevons' index number for 1797 was only no, a fall of 12 per 

· cent. from that of I796. A fall of values means the failure 
· of merchants, and the failure of merchants means the failure 
· of banks. Hence the loss of confidence, which accentuated 

the demand for guineas. But the actual number of failures 
in the year was not very much above the average, and was 
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far below the heavy total of 1793. The distrust by itse!: 
would have produced little effect but for the persistent drail 
of gold to which the banking system of the country had beet 
previously exposed. When the crisis came it was appease': 
not by special advances of credit such as were made by meam 
of. the exchequer bills in 1793, but by the issue of Bank 01 
England notes of small amounts (one and two pounds), sud 
as could take the place of gold in the payment of wages and 
in retail transactions. 

It is a curious feature of the bank restriction that thE 
notes of the bank were not made legal tender till 1812. They 
were accepted by the Government in all payments, and the 
principal merchants and b3.nkers formally agreed together to 
accept them. This was enough to establish them as the 
accepted means of payment, although legally they were 
nothing more than debts of the Bank of England, which the 
Bank was expressly forbidden by law to pay in legal currency. 
The restriction was ostensibly temporary, but was prolonged 
from time to time. The Peace of Amiens in 1802 did not 
bring it to an end, and on the renewal of war in 1803 it was 
enacted that the restriction should last till six months after 
the end of the war. In 18Il (when the controversy raised 
by the report of the Bullion Committee was in full swing) 
Lord King demanded payment from his tenants in coin as 
being the sole legal tender. Even then the bank-note was 
not immediately made legal tender, but an Act was passed 
forbidding any differentiation between coin and paper, so that 
paper, if it circulated at all, as it was bound to do in the 
almost complete absence of coin, could only circulate, or dis
charge a debt at par. This insured that the money of account 
should be tied up with bank-paper and not with gold. At 
last in the followiDg year the bank-note was expressly made 
legal tender. 

After the crisis of February, I797, the effect of the con
traction of discounts, which had been in operation all through 
1796, made itself felt on the internal drain as it already had 
some months before on the external drain of gold. Confidence 
was quickly restored, and the foreign exchanges grew more 
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and more favourable, the usual consequences of the contraction 
of credit and lowering of values in a country which has passed 
through a crisis. 

At the time, however, it seemed paradoxical that the Eng
lish crisis was hardly over, and the currency definitely estab
lished for the time being on a paper basis, before the Hamburg 
exchange started rising., By April it was above 36, and by 
August above 37. In December it touched the quite excep
tional maximum of 38 : s. For 1798 the average was 37 : 7i, 
and the exchange remained consistently above 37 till the 
spring of 1799. In the first instance, London had suffered 
more severely from the French demand than Germany. Not
withstanding hostilities, proximity had counted for something, 
and, since the adoption of the ratio of lsi to I in 1785, gold 
was no longer undervalued in France as compared with silver. 
War finance weakened the Bank of England's power of resist
ance, and the English credit system succumbed first. But the 
German system did not outlast it for long. In the summer of 
1799 the inevitable collapse came. There were many failures, 
and such was the stringency that the exchange, which had 
still been at 36 in June, had faIlen to 32 by the beginning of 
October and to 30 in the following year. In May, 1800, gold 
began to be quoted at a premium in London, the price being 
£4 ss. an oz.. or 9 per cent. above the Mint price of 
£3 I7s. Iold. 

This was the beginning of the depreciation of the Bank of 
England note. It is not easy to find a satisfactory measure 
of the depreciation. Three tests may be applied: the prices 
of bullion and specie, the foreign exchanges. and the prices of 
commodities. The first is the most direct. The premium on 
gold measured the departure from the gold standard. But 
gold was needed only as the means of remittance. and as nearly 

, all our trade was with silver-using countries, the gold market 
" was in an artilicial condition. For long periods there was no 
, market at all. There was no quotation from March. 1802 to 
April, 1804. nor from October, 1805. to February, 1809. 
Silver is therefore a better test than gold. We have a nearly 
continuous s~es of quotations either for standard silver bars 

18 
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or for Spanish dollars, or for both. The ratio of gold to silveJ 
always gravitated towards that of IS! adopted in France, a1 
which the price of standard silver was 60·84d. and that 0: 
Spanish dollars 59' 3d. an ounce, and the premium as comparee 
with these prices gives a. fair approximation to the measure 0: 
depreciation. Silver and gold, however, being both merely thE 
means of remittance, the market for them was practically OnE 

with the market for foreign exchange, in so far as the foreigtl 
currencies dealt in were on a specie basis. Portugal, whid 
had been important as the channel through which Braziliall 
gold reached Europe, lapsed into a paper-money regime. 
Amsterdam after the French invasion lost much of its business 
as a great financial centre. There remained, as the principal 
exchange markets on the Continent, Hamburg and Paris. 
From 1802 onwards the London exchange on Paris was regu
larly quoted, notwithstanding the war ; nor was the quotation 
of the London exchange on Hamburg suspended during the 

• French occupation. But war plays havoc with specie points. 
In 1810 the actual cost of SeJDding silver between London and 
Hamburg was estimated at from I! to 2 per CeJDt., but insur
ance, which in peace was about lOS. 6d. per cent., was an in
calculable factor; it might be 4 per cent., or more or less. 
In I81l the average price of silver dollars in London was 
under 6s. an oz. For £1 it was possible to purchase 31 ozs., 
containing 3 OZS. of fine silver, which at Hamburg would be 
worth about II marks banco, or 29 schillings 4 grotes. For 
the same year the exchange on Hamburg averaged 24 : II, so 
that a profit of nearly 18 per CeJDt. was to be made by SeJDding 
silver. In some other years at· about the same time the 
disparity, though not so great, was still substantial, the ex
planation being undoubtedly that Napoleon's continental 
system threw obstacles in the way of the transmission of silver. 
Contemporaneously the exchange in London on Paris was in 
as artificial a condition. 

For these reasons the prices of the precious metals and the 
foreign exchanges do not give an unquestionable measure of 
depreciation. There remain the prices of commodities. An 
index number measuring the purchasing power of money, is 
in some respects the most perfect test of depreciation. But it 
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does not pretend to measure the deviation from the metallic 
standard. And in constructing an index number we have to 
be content with such price records as we can get. Jevons 
obtained a series of index numbers from the statistics of prices 
collected by Tooke in his " History of frices." These prices, of 
course, covered only a limited range, and index numbers do 
not distinguish between a rise of price due to scarcity and a 
rise due to currency inflation. During the latter years of the 
war prices were violently disturbed by the desperate economic 
warfare. 

J evons calculated both paper and specie prices. The actual 
quotations were, of course, in paper. From them he obtained 
the specie prices by abating the premium on gold, but un
fortunately he used a table of average prices of gold given by 
Tooke, which was, ,as he himself suspected, inaccurate. The 
inaccuracy was more serious even than he supposed, for neither 
he nor the other writers who used Tooke's figures seem to 
have observed that they refer to the year ending rst February, • 
with the result that they are practically one year wrong; so 
that, for instance, to the year r8r6, when the maximum price 
of gold as returned to the Committee of r8r9 was £4 2S. and 
the average barely £4, is attributed an average of £4 r3s. 6d.' 

However, the long intervals when the quotations for gold 
were either non-existent or nominal make it impossible to 
construct a table of specie prices on the basis of the price 
of gold alone. When both gold and silver were quoted their 

'Ill hia .. Thoughta and Detaila OIl the High and Low Pri_" (1823) Tooke 
heada the table" Account of the average market price of gold • • • from Felml. 
ory, .800, to Felmlory, 1821. extracted from Mr. Mushet'. tabl ..... but in IUs 
.. History of Prices .. (wi. ii .• 1838) he omita aU mention either of Felmlory w of 
Mr. Mushet. and describes the table as .. from ofIicial doc:umenta." The tabl .. 
are in Mushet's pamphlet" Gain and Loss to the Fundholder" (1821). They 
run from Felmlory. 1797. to Felmlory, .821 ..... d Mushet'. aamplea sho" that 
he means from the ,.... ended lat Felmlory, 1797, to the ,.... ... ded .at Felmlory, 

, ,821, inclusi.... III the 8OCOIld eclitiOll of IUs pamphlet Mushet 11"'" conected 
figures, differing in some CU08 by aevero1 shilliDgs per ounce from _ in the 

. original table. But Took. was am_t with the IIIlconected figures, which he 
, copied without DOtieing an arithmetical error in the calculation of the percentap 
. of depreciation for one ,.... (,Su). From him writer after writer has copied the 

table without "otieing the error, ."d without kDOwiDg that the figures .- to 
the you ."ding FehNory. Both eclitiOlls of Mushet'. pamphlet .... to be ..... 
in the Goldsmiths' Library. Univeni17 of Lond .... 

IS' 
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prices usually corresponded nearly to the prevailing ratio of 
lsi, and therefore the price of silver may be taken as a fairly 
trustworthy test of specie prices. In the following table are 
shown the prices of gold and silver and of bills on Hamburg 
and Paris, expressed on a percentage basis, par in each case 
being iIOO. The last three columns show Jevons' index 
numbers of prices, the computed prices in silver, and the ratio 
of gold to silver at Hamburg;-

PERCENTAGE VALUES. 

Commodities. 

Gold. Exchange Ezc:haDre 
SUver. on OD pan.. HambUJI· AClual Spede Ratio of 

(lf1=~ Gold Co prices. Silver .. ------------ BambuI· 

£3 .,.. lotd· .. • .. d. :lS'22 Fr • ,Os. Pricea Pri.,.. 
Par. ban'" of of per oz. per oz. perl. perEr. 1181. . ' .... 

------ - ---
1797 100'0 ~02·6 - 98 110 '07" '5'4

' 1798 100"0 100'1 - 96 118 117'9 '5'59 
1799 - 106'7 - 103 130 J21'9 :ru 1800 '07'0 "3'5 - 113 '4' 104'3 

1801 109'0 117'3 - 113 153 :~:i IS·<j6 
1800 - 113"7 105'7 109 119 15'26 
1803 - 111'9 102'9 105 128 1I4'4 '5'4

' 1804 103'0 108'3 100'[ 101 12. 112'7 15'4
' 1805 103'0 107'4 98·8 103 136 126'7 '5'79 

1806 - no's 103'0 105 133 120'4 '5'52 

:~ - 110'2 :~:~ 104 '3" 119·8 :t~ - 107'1 106 149 '39" 
IBog - 1]0'4 123'3 121 161 145.8 15'96 
18[0 - "3'9 121,6 120 164 '44'0 15'77 

18n 123'9 120'7 '39'1 .:~ 147 121,8 '5'53 
1812 130 '2 126'5 131'2 148 Jl7'O 16'11 

18'3 136'4 136'7 128·6 '30 149 IOI}'O 16-'5 
18'4 124'4 104'3 116'4 119 153 123'1 15'04 
1815 118'7 117'5 115'6 114 '3' JlZ'3 15'26 

1816 102'9 100"9 99,6 100 109 108'0 '5'28 
1817 102'2 104'3 102"0 102 120 liS-I 15'11 
18.8 104'6 106'5 '04'3 105 135 '26'7 15'35 

I 

i 
I 

, 
} 

NDu.-The figures for gold, silver, and the foretgn exchanges are baaed onl 
the Appendices to the Reports of the Lords and Commons Committees 00 the 
Resumption of Cash Paymentl in 18J9. Before 1811 the quotationa for gold are 
lpUDlodic. Dever covering a complete calendar year, and the averages are therep 

fOle Dot reliable. For a Dumber of years the figures for silver are based not on i 
.tandard ailver, but on dollaro (with a par of S9'3d,), The ratioo in the lut" 
column are taken from Soetbeer. The foreign eschange colulIlDB give thel 
p".,.i,.", OD francs and banco money-i.e. th_e_~ ought atriedy to be given alf 
9'SISd. to the franc, IUlCi 6jd. to the banco Ic:hilling, ' 
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The statistics show a general tendency towards increasing 
depreciation, reaching a maximum rather before the end of 
the war. But this general tendency is broken by very con
siderable Huctuations. The maximum index number, both for 
paper prices and for specie prices, comes in the years 1809 and 
1810. The maximum depreciation as tested by the foreign 
exchanges comes in 18Il. As tested by the prices of gold 
and silver, it comes in 1813, the last complete year of war. 

The depreciation begins, as we have seen, with the Ham
burg crisis of 1799. It is not cured by the ephemeral Peace 
of Amiens. The preliminaries of peace were signed in October, 
1801, when the price of standard silver was between, 55. 9d. 
and 55. lId. Upon the conclusion of the definitive treaty 
(25th March, 1802) it fell to an average of about 55. 6d., re
covering to 55. 7d. at the end of the year. At its lowest, 
55. 5id. in July, it was still 8 per cent. above par. 

The renewal of war in May, 1803, saw no appreciable rise, 
the average for the year being 55. 7·27d., and the average 
for 1804 was even lower, for the mean quotation for dollars 
(there being no market for standard silver) was 55. 4·2d., 
corresponding to about 55. 6d. for standard silver. In 1805 
dollars fell to 55. 3'67d. Commodities, on the other hand, fell 
abruptly on the cessation of the war and rose again to a slight 
extent on its resumption. The interpretation of these move
ments is simple. The recovery on the Continent from the 
crisis of 1799 was easing the 5train on the English paper cur
rency, though the upward tendency of, specie prices is masked 
by the efiects of war and peace on markets and on the 
sources of supply. The depreciation which was caused by the 
stringency at Hamburg disappeared with its cause. Till 1808 
the premium on silver was appreciably greater than the pre
mium on foreign exchange, a sign that specie was Howing away 

. from Hamburg, and that credit was recovering on the Conti
; nent. During these years the depreciation was no longer im
. portant. From 1803. till November; 180&, the exchange on 

Hamburg never dropped below 32 : 9, and for the most part 
was above J4. In August, 1808, it was above 35. By Novem
ber it had fallen to 31 : 3, In lBog it averaged only 29 : 9-
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The continental blockade was already beginning, but still 
in a mild and incomplete form, English goods being smuggled 
into the Continent in large quantities through both Holland 
and Hamburg. English traders sought for new openings in 
the newly-freed commerce with Spanish America, to com
pensate them for the partial closure of the continental markets. 
After the period of caution which had just passed, there was 
plenty of room for credit expansion, and the growing deprecia
tion of the Bank of England paper showed that the credit 
expansion in England, being free from the trammels of con
vertibility into specie, was outstripping that on the Continent. 
For the first quarter of ISIO the Hamburg exchange averaged 
barely 29. Then came the catastrophe. First, embanass
ment arose from the disappointing results of the South Ameri
can trade. Credit began to contract, and the exchange on 
Hamburg rose suddenly in April to 31. In July, Napoleon, 
seeking to complete his system of exclusion, annexed Holland; 
in August he imposed a prohibitive tariff on colonial products, 
such as had been so liberally smuggled in; in December he 
annexed Hamburg and Oldenburg. Partly as the inevitable 
reaction after the feverish activity of ISOS and IS09, partly as 
the result of the increased severity of the continental system, 
the second half of "ISIO was marked by a violent financial 
crisis in England. Meanwhile the credit expansion abroad 
continued a few months longer, fostered by the exclusion of 
British goods and consequent protection of continental manu
facturers. Europe was for the most part on a specie basis, and 
a more violent contraction of credit· occurred there than in 
England. The crash came at the beginning of ISIl. Fail
ures occurred throughout Germany, Holland, and France. In 
England the priCl!S of commodities as measured by Jevons' 
index numbers fell from 164 in ISIO to 147 in ISIl. On 
the Continent the faIl must have been far greater. The aver
age exchange on Hamburg fell from 29: III in ISIO to 24: II 

in ISIl; that on Paris from 20·73 to IS·I3. The rigorous 
exclusion of British goods had the same adverse effect on 
the exchanges as a prohibitive foreign tariff, but this effect: 
was accentuated by the extreme financial stringency at. 

} 
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Hamburg and ·elsewhere. The crisis of I81I is the explanation 
of the great depreciation of the Bank of England note in that 
year, just as the crisis of 1799 is the explanation of the first 
period of depreciation. Early in 1812, even before the relaxa
tion of the continental system, the exchanges began to be less 
adverse. For the first quarter of the year the Hamburg ex
change averaged 27 : 10, and that on Paris 19'50. But the 
depreciation was still great. A paper currency permits of 
a more lenient treatment of a crisis than a metallic currency, 
and English traders had got off more lightly than their con
tinental neighbours, advances being made in exchequer bills 
as in 1793. But the country paid the penalty in a continued 
redundancy of currency. For the moment this redundancy 
facilitated a quick and rather fictitious recovery. The creation 
of credit was stimulated by the crumbling of Napoleon's power 
and the prospect of access to European markets. But as 
credit expanded the depreciation of the currency again became 
more marked. It is true that the rates of exchange were not 
so adverse as in I8lI, but the prices of gold and silver rose 
to their maxima at the end of 1813. Gold was quoted at 
£5 lOS. and even £5 lIS. ; silver dollars rose to 75. an ounce. 
This depreciation was a sign that the financial system of the 
country was overstrained. The Govenunent securities held 
by the Bank of England rose from £21,165,000 in August, 
1812, to £25,591,000 in August, 1813, and £34,982,000 in 
August, 1814. In other words, in two years nearly £14,000,000 
of the war expenditure had been met by the creation of bank 
credits. Only peace could restore the currency, and peace 
was at hand. Napoleon abdicated in April, 1814. At the 
beginning of June the price of gold had fallen to £5. For 
the last six months of 1814, it averaged £4 7s. But this rise 
in the gold value of the pound was reflected in a faIl in the 
money prices of commodities. The f.lIJ/If'age level of prices for 
1814 indeed was slightly higher than in I8t3, but the maxi
mum was reached early in the year and merchants who had 
speculated on the re-openingof the continental markets quickly 
found themselves involved in loss. The process of recupera
tion on the Continent after the crisis of I8Il had been delayed 
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by the war, which had raged on a scale never known before. 
As the tide of invasion closed in, first over the outer boundaries 
of the Napoleonic empire, then over France itself, credit opera
tions dwindled almost to nothing. The portfolio of the Bank 
of France amounted at last in April, IBI4, to no more than 
1,715,000 francs. 

With credit dried up, the continental demand for goods 
was in abeyance. The result was a financial crisis in England, 
the aftermath of that of IBID. The advances to traders, which 
had then relieved the situation, had really only postponed the 
crash. The.fall of values to the continental level had been 
held off at the cost of a depreciation of the currency. With 
the peace, and the sudden changes of values which accom
panied it, the crisis was renewed, and the fall in the prices of 
commodities, or l'ise in the value of the currency, which had 
been avoided before, was brought about by the widespread 
destruction of credit. Multitudes of country banks collapsed, 
so that ther~ was an enormous decrease in the country cir
culation. 

In March, IBIS, Napoleon escaped from Elba, and the 
renewal of war immediately caused a renewed depreciation of 
the bank-note. Gold, which had been at £4 Bs. in February, 
reached £5 7s. in April, and was still at £5 5s. when the Battle 
of Waterloo practically finished the war. By September 
it had fallen again to £4 Bs. So rapid a rise and fall must 
have been speculative. At any rate markets returned after 
the crisis to much the same state as before it. The contraction 
of credit in England continued. In three weeks the price of 
gold fell to £4 3s. (13th Oct.), and· at the end of the year it 
was at £4 2S. Meanwhile credit was at last reviving in Europe. 
By October, 1BI6, the Bank of England was buying gold at 
£3 IBs. 6d. It wa! offering this price with a view to accumu
lating gold for an early resumption of cash payments; if it 
had left the market to find its own level, gold would have been 
at the mint price of £3 I7s. Iold. The Hamburg exchange 
touched 3B; that on Paris reached 26'10. In fact, so drastic 
had been the contraction of credit in England that sterling 
Was at a premium of .. or S per cent. Gol<l was flowinG into 



THE BANK RESTRICTION OF 1797 281 

the country and accumulating in the vaults of the bank. The 
bank actually undertook in September. 1817. to pay.cash for 
notes issued before 1st January. 1817. and the complete. re
sumption of cash payments seemed to be in sight. But there 
was a hidden source of weakness in the situation. A crisis. 
such as that which shook credit in England in 1814. makes 
the foreign exchanges favourable; the destruction of purchas
ing power makes a gap which has to be filled by the importa
tion of gold. But this only lasts till credit recovers. By 1816 
the recovery on the Continent from the crisis of 18Il. which 
had been delayed by the stress of war. was in progress. while 
England was for the moment in the trough of the wave. As 
soon as credit began to recover in England illso. sterling was 
almost bound to depreciate again. In July. 1817. gold had 
risen again to £4. and at the end of the year it was at £4 os. 6d. 
The following year. 1818. was a year of crisis on the Continent. 
Since 1816 credit expansion had been rapid. and the prices of 
commodities had risen substantially. A credit expansion. is 
brought to an end sooner or later by a shortage of gold. or. 
under a bimetallic system. of gold and silver. On this occasion 
the shortage was caused prematurely. Not only England but 
Austria-Hungary. Russia. and other countries. having made 
excessive issues of paper during the war. were trying to return 
to a specie basis. England was accumulating gold; Austria
Hungary and Russia. silver. England absorbed gold as the 
natural sequel of a crisis and a violent contraction of credit; 
the others issued foreign loans and drew the proceeds in silver. 
None of the three succeeded in regaining a metallic standard 
in 1818 (though England and Austria-Hungary accomplished 
this soon afterwards). and this was partly because their own 
competition forced up the value of the precious metals in terms 
of commodities, and therefore also in terms of their paper 
currencies. With the fall in the prices of commodities there 
came a financial crisis. which began in France. the bimetallic 
meeting-ground of the demands for gold and silver. In Octo
ber, 1818. the Bank of France took measures to contract its 
discounts, refusing to discount any paper having more than 
forty-five days to run, as compared with the normal ninety 
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days. Early in 1819 the price of gold rose to £4 3S. and that 
of silver to 5s. 7d., a premium of 6id. per cent. on the fonner 
and 10 per cent. on the latter. The exchange on Hamburg 
fell to 33.7 and that on Paris to 23.50. The resumption of 
cash payments seemed as far off as ever. Committees of both 
Houses of Parliament were appointed to consider what should 
be done. As the outcome of their investigations an Act Wa! 

passed providing for resumption by gradual stages. The bam 
was not to payout coin, but to give bullion in large amount! 
(not less than 60 ozs.) in exchange for its notes, first from 151 
December, 1819, at £4 IS. an oz., then from 1st November, 1820, 
at £3 195. 6d., and finally after May, 182I, at £3 17s. loid., 
the coinage price. But so far as this provision was concerned 
the Act was a dead letter. Before Ist December, I819, 
arrived, gold had fallen naturally and easily to the coinage 
price. The pressure due to the crisis on the Continent was 
quickly over. The crisis itself was by no means as severe as 
that of 18II which preceded it, or as that of 1825 which fol
lowed it, and England, after the drastic liquidation of 1814-16, 
found it easy to fall into step again with the European money 
market when the effects of the crisis had passed off. 

This troubled period illustrates well the variety of causes 
that affect :the depreciation of a paper currency. Fundamen
tally the depreciation was due to financial strain. The un
funded debt reached £22,000,000 before the Peace of Amiens 
and fell to £14,000,000 in I802. In January, 1804, it was 
£24,500,000, and rose steadily to £3I,700,ooO in January, 
1807, and £38,700,000 in January, 1808. In January, 1813, it 
was £45,500,000, and in Januat1, 1814, £57,700,000. The 
Peninsular campaigns and the great continental coalition of 
1813 and 1814 made these years the most expensive of the 
war. But thou~ the exigencies of war finance compelled an 
over-issue, the extent of the depreciation varied widely from 
time to time according to world currency conditions. The 
original suspension in 1797 and the unforeseen set-back in 
1818 were both due to the abnonnal absorption of the precious. 
metals on the Continent. The beginning of depreciation in 
1800 and the acute depreciation in 18II were due to the' 
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financial crises of r799 and r8Il abroad. The favourable ex
changes in r797-99 and in r8r6-r7 were due to crises at home, 
synchronising, one with a condition of inflated credit and the 
other with a period of recovery abroad. The depreciation in 
r808-ro was due to a commercial credit expansion in England 
outstripping the expansion elsewhere. The depreciation in 
r8r3-t4. was due to a commercial recovery occurring in Eng
land while the recovery in Europe was still delayed by war. 
The continental blockade, being especially an obstruction to 
'British exports, made the exchanges more adverse in r8ro-r2 
than they would otherwise have been. 

In the great controversy which was started by the Report 
of the Select Committee on the high price of bullion in r8ro 
insufficient account was taken of this variety of causes. The 
Committee accepted the quantity theory of money, and appre
ciated also the fact that the monetary requirements of the 
community might vary, so that an increase in the circulating 
medium might synchronise with a fall in prices and an ap
preciation of the currency, or vice WrSIl. But neither they nor 
their antagonists ever grasped the very complex theory of the 
variations in monetary requirements. Especially did they fail 
to understand how rapid and how great are the changes in the 
value of gold and silver themselves, caused by credit move
ments in the countries which use metallic currencies. Even 
index numbers of prices do not adequately measure the changes 
in the value of the precious metals, since a contraction of credit 
diminishes the volume of transactions as well as the level of 
prices. 

The members of the Committee and their supporters, able 
and enlightened as they were, did not penetrate to the bottom 
of the question. But for all that the report represented an 
important step forward in currency theory, and they had much 
the best of the argument. Yet in the House of Commons they 
found the Government against them, and not only were the 
resW.utions moved by Francis Horner in May, r8Il; embodying 
the Committee's conclusions, rejected, but a set of resolutions, 
denying all their doctrine and asserting 'IIW ali. that bank
notes were held in public estimation equivalent to the legal 
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coin of the realm, was moved and carried by Vansittart, then 
an unofficial supporter of the Government (shortly to become 
Chancellor of the Exchequer). Mortified at this defeat of 
pure reason, the economists mercilessly pilloried the unfortu
nate Vansittart, and ridiculed his preposterous resolutions. 

But perhaps the Government were not quite so foolish as 
they seemed. The Bullion Report itself was rather a diagnosis 
of the disease from which the currency was suffering than a 
prescription for treatment. It was easy to say that the note 
issue must be contracted and a return made to cash payments. 
But what if the money for the war could not be raised? The 
Bank of England was the only possible underwriter of Govern
ment loans, the only certain purchaser of exchequer bills. If 
the Bank's power of creating credits were subjected to a limit, 
the last resort of the Treasury might fail. And like nearly all 
Governments that have to rely on inflationary finance, the 
Ministers of IBn were anxious to keep up the pretence that 
the metallic standard was still in force. An official admission 
that the standard had lapsed might have militated against 
Government borrowings. 

It may be guessed that these were the real motives of the 
Government, though they could not be openly avowed. Much 
was made of the disastrous effects of too great a contraction 
of credit, and of the inevitable drain of coin for subsidies to 
allies and foreign expenditure. The Prime Minister, Perceval, 
frankly admitted that the diminution of paper in circulation 
would make a favourable alteration in the exchange, but then, 
he said, it would be necessary to discontinue the exertions 
we were making abroad and to abandon our allies. What 
response could the House of Commons make to a Prime 
Minister making such an appeal at the greatest crisis of the 
war? Napoleon had stamped out the embers of resistance all 
over Europe, except in the little comer which Wellington was 
defending behind the lines of Torres Vedras, and the few re
maining centres of rebellion in Spain. Perhaps it was this, 
rather than Vansittart's perverse ingenuity and laboured 
statistics, that guided the minds of the many members who 
gave silent votes against Horner's resolutions. 
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When the war was over, the party of pure reason came 
into their own. The doctrines of the Bullion Report seemed 
to have gained universal acceptance. No one was found to 
argue as in IBII that, as guineas could not legally be melted 
or exported, the price of bullion, which was sought only for 
export, was no test of the depreciation of the bank-note. In 
responSe to an appeal from the Government party, the op
ponents of Peel's resolutions embodying the recommendations 
of the House of Lords Committee did not even challenge a 
division. 

Traces are to be found in the debate of 1819 of the views 
which had led Ministers to suppress the movement towards a 
resumption of cash payments in the midst of the war eight 
years before. Castlereagh, who was in office at both periods, 
defended the conduct of the Bank Directors against the 
accusation of interested motives. He declared that they had 
never permitted such motives to hinder them from affording 
that prompt and vigorous relief, which had it not come from 
them he was himself utterly ignorant whence it could have 
proceeded. And it is significant, too, that the contribution of 
the Bank Directors themselves to the proposals embodied in 
the Committee's recommendations was a request that the 
Government should repay £10,000,000 of its indebtedness to 
the Bank. The Directors unfortunately did not share in the 
general change of attitude towards the teachings of c the 
Bullion Committee, but here at any rate they showed an 
appreciation of the primary cause of inftation. 



CHAPTER XVII. 

A CHANGE OF STANDARD. 

WHENEVER, in consequence of war or any other cause, thl 
monetary unit of a country depreciates, the difficult prob
lems arise: whether it is to be restored to its former value; 
if so, by what means; if not, at what new value is it to bE 
fixed ? 

We have now reached a point at which questions such as 
these can be best approached by reference to the practical 
teachings of history, and this method will incidentally have 
the advantage of _ supplying illustrations of many of. the 
theoretical principles reached in the preceding chapters. 

The problems of a change in the monetary standard are 
not peculiar to a fully-developed credit system. They existed 
even when metallic currency was the only means of payment. 
B~!. the "introduction of _ credit payments modified them pro
fO.?lldly. The dividing line between the old conditions and 
fhe new is to be found in the seventeenth century. 

In the Middle Ages the movements of specie from one 
country to another were caused, just as they are in modem 

, times, by the need to discharge liabilities not covered by the 
balance of trade. But whereas nowadays the loss of gold is a 
signal for a contraction of credit, 'which should restore equi
librium, this resource did not then exist. -If production in a 
country fell off, sd that it had less to sell abroad, and if there 
were no immediate counteracting decrease of consumption, it 
would begin to lose its money. It is easy to say that according 
to economic law this loss of money ought to make the money 
which remained more valuable; that is to say, ought to bring 
about a fall of prices. But prices did not respond so easily as 
they do now. Not only prices but wag~ were often narrowly 

:z86 
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prescribed by custom or even by law. Difficulties and delays 
of communication made the creation of a world market, with 
approximately simultaneous changes in quotations, an im
possibility. The consequence was that a country would 
sometimes be exposed for years together to a steady drain of r 

gold and silver, till the scarcity of money began to cause great 
inconvenience. And a special complication was that, in 
accordance with Gresham's law, the best coins were always 
taken fot export. Before the introduction of modem systems 
of coinage, coins were apt to issue from the Mint of very 
unequal weight. If gold or silver was wanted for export the 
heaviest and least worn coins were selected. When there was) 
so serious a disturbance of the equilibrium of trade as to cause 

, a prolonged drain of money, it was founcLnQL9Aly __ tl!a.t 
c;.~ency:ba(l~xn~ very sCll!Sl;1iii'ttiiarwhat-wa&-leftWas 
made up of coins which, on account of wear, clipping, or errors 
of manufacture, were materially below the nominal weight. 

E situation occurred again and again in all countries, and 
e r~edY,-,WaSUsUallYfouna-mrreQUCti_Oii-O~1he~~*-h~ o,f 
~.!iiiidlU'd ~<>.ill, j -In-!acCpnce5and wages being too tWd ! 

to ..Yield" to the altered condition of markets, the value of the 
unit at which they were reckoned was reduced. The monetary 
unit refusing to rise, legal recognition was given to its fall. 
Many, perhaps the majority, of the medizval debasements of 
the coinage in Europe were caused in this way. Some de
basements, like those in France during the Hundred Years' 
War, or in England under Henry VIII. and Edward VI., were 
impudent attempts to gain illicit profits from coinage, or to 
reduce the burden of the King's debts without an avowed 
bankruptcy. But there was nothing dishonest about the 
debasements which were effected to keep money in the 
country; and in medizval conditions, with wages and prices to 
a great extent stereotyped, such debasements were by no 
means invariably ill-judged. Of all countries England was 

, the freest from illegitimate debasements. The following table 
'shows the successive alterations of the weight of the silver 
, coins (silver rather than gold, being the standard) :-
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Value of Welgbtor Percentage 
y .... Tower Pound PeoDyiD of 

(t It OZL Troy), Granllt, Debaaemellt. 

Original Standard 2OS. 22t -
1299 208. 3d. 22 't Per cent. 
1343 228. :zcL 20,\ 81 " 1346 225.6d. 20 't .. 
'35

' 
25S. 18 10 

" 1411 308• IS 161 " 1464 37 •• 6d. I2 20 
" 1526 42'.2id.' loj "i " 

The debasements may be regarded as a device for meeting 
the difficulties caused by the persistent rise in the value of 
silver. Till the discovery of America there was no adequate 
fresh supply from the world's mines. The use of a standard 

( 0LYal~E\ ~cb.J~."perpetua1lyapprecja~~~~p;iS-iiiismessl 
It incr~es:theburden_ of .debts, and if money wages cannot 

'

be reduced paN . . p. assu with the-~ in_!I:tu>urcb.~ng power 
of money ~t jp,creases the cos.t of production. The rise of real 
wages--may not even be in the interest of the wage-earners 
themselves, if it diminishes employment. So long as these 
conditions obtained, the tendency was to acquiesce in a de
preciation once it was an accomplished fact, and to scale down 
prices and wages, in relation to silver, by means of a debase
ment, whenever there was an excessive outflow of money. 

After a period of illegitimate debasement, on the other 
hand, the common practice was to return towards the old 
standard of value, though often it was not fully restored. In 

1
1543 Henry VIII., faced with the expenses of a war against 
France and Scotland, initiated a. period of debased coinage, 
the only really flagrant debasement in our history. At first 
the debasement was slight. The weight of the coins was only 
diminished by ~, the pound Troy being coined into 4Bs. in
stead of 45s., but the ominous feature of the measure was that 
the standard of fineness, which had been maintained at H for 
nearly five centuries, was reduced to f. As the Mint price of 
silver of the new standard was fixed at 40s. a pound, equi
valent to 48s. a pound of fine silver, the King reaped the whole 
profit arising from the reduction of fineness and weight. As 

1 I.e. 45&. the pound Troy of ,. os. 
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the seignorage had previously been only IS. a pound, the mint 
price had been 44S- a pound of the old sterling standard, and 
this was very nearly equivalent to 48s. a pound of fine silver. 
So long as the Mint price of silver was kept down, that was a 
sign that the monetary unit was not depreciated. But then 
the old coins would remain in circulation; the new coinage 
would be limited and the profit correspondingly small. 

The war was prolonged for three years and carried on in 
Henry VIII.'s characteristically extravagant manner, costing 
in all £2,135,000.1 Tudor autocracy could not be maintained 
without some degree of financial independence of Parliament. 
Henry could not impose on himself the parsimony which was 
so characteristic of his father and his daughter, and, th,e spoils 
of the monasteries being dissipated, he involved himself deeper 
and deeper in the debasement of the coinage. In .!544.J~ peV'L 
coinage was commence~!ta1f fine, and the mint price raised 
to 565. a pound, fine, and in the following year the fineness 
was reduced to one-third. The King, as Sir John Rainsford 
said, had been made .. with a red and copper nose,'" for the 
alloy, being double the amount of the silver, gave its colour to 
the coin. With the mint price at 56s. it became profitable to 
melt down all the silver coined before 1543. 

In 1547 the death of Henry VIII. left the burden of 
government and his financial embarrassments to a regency 
under the presidency of the Duke of Somerset with the title 
of Protector, the new King Edward VI. being hardly ten years 
old. The first Mint indenture of the new reign continued the 
same standard of 48s. to the pound, one-third fine, but the 
Mint price was raised to 60s. the pound fine. This price, 
equivalent to 55s. 6d. for a pound of the old sterling standard. 
is evidence of a depreciation of 20 per cent. in the metal value 
of the money of account since 1543. It was now profitable 
to melt down the coins • fine of 1543. The financial diffi
culties were intensified by a recrudescence of the war with 

, Scotland and France." In 1549. perhaps in order to tone 

• Burgan, .. Life 01 Sir Thomas G-..., .. Appondix rv. 
• Ruding. It AImais of the Coinage," YOl. ii., p.. 440-
• Edwud VI.', war ""pendJtuN omount<d to £103S6.000. 

19 
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down the King's red and copper nose, the fineness was in
creased to one-half, and the weight reduced by one-third, so as 
to make t,he silver contents ot the coins the same as before. 
Since 1545 the shiIling had weighed 120 grains and contained 
40 grains of silver; now it was to weigh 80 grains only and 
still to contain 40 grains of silver. The Mint price of silver, 
however, was raised to 645. per pound fine. 

The autumn of 1549 saw the faIl of Somerset, but the new 
Protector, the Duke of Northumberland, did not make any 
immediate improvement. Indeed in 1551, though peace had 
been restored in 1550, and attention was already turning to
wards a reform of the coinage, an even more debased issue 
was resorted to. The weight remained the same, a pound 
being c?ined into 72S., but the fineness was reduced to one
fourth. Silver was to be bought by the Mint at lOS. per oz. 
fine, being a depreciation of 60 per cent. as compared with the 
price of 48s. a pound prescribed in 1543. But this coinage 
difiered from the rest in being limited in 4nwum. It was to 
be no more than sufficient to provide a profit of £160,000,1 and 
subsequently it was decided to be content with £80,000 to 
pay the King's debts and £40,000 for the fortifications of 
Calais and Berwick. It appears that the Protector hoped by 
this last debauch to restore financial equilibrium as a pre
liminary to a return to sobriety. If the Mint price really re
presented the conditions of the bullion market, it was high 
time for this return. But it was obvious that a further issue 
of debased currency, however strictly limited in amount, could 
not but cause a further depreciation. 

At the very moment when this last issue was being author
ised the first step towards a restoration of the standard was 
actually taken in a proclamation dated the 30th April reducing 
.the current value of all the debased coins by 25 per cent., so 
that the teston or shiIling was to discharge a debt of ninepence 
only. A more incongruous series of financial measures there 
could hardly be. Confidence was at an end, and, doubtless 
with a view to facilitating the absorption of the new issue of 

• To provide • profit of £.60,000 would IOqUiIe coin of the face niue of 
£z88,ooo. According to aD I!Dby in King Ed_ VI.'." Joumal" on th. 6'.h 
September, '55'. the ",tal iaoue .... £'30,000. • ' 
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coins, one-fourth fine, a proclamation was issued in July in
fticting savage penalties on any who should .. invent, speak, 
mutter or devise any manner of tale, news or report," of a 
further reduction in value. Yet in August that further re
duction, the mere report of which might have cost the un
fortunate tale-bearer his ears, was actually carried into effect 
and the teston was reduced from ninepence to sixpence . 

. By this time the debased coins formed a large part of the 
total stock of currency, and to halve their value in terms of 
the monetary unit was to make a very serious reduction in the 
supply of legal tender money. The next step was to set the 
Mint to work on a new coinage of reasonable fineness, to circu
late at its metallic value. A standard of II OZS. I dwt. (or 
very slightly less than the old standard of II ozs. 2 dwt.) was 
adopted, and a pound of silvet of this standard was to be 
coined into 60s. with a seignorage of IS. In other words 
the Mint price of IIIrs ozs. of fine silver was reduced from 
IIOS. 6d. to 59s. Even though the former price was higher 
than that actually prevailing in the market, it is evident that 
the rise in the metallic value of the monetary unit was enor
mous. And presumably, owing to the arbitrary reduction in 
the current value of the debased coins, it was immediately 
effective. The Duke of Northumberland can hardly be 
blamed for not reverting to the old standard of 45s. to the 

. pound Troy. The return to 60s. must have caused hardship 
and disturbance enough, to say nothing of the loss to the 
holders of the debased coins. 

Additional light is thrown on the effects of the debasement 
by the foreign exchanges. The principal foreign centre for 
the purposes of English trade and finance was Antwerp. The 
current coin there was the guilder of 20 stivers, and the unit 
of account was the Flemish pound, equal to six guilders. A 
guilder contained 396'674 azen 1 or 293'6 grains Troy of fine 
silver, and the par of exchange was 265. IOld- Flemish to £1 
sterling (on the basis of the silver coinage of 1536-1543). 

, Sir Thomas Chamberlayne wrote from Flanders on the 7th 
, June, 1551, that since the calling down of the money (i.e. the 

• • See W. A. Shaw, n HistoIy of eun...c"," ApptOOiz IV. 
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reduction of the teston from I2d. to 9d. on the 30th April) 
the exchange had fallen from ISS. to I4s. Flemish for 
a pound of our money.l The Mint was then paying ten 
testons for an ounce of fine silver. Ten testons became 
worth 7s. 6d., and this price of silver would have made the 
Flemish par of exchange 145. 6d. Flemish to £I. It 
is not surprising, therefore, that the exchange fell to 14s. 
In August, the test on being reduced to 6d., the Mint price of 
silver became 5s. per ounce fine, corresponding to an exchange 
of 2IS. gd. The exchange, however, only recovered slowly. 
Perhaps people feared a further reduction of the current value 
of the debased money, and were reluctant to hold balances 
of it. At any rate, when Sir Thomas Gresham went out as 
financial agent to the British Government at Antwerp in 
December, 1551, the exchange was still no more than I6s. 
The new coinage then introduced made the Mint price 4s. lId. 
for an ounce of silver II ozs. I dwt. fine, and £1 became 
equivalent to 20S. 5d. Flemish. Yet even in August, 1552, 
this rate had not become operative, for we find Gresham ask
ing to be supplied with £1200 or £1300 a week at Antwerp 
to support exchange, and he mentions that merchants were 
saying that" ere the payment of the King's dett be made it 
will bring the exchange to xiii s. iiii d., wyche I trust never to 
see that daye." 2 By April, 1553, the exchange had reached 

1 See Tytler, " History of Edward VI. and Mary," vol. i., p. 380. 
2 Apparently 13s. 4d. being a depreciation of just over 50 per cent., was 

remembered as the lowest point touched by the Antwerp exchange. In a state
ment supplied to Queen Elizabeth, on her accession in 1558, Gresham says: 
" Y tt may please your Majesty to understande that the firste occasion for the 
fall of the exchange did growe by the Kinges majesty your latte £father, in 
abasing his quoyne from vi ounces fine to iii ounces fine. Whereuppon the 
exchange fell from xxvi s. viii d. to xiii s. iv d., which was the occasion thatt all 
your ffine gold was convayd out of this your realme." There is an inaccuracy 
here, for Elizabeth's" latte £father," Henry VIII., never reduced the fineness of 
the coin to three ounces. The reference must be to Edward VI.'s last debasement. 
At the accession of Edward VI. the depreciation was still moderate, the Mint 
price of silver being 60S. per fine pound. The Antwerp exchange at 13s. 4d. 
corresponded to a Mint price of about 96s. per fine pound. 

It was on the strength of the passage here quoted that H. D. Macleod, in 
1858, rather hastily gave the name of " Gresham's Law" to the principle that 
bad coin drives good out of circulation, though he afterwards found that the law 
was known before Gresham's time, at any rate to Copernicus and Oresme. There 
is really no evidence that the principle was not known to others even in the four
teenth century, when Oresme lived. 
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20S. 4d., and though it then fell to 19s. (and would have fallen, 
Gresham said, to I8s., but for his arrangements for meeting 
the King's debts) Gresham raised it "in two bourse times" 
to I9s. 8d. In August, 1553, in a memorial to Queen Mary 
asking for the continuance of his employment, Gresham claimed 
to have raised the exchange from 16s. to 22S., "whereunto 
it yet remaineth ". Perhaps Gresham genuinely believed that 
this improvement in the exchange was due to his own skill 
in outwitting or blackmailing the English merchants. His 
machinations may often have affected the exchange" in two 
bourse times," but a permanent improvement must have been 
due to a permanent cause. Ever since the reduction of the 
teston to sixpence two years before, there had been a shortage 
of legal tender money in England, a shortage which made 
itself more and more felt as confidence returned and trade re
vived, and which could not be made good except by the gradual 
issue of the new coinage at 60S. a pound from the Mint. The 
exchange therefore was bound eventually to rise so far above 
the new par of 20S. Id. as to attract silver from abroad. 
In those days seignorage charges and obstacles to the move
ment of the precious metals made the gap between the specie 
points very wide, and 22S. was not at all a remarkably high 
maximum . 

. Substantially the return to a metallic standard had been 
effected.: The depreciation was a thing of the past. But the 
late King's" red and copper nose" was still to be seen. The 
base testons or shillings of Henry VIII. had weighed 120 
grains and contained first 100, then 60, and then 40 grains of 
pure silver. The light shillings of Edward VI. had weighed 
80 grains and contained first 40 and then 20 grains of silver. 
All now passed for sixpence. The new sixpence weighed 
48 grains and contained 44'2 grains of silver. Consequently 
while the old testons containing 100 or 60 grains of silver 
would be melted down, those containing 40 and 20 grains 
were still over-valued, and still continued to circulate. Nine-1 
teenth and twentieth century experience has shown that the' 
circulation of over-valued coins, limited in amount, can con
tinue without injury to the standard. But this depends on 
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confidence in the discretion of the Government and respect 
for its decreeSl In the sixteenth century the existence of such 
coins was-reftto be a danger, and Queen Elizabeth soon after 
her accession determined to remedy it. Her reforms were 
initiated by a proclamation of the 27th September, 1560, which 
reduced the current value of the testons containing 40 grains 
to 41d., and of those containing 20 grains to 21d. (other coins of 
the same standards in proportion). The public was instructed 
to distinguish the coin by the Mint marks, and authorities were 
set up locally to settle disputes, and to mark the doubtful 
coins (those worth 41d. with a portcullis, and those worth 21d. 
with a greyhound). At the same time the old standard of 
fineness, N (from which Edward VI.'s standard of ill did 
not differ appreciably) was restored. As 40 grains of pure 
silver were therefore worth 5·4d., the debased coins were now 
under-valued, and consequently there was no difficulty in 
getting them brought to the Mint. The loss infiicted on the 
holders in fact was substantially greater than it need have 
been, and the consequent profit to the Government was suffi
cient to cover the whole expense of recoinage with a consider
able margin. At last, seventeen years after Henry VIII.'s 
disastrous venture, there was not merely a metallic standard 
but a metallic currency. The immemorial standard of fineness 
of N was in op~ration; the foreign merchant could once 
more rely on measuring the value of English silver by weight 
alone. The metallic value of the monetary unit, however, had 
been reduced by 25 per cent., for the penny weighed only 8 
grains instead of IOj. But this unit had practically been in 
operation since 1551, when the r!!dimdancy of the base coins 
was cured by Northumberland's summary methods. Silver 
had been coined at the Mint at 8 grains to the penny ever 
since 1552, and the comparative steadiness of the Antwerp 
exchange showed that this coinage really governed the silver 
value of the unit. There was nothing sacred about the 
metallic value of the unit in those days, and there would have 
been little advantage to set against the hardship which a re
·version to the old standard of weight would have caused. 

The returns of the Elizabethan recoinage give us some 
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indication of the extent of the debasement. The debased coins 
recoined weighed 63I,950 lbs., and were coined into £638,II4.1 
The average fineness was therefore a little less than one-third, 
showing that very few of those containing even 60 grains of 
tine silver can have been left. If the coins averaged, say, 545. 
to the pound, the total face value of the debased coins dealt 
with must have been about £I,700,OOO. 

This period, the middle of the sixteentl:l_ceIlt~marka.,tI!e 
enQ..0!J.b.e.mediz:val..deaJ.:th.nr~."> The mines of the New 
World were beginning to produce their effect. The old system 
of fixing wages by statute broke down. Formerly su~e\ ' 
debasements of the coinage had saved Europe from a~_~!ll.al 
falrolQrlces::I>erhapsTiiEng~543 theyhad hardly 
beeisufficlenf to a<;complish t4!§; But now that the purchas-
ing power of an ounce of silver was falling, the inducements to 
debase the coinage were greatly diminished. Temporary diffi
culties might be caused by trade movements; a country might 
still be drained of its money to pay for an adverse balance of 
trade if prices were too.long maintained above the economic 
level. But with the prevailing upward trend of prices this 
became much less probable. In fact, ex~l!i.f9..r..!E!l_~os~ 
negligible reduction of the w~ht of th~ silver coins in I6b1L 
wlientheywer6-eb1nelra£o':is.ms'fead of 60s. to th?pound 
Troy, there was no further debasement in England, and though 
debasements were still frequent in France in the seventeenth 
century, the series ceased with the vagaries of John Law in 
1720, and thereafter there was no important change in the 
silver contents of the livre or franc so long as it remained a 
standard coin. 

The begilUling_~ the seventeenth Ctm~ markegpy 
th~datioiioLtl:l.i!i~~_<!'ye~~!LAma~~£~am
fuir~ The'primary functiOli of these banks was to provide'a 
stable and uniform money of account for international trade. \ 
They assessed the value of all the many varieties of gold and 
silver coin which-circulated in Europe. and undertook to buy 
them from traders, paying for them with credits reckoned in. 
this money of account. which ~ called bank money. As' 

1 RudiDg, 901. iii., Po 37 • 

• 
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exp.:rts in. the _val~e_ o~ coineci gol<!_andsil,,~ they discharged 
tIle functions whlch m the East belong to the .. shroffs." 

}since the intrinsic value of a coin depends not only on its 
I weight but on its fineness, and since its market value, even in 
a foreign country, may be materially raised above its intrinsic 
value by its quality of passing current in the country where it 
is issued, no one but an expert can be relied on to say what 
credit ought to be given for it. The banks of Hamburg, Am
sterdam, and Venice, however, wl1t not ~~e coin experts, since 
they not only valued the coins bui bought them::' On the 

~ other hand, they had not all the characteristics of modem 
banks, since they only created credits in exchange for coin or 
bullion; they did not create them in exchange for discounts 
and loans. 

In England the course of events was different. The lon
don merchants had no official shroff.1 They had recourse, 
therefore, t~~e~J!!.ll..W1iru;1. ~ trade of dealing in bullion 
was in the hariasoi the goldsmiths, and the practice grew up 
of entrusting surplus balances of cash to them. The gold
smiths were not subjic~ tothe. same narrow restri.ctiO.ns as the 
continental banks. ~h!l old private b~~rs_ oLVtlnice, 

.. / tEey c~~at. eel... c . .re~!1!YJendingan. dd}SCO .. unti$, an~_di41l0t. 
pretend to hold coin and bullion to the full amount ~Ctheir 
!.iaoilities./It is sometimes assulned that the goldsmiths took 
up the business of banking because they necessarily had strong 
rooms in which they could keep the money entrusted to them. 
It is much more likely that it was their knowledge of the 
bullion trade which specially fitted them for their new func
tion. At any rate they made full' use of their expert know
ledge. It was they who gave a market price to guineas above 
the value at which they were coined. It was ,they who made 
an illicit profit b, .. clipping" the silver coins, or sorting out 
the heavy coins for export or melting. Throughouql}~~ven-

\ 

teenth century, while gold. and silveI.. were both becoming 
. m~re P~~I1l':m~ was sp~ally true of ~v~r, an~ the value 

( pf gold m proportion to silver was steadily gro~0 ~ 
I Perhaps Charles 1:1 eph~ revival of .the office of KiDg's Eschanger 

in .626 may have been intended to meet thi» need • 

•• . .. 
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coinage ratio was altered spasmodically in different countries , 
eacl iii"tum -lagged behind the others and began to lose its 
gold, and then, perhaps, raising the value of gold too high, 
began for a time to lose its silver. This was true of England. 
An efIIux of gold was stopped in 1612 by raising the ratio to 
13'3. as compared with 10'9. at which it had stood eight years 
before. For thirty years gold, being overvalued in England, 
was imported. and it was silver that was drained away. Dur
ing the Commonwealth. the ratio of gold to silver in the 
European coinage systems having risen above I3·3. this wall 
again reversed. and there was a tendency for gold to go abroad. 
In I663 the weight of the gold coin was reduced. 441 pieces 
of 20S.. called .. guineas." being coined out of a pound Troy 
H: fine. instead of 4I, but the ratio of 14'5 thereby established 
was still too low. and if the nominal value of the guinea had 
been observed the country's stock of gold coin would soon 
have been lost. The goldsmiths, however, were in a position 
to charge what they pleased for gold. They were entitled to 
pay their depositors in silver. which was the standard coin. and 
were in a position to stipulate for more than 20S. for the guinea 
if gold were wanted. Gold. being much the more convenient 
medium for large payments. often was wanted. and the market 
price of the guinea was kept up to about 22S. SO long as this 
high price prevailed. silver was undervaIued as compared with 
gold. The goldsmith. finding that he could sell his silver for 
more gold abroad than at home. became unwilling to payout 
silver coins of full weight to his English customers. He put 
by the heavy coins, to be ultimately melted or exported. and 
paid out the light ones. When he had no light ones left. it 

, seemed a pity to waste heavy ones. and so he clipped them 
and made them light.1 The clipped coins in practice circu
lated as easily as those which had been coined light or reduced 
by wear. and the clippings were so much additional gain. By 
1690 some mi!giving was already caused by the bad state of 
the,$ilver coins, and a Parliamentary inquiry was instituted, 

1 The _ coins, ~ lIWlufactu~ since the R ........ tion. did Il~ cin:ulate' 
if clipped. since they bad mIDed. edga whioh.FwecI the dippiDg. They __ 
for the most put mel~ or oxported.... , 

.,.' ... 
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! nothing was done. At that time, though much of the 
/ver coin was light, and unfit for export, it had not depreci
ed. The clipped coins and the heavy coins circulated side 

!... side at a value equal to the silver contents of the latter . 
• he market price of silver bullion did not differ greatly from 

, jts mint price of 55. 2d. an oz., though now and then, when 
/there was a special demand for export, it might rise to 55. 3ld. 

,/ The monetary unit of account was still at its silver par. 
But in I68g there occurred a new development.. England, 

being brought into the political orbit of Holland, joined in 
I/O the coalition against Louis XIV. The eight years of warfare 

that followed put a strain on the finances of all the combat
ants, and one of the most important functions of England 
was to supplement the resources of the great financial centre, 
.Amsterdam, with the newly-developed credit system of Lon
don. The London goldsmiths, however, were rather lukewarm 
supporters of the Government and of the war. Though 
Charles II. had half-ruined them by repudiating his debts 
to them, there was a danger that the Revolutionary Govern
ment would not recoguise the obligations of the Stuarts, and 
their chances of recovering their money were diminished so 
100ig as the dynasty which had r~ed them was not on the 
throne. Th9~.ul.!...lV~.~aUn I694 an_~1!.tirt!ly .!leuredit 
~titJ,lP.O~as~LQllJQj)t,.by th ndon merchants, inde
pendently of the goldsmiths, to provide money for the Govern
ment. The money, to the amount of £I,200,OOO, was to be 
subscribed not to the Government but to a new bank, which 
in tum would lend it to the 0>vernment. ~e B~ 

~gl~d_'!~_i!tc~~~!_~d..l>L~:,tatu~l!ii~rart.e~an? was 
empowered to ISSue notes to an amount eq 'to Its caPItal of 
£I,200,OOO, and to discount bills and make advances of money. 
The scheme was well calculated to attract the merchant's 
money. He could afford to open his strong-box and to put 
the hard cash which it contained at the disposal of the Govern
ment, because he could rely on borrowing from the bank as 
~oon as he needed the cash again. The goldsmiths were ac
. cused of making loans on usurious terms, and some of them 
were of doubtful solvency; the credit facilities offered by the 
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new bank would enable merchants to economise balances 
more effectively than before. 

Thus the foundation of the bank added £1,200,000' in '" 
paper to the purchasing power in_ circulatioi!. and at the same • 
tUne enabled traders to carry' smaller balances than before. 
The effect was inflation. Had the currency been ,in a sound 
condition the consequence would have been an export of gold 
and silver. But there was no heavy silver, and the gold
smiths could put what value they pleased on gold. ~ 
cUQ"ency..Jlegan...1o..qel?~at~. The capital of the bank was 
subSCi'ilied by the 2nd July, 1694, the charter was granted 
on the 24th July, and it began business forthwith. Even 
before the end of 1694 the prices of gold an_(L~y~Jm!lion 
began to be slightlyhigher than u~IIl:--"'he guinea, which 
usually paSSed at 22s~'or 1e"Ss-;-i-ose in December to 225. 6d. ; 
silver, of which the mint price was 5S. 2d. an ounce, touched 
5s. 5d. in November.1 The guinea rose steadily throughout 
the first half of 1695, and reached a maximum of 305. on the 
14th June. Silver also rose, but neither so quickly nor so 
much. It was at 6s. Sd. in September. Neither silver nor 
gold reacted far from these maxima for the remainder of the 
year. What was of more immediate importance was that the 
exchange on Amsterdam fell to 29, 28, and even 27 as com
pared with a par value of 37; that is to say, it was at a dis
count of 22 to 27 per cent. Remittances from England to J 

I the Army in the Netherlands Igst about aquaJ:t6L!lLfu~rl 
value by exchange. 

'ltWiisseeii.- that "the only remedy was a reform of the 
coinage. But this presented many difficulties. Should the 
silver contents of the pound sterling be maintained or dimin
ished? Should the clipped silver be received at its nominal 
value, or, as in Elizabeth's recoinage, at its bullion value, or 
at some intermediate value? If it were received at anything 

· above its bullion v8J.ue, what would the cost be, and how was 
· it to be met? A Parliamentary Committee was appointed 
· in January, 1695, when the depreciation was only beginning, • 

• For partiCQWs of the pri<ee of sokl and siI_ and the _ of udw>ge 
OD Amsterduo, _ Thorold Rogers' " Fint Nine Y .... of the BaH of Eng\ancI. n 

.. 
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and recommended a slight reduction in the weight of the pound 
sterling. But the evilaeveloped rapidly, and the Government 
called for a report from the Secretary of the Treasury, William 
Lowndes. 

Lowndes proceeded to examine previous similar cases. 
He found that precedent was against any alteration in the 
fineness of the silver coinage. The standard of H had been 
maintained unaltered century after century, save for the 
unhappy exception in the reigns of Henry VIII. and Edward 
VI. A departure from a standard supported by so long a 
tradition would be almost dishonourable. "All foreigners 
that deal with us regard the intrinsic value more than the 
extrinsic denomination, and exchange with us accordingly. 
If base money should be made, the intrinsic value thereof 
would be uncertain, or might be disputed." In fact, the value 
of British silver would no longer be ascertainable by the 
weight alone, and confidence would no longer be felt in it. 

t But, though the standard of fineness had so long a tradi-

I, tion behind it, Lowndes found that the standard of weight 
had been repeatedly reduced. The reason, he held, was 
.. that whensoever the extrinsic value of silver in the coin hath 
been, or shall be less than the price of silver in bullion, the 
coin hath been and will be melted down." This was exactlJ 
what the country was suffering from in 1695. The monetarJ 
unit of account had parted company from the metallic stan· 
dard. Silver bullion was quoted at 77d. an ounce, and shil· 
lings containing more than H of an ounce of standard silveJ 
were necessarily exported or melted down. 

"One may foresee," says ,LOwndes, "that continuing thE 
silver monies (either old or new coins) upon the present foot, 
whilst bullion is so much dearer, will inevitably produce con· 
sequences pernicious to the whole; in effect it will be nothin~ 
else but the furnishing offenders with a species to melt doWI 
at an extravagant profit, and encouraging not a necessary, 
but a violent and exorbitant exportation of our silver to thE 
foreign parts, for the sake of the gain only, till we shall haVE 
little or none left in the Kingdom." He there~r~!D: 
mended .that th~ amC!~nt2f silver in the pound sterling should . _. --------_. __ .- ---
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h~dimirlishe~:1if!l:t; that is to say, that the mint price 
of silver should be 77id. an ounce instead of 62d. In order 
to avoid the expense and inconvenience of recoining the silver 
of full weight, which was still believed to exist, though hoarded 
and kept out of circulation, he proposed that the value of the 
coins should be increased rather than the weight diminished, 
so that the shilling would pass for IS. 3d., the crown for 6s. 3d., 
and so on. 

Lowng~ proposals were pUl:>lished,. and elicit~· ~-famous 
reply from the mastet:ful~ommo~ ~em;e oiJohn-Locke.. This 
reply; admirably expressed in Locke's characteristically vigor
ous English, denounced the raising of the value of the coins 
as a futile pretence. .. The increase of denomination does or 
can do nothing in the case, for it is silver by its quantity and 
not denomination that is the price of things and the measure 
of commerce; and it is the weight of silver in it, and not the 
name of the pieces that men estimate commodities by and 
exchange them for." .. Money differs from uncoined silver 
only in this, that the quantity of silver in each piece of money 
is ascertained by the stamp it bears; which is set there to be 
a voucher of its weight and fineness." .. An ounce of silver, 
whether in pence, groats or crown pieces, stivers or ducatoons. 
or in bullion, is and always eternally will be, of equal value to 
any other ounce of silver, under what stamp or denomination 
soever." An excellent theory of currency this, with the great 
advantage of being intelligible, and Locke's reply has done 
much to promote the maintenance of a fixed metallic standard 
in his 4ay and ever since. But with all its merits it had one 
defect-it completely missed the point at issue. If the value 
of the silver coins had depended solely on the quantity of 
silver they contained, the difficulty would never have arisen at 
all. Lowndes, notwithstanding his submissive acceptance of 
mediaeval precedents, could see the distinction between the 
.. intrinsic value" and the .. extrinsic denomination .. of the 
coin; between its value, when melted, as a raw material of 
industry, and its value as the legal means of discharging a 
debt. He understood that the two values might diverge, that 
a clipped coin might contain less than its nominal value in 
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silver and a heavy coin more, that the price·of silver mean1 
something more than the price of silver in silver. But, oj 
course, he ha('Lnot. arrived-aLthe conception of a moneiOl 

)

' asco.un. t.,ffieasur .. able.9Y .. i.tSPiii:ch~ing-p'~!,erln te~x:P.l"§Poi.9iiI.i 
ofiilyer..9ut of commoditi~~; a monetary unit, a 
Change in the value of which meant a change in all prices and 
wages. He argued that, if the price of silver had risen, that 
must be because silver was scarce, owing, as he said, t\:) an 
unfavourable balance of trade. And yet further on he attri· 
butes to the clipt or bad moneys the " raising the price not only 
of merchandises, but even of edibles and other necessaries for 
the sustenance of the common people, to their great grievance." 
The rise in silver and the rise in gold were merely symptomatic 
of a general rise of prices, or, in other words, of a fall in the value 
of the monetary unit. Nowadays, such a fall can be corrected 
(not without tribulation) by a curtailment of credit. In 1695 
no such method was known; if the clipt coin was withdrawn, 
and coin of full weight issued in its place, silver must be 
exported until the scarcity of money compelled a reduction of 
prices. Lowndes foresaw the export of silver, though he did 
not see that it would eventually be checked by a fall of prices. 
Locke remained blind to the danger. Locke, however, amid 
all his vigorous irrelevancies, produced one argument which 
deserved to be decisive. If the money be raised one-fifth, he 
said, "it will weaken, if not totally destroy, the public faith, 
when all that have trusted the public and assisted our present 
necessities, upon Acts of Parliament, in the rniIlion lottery, I 
Bank Act, and other loans, shaII be defrauded of 20 per cent. 
of what those Acts of Parliament ·were security for." 

Circumstances had changed Since the time of Queen Eliza
beth; currency problems had been transformed by the develop
ment of credit. England was playing a leading part in a 
great continental War. Her greatest ·contributions to the 
coalition of which she formed part were then, as they were 
against Napoleon, and as in the Great War, wealth and sea
power. To utilise her wealth, it was indispensable that her 
Government should command confidence. The Government 
had become the greatest of all debtors. Was it calmly to 



A CHANGE OF STANDARD 

reduce the burden of its debts by the simple process of calling 
16s. a pound? If so, where was it to stop? Perhaps when 
the old shillings had been circulating as .. testoons .. at IS. 3d. 
for a year or two, the Secretary of the Treasury, reinforced 
by one more precedent, might have found it necessary to urge 
that the value be raised to IS. 6d., to 2S., indeed, to any sum 
without limit. Moreover, the national debt was not the only 
new circumstance. The medireval debasements had usually 
been effected when the money had already been clipt and 
depreciated for a long period of years. Edward Vl.'s first 
attempt to coin good silver at 60S. to the pound Troy was 
made seven y~ after the first issue of silver 50 p~ cent. 
fine; and the successful recoinage of 1560 took place seventeen 
years after the beginning of Henry VIII.'s debasement. But 
the depreciation of 1695 took every one by surprise. In 
December, 1694, the prices of guineas and silver bullion were 
almost normal. By June, 1695, the guinea had risen one
third; and by September silver had reached its maximum of 
6s. 5d. an ounce. To stereotype the effects of so sudden a 
disturbance was a very .different thing from giving legal recog
nition to a fall in the monetary unit which had persisted for 
seventeen or even for seven years. 

Further, the justification for the medireval debasements had 
been the intractability of prices and wages. But prices and 
wages had become very much more pliable. .It was still true 
in 1695, as indeed it is at the present day, that it is much 
e..asisr..to red~~rneta,ID.c,standardJto the moneta.rv..JUlit 
t!!..an to raise the ~ii"etary urut;to the metallic stanllar4) A 
reduction i!tlle metaruc stanaard involves no more than a 
recoinage, perhaps even no more than a proclamation altering 
the denominations of the existing currency. A rise in the 
value of the monetary unit of account means a change in fill 
prices and nominal values. But in 1695 it might be regarded 
as certain that' trade would soon accommodate itself to a 
restored level of values. The process must necessarily be 
unpleasant, but the maintenance of a stable metallic standard 
Was worth the sacrifice. 

The sacrifice was a serious one. The mere direct cost to 
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the Exchequer was, for those times, prodigious. Lowndes had 
estimated that the silver coin in circulation was £5,600,000 
that of this total £4,000,000 was probably clipped and 
seriously deficient in weight, and that the cost of restoring thE 
£4,000,000 to the old standard would be £2,000,000. ThE 
actual amount recoined in the years 1696-99 was no less 
than £6,882,000. Lord Liverpool, writing in 1805, estimated 
the total cost at £2,700,000. The transition period, while 
the recoinage was taking place, was full of difficulty and 
danger. In February, 1696, the value of guineas was reduced 
immediately to 28s., and prospectively to 26s. as from the 
following 25th March, and a further Act reduced it to 22S. as 
from the 10th April. This measure, by itself, if effective, 
would have soon led to the displacement of gold from circula
tion by the overvalued clipped silver, but it was accompanied 
by arrangements for withdrawing the silver at face value up 
to the 4th May, 1696. There followed an interval of extreme 
embarrassment, when business had to be carried on almost 
without coins below the value of the half-guinea. The natural 
consequence was that every one who had the right to draw 
silver from the banks, the Bank of England and the Goldsmiths' 
banks alike, proceeded to do so. The Goldsmiths themselves 
presented batches of notes to the Bank of England for pay
ment. Macaulay, quoting l'Hermitage, says that this was the 
result of a plot, and that the Directors, on that ground, refused 
payment. However pleased the Goldsmiths may have been 
to see their Whig rival ili difficulties, little plotting can have 
been required to bring about a simultaneous exercise of their 
rights to demand silver from it at Ii time when they must have 
been at their wits' end to satisfy the demands of their own 
customers. The result was that the Bank of England had to 
suspend cash payments, except for such partial payments as 
the gradual issue of the new coins enabled it to make. And 
when the new silver did get into circulation, the Bank of Eng
land note was at a discount of 16 per cent. The discount 
continued, subject to fluctuations, till September, 1697, reach
ing a maximum of 24 per cent. in February, 1697. In fact, 
till the end of the war there were two monetary units, one 
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based on specie and the other on paper, and the latter remained 
simply unaffected by the reooinage. There were two quota
tions of the foreign exchanges, the quotation in paper being 
practically as adverse as before. When the Bank of England, 
relieved from the strain of finding money for the war, sur
mounted its difficulties, and paper and money prices were again 
identical, the exchange on Amsterdam was again unfavourable. 
From July, 1697, to the end of 1700 it remained between 
35 : I and 35 : 10, as compared with a par of 37. This was 
nothing like the state in which it had been in 1695, but it 
meant that the money of account had never quite accommo
dated itself to the restored silver standard. The guinea, it is • 
true, passed regularly at 2IS. 6d., as compared with the legal 
maximum of 225., but even 215. 6d. was an overvaluation. 
The newly-coined silver was steadily drained away, just as 
Lowndes had foreseen. As the value of the guinea became 
stereotyped, the oountry settled down to a virtual gold stan
dard. In 1-717, the dearth of silver becoIlliIlg serious, Sir 
Isaac NeWfon.who held tIie-posf of MasterOfllie Milir.-~ed 
the Government that unless something were done, silver coin 
would soon be quoted at a premium, i.e. the money of account' 
and the metallic money would again part company. He cal
culated that in order to counteract the overvaluation of gold 
the guinea ought to be reduced to 205. 8d., and recommended 
that at any rate it should be reduced to us. It was fixed at 
215. by proclamation, and, this being still an overvaluation, 
hardly any silver was brought to the Mint to be coined for a 

• century. The residue of the coins of William III. remained) 
in circulation, becoming more and more worn, till at last in 
1816 the restricted coinage of overvalued silver of limited legal 
tender, was in, traduced. Th" us in th, e end the s!lye,u~9¥~' 
sq ~~.!l~~ated byL_~eE~v~ effectively restored{, 
The monetary unit of account, remaining persistently below 
its nominal silver value, assumed by use a gold basis. Locke's 
arguments, however, were not wasted. They were called:!' 
aid in the nineteenth century to defend the gold standanl m 1 
eifeCUvelythanm-hiS own day to defend the silver standard I 
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CHAPTER XVIII. 

THE GOLD STANDARD. 

THE nineteenth century saw what was perhaps the most re
markable and far-reaching of all changes of standard, the 
almost universal adoption of the gold standard. The change 
came very gradually. It may be"saidtQ.havE:l)eg\Ill~th the vi E:.nglish Coinage Act of I8I~ which put the coinage or-this 
country -practic'alI'y on its present footing. This Act gave 
legislative recognition to a state of affairs which had already 
been long in existence. Fr2!!L.!l!7 _ t(U:7~5_~~c!i!=~y no 
silver .. was..cllined. because silver was undervalued in our coin
age in comparison with gold. 

When the guinea was fixed at 2IS. the ratio of the value 
of gold to silver worked out at 15.21 to I. The market 
ratio approximated to that of 14.5 to I, which prevailed in 
France, for the population and wealth of France were much 
greater relatively to the rest of Europe in the eighteenth 
century than later on. Consequently while the French coin-, 
age was genuinely bimetallic, with silver on the whole 
predominating, the British, like those of Spain and Portu. I 
gal, which had an even higher ratio, was almost exclusively 
gold. 

After the Seven Years' War, the stability of this system 
began to be threatened owing to the worn condition of the 
gold coinage. In 1695 the monetary unit had become de
preciated, owing to the silver coins being below weight; now 
the abrasion of the gold coins produced the same effect. It 
seems likely that in the second case as in the first, the real 
cause was an improvement of credit facilities, which made the 
currency relatively redundant and drove the best coins abroad. 
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For it is from 1750 that thegr:e,!lL.~~1'.!~ Irrowth of the 
country banks dates. By 1774 the evil had grown serious 
enough to demand a remedy. At the instance of Lord Liver
pool, then Master of the Mint, the entire gold coinage was 
recoined at the public expense, and provision was made in an 

fAct of W..i..for the regular recoinage of light gold coins for 
\the future. The silver coins, though even more worn than the 

gold, for they dated for the most part from the years 1696-99, 
were left untouched. Silver, however, was disestablished from 
the position of nominal equality witb gold as unlimited legal 
tender. It remained unlimited legal tender by weight, but by 
taU it was made legal tender for {,2S only. As there was no 
silver in circulation that was not far below the legal weight, 
payment by weight was a dead letter. This Act of 1774, how
ever, was passed for a limited period only, and though twice 
renewed was allowed to lapse in 1783. 

In 1785 there occurred a new deVelopment which was not 
appreciated at the time. Under the ministry of Calonne a 
change was made in the French coinage. The mark of gold 
was to be coined into 32 louis d' or instead of 30. This raised 
the ):atio from I4i to lSi, and it ceased to be profitable to 
bring silver to be coined. It may be asked why gold was not 
immediately attracted to the French Mint from all quarters, 
till the existing silver coins were driven out of circulation. 
The explanation is that there were coinage charges, amounting 
to about 2 per cent., and that so considerable a .. remedy" 
of fineness was allowed (and regularly taken advantage of) 1 

that the coins which ought to have been H fine were usually 
only ~ fine. The bullion dealer who sold a mark of fine gold 
for its Mint price in gold coin and exchanged the gold coin for 
silver, did not get lsi marks of fine silver, but hardly IS. 
There was, therefore, no immediate effect on the market ratio. 

But four years later came the Revolution, and with the 
Revolution came the assignats. By 1794 most of the French 
stock of gold and silver had been driven abroad, and much of 
it no doubt was melted. The undervalued silver would be sure 

I See the results or actual &SIal'" quoted ill Sir R. (DOW Lord) CbalmeIII' 
.. Colonial Curmlcy," Appendix A. .... 



308 CURRENCY AND CREDIT 

to go first, and would flood the silver market and raise the 
relative value of gold. The market ratio at Hamburg, which 
was IS in 1793, rose to 15'37, the highest level for sixty years, 
in 1794, and 15'55, the highest till then kI).own, in 1795. 
And this rise was permanent. In 1793-95 the price of silver 
in London fell below the GOinage price of 62d. an oz. With 
the unfavourable movement of the exchanges in 1795-96, 
both gold and silver rose above the coinage prices, but after 
the crisis of 1797 silver fell again, and in January, 1798, was as 
low as 60d. There was a danger that silver might begin to 
displace gold as the standard of value, and an Act was hastily 
passed absolutely suspending the coinage of silver and re
enacting the limitation of legal tender which had been in force 
from 1774 to 1783. This Act of 1798 was intended to be 
temporary, and a Commission of Inquiry was set up, with 
Lord Liverpool as one of its members, to advise as to the 
future system of coinage. But as the Bank Restriction Act 
was prolonged, and the country settled down to a paper cur
rency, it seemed superfluous to discuss the coinage, and the 
inquiry was suspended. lLord Liverpool took the opportunity 
to record his own recoIIUbendations in his famous letter to the 
King, which is recognised as one of the greatest authorities 
upon the British coinage. In this letter, written in 1805, 
almost on his death-bed. he pointed out that the gold standard 
had practically been already established, and, elaborating a 
suggestion made by Adam Smith,' he advocated the legal 
recognition of this condition of things by making silver legal 
tender only for small amounts aI!d by making a substantial 
coinage charge for silver j The coinage charge would dis
courage people from tiiifiging silver .to the Mint to be coined, 
and would make the use of. silver as the standard of value 

.lUWealth of Nations," Book I., chap. v. The suggestion of a subaidiary 
coinage of limited legal tender was not altogether new. Not only had it already 
been applied, as Adam Smith pointed out, to the: copper coinage, but it was 
applied experimentally to silv"" halfpenni .. aud farthings in the reign of Hoary 
VI. By an Act of 1446 {or a period of two yean the pound of standard silver 
was to be coined into 338. worth of these coins, as compared with 308. worth of 
groats or penni .. , and the smaller coins were 10 be legal tender only {or II. in 
every 205. (Ruding, (I Annals of the Coinage," vol ii., pp. 335'37.) 
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impossible. Years afterwards, Lord Liverpool being then dead, 
and his son Prime Minister, the Commission of Inquiry was 
caIled together again, in view of the approaching resumption 
of cash payments by the Bank, and issued a r,!ll1QUJ.eJ;o!ll- I ' 
mending ~ ~ld~1lI1ilfd-on these R~~ that is to say the 
free-coinagcLoTgold. which was to,be the sole unlimited legal 
ttinder, and the coinage of silver, sugjecUoa..cb!l,l'ge....to PJo:vide 
a s!!!Lsicli~~~~J>! limitedJeg.~n~ .The silver was '1 
to be bought at the old Mint price of 62S. a pound Troy 
(equal to 62d. an oz.), and the coinage charge was to be 45., 
so that the pound would be coined into 66s., of which· 45. 
would be retained by the Mint. T.he Act o~. 1816 embodied I ;a 
these recommendations. It provid~for the free coinage of 
gold at the then exiSting. . Mint. pric.e, which was £3 17s. 101d. 
an oz.' It ~~yed_,!!J.~ l'rohibition on .tl!.ecoinage.of silver, 
which had been in force since 1798, and authorised the Master 
of the Mint to coin any silver brought to the Mint at the new 
rate of 66s. a pound. It also enacted that, from a day to be 
pea by a Royal P,oclamatiOfJ, .. it shaIl and may be lawful for 
any person" to bring silver to be coined, and .. there shall be 
delivered to the person bringing in and delivering the same 
a sum in silver coins • . . after the rate of 626. . . . for every 
pound Troy of the standard fineness and weight." 

Now this provision compelled the Mint to buy silver at 626. 
a pound, and to pay for it in silver coin. At that ti!!t~e 
market ~oy.emed b'\l. the ratio of 151, whlch had been 
establiShed in France by Cal6fine, and had survived the Revolu
tion, the Empire and the Restoration. Silver. was worth at 
that ratio 60s. lod. a pound, and if a higher price was to be 
offered in England all the silver in France might be drawn 
across the Channel. True, the silver would only haye been 
paid for in coin of limited legal tender, but the price of 625. 
a pound would none the less haye been effective until the 
redundancy of silver had become so great as to drive the silver 
coin to a discount. In short, the scheme recommended by 
the Commission, and the Act of 1816 as hased upon it, were 

• As 44i pin .......... ooinecI &om a pouncl,ODd a guinea .... worth 21S., the 
pound .... worth "46 14L 6d. ODd.the - 13 ,,.. 'otd. 
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unworkable. Lord Liverpool had foreseen these dangers, 
though he had by no means appreciated their importance, 
and he had, as an afterthought, suggested the remedy. The 

fmer~ levy of a coinag~J;har.g!t..was not s,uflicientJl!.alI .circum
stances to limit the coinage of silver; the coinage of silver 
must be placed within the absolute discretion of the .. Crown, 
and no right could be left to privat~ p~rsons to-k~e 'silver 
coined at any stated price. And luckiIl!.~he .. AcL9LJ:8xli 
could be very readily adapted to .apply ~remedy. No pro
clamation was ever issued fixing the day after which people 
might insist on seIling silver to the Mint at 62S. a pound.' Their 
right to do so, therefore, remained in abeyance till the Act was 
repealed and replaced by the Coinage Act, !8Ja,... which has 
nothing to say regarding the price at which silver is to be 
purchased. 

The system might equally weIl have been threatened with 
failure if the market price of silver had risen above 66s. a 
pound (66d. an ounce), for in that case it would have paid to melt 
or export the silver coin. But the French bimetallic system 
was a safeguard against this happening without ample warning. 
For so long as France had silver to export, and was bound to 
buy gold at the ratio of x5!, the world price of silver could not 
rise to 66d. an ounce, which corresponds to a ratio of x41.· 

It is striking proof of the degraded condition of the old 
silver coin that the considerable quantity (about [2,500,000) 
remaining in circulation in x8x6 had survived the Bank re
striction without being exported, in spite of the premium 
which was at one time nearly 40,per cent, above the coinage 
price of 62d. . 

Since x7x7 the British gold coin had been~~ 
2XS., which differed inconveniently from the pound sterling, 
the unit of account. The opportunity of the Coinage Act of 
x8x6 'was taken to revert to the 205. gold piece (the value 
originally intended for the guinea) and' the old."mune of 

1 At the end of jlme, 1816, when the Act received the Royal Assent, the price 
of .ilver ..... actually S8. o~d, per 0 .. or 001. 6d •• pound. Here .... pnctic:a1 
evidence that the propoaed Mint price of 6 ........ too high. 

• With regan! to the rile in the price of ailver in '920. and the rec:oinage 
which has beeo undertaken in consequence of it, see below, pp. 382-3. 
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"~r~.~:' which had belonged to the T~~0!S9j,nu)L!hat 
vaIue,' was revived. 
v-Tbus was completed the est. a. b .. liShment of the gO.ld standard 1 
in England, and thus ~sh~dthe. Mint price o.fsil~er fixed in 
the last years of Queen Elizabeth, and fought for so strenu
ously by Locke. 

But even then the gold standard did not immediately come 
into practical as well as legal operation. The Bankrestric
tion was still in force, and though the premium on gold had 
for the moment almost vanished, the steps taken towards the 
resumption of cash payments suffered a set-back in 1818. 
The premium on gold reappeared. There followed the Parlia
mentary Committees of ~~g .. .and .!:.,e.sl's BilJ, providing for 
gradual resumption. Though there was no division against 
the resolutions embodying the principles of the BilJ, a small 
coterie of inflationists found a spokesman in Lord F olkestone, 
who, like Lowndes in 1695, wanted to reduce the standard. 
He argued that the re-establishment of the coinage price of 
£3 17s. Ioid. an ounce would ca~ll!l.~~Bl'l'....h~pl 
and he urged that a new coinage price of about £4 os. 6d., 
corresponding to the then market price of gold, should be 
adopted. Peel. following in the footsteps of Locke, roundly 
declared that a departure fro~ the long-established legal 
standard .. Was a proposition which could be viewed in no 
other light than as a fraud on the public creditor". Indeed it 
would have been a mean-spirited course to go back on the 
century-old standard on account of .so trifling a premium on 
gold, a premium which, as it turned out, the action of the 
market wiped out in a few months, before any of the provi
sions of the Act of 1819 had come into operation. 

(

The next country to adopt a gold standard was the Unitedt 
States. As in the case of England, the United States passed! 
from silver to gold in the first place not by a definite act of 
policy but by an accidental over-valuation of gold. As in the 
case of England. too. the currency history of the United States 
was varied during the transitional period with excursions into 

1 The sooereign of aos ....... first coined by HODIY VII. in '48g, of the old 
.tondanl (only n. alloy). The .. ftI'eigDs of HODIY VIII. &ltd Qu_ EliD.beth 
.... of Clown gold H 6oe, lib th. modem .. ~ 
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the realm of paper currency. The Americans were almost 
\ the first people to use paper money. Some of the Colonies 
had indulged in it before John Law embodied a forced currency 
in his " system," and by 1763, at the end of the long conflict 
between England and France for supremacy in the North 
American Continent, so great had been the abuse of legal 
tender notes that the Imperial Parliament, by an act of 
paternal legislation in the spirit of the old colonial system, 
forbade further issues. At that time the unit of value inl 

lAmerica was practically silver, in the form especially of thel 
Spanish dollar. Far the greater part of the world's supply 
of silver came from the mines of Spanish America. It was 
coined on the spot at a number of local mints, for it is con
venient to transform the precious metals into coin of known 
weight and fineness at the earliest stage after extraction, in 
order that even when bought as commodities the quantity 
and value can be readily and certainly estimated. 

The supply of the precious metals naturally came to North 
America direct from the Mexican or Peruvian mines, and as 
gold was over-valued in Spain and Portugal as compared with 
silver (the ratio in both countries being 16 to I), it was silver 
rather than gold that came, and the silver Spanish dollar held 
the field as the standard of value and the medium of exchange 
in 1775, when the War o{ Independence broke out. The 
rebel Colonies were ill-equipped to stand the strain of war 
finance. There was no adequate machinery of taxation, and 
so desperate a cause did not command the confidence of 
lenders, at any rate before Saratoga. Individually and col- \ 

Ilectively the Colonies resorted to the expedient of paper money J 
with which they were already familiar. In their collective 
capacity they were represented by an Assembly of delegates 
called the Continental Congress, and the paper issues authorised 
by this body, to the preposterous total of $zoo,ooo,ooo, rival 
the ill-starred fame otthe French assignats under the name of 
Continental Currency. Depreciation began in 1777. By 1780 
the paper dollar had sunk to I.r of its value in silver. In that 
year the system was brought to an end. The success of the 
Americans had brought the help of France, Spain, and HollaIid, 
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both military and financial. Congress took advantage of the 
consequent improvement of its Credit to make an issue of 5 per 
cent. five-year notes or bonds to be subscribed for in· the 
depreciated paper money, which was taken at not more than 
.ft of its value, and when received was destroyed. A large 
portion of the paper money still remained unredeemed, but 
from 1781 it ceased to be used as a medium of payment at all. 
Having become almost valueless, much of it was not even 
thought worth preserving, and when in 1790 the remainder out
standing was accepted in subscription for stock at rtv of the 
nominal value, only $6,000,000 out of $78,000,000 estimated 
to be in existE:nce came to light. Presumably the balance of 
$72,000,000 had been destroyed as worthless.1 From time fo 
time Congress had issued internal loans, which had been sub
scribed in paper. To repay $1000 in silver to a man who had 
subscribed $1000 in paper, when that sum was the equivalent 
of only $2S in silver, would have been as extravagant as to 
repay $1000 in this depreciated paper to the lender of $1000 

in silver would have been dishonest. Liability was acknow
ledged in respect of the successive loans according to a scale 
measuring the actual depreciation of the paper in the market 
at the date of each loan. 

Thus the new community lived down its debauch of paper 
money and reverted to the dollar of Spanish America. When 
a national coinage came to be initiated, it was based on a new 
silver dollar very nearly equivalent to the old. Gold was also 
to be coined at a ratio of IS to I, but as the value of gold 
in Europe was rising just then, and France adhered to the 
ratio of lsi to 1, this was an under-valuation, and gold did 
not circulate in America. 

In 1834, the currency having been composed exclusively 
of silver ever since the introduction of the new coinage, it was 
decided to raise the ratio in order to attract gold. It was not 
apparently intended to drive out silver altogether, but in fact 
the ratio adopted, the Spanish and Portuguese ratio of 16 to 
I, was as much too high as the old ratio had been too low. 
The result was that gold steadily took the place of silver, and 

'" FlIl&llclal HlSl<>I7 of the VDitecl States," D. R. newer, -.. 16. 
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silver was relegated to a subordinate position just as it had 
been in England in the eighteenth century. By 1853 the loss I of silver had become inconvenient, and sy,bsidiarysllvercoins 

j
' of inferior fineness were coined on the-"moaerorThe-English 

gyS-tern:- --- --, 

The period from 1848 to 1871 was one of strife and change 
in Europe and America. Revolutions and wars left behind 
their usual legacy of forced paper currencies. The year 1871 
found Germany an Empire, France a Republic, Italy united, 

4 the United States saved from secession and slavery, Austria 
and Hungary reconciled in a Dual Monarchy. France, Italy. 
Austria-Hungary, Russia, and the United States had all been 
compelled by the stress of war to resort to issues of inconvert
ible paper. In France, the notes of the Bank of France, though 
inconvertible, were not materially depreciated. In all the 
other countries named, the paper money was at a discount. 
England had a gold standard, France and the members of the 
Latin Union had bimetallism based on the ratio of lsi to I 
(though of course both metals had been driven out of Italy by 
the depreciated paper), and Germany, Holland, Scandinavia, 
and practically aU Asia had a silver standard. 

In the period since the gold discoveries which were made 
in about 1850 in California and Austra1ia, France and her 
bimetallic associateu:>Uhe..4tin Union ha<il>eeilsteadily 
;bsorbiriggold aDd exporting silv~,-and iJ}. 186.s..as has already 
been mentioned.' it became necessary to institute a su£~_<!iilty 
silver coinage below the standard fineneSS,' It seemed as if 
F~i;uldsoon beasmucli--~goid:iising country as Eng
land and the United States, and the Government of the newly
constituted German Empire feared that the continuance of the 
silver standard would place their people at a disadvantage in 
commerce and international finance. (It was, therefore, decided 
to adopt a monometallic goldstandarcf in German~ The pay
men--r-atthe-FreIich indemnity gave Germany for the moment 
the advantages of a creditor nation, and the opportunity was 
taken to buy large quantities of gold in the world's markets. 

At first the change of standard did not appreciably afIect 
the value of the German monetary unit. As between the new 

's •• p. 180. 
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gold and the old silver coins the same ratio of lsi had been 
adopted as prevailed in France, and till 1873 the ratio in the 
market did not differ materially from this. But in 1872 Nor
way, Sweden, and Denmark followed the German example 
and adopted a gold standard, embodied in the Scandinavian 
Convention (18th December, 1872). On the 21st May, 1873, 
Holland suspended the free coinage of silver. By that time 
the increased demand for gold had begun to affect its price in 
terms of silver. In 1873 the 'ratio approached i6, in 1874 it 
exceeded that figure. The new production of gold from the 
mines had fallen off, and the bimetallic countries had hastily 
to limit and ultimately to suspend the free coinage of silver 
for fear of being rapidly denuded of their gold and left with a 
silver standard. There ensued an ever-increasing divergence 
of the ratio from the old figure of lsi. The various countries 
which had passed from a silver or bimetallic to a gold standard 
for the most part retained their old silver coins in circulation 
as unlimited legal tender, though, except for subsidiary coins, 
they issued no new silver. The five-franc and three-mark 
pieces became tokens, of which the intrinsic value was below, 
and soon far below, the nominal value. It will be seen that 
this very important change of standard was effected without 
any discollti"Nity. Moreover, unlike the medizval debase
ments, it was a change from a lower to a higher unit of value. 
When the difference in value did make itself felt, there fol
lowed all the consequences of an appreciation of the standard, 
falling prices, depressed trade, low profits, unemployment. 

But the questions of principle involved in a change of\ 
standard were hardly raised in the case of the countries which/ 
substituted gold for silver while on a metallic basis. To find 
these questions agitating the minds of Governments we must 
turn to the countries which in 1871 were using inconvertible 
paper, and which were faced with the problem of a resumption 
of specie payments. 

The United States had issued inconvertible notes (called 
.. Greenbacks h) during the Civil War to an amount approach
ing the authorised maximum of $450,000,000. In the last 
year of the war this paper money had depreciated more than 
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50 per cent. The restoration of peace speedily raised its value, 
but even when peace was an accomplished fact the discount 
was still some 30 per cent. The first measure taken to correct 
this depreciation was a reduction of the quantity of paper 
in circulation. This had been reduced to $356,000,000 by 
February, r868, when political opposition brought the policy 
of contraction to an end. Various devices were then resorted 
to with a view to making resumption possible, but none, except 
the gradual I1ccumulation ot a stock of gold, was really put 
into effective operation. And so long as the quantity of paper 
in circulation was not reduced, even the accumulation of gold 
would be of little use. To restore the paper currency to par 
the gold would have to be applied to redeeming so much of it 
as was redundant; that is to say, to 'educing the amount in 
circulation. The upshot was that practically no positive step 
was taken to facilitate resumption. The result seems at first. 
sight rather surprising. In the first months of peace the 
gold value of roo. paper dollars was about 70. The aver
ages for the years r866, r867, and r868 were 7r, 72'4, and 
7I'6. The contraction in three years from a circulation of 
$433,700,000 to one of $356,000,000 had apparently made no 
visible impression upon the depreciation. But in the follow
ing year, r869, an improvement made itself felt, and by the 
end of the year the gold value had risen to 82'3, and the average 
for r870 was 87, and for r87r, 89'5. There then succeeded 
another period of stagnation, and the average did not rise well 
above 90 till the end of r876, from which time the paper 
money rose rapidly to par and specie payments were actually 
resumed on the rst January, r879. 

What, then, is the explanation of these vaganes? Why 
did the greenback remain obstinately depreciated when the 
iSl1ue was contracted, and take two apparently capricious leaps 
forward (separated by another interval of reaction) when no 
measures were being taken to support it? The answer is to 
be found in the variations to which the value of gold was 
being itself subjected in consequence of credit inovements in 
Europe. The greenback was making very satisfactory pro
gress in r866, having reached 76'6 in March and 78'6 in 
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April. when in May the grea,t crisis caused by.the failure of 
OVefend & Gurney broke out in London. The effeCt of the 
crisis was hardly felt in May. and the greenback was still at 
75'9 in that month. but it fell to 67'2 in June and {)6 in 
July. (Jbis illustrates the ef!ect ~~_an . external crisis oJL!he J 
e.!£!.ta,nges. The value of gold ill LOndon was abruptly 
increased. and the value of paper in New York in terms of 
gold correspondingly decreased. There followed a period of 
depressed trade and falling prices.in Europe, and the contrac
tion of the paper currency. in America did no more than keep 
the greenback approximately to a fixed proportion with gold. 
By 1869, and still more in 1870, the revival' was beginning 
in Europe, It was stimulated rather than retarded by the 
Franco-German War, since the paper issues in France released 
large quantities of. gold and silver for export. The years 
1871-73 saw an unusually vigorous expansion of trade. As 
nearly always happens, this trade' expansion was marked by 
large movements of capital, and capital Bowed especially to
wards the United States, which was then the greatest of " new" 
countries. In the four years 1869-72 the railways of the 
United States were increased by no less than 25,000 miles. 
Since the Civil War the foreign trade returns had shown an 
excess of imports over exports, which, in view of the heavy 
annual liability of the country for interest on capital previously 
obtained from the Old World, implied that a very large 
amount of fresh capital was being imported. This excess of 
imports amounted for the four years 1869-72 to $458,000,000 
or $II4.500,ooo a year, while after this period an excess of 
exports was the almost invariable .rule. Here we have an 
instance of the stream of investments from the old countries 
to the new increasing in volume with the revival of trade, and 
also of the consequent favourable tendency of the foreign 
exchanges in the new countries. The rise in the gold value of 
the paper dollar from 74 at the end of 1868 to 82'3 at the 
end of 1869 and 90'3 at the end of 1870, was due to the com
bined effect of '\he revival of credit, which reduced the value 
of gold in Europe, and of the Bow of fresh capital into the 
United States. From the end of 1870 till the crisis of 1873 
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the value of the greenback rose but little. It touched 9:r'5 at 
the end of :r87:r, but fell a little in :r872, and was as low as 
85 in May, :r873. The explanation is that the credit expan
sion in Europe was followed by a credit expansion in the 
United States, and the greenback fell in value as quickly as 
gold. Moreover, though the importation of capital tends to 
make the exchanges favourable, this tendency does not outlast 
the actual process of importation. The influx of European 
capital might be enough to bring the value of the greenback 
up to 90 in :r870 ; in order to keep it at 90, the influx must 
continue unbated; in order to raise it above 90, the influx 
must grow actually greater. In :r87:r and :r872, if the impor
tation of capital increased at all, the effect was offset by the 
growing inflation in the United States itself, and the value of 
the greenback began to decline. 

In :r873 a new development occurred. In :r870 and :r871 
the expansion of credit had been stimulated by the release of 
gold from France., In :r872 and :r873 it began to be checked 
by the absorption of gold into Germany. The German gold 
standard law was passed in :r87:r, and the coinage of gold 
began in :r872. The gold coined in :r872 amounted to 42:rl 
million marks and in :r873 to 594 millions. The withdraw~ 
of about £50,000,000 of gold from other countries necessarily: 
started a contraction of credit. Even in November, :r872, 
the Bank rate in London rose for a time to 7 per cent. Early 
in :r873 Germany stopped buying gold (the heavy coinag~ 
in that year being largely from gold already bought). But 
trade and prices had already, turned the corner. The first 
danger point arose in Austria-Hungary. Austria-Hungary had, 
emerged in 1867 from a disastrous period of twenty years" 
marked by a bitter civil war and two unsuccessful foreign wars.: 
The Italian and Hungarian questions had been settled for at 
least a generation, and there was at last a prospect of tranquil 
economic development. Here was an enticing opportunity 
for German speculators, just at a time when German credit' 
was being abnormally stimulated by the indeuinity payments~ 
From the point of view of railway construction Austria-Hun.J 
gary was almost a .. new" country. In 1870 the whole, 



THE GOLD STANDARD 319 

mileage was only 5875, In 1873 it had risen to II,060, so 
that 5185 miles had been added in three years, Like the 
United States, Austria-Hungary normally exported more 
goods than she imported, Yet for the five years, 1870-74, 
there was an aggregate excess of imports of 619 million 
florins, or about £60,000,000, Speculation in Germany itself 
had been controlled, and the contraction of credit had less 
effect than might have been expected in Berlin, but there was 
an acute crisis in Vienna, The effect of an external crisis is 
seen in the fall of the greenback to 85 in April, 1873, Next 
the contraction of credit reacted on th~ United States them
selves, The fall of values (Sauerbeck's index number measur
ing prices in England fell from III in 1873 to 102 in 1874), 
combined with the sudden subsidence of the stream of capital 
which had flowed irom Europe to America, led to a violent 
crisis in September and October, 1873, There were numerous 
failures and a general suspension of payments even in paper 
by the banks, Legal tender notes for a time commanded a 
premium over certified cheques of from 1 to 3 per cent, In 
the rise of the greenback from 86'7 in August to 91'8 in 
October we have an example of the effect of an internal crisis 
on the value of the monetary unit, To meet the urgent 
needs of the banks for legal tender money, the issue of green
backs was increased by $26,000,000 to $382,000,000, Partly 
as a result of this measure, partly as a result of the progressive 
contraction of credit and fall of gold prices in Europe, the 
greenback after remaining at 90 in 1874, fell away in I87S 
(touching 85'4 in June), In 1876 and 1877. the issue of 
greenbacks was reduced again to about $350,000,000, and the 
natural economic expansion of a new country steadily raised 
the value of the notes, There was a good harvest in 1877 
and a still better in 1878, and a very large export of wheat 
helped on the steady progress towards resumption, The 
greenback was at 89'2 on the 1st July, 1876. 93'46 on the 
1st January, 1877, 94'S on the 1st July. 1877. and 97'2 at 

The history of the greenback supplies an interesting 
the end of 18n. In the course of 1878 it reached par, ) 

, parallel in sbme respects to that of the Bank of England note 
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in .. the period r8r5-2,!J In both cases there is an easy bul 
deceptive appreciation which really only reflects a credit ex
pansion in the gold-using countries; a reaction caused in the 
first instance by the contagion of the credit expansion, and 
then intensified by the outbreak of a crisis abroad; a crisis at 
home precipitated by the fall of prices; and finally a rise of 
the note to par facilitated by a relief of the stringency abroad. 
The extreml;! difficulty in restoring the value of a depreciated 
currency at one time, and the ease with which this can be 
done at another are explained by the changes in the value of 
gold. The periods of depression in r8r5 and r8r8-r9, in 
r866-68, and r874-76 were very unfavourable, the periods of 
expansion in r8r6-18, r8r9-20, 1869-73 were very favourable; 
to a paper currency. It must be admitted that the rise of the: 
greenback in the years r877-79, when Europe was still in a! 
state of depression, ca:lls for some further explanation. But, 
the causes mentioned above, the contraction of the currency" 
the natura:! growth of business in a new country and the ex1 
ceptionally productive harvests probably supply a sufficien~ 
explanation. The two periods r869-72 and r876-79 were both, 
favourable to the appreciation of the greenback, notwith
standing that the first was marked by an exceptional excess 
of imports and the second by an exceptional excess of exports, 
From r869 to r872 the imports averaged 532 and the exports 
417 millions of dollars; from r8]6 to r879 the imports 
averaged 463 and the exports 6]8 millions. No more striking 
example could be desired of the danger of leaping to a con
clusion from the bare fact of a .. favourable" or .. unfavour
able" balance of trade. If the unfavourable balance is due to 
an influx of foreign capital, it has as .. favourable" an effect 
on the foreign exchanges as the favourable balance due to an 
exceptionally large volume of production. i 

In one important respect the position of the United States, 
after the Civil War differed from that of England after the 
Napoleonic wars. The British debt was a sterling debt ; th~ 
liabilities were payable in whatever medium might be legally! 
recognised for the payment of debts in England, whether gold, 
or paper. The United States debt was a gold debt, andi 

I 
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though . this view did not pass unchallenged it was soon 
adopted beyond dispute. Consequently no change in the 
monetary standard would of itself have affected the good faith 
of the nation as a debtor. 

The return to specie payments in 1879 did not finally 

set. tle the .stan. dard.. Dun. 'ng. the prOIOnged.r~m.e of incon~ V
ve~i.bI~.'paJ2!!r the Am!.ri~_~!~ tl;!~L'yer,y_dan~~ 
discovery that ~ expanding curre~.!llake.sl0t. ac::th~e_ trage 
~pr~s:-and good emproym~t. It was largely due to th 
prevalence of inflationist views that the Government not 
issue was not contracted. and that the resumption of cash 
payments was not consummated till the natural growth of 
business had absorbed the redundant paper. And even before 
this had actually occurred. a new question had been raised by 
the inflationist party. The rapid displacement of silver by 
gold in Germany in 1872 and 1873 had led all European 
countries where silver was in circulation as the metallic 
standard. either in conjunction with gold or alone. to defend 
themselves against the flood of redundant silver by suspending 
the free coinage of silver: This general demonetisation of 
silver had completely upset the time-honoured ratio of 151. 
The ratio was rising rapidly. and in 1878 had reached 18. 
The American inflationists discovered that the United States 
had almost by accident participated in the general movement. 
I ~ 18q an inconspicuous Co. inage AC. thad .9.,!ieJJL dropped the 
F.!ver ollar out of the li~~<lard co~ In fact. the 
ti'iiilSltion frOm a nominally bimetallic but practically a gold 
standard to a legal gold standard had been effected in the 
United States. just as it had in England in 1816. at a time 
when the general use of paper money made coinage legislation 
for the moment of academic inteIest only. 

In the United States the inflationists. who favoured a 
lowering of the standard of value on its merits. were soon in 
alliance with the silver interests. For the production of silver 
is itself an important American industry. The silver dollar 
was Iestored to its position of unlimited legal tender. but 
instead of the free coinage of silver at the ratio of 16 to I. a 
limited monthly coinage of silver was provided for. Every 

2X 
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month a sum of not more than $4,000,000 and not less than 
$2,000,000 was to be spent on the purchase of silver fOI 
coinage into dollars. At the then price of silver $2,OOO,OO(l 
worth would be coined into about 2,400,000 standard dollars, 
and the minimum amount of coinage provided for was tho! 
about $29,000,000 a year. This was a very considerablE 
annual addition to the circulation. The whole currency oj 
the country consisted of $350,000,000 of greenbacks and 
t32Q,Qoo.ooO:'ofNationalBa.n1Cilores;-together With "iiiiooeratE 
amount of gold which had remained in circulation (in defiancE 
of Gresham's law) in the extreme West. An annual additio~ 
of $29,000,000 to this total might easily threaten the gold 
standard. As it turned out, however, the silver coinage Wa.! 

for some years absorbed without difficulty. The year 187S 
saw the turning-point in trade. There was a sharp rise oj 
prices in the latter part of that year, which continued in 1880, 
Credit expanded, and the United States, now on a gold basis, 
participated in the world movement. The importation oj 
foreign capital revived, and notwithstanding the continuanCE 
of good harvests, the excess of exports began to diminish, 
(though even at the height of the movement in 1882 therE 
was not an actual excess of imports such as marked the period 
before 1873). The tendency which in 1870 had expended 
itself in raising the value of the paper currency, now required 
a great addition to the metallic currency. The statutory siIvel 
coinage was quite insufficient, and large importations of gold 
became necessary, amounting in the two years 1879-80 and 
1880-81 to $175,000,000, although, of course, the United State; 
was one of the great gold-producing countries of the world. 
In 1882 with the French crisis in January came the reaction 
in Europe, and the stream of gold stopped. The next few 
years were a period of severe depression. Credit contracted, 
prices (ell, and unemployment was rife. The United States 
currency was saved, however, from the great strain which this 
state of affairs might have been expected to place upon it by 
the steady contraction of the National Bank note circulation. 
The note issue of the National Bank had to be secured by 
United States bonds. The bonds were being steadily redeemed 
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out of surplus revenue, and, as this process went on and the 
price of bonds rose, the profits of issue diminished and the 
note issue was steadily contracted. In July, I883, it amounted 
to $356,000,000 (having altered but little for several years). 
In the seven years till I890 it diminished to $I86,ooo,ooo. 
The total decrease of $I70,ooo,ooo was spread, very evenly' 
over the whole period. In the same period of seven years the 
coinage of silver dollars amounted to $222,000,000, so that 
the net addition to the currency under these "0 heads was 
the very moderate amount of $52,000,000, and even this :was 
set off by an accumulation of a gold reserve, out of surplus 
revenue in the Treasury. !Il.2!£t..Au.ri!1g._~h~~ 
de~9~,~~z..86, the uncovered silv~tan<tpa..p'er ~oney 
actually diminished,.and tile currency reqwrements ora grow
mgcommunity (notwithstanding the depression) necessitated 
the retention in the country of nearly all the output of gold from 
the mines, the net exports being trilling. The beginning of 
a revival of trade came in about I887. On this occasion it 
was the New World which led the way. As in the years 
I869-72 and I879-82, there was again a great spurt of railway 
construction in the United States, but this began in I886 
before trade in Europe had begun to revive. Imports into the 
United States practically equalled exports in I887 and ex
ceeded them by $33,000,000. in I888, while the excess of 
exports was small in 1889 and 1890. But the great imports 
of gold which marked the years 1879-82 were not repeated. 
Though the imports in the two years 1886-87 and 1887-88 
amounted to $59,000,000, nearly all of this was exported in 
the two following years. This loss of gold was a sure sign 
that the expansion of credit in the United States was out~ 
stripping the expansion in the gold-using world generally. 
As the United States was importing capital on a large scale, 
we may infer that the excess expansion was very considerable. 

The first check in the world expansion arose at the other 
end of the New World. A perfect orgy of speculative invest
ments had been taking place in the Argentine Republic. Here 
likewise the balance of foreign trade may be taken as a test. 
For some years up to 1880 there had been a moderate excess 

aI-
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of exports over imports. In the five years 1881-85 imports 
averaged $77,000,000 and exports $71,000,000. In the five 
years 1886-90 the average imports had grown to $130,000,000 
and exports to $96,000,000. The annual excess of imports, 
amounting to no less than $34,000,000, is clear evidence of 
the large importations of capital, especially when account is 
taken of the already heavy liabilities of the country for 
interest on existing foreign capital and for shipping freights, 
etc. In 1890 the whole structure of Argentine finance col
lapsed in a welter of corruption and civil disorder. The 
catastrophe involved the great British house of Baring 
Brothers, which had underwritten important Argentine 
issues. In November, 1890, it was learnt that Barings was 
about to suspend payment. If all the bills drawn upon 
Barings became waste paper, it was feared that the financial 
system of the City of London would be involved in irretriev
able ruin. The principal London banks agreed with the Bank 
of England to guarantee the payment of Baring Brothers' 
liabilities, and as no one bank assumed a greater burden or 
account of the guarantee than it could certainly bear 1 al 
danger of panic was averted. But the magic of the tradE 
expansion was gone. Notwithstanding that the gold reservE 
of the Bank of England was never subjected to any real straix 
(the precautionary importation of £3,000,000 from the Bank oj 
France proved to be quite superfluous), it was clear that there 
was no room for further expansion, and thenceforward a tighl 
hand was kept upon credit. 

But the check to credit did not extend to the United States. 
The year 1890 saw two measures which tended to prolong the 
expansion in that country even after it had ceased elsewhere. 
The tariff was increased and made more protective, and the 
monthly pprchases of silver were increased from $2,000,000 
worth (or about 2,300,000 OZS. at the then price of silver) to 
4,500,000 ozs., against which there were to be issued a new 
series of treasury notes. An increased protective tariff makes 
the excl1anges favourable. It checks imports, and leaves a 

1 In \:he ODd the .... to _no thaD covered the liabiliti .. and the gu&nU11ot1 

Jolt nothing. 
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balance of exports to be paid for. Where there is a gold 
standard, gold will be imported till t~~prices..~»een 
raisecU.o..sw:b...!!:..l!.0~l!Ltbat..s.uffi.cient a~tiomif 1In~ 
beenattract~jIOr...goods have been diverted from export to 
reare;-the disparity. And on the top of the tariff came, ill 
1891, far the greatest wheat harvest that the United States 
had ever known, 612 millions of bushels being produced as 
compared with the previous highest of 513 millions ill 1884 
and 504' millions in 1882. This coincided with a year of 
scarcity and high wheat prices in Europe, and in the year to 
30th June, 1892, grain to the value of $299,000,000 was 
exported as compared with an average of $140,000,000 in 
the five preceding years. 

But for all that, the coincidence of a credit expansion in 
the United States, artificially sustained by the increased pur
chases of silver, with a contraction in Europe, caused a growing 
efflux of gold. The export in the year 189<>-91 was $68,000,000. 
In 1891-92, as a result perhaps of the harvest and the tariff, 
the export stopped, but in the following year, 1892-93, it was 
no less than $87,000,000. Such a state of things could not 
continue long. The addition to the supply of gold in Europe 
helped to delay the credit contraction, and the prices of com
modities showed no decline in 1891, for though materials had 
begun to fall, most articles of food rose. But in 1892 came a 
fall of 5 per cent. (as measured by English prices). If the 
United States held aloof and refused to contract credit. the 
export of gold was bound to grow greater with the progressive 
divergence between American and European priCes. Matters 
came to a head in June. 1893, when there bUrst out one of the 
severest financial crises in the history even of American credit. 
Even in March there had been a premonitory strin~cy. and 
the interest on call money had momentarily risen to 50 per 
cent. On the 29th June it rose to 73 per cent .• on the 1st 
July to 140 per cent.' As has happened in other crises in the 
United States. the National Banks. bound by statute to main
tain reserves equal to a certain proportion of their deposits, 

'Inmost at so. 73 or 140 per ..... 1 • ..,..... • commiasiOD. of t. -Ie or • per 
..... L per diem.,. in_ at 5 per ...... per........... ' 
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refused to payout legal tender money. They thought it safer 
to break their engagements with their depositors than to 
transgress this legal requirement, or, where a breach of it 
could not be avoided, to increase the amount of the defi
oj.ency. There was a general suspension of cash payments 
throughout the country, except at Chicago alone. In the 
sudden dearth of legal tender money some Eastern factories 
paid their hands in cheques. The evil to be cured wal! twofold. 
Credit had to be contracted to the European level; the steady 
inflation of the legal tender currency by the iSsue of treasury 
notes against the purchases of silver had to be stopped. The 
contraction of credit was effected by the crisis itself. There 
were multitudes of bank failures, and a violent contraction of 
industry and of all branches of business. The export of gold 
was for the moment reversed, and in the second half of 1893 
over $50,000,000 was imported. The Act requiring the pur
chase of silver was hastily repealed. 

But nevertheless the gold standard was not even then 
beyond danger. It was threatened both politically and 
economically. The silver party was still active, more active 
indeed than ever. The price of silver had been raised in 1890 
(partly by the increased purchases of silver and partly by the 
general rise of gold prices) from 42d. an ounce to more than 
sod. In 1892 it had fallen below 4od. The crisis of 18931 
and the repeal of the Silver Act brought it down to 34d. In: 

• 1894 it fell to 28d. At the same time there was an inten5eJ 
depression of trade in both Europe and America. Just whe~ 
the silver-producing interests ·were being subjected to suchj 
heavy losses, the inflationists, could point to the dire results; 
of a contracted currency. 

At the. same time the greatest difficulty was ex~riencedJ 
in maintaining the gold standard at all. The silver purchases! 
had ceased, but the fall of gold prices in Europe continuej 
till 1896, and in spite of the effects of the crisis the contrac 
tion of credit in the United States was soon found to b . 
insufficient to keep pace with it. The export of gold recomf 
menced, and for the two years 1894 and 1895 amounted t<l 
no less than $150,000,000. No central control of credi, 
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existed, and the only way in which a more rapid contraction of 
credit could be enforced was by restricting the supply- of legal 
tender money. The Government proceeded to raise gold by 
borrowing, but the gold was let out as quickly as it was bor
rowed, and the circulation of paper money was not reduceq. 
In 1896 there was a Presidential Election. The Democratic 
candidate, Mr. Bryan, stood for the unqualified free coinage 
of silver. The price of silver being then 30d., the value of a 
silver dollar was a little over 50 cents. Had Mr. Bryan won 
the election and restored the free coinage of silver, the change. 
in the standard of value would have been prodigious, even if 
every allowance be made for the consequent· changes in the 

. values of gold and silver. He and his party were decisively 
defeated, and the gold standard was secured. Trade was 
already reviving. The vast supplies of gold acquired by the 
great European banks of issue since 1893 were at last begin
ning to take effect in a new expansion of credit and a new 
activity of business. In 1896 the export of gold stopped, and 
notwithstanding a large increase in the output of the American 
mines, the imports of the three years, 1896-97 to 1898-99, 
amounted to no less than $200,000,000. In 1900 an Act 
was passed definitely establishirtg the gold standard. 

It is as true of the history of the silver question as of the 
history of the greenbacks that it cannot be fully understood 
without taking into account the variations in the international 
value of gold. The Silver Act of 1878 came at the beginning 
of a period of trade activity, which enabled the country tG 
absorb the monthly quota of silver without difficulty, and re
quired large imports of gold to supplement it. During the 
depression which followed, the fortuitous contraction of the 
National Bank note circulation made roOm for the silver. It 
was only when the ensuing spell of good trade c1llminated in 
the belated crisis of 1893 that the strain of the redundant silver 
began really to be felt. Just when the loss of gold was begin
ning to be serious, trade turned the comer. In 1896 world 
prices began to rise, or, in other words, gold became cheaper. 
and the gold standard was saved just at the moment when 
the political opposition to it was decisively defeated. 



CHAPTER XIX. 

THE GOLD STANDARD (continued). 

ENGLAND after the Bank restriction, and the United States 
after the Civil War, ~oth returned to a gold standard which 
had been substantially in operation before the issue of irre
deemable paper had begun. In both.. countries there was in 
a sense a change of standard, because both gave legislative 
recognition to the gold standard during the paper regime. 
Those countries of Europe which· were in 1872 and 1873 in 
the enjoyment of a metallic currency, whether bimetallic or 
silver, and which followed the lead of Germany in suspending 
the free coinage of silver and passing to a gold standard, pre
served the continuity though not the identity of their unit of 
value. 

But there were some countries which, either because they 
were using irredeemable paper at the critical period or for 
other reasons, delayed making the transition from a silver to 
a gold standard until the old stability of the ratio between 
the two metals had vanished. These were faced with ·the 
problem of selecting a new metallic standard. Many ex
amples might be cited~ but, as it is no part of my purpose to 
write a universal history of currency, I will confine myself to 
describing three only of the most important, namely, Austria
Hungary, Russia, and India. 

Austria-Hungary nominally had a silver standard, but in 
fact had bet;n battling against currency difficulties since 1848. 
Her experience of inconvertible paper dated back to the 
Napoleonic wars. The war of 1809 especially exposed her 
to a greater financial strain than she could bear, and in I8u 
an attempt was made to restore order by making a new issue 
of paper to redeem the old at no more than one-fifth of its face
value. Government obligations incurred since the beginning 

3aS 
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of IB09 were discharged on a ,sliding scale according to the 
metallic value ·of the paper florin at the time each debt 
was contracted (as was done with the Continental Currency 
of the United States in I7Bo and for private debts with the 
assignats in 1796). But in IBI3 the country was again 
drawn into the war, and new issues became necessary. Heavy 
depreciation followed. In IBIS, during the Hundred Days, 
100 florins in silver were worth more than 400 in paper. In 
IBI6 the Austrian National Bank 1 was founded, mainly with 
a view to the withdrawal of these depreciated notes. A 
complicated scheme was set on foot for giving the holders 
partly silver and partly. in~erest-bearing securities, the whole 
to the value of about 40 per cent. of the face-value. But the 
notes had not risen in the market to that level, and it was 
found that the resources of the bank were not sufficient to 
carry the scheme through. Redemption was suspended in 
August, IBI6, after a seven weeks' trial. 

Silver was then obtained by means of foreign loans, 
and after an interval of preparation the Bank found itself 
able to redeem notes regularly at 40 per cent. of face-value, 
though it was still unwilling to assume a legal obligation to 
~~ , 

thus a man with 100 florins in IBu would have received 
in exchange 20 florins of the new issue of that year, and for 
his 20 florins he would have received in IB20 cash to the 
value of a1f>ut 8 florins. A drastic change of standard 
indeed I But it had the advantage that a metallic standard 
was actually restored, and remained in operation till the 
revolutionary movement in I84B. That movement, develop
ing as it did into a war between Austria and Hungary, put a 
severe strain on Austrian finance. Inconvertible paper was 
again resorted to, and for the next twenty years " succession 
of attempts to get rid of it were brought to nothing by wars or 
preparations for war. In IB54-55 came the Crimean War, in 
which Austria-Hungary, though not actually a combatant, ' 

IS .... The Austro·HunpriaD lIaDk," by Professor Zuckorkandi, & traDs
l.tion ofwbich ..... pnpoued for the U.S. National MOIlOtaIy CoIlllDi.ss!on (Doc. 
N •• 586). 
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had important interests at stake and was bound to stand by 
anned, The premium on silver rose at one moment to 40 
per cent, With peace it subsided, and the currency was 
actually at par when there followed the disastrous war in Italy 
against Napoleon III" and the premium rose as high as before, 
In 1864 came the joint intervention with Prussia against 
Denmark, and in 1866 the war against Prussia, and also 
the Overend & Gurney crisis in England, The premium 
on silver florins which had been reduced in February, 1866, to 
1'75 per cent" rose in the same year to 30 per cent, There 
followed a period of recuperation, during which, however, the 
paper money (like the American greenbacks) did not at first 
improve very substantially in value, In the first year of peace 
indeed the premium fell to 23'95, and in 1868 to 14'43, but 
in the three years 1869-71 it averaged 21 per cent, It was 
only in 1872 (much later than in the United States) that the 
recovery became really marked, and in 1873 the crisis occurred, 
As in the United States later in the same year, the crisis had 
little effect on the value of the currency, The extreme 
stringency characteristic of a crisis, which might have raised 
the paper florin to par, was staved off by a relaxation of the 
regulations governing the note issue" The National Bank had 
been subjected since 1863 to the same system of a fixed 
fiduciary issue, as had been applied to the Bank of England 
by the Act of :r844, the fixed issue being 200,000,000 florins, 
and any excess over this sum having to be covered by silver 
(or gold), The extension of the note issue, combined with 
the interruption of the importation of foreign capital, prevented 
any considerable appreciation of the currency, and for two or 
three years the exchange on London remained at about III 

florins to £10, as compared with a par of 102'15, In 1876 
and 1877, however, the growing depression of gold prices, com
bined with the threat of war in the Balkan Peninsula, caused 
a renewed depreciation, and in the latter year the exchange 
averaged 122'17, For Austria-Hungary, as for the United 
States, the revival of trade in 1879 brought an appreciation of 
the currency, and the exchange fell to 117'30, This was still 
far from the former par value, But the exchange on London 
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measured the value of the florin in gold, whereas the florin still 
nominally meant .J.r of a kilogramme of pure silver. In 1879 

, the average price of silver was Slid. an ounce, and at this price 
the silver in a, florin was worth 19·79d., so that 121"26 florins 
would be equal to £10. In fact, the florin as a monetary unit 
was already worth more than the silver it contained, and the 
metallic value of the currency was restored. If the coinage 
laws remained unchanged and silver could be coined without 
limit into florins on application at, the Mint, silver would 
,immediately become the standard of value, in fact as well as 
in theory, as it had been from 1820 to 1848. But the link 
which had formerly connected the values of silver and gold 
had been broken. To restore the silver'standard would have 
been to abandon all stability in the exchanges with the gold
using countries, which included nearly all the most important 
trading nations of the world outside Asia. It was decided to 
close the Mints to silver, with a view to the eventual adoption 
of a gold standard. Even before the introduction of the gold 
standard into Germany and the consequent collapse of bi
metallism the intention had been formed of adopting a gold 
standard in Austria-Hungary. Gold'pieces of 8 and 4 florins, 
equivalent to 20 and 10 francs, were coined in 1870, and at the 
same time the National Bank began to accumulate a reserve 
of gold and foreign bills. It was natural. therefore. that in 
1879, when the decision had to be taken. the Mints were 
closed to silver. The result was that for thirteen years 
the monetary unit was a paper florin with no definite metal 
value. It had been cut adrift from the old silver unit. and 
the corresponding gold unit at the old ratio of lsi (which 
would have made the florin exactly equal to two German 
marks) had never been expressly adopted. The period of good 
trade and relatively high gold prices. which began in 1879. 
lasted till I88a. In that year a financial crisis in Paris 
heralded the reaction. and the Vienna exchange on London, 
which for three years had averaged between II7 and lI8. rose 
to II9·6. It rose steadily till the depreciation of the florin 
reached a maximum in 1887. when 126'61 florins were equal 
to £10. and, still following the course of trade and of gOld 



332 CURRENCY ANn CREDIT 

prices, the exchange then fell again to 124.22 in 1888, 119·55 
in 1889, II6·05 in 1890, and II6·80 in 1891. So steady an 
appreciation of the florin seemed to promise an opportunity for 
fixing its gold value and introducing a gold standard as a 
permanency. It was too much to hope that the old par of 
exchange of 102·15 would be reached within any reasonable 
time, but it seemed safe to adopt a value corresponding to the 
average exchange over a series of years. A value which 
worked out at 120.087 was decided on. The new gold unit 
was to be the crown, which was to pass for half a florin, and 
a kilogramme of fine gold was to be coined into 3280 of these 
crowns. This made the par of exchange on London 24.0174 
crowns to £1, and on Berlin 85·061 marks to 100 crowns. 
The legislation providing for the new coinage was passed in 
1892. The date fixed for the definitive introduction of the 
gold standard was the 1st January, 1900, and in the interval 
steps were to be taken to withdraw all the Government legal 
tender notes and to replace them so far as required with silver 
subsidiary coin, and for the rest with notes of the Austro
Hungarian Bank based on gold. The Government took steps 
to obtain gold by means of foreign loans. But the first few 
years of the preparatory period were disappointing. Indeed 
the year 1892 was an unfortunate one to choose. The ex
pansive movement, which had been the true cause of the 
steady appreciation of the florin between 1887 and 1890, had 
already passed its zenith in Europe, although it had gained a 
further lease of life for a year or two in the United States, 
owing to the combination of an increase of the tariff, a 
splendid harvest and an inflation of the currency through the 
silver purchases. Gold prices, as measured by Sauerbeck's 
index number, were 5 per cent. lower in 1892 than in ISgI. 
Unemployment in the English trade unions rose from 2·1 per 
cent. in 1890 to 3·5 in 189I and 6·3 in 1892. Vienna ex
change on London rose ominously from II6·80 in 1891 to 
II9·29 in 1892, and by the end of the year was slightly above 
the new par. In 1893 the exchange grew more unfavourable, 
and after the crisis in the United States rose to a premium of 
more than 5 per cent. For the year 1893 the premium on 
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sterling averaged '3.1 per cent. and for the following year, one 
of extreme depression and very low prices, it averaged 3.8 per 
cent. There was a recovery in 1895, but it was not till 1896, 
the same year that saw the end of the currency difficulties in 
the United States, that the premium was wiped out. Thence
forward, thanks to the period of prosperity and rising prices 
which prevailed in the gold-using world, the establishment of 
the gold standard was plain sailing. Gold prices rose in the 
four years 1896-1900 by about 25 per cent. The same 
causes which had brought down the exchange from 126·61 
in 1887 to II6·05 in 1890 were again at work, but as the 
Austro-Hungarian Bank was now prepared to buy sterling 
at a fixed price the exchange could not drop far below its new 
gold par of 24.0174 crowns to £1 (corresponding to 120.087 
florins to £10). There resulted a great strengthening of the 
gold resources of the Bank, which rose from 488 millions of 
crowns in 1895 to 920 in 1900 (inclusive of foreign bills pay
able in gold). The country then reaped the benefit of its 
struggle against adverse currency conditions in the years of 
depression 1893-96. It was ready to face the next trade 
reaction with ample resources,to maintain the parity of its new 
gold unit. And in fact the gold standard weathered all storms 
till the outbreak of war in 1914, when it was swallowed up 
along with many more important human institutions and p0s

sessions in the maelstrom. 
The course of events in Russia was in some respects similar 

to that in Austria-Hungary. Russia had her experience of 
an escape from a hopelessly depreciated paper currency b}l 
cutting the knot in 1839, when the existing notes were re
deemed by means of a new issue at the rate of 2 roubles 
for every 7 of the old. Russia, too, had her troubles in the 
middle of the nineteenth century; not only the disastrous 
Crimean War, but the Polish rebellion contributed to her cur
rency embarrassments. The paper rouble had nearly touched 
its silver par (4 francs, or 38d.) in 1863, but thereafter fell 
away and oscillated between 3Od. and 33d. (with occasional 
falls below 3od. under the stress of political or financial crises) 
until the recrudescence of war over the Eastern question in 
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1876-78. In the autumn of 1877 it fell to 22Jd., and though 
early in IB78 the expectation of peace produced a momentary 
rise to 261d., it fell again to 22!d. and did not revive till the 
general rise of gold prices at the end of 1879 brought it up to 
2Sid. and early in 1880 to 261d. With the flagging of trade 
after 1882 the rouble declined, and after a slight recovery in 
1884-85, due perhaps to a contraction of the note issue (from 
973,000,000 roubles in 1883 to 900,000,000 in 1885), it was 
at little more than 23d. in 1886, and fell to 21d. in 1887, and 
momentarily even below 20d. early in 1888. In the latter 
half of 1888 began that revival of trade which tempted 
Austria-Hungary to embark upon a gold standard. Its effect 
was even more striking on the rouble than on the florin. By 
September the rouble had reached 26d. By the autumn of 
1890 it had risen for a short time to 30d., and for 1890 it 
averaged 28d. The Russian Government was already ac
cumulating a stock of gold and of gold balances abroad. But 
though the preparations continued, the new standard was not 
immediately fixed: and the rouble remained without any de
fined par value. In 1891 there was a rapid fall, and by Janu
ary, 1892, the rouble was barely worth 23d. From this point, 
however, there was a recovery. This recovery, at a time when 
gold prices were falling calamitously, and other paper cur
rencies were depreciating in proportion, calls for some explana
tion. This is to be found in part in the failure of the crops 
in 1891, which exaggerated the collapse of the exchange in 
that year, and left room for some recovery in spite of the ad-

o verse conditions abroad. An important factor was probably 
the increase of the Russian tariff (already highly protective) 
by 20 per Gent. in 1891. By 1893 the rouble was settling 
down to a rate of approximately 2Sd., and the Russian Govern
ment determined to take measures to steady its value. Like 
the florin in 1879, the rouble was now close to its nominal 
silver parity, and the free coinage of silver was suspended in 
January, 1893. In the following year the Government re
sorted to what is now called an exchange standard. They 
drew bills payable in three months on their various agents in : 
foreign countries, fixing the rate of exchange at 46'271 roubles 
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for 100 marks.' They then announced that the State Bank 
was prepared to sell these bills at this rate or to buy others at 
the same rate, and that they were obtainable at the Chancel
lerie de Credit (Office of the Ministry of Fmance in St. Peters
burg), and at the offices of the Bank in a certain number of 
towns. In this manner a limit was fixed beyond Which the 
market value of the rouble could not fall. The Bourse news 
had an announcement every day on the outside sheets of the 
rate at which the Government sold or bought bills. Like 
Austria-Hungary and the United States, Russia found the 
preservation of her standard facilitated by the trade revival 
which began in 1896. The new gold unit was fixed in De
cember, 1895, the gold coin of 5 roubles (the half-imperial) 
being declared equivalent to 71 paper roubles, and the Bank 
undertook to pay for notes at this rate till further notice. 

The existing gold coins were based on the old ratio of lsi, 
which made the rouble worth 4 francs, or 38d. The new 
rouble was two-thirds of the old, and was therefore worth 
2'661 francs or 25id. An ukase of January, 1897, authorised a 
coinage of the old weight and fineness of the imperials and 
half-imperials, stamped with the new denominations of IS and 
7i roubles, and 5 rouble pieces followed in November, 1897. 

Thus Russia and Austria-Hungary Boated easily into the 
gold standard on the rising tide of gold prices. Both had 
started with their paper depreciated in relation to its nominal 
value in silver. Both had seen silver fall till a return to an 
effective silver standard would have been easy. Both had re
jected the silver standard, and had passed through a period 
when their paper exceeded in value the only metallic unit to 
which it had ever been bound, but still fell short of the -gold 
value corresponding to that unit in foreign monetary systems. 
The Borin was worth more than ~ of a kilogramme of fine 

'See Report or Fowler C".ommittoe OD IndilUl Currency, AppendD: No. 59 
(Memorandum by Mr. Hohler). The old rouble had been oImost enctly .. &.ncs. 
All 100 francs are equo! to 81 marks, '5 of the old roubles _ worth at _ 81 
marks, IUld 100 marks were worth 3O"86i _bl... The De .. rate .... SO per 
_t. higher (subject to a ..., smoll margin). It .... equinlent to asfd. or, in 
the form ill whkh th •• xchaose OD London is DOW usoolly quoted, 94'58 _bl. 
10 £10. 



CTfRRENCY AND CREDIT 

silver, but was worth less than 2 marks. The rouble was 
worth more than lrr of a kilogramme of silver, 900 per mille 
fine, but was worth less than 4 francs. Both countries fixed 
new gold values for their monetary units approximating to 
their market values. Neither debtors nor creditors could 
complain of such a decision; debtors might have had to pay 
in gold at the old ratio; creditors might have had to accept 
payment in silver. 

~The ~d!a differs f.!!>m..!!!,!se_o£. Russia.and Austria
Hungary m that there was no period of irredeemable paper 
intervening between the silver and the gold standard. r In 
China and the other neighbouring countries of Asia f1leSilver 
standard persisted, despite the depreciation and the conse
quent confusion of the exchanges with gold standard countries. 
The relations between India and England, however, are so 

,

illtimate that this state of things began to cause serious incon
venience. At the ratio of lsi to I, the rupee, w~ighjpg l.Qf an 
oUI!c:~~t~!lY~H fine,.had been_~0:thabo1i! IS. lId. As.silvet_ 
[ell the value of the rupee fen;ana in the finandaTyear 1878-791 
theaverage ·rate· re3.Iised by the bills sold by the India Office 
was only IS. 7·8d. For a year or two the fall was arrested, 
and in 1884-8S the rate was still as high as IS. T3d., but then 
it fell again rapidly, and in 1888-89 averaged only IS. 4·4d. 
A recovery to IS. 6d. in 1890-91 (the year of the Sherman Act 
for the purchase of silver in the United States) proved to be 
transitory, and by 1892-93 the rupee had dropped to IS. 3d. 
Nor did there seem to be any prospect of its stopping there. 
~...?ad~t.~lll~ t~ 38d~l?er<~otwithstanding the silver 
purchases"m the United States, and it seemed likely that these 
silver purchases would not be continued much longer. The 
fall in the rupee was embarr~~ t.'!!g~ It destroyed 
the ~quilibrium of the budget, since an important part of the 

, revenue of India was absolutely fixed in rupees, while the 
IGo.vernment had .J1eavy lia~ilitie!; regql~!,u~.ay!~I.~ in s,!.~rling 
i~ London. But, What was ultimately more important, the inr stability of the exchanges introduced an element of ~~ty 

into all Anglo-Indian trade. The Government, acting on the 
-- J The year from lit April to ~I" Mliloh. 
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advice oJ a Committee of which :l.ord Herschell was chamnan, 
decided to stop the free coinage of silver, and, with a view to 
arnVIiigiiIfiniitely at a: gold-sfaii'dard, announced that British 
sovereigns would beei"CllangeCfOii' application into rupees 
at the rate of IS rupees to £1, that is to say, IS. 4d. a rupee. 
This undertaking, of course, could not in itSe1r""pCevent the 
rupee from falling, though it would prevent it from rising above 
IS. 4d. The suspension of the free coinage, however, would 
sooner or later tend to raise the rupee, and therefore there was 
reason to anticipate that eventually the rate of IS. 4d. would 
become operative. From June, I~en the Mints were 
cl~e value of the rupee was aetermined just;;Sif1t;ere 
an inconvertible legal tender note. The total quantity of -
currency in 14e country was fixed, and so long as the Mints 
remained closelI there was no way of increasing it except the 
importation of sovereigns, and so long as the exchange re
mained below IS. 4d. sovereigns would not be imported.: 
Nevertheless the exchange continued at first to fall. In 1893-
94 it averaged IS. 2·5d., in 1894-95 IS. rId., in 1895-96 IS. 
1·6d. But in 1896-97 it rose to IS. 2·4d., in 1897""98 to IS. 
3·3d., and at last in 1898 was at IS. 4d. Thus after five years 
the system foreshadowed in 1893 was within reach. Another 
Committee was then appointed, presided over by the late Lord 
Wolverhampton (then Sir Hen!}' Fowleg. This Committee.\ 
recommended that the s~v~eign should.1?e made lega! ten~ 
in India, and suggested measures for the purpose of encourag-
1i1g1iie""' circ~ of gold in the.E.O~ They contemplated 
a system under which the .rupee would become a mere sub
sidiaxy coin, but they recognised that for the time being. it 
was impracticable to limit the amount for which rupees were 
to be legal tender. They must continue to be coined so far as 
their place in the currency could not be filled by gold, but 
the Committee suggested that the profit on the coinage of 
rupees (which were by that time worth considerably more than 
'the silver which they contained) should be accumulated in a 
separate reserve in gold, to be drawn upon as an alternative 
form of Government remittance from India to England, when- , 
ever the exchange should fall below specie point. ' 

22 
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The Indian Government ~ccepted these recommendations. 
British sovereigns and half-sovereigns were made legal tender 
in I899, and an attempt was made to put these coins into cir
culation by redeeming notes and making other Government 
payments in gold unless the payees expressly asked for silver. 
But it S00!.l.1L~_~!!!!!.e cl~Jlt th~<?19was..Jlot wanted. The 
Indl'an- Government was still bound by its undertaking to pay 
out rupees in exchange for gold, and as fast as the gold was 
paid out it was presented for exchange into rupees. The 
effect was to substitute gold for rupees in the reserve held by 

r the Government against the note issue, and the depletion of 
the rupees in that reserve soon became embarrassing. If in 
default of rupees it became necessary to insist on redeeming 
the notes in gold, the credit of the notes niight be ruined. 
Indeed a momentary failure of the supply of rupees at Calcutta 
in April, I9OO, actually drove the notes to a discount of ~ 
per cent. and gold itself to a discount of 1 per cent. The 
remedy, of course, was to coin more rupees, and this was done. 
In the financial year I899-I900 rupees were coined to the 
amount of 13'2 lakhs, and in 1900-1 1694 lakhs,' making 
the large total of 1826 lakhs, or £12,000,000. L!hl~.J:aise<! the 

(
question of the accumulation of the reserve of gold, as recom
mended by the Fowler Comniittee, out of the profits of coin
ageJ The failure of the attempt to force gold into circulation 
~ enhanced the importance of this recommendation, and the 
recommencement of the coinage of rupees called for an im
mediate decision on the point. It was settled that the reserve 
should be created. Thereupon it was realised that if this 
reserve was ever to be used, it would be wanted in London. 

fro accumulate gold in In~_~would. __ !!!.~efore, be an_.!.1!u!«;C~' 
lsarilY~!lm~x:ous "proceedin~~as the gold would pro~ably in the 

first instance have to be attracted or at any rate diverted froInv 
the London market, and would then have to be sent back to 
London whenever needed. It was decidedJ!l..jl.cc.umulate the 
reserve in London, and to hold it ii'tIie form of Interest:yierd~-' 
---;A-·ldm-~"·;~:~ rupees and a crore 10,000,000. So long as the rupee 

was about a., a crore meant about £'1,000,000, and a Jakh £10,000. With the 
rupee at IS. 4'1., they .... £666,666 1310 4d. and £6666 '310 4'1. _peenvdy. 
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ing securities. This reserve, the gold standard reserve as it 
came to be called, was only to be used if the rupee began to 
fall below the prescribed value of IS. 4d. (or rather a slightly 
lower value, say IS. 31d., corresponding to the export specie 
point). 

For the next few years there was-a. continual demand for 
rupees-moderate at first and steadily growing greater. The 
Government received its revenue in rupees in India, and had 
to spend a considerable part of it in sterling in London, and 
for many years the practice had been to sell bills or tele
graphic transfers on India in London. In fact, the Govern
ment came into the foreign exchange market to offer rupees 
in India in exchange for pounds sterling in London. So long -
as India had a system of free coinage, the Government merely 
sold just so many rupees in the year as would supply it with 1 
the money needed in London. But now it was not the sum 
sold that had to be fixed but the rate ofexCIiaiige:1Hhere 
was'a demand for rupees and the exchiDli:w~-'!~c!ing up- ~ 
~s. the Government had to sell more rupjles than were 
sUfficient to supply its London requirements. Its balances of 
rupees became depleted and it had to replenish them. This 
could be done by buying silver and sending it to India to be 
coined. The silver was bought in London, and was paid for 
from the London balances, alrea'dy swollen as much as the 
rupee balances were depleted. The rupees coined were added 
to the Indian balances, and the London balances were reduced 
by the sum paid for the silver, and alS1I by the difference be
tween this sum and the value of the rupees, t!l~ pf!>.fiJ9R ~e 
which had to be l!.aig over to the ,-old standard reserve. Thus 
th~ondon balan~e (;.p8.rt -tn;~ th;'OgoldstandliM' reserve) 
was diminished by exactly the amount by which the Indian 
balances were increased. If the demand for rupees was so 
insistent that the Indian balances could not meet it, a reserve 
of rupees existed in the currency reserve, held against the 
note issue. The purchase and transmission of silver and the 
process of coinage took time, and in case of an unforeseen 
demand for rupees in the form of applications for ° bills in 
London, there might not be time to replenish the Indian 

.. -
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balances with fresbly-coined rupees. But the rupees in the 
currency reserve could only be drawn upon, just as they 
were drawn upon in I900, if gold was deposited in their place. 
The note issue was based on the English fixed fiduciary issue 
system. There was a holding of securities to the value of 
IO crores (raised in I906 to I2 and in I9I2 to I4), and all 
notes in excess of that amount had to be covered by rupees 
01' gold. The gold might be either in India or in London, but 
wherever it was situated it had to be actual metal set apart ; 

• a bank credit payable in gold did not comply with the law. 
As it was sometimes awkward to have to withdraw gold from 
the Bank of England for this purpose, it was decided in I905 
and I906 to hold part of the gold standard reserve in the 
form of silver, the amount being fixed at 6 crores or £4,000,000. 
Throughout the period I90I-7 rupees were being coined, 
in moderate amounts at first, and then in very large amounts, 
and the gold standard reserve which was built up out of the 
profits of coinage was steadily increasing. Notwithstanding 

• that in I907 htlf the profits were diverted to other purposes, 
the reserve had reached a total by the end of I907 of 
I71 millions. -

Then there occurred a sudden and complete change. The 
apparently insatiable demand for rupees ceased, and there 
began an equaIly insistent demand to reconvert redundant 
rupees either into gold or into gold credits in London. It 
became impossible to sell the usual bills on India in London 
within the prescribed minimum limit of the rate of exchange. 
The rupees, which would in a normal year have been paid out 
in India on presentation of the bills, accumulated in the Indian 
Treasuries, and in order to provide funds in London to meet 
the English liabilities of the Government, these rupees were 
paid into the currency reserve, and an equivalent amount of 
gold standing to the credit of that reserve in London was 
released. The metallic portion of the currency reserve was 
thereby maintained according to law unchanged; but gold was 
repIaced by rupees. The gold held in India to the credit of 
the currency reserve was likewise paid out. At first the Indian 
Government hesitated to part with it, for it had the option of 
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paying in rupees. But the exchange fell to a slight discount, 
and it was decided to payout the gold freely. 

At last, however, in March, 1908, it became cleat that the 
suspension of the sale of bills and the release of gold in India 
were not sufficient by themselves to support exchange. It 
was decided to sell bills on London in India. The bills 
would be paid out of the sums held in London to the credit 
of the gold standard reserve, securities being realised for 
the purpose, and the rupees received for the bills in India 
would be held in India as part of that reserve. This measure, 
accomplished its purpose. In the next six months bills to 
the amount of £8,000,000 were sold, reducing the London 
assets of the gold standard reserve from £14,000,000 to 
£6,000,000 and increasing the Indian portion from £4,000,000 
(6 crores) to £12,000,000 (18 crores) in rupees. By that time 
the exchange was restored and the demand for the bills ceased. 
and soon the normal demand in London for the Secretary of 
State's bills on India revived. A very large quantity of 
rupees had been withdrawn from circulatioq,. The paper 
currency reserve, which held 19 crores of silver and 16 of 
gold on the 31st March, 1907, held 31 crores of silver and :z 
of gold on the 31st March, 1909. Thereafter there followed a 
steady outfiow of rupees into circulation, and by 1912 the 
two reserves together held only 18 crores, and coinage was 
resumed. 

The Indian experience from 1893 may be summarised as Y, 

follows: From 1893 to 1898, the supply of currency was a 
fixed quantity and the rate of exchange varied, falling steadily 
to IS. Id. in 1894-95, and rising steadily to IS. 4d. in 1898'"99. 
Then the rate of exchange became fixed and the supply of 
currency variable. The actual increase or decrease in the 
amount of currency (rupees and notes, but not sovereigns) in 
the hands of the public can be accurately measured year by 
year, since the rupees once issued may be assumed not to be 
melted. The increase in the rupees in circulation is obtained 
by adding the new rupees coined to those in the currency 
reserve and the gold standard reserve at the beginning of,. 
the year, and deducting.therefrom those in the reserves at 
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the end of the year. The notes in the hands of the public 
are equal to the total note issue, less the notes in the Govern
ment balances and the Presidency Bank reserves. The re
sults of these calculations are as follows :-

ABSORPTION OF CURRENCY (LAKHS). 

Rupeca. Notu. Total. 

,898.99 - 27 '5' '24 
,899-'900 1123 '7' '295 
'900"' 1275 - ,8 1257 
1901-2 'JJ 3' 242 
'902·3 345 259 604 
'903·4 '059 328 't7 '904·5 794 36 
'905.6 '466 4'7 '8~~ 
'906-7 1726 383 2109 
'907-8 425 - 385 40 
'908"9 - '557 "35 - 132 :1 
1909"'10 '403 503 '906 
19I()a1l 392 '9 4JJ 
1911-12 ,066 444 ·SIO 
1912- 13 '049 27' '320 

The inquirer without Indian experience naturally hesitates 
to interpret these figures. India, is, in area and population, 
and in variety of races and languages, a continent, and one 
in many respects profoundly different from Europe and the 
Americas. We must not hastily attribute to the Indians 
habits and points of view in currency matters which are appro
priate to Europeans. Fortunately we have available the 
reports, evidence, and other documents of three important 

1 
inquiries into Indian currency and finance, the ~ 
comJru.·tt~.ee._o..f.1893'. the FOW. ler Committee of 1898-99, and 
th~amberlaiii:LO!1ll!liss!on..2~ Here we find the 
fruits of the experience of the foremost experts in Indian cur
rency and banking. 

On reading the. official correspondence between the Indian 
Government and the Secretary of State, relating to the various 
administrative measures which were taken in the years 1899-
1912 for regulating Indian currency (Appendix V. to the 
Report of the Chamberlain Commission), we find three suc
cessive emergencies which had to be met. The first arose in 
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the years 1899 and 1900, owing to the unexpectedly great! 
absorption of. rupees into circulation, 2398 lakhs in twa 
years. The second arose in the years 1905-7, when, after a slack t 
interval, the same conditions recurred, 3192 Iakhs being ab
sorbed in two years. The third arose at the end of 1907 from' 
an equally marked return of rupees from circulation, I557lakhs 
being returned in one year. Explanations of each in tum 
are offered. Writing on the 28th June. I900, at the height 
of the demand for rupees, Sir Edward Law, one of the Vice
roy's Council, attributed this phenomenon in part at any rate. 
to the severe famine which had occurred in the season of \ 
1899-1900. .. The great bulk of the population is purely 
agricultural. The agriculturist, in ordinary times, has little 
requirement for money in the shape of silver coin; he is him
self the producer of a large proportion of the food he con
sumes, and his other wants which must be satisfied by purchase 
are trilling. In seasons of famine, however, the situation is 
changed. The food consumed by the suffering agriculturist 
must be purchased and paid for with coin, and as credit dries 
up in times of distress, all his other requirements must equally 
be paid for in cash . 

.. I think that we have only to consider the vast numbers 
who, under ordinary circumstances, produce their own food 
and enjoy credit for their small purchases and whose wants 
can now only be supplied by cash purchases, to realise the 
enormous increase in the circulating medium required to meet 
this unusual situation." 

If we pass to the next period of strain we find quite a 
different diagnosis of the great demand for rupees. Writing 
semi-officially on the 18th October, I906, an official of the 
Finance Department in India says: .. The jute crop has been , 
an excellent one and the prices have arisen beyond all expec
tation ; they were all but double those of last year at the same 
season . 

.. There is reason to believe that the drain on the reserve 
will continue. The cotton harvest promises well, and it would I 
not be safe to anticipate a smaller trade demand for rupees 
during the ~nter months than we had to face last year. -
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" The great activity of trade and the suddenness and mag
nitude of the demand for rupees which it forces on us have 
led us to consider carefully where to turn for assistance in 
case of need.'" , 

Finally, after the third crisis, that of 1:908, when the diffi
culty was noi) to provide rupees for circulation but to with
draw the hundreds of lakhs of redundant rupees from circula-
I tion fast enough to save the exchange from depreciation below 
the gold point, the Indian Government wrote a despatch ,to 
the Secretary of State, dated the 1:st April, 1:909, reviewing 
the situation. "During the period from November, 1:907, 
when exchange first fell substantially below 1:S. 4d., until the 
end of January last, we lost 1:5 millions of our gold. . . . 
This is the result of a little more than a single year of adverse 
conditions and of a famine which was more restricted in its 
area than is frequently the case with similar calamities." 

Confronted with these three opinions, the conscientious 
inquirer may be forgiven if he feels dissatisfied. If so severe 
a famine as that of 1:899-1:900 caused the great demand for 
rupees which marked those years, why did .. a famine which 
was more restricted in its area than is frequently the case with 
similar calamities" have precisely the contrary result and pro
duce an influx of redundant rupees and a demand for ex
change? And why dld a famine.in 1:899-1:900 have the same 

I effect as the good jute and cotton crops and the activity of 
trade in 1:906-7? ' 

The Secretary of State, replying on the 2nd July, 1:909, to 
the Indian Government's despatch of the 1:st April, pointed 
out that even if the famine was restricted "it occurred at a 
time when conditions were exceptionally adverse to the main
tenance of exchange. The effect of the famine in reducing 
India's power of exporting certain articles was felt at a time 
when the foreign demand for the articles India was able to ex-

. port was seriously restricted by commercial depression through
out a large part of the world, intensified, if not largely brought 

\ about, by the financial crisis in the United States of America." , 
In fact, the year I907 had seen the culmination throughout, 

'the world of a period of very prosperous and active trade: . : 
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The prices of commodities (including those jute and cotton 
crops the success ·of which promised a demand for rupees in 
the autumn of 1906) had psen steadily since the beginning of 
f905, the average increase as measured by index-numbers ex
ceeding 15 per cent. at the maximum. From about June, 
1907, there began a d~e in prices and set-back in trade, 
under the influence of which the credit position in the United 
States began to crumble:- The crash came in October. 
Sometimes the ebb of trade is a gradual process extending 
over four or five years, marked at considerable intervals by a 
series of more or less grave crises in different parts of the 
world. Occasionally the reaction comes with the force of ari 
explosion, and the whole commercial world passes in an in
.s_tant froin prosperity to extreme depression. This is what 
'happened in the autumn of 1907. Early in 190B the prices 
of commodities were already 10 per cent. below the maximum 
of 1907. Bankruptcy, unemployment, and distress were rife' 
everywhere in a few months. The Indian currency system -
was saved for a short time from the full force of the storm, 
because it broke in the Indian busy season when there ought 
to have been a strong demand for rupees. It completely killed 
the usual demand, and did in fact for a moment send the rupee 
to a discount. In March, 190B, the busy season being over, 
it became necessary to sell bills on Lon'cion in India in order 
to maintain the exchange. Thus the ~n why it was neces
sary to withdra\V IS crores of rupees from circulation in 1908 
was simply that the value of gold in commodities had risen, 
and but for this reduction in the quantity of rupees in circula- ' 
tion the value of the rupee in gold would have fallen. 

The famine was relatively of secondary importance, but 
undoubtedly the Secretary of State was right about the nature 
and direction of its effects. A famine tends to. make the foreign , 
excPanges ""(avo,,,abk. Russia had a somewhat similar ex
perience in IB9I-92, when a bad harvest happened to coincide 
with a decline in trade, and the rouble fell in a few months 
from 2Bd. to under 23d. Sir Edward Law's explanation of 
the demand for rupees in IB99-I9OO was no more than an 
ingenious conjecture. The demand occurred at just such Ii: 

. '! 



CURRENCY AND CREDIT 

time of good trade as was to occur again in I906-7 with the 
same consequences. As we saw in the cases of Russia, 
Austria,-Hungary, and the United States, the upward tendency 
of gold prices, in other words the depreciation of gold, which 
prevailed from I896 to I900 greatly facilitated the maintenance 
of a paper or token silver currency at a prescribed gold value. 
The experience of India was very similar to that of those 

J countries. During the years of falling prices which followed 
the prosperity of I888-9I the Indian exchange fell, reaching 
a minimum in I895. Thereupon it began to rise, till in I898 
it reached the level of IS. 4d., at which the Indian Government 
undertook to payout rupees in exchange for gold. Beyond 
that point it could not rise, and the same influence, which had 
been raising the exchange, thenceforward spent itself in in
creasing the demand for rupees. It is a most striking fact 
that the period of rising exchange from I896 to Igoo was 
marked by two severe famines, one in I896-97 and the other in 
I899-I900, and there was therefore some excuse for the theory 
put forward by Sir Edward Law. But the theory will not 
stand criticism for a moment. There may be more cash trans
actions in a time of famine than in a time of plenty, but that 
does not mean that people will hold larger cash balances. It 
is evident that the peasants who are unable to feed themselves 
from the produce of their own holdings will tend to pay away 
their money and to deplete their hoards. The lucky dealers 
who have food to sell may increase their balances, but taking 
all classes together the hungry population will on balance have 
parted with money iJ;J exchange for food. But from the ex
perience since I893 it may be quite safely inferred that famines 
are not among the most decisive factors in determining the 
course of the Indian exchange. The effects of the famines of 
I896-97 and I899-I900 at any rate must have been slight since 
the upward tendency of the exchange was not interrupted by 
the first nor the demand for rupees by the second. 

In India, as elsewhere, the state of the harvest must be 
i regarded as one of the influences affecting the exchange. But 
. the predominant influence is the world movement of credit 

with the consequent alternation of the depreci~tion and appre-
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ciation of gold. The Indian population, it is true, is more 
primitive than that of Europe. Banking is little developed. 
Hoarding is prevalent. Economic motives ~ometimes work in 
obscure and unexpected ways. But it remains true that the 
people can absorb rupees when they can sell at high prices, 
and they can sell at high prices when gold prices generally are 
high. The jute and cotton crops of 1906 sold at good prices 
because credit was expanding in Europe. The Indian growers 
of those crops wanted to be paid ~ rupees, while the proceeds 
of sale were paid in sterling in London. There was a demand 
for bills, by which the sterling could be transformed into rupees. 
The American crisis and the consequent shrinkage of demand 
in the gold-using countries spoilt the market for Indian ex
ports. The disappointed traders had to draw upon their hoards 
of rupees to meet their expenses, and pay their taxes. A 
proclivity for hoarding and a slowness in reacting to changes 
of price would make India not less but more sensitive to cur
rency movements elsewhere. If Indian traders do not raise 
prices they will sell all the more to Europe; if they hoard the 
rupees that they receive and do not spend them they will buy 
all the less; their capacity for absorbing rupees will be aug_ 
mented in both ways. 

Even before the shutting of the Indian Mints the currency 
systems of the East reflected the credit movements of the 
West. But the effect took the form not of a change in the 
volume of currency of either India or China but of a change 
in the price of silver. Silver, like gold, derived its value partly 
from the fact that it would purchase goods. When an expan
sion of credit raised the money prices of goods in Europe it 
raised the money prices of Oriental goods along with the rest. 
Oriental goods could be purchased with silver and the demand 
for them was reflected in an increase in the price of silver. 
Credit in silver countries had not the same power of expansion 
as in gold countries. and therefore silver prices could not rise 
in the same proportion as gold prices. unless the quantity of 
silver currency was increased. From 1873. when the silver 
market became independent of the gold market, the price of 
silver regularly rose when trade was good and fell when trade . 
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was bad, though there was superimposed upon these fluctua
tions a general tendency to fall till about I902, so that the rise 
was slight and the fall great. This merely means that the 
price of silver manifests the same tendencies as the prices of 
other commodities, and it has continued to do so quite as 
clearly since I893 as before. 

The essential feature of the gold exchange standard as 
established in India is the adoption of the rate of exchange 

! as the index of the demand,for rupees, and the issue and with
drawal of rupees accordingly. It does not really matter 
whether the rupees are issued or withdrawn in the process of 
selling exchange; by whatever means they are issued or with
drawn the value of the rupee will be determined by the quan
tity in circulation. After the experience of I908 some people 
argued that the gold held in India in the currency reserve, 
as, when paid out in exchange for rupees, it was not exported 
but remained in the country, was less efficacious in maintain
ing the rupee than the gold held in London, which came 
directly into the exchange market. But the gold in India 
performed the essential function of redeeming rupees. Even 
if it was not exported, it was not wanted as currency, but as 
a commodity, for the demand for gold ornaments was by no 
means completely interrupted by the adverse trade conditions. 
In proportion as rupees were locked up in the vaultS of the 
Government, the power of the public to offer rupees in ex
change for European goods was impaired, and the unfavour
able exchange was redressed. It is a mistake to Iav too much 
stress on the actual means of discharging the trade balance. 

I An adverse trade balance may be C1'eaJed by a redundant 
currency and can be corrected by a contraction of the 
currency. 

The Indian currency system, like all others, has been pro
foundlyaffected by the war. At the outbreak of the war the 
sudden transformation of England from a lending to a borrow
ing country turned the exchanges against all the countries 
which had been financed by her, and in particular against 
India, the exchange falling to IS. 3H<i To restore equili
brium a contraction of the currency was, necessary. Not only 
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could not,Council Bills be sold in London, but, as in 1908, 
bills on London (commonly called" Reverse Councils ") had 
to be sold in India in order to reduce the redundancy of 
rupees. The sale of these latter bills began on 3rd August, 
1914, to the amount of £1,000,000 a week, and they were 
sold in the year 1914-15 to the amount of £8,707,000, the re
serves held in London being depleted to an approximately 
equal extent. On the 5th August, 1914, the undertaking to ' 
pay sovereigns for rupees had been suspended. 

Soon, however, an entirely different tendency supervened. 
The inflation of the currencies of all the belligerents occasioned 
a depreciation of gold in comparison with commodities. India I 
was not exposed to the direct strain of war finance, and had 
no inflated paper currency. If the rupee was to continue on 
a gold basis it would have to depreciate along with sterling. I 
The supply of rupees had therefore to be increased. This 
phase took some time to develop. It was not till September, 
1915, that the last bills on London were sold in India. But 
by the beginning of 1916 the sales of Council Bills had reached 
a high level. In 1914-15 the circulation of rupees and notes 
had diminished by 1013 lakhs. In 1915-16 it had increased 
again by 1827 lakhs. In 1916-17 the demand for currency far 
surpassed all previous records. rising to 5199 lakhs. As 
against this there must be set, it is true, a diminution in the 
absorption of gold, but the gold formerly imported was not for . 
the most part used as currency. 

Of the additional currency 787 lakhs in 1915-16 and 1813 
in 1916-17 were notes. Yet to maintain the supply of rupees 
enormous purchases of silver were required. But the price of 
silver, after having remained low. began to rise in November. 
1915, when it reached 27d. per ounce. In May, 1916, it rose 
to 37d .• reacted, falling as low as 28jd. in July. and recovered 
in December to 37d. In the course of 1917 the price rose above 
43d. (which is the melting-point of the rupee) and indeed leapt 
up with another unstable spurt to 55d. Though this high 
figure did not last, it became impossible to maintain the ex
change at so low a figure as IS. 4d.; devices for keeping it 
down by agreement among the banks and for controlling th-e 
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supply of silver proved ineffective. At last it was decided to 
raise the rate of exchange for Council Bills to IS. 5d. and in 
19IB to IS. 6d. At this figure it remained, thanks to supplies 
from the United States silver reserves, and to the limitation of 
price at IOI! cents per ounce fine, till in May, 1919, a free 
market was restored and the rupee had to be raised to IS. Bd. 
Thus the exchange standard broke down. The cause was 

; simply the rise in the world price of silver along with prices 
of other commodities, or rather the fall in the silver price of 
gold. 

Meanwhile measures werE~ taken to give greater elasticity 
to the note issue. In 19I6 the fixed fiduciary issue was raised 
from 1400 to 2000 lakhs. In 1917 the system of a fixed 
fiduciary issue was practically abandoned, the securities being 
increased by the purchase of British Treasury Bills to 4849 
lakhs. In 19IB the minimum denomination of the notes was 
reduced from 5 rupees to I rupee-a measure which· might 
have saved the exchange standard had it been adopted at an 
earlier stage and had the conservatism of the population ad
mitted of a wholesale substitution of paper for coin as the 
accepted means of payment. 



CHAPTER XX. 

AFTER THE WAR.l 

As the financial pressure and commercial restraints of war con
ditions are relaxed. the question of a change or restoration of 
the monetary standard will become one of great practical 
moment all over the world. 

In the year I9I4 the world had reached a remarkably com
plete and seIf-consistent currency system. After many diffi- , 
cuIties and vicissitudes gold had been adopted as the sole 
standard of value in nearly all the countries of any commercial 
importance. China still retained a silver currency. Some 
countries of Latin America had not succeeded in tying down 
their paper to a fixed gold value. Mexico. in the midst of 
revolution. had lapsed from a scientific gold standard which 
had been in efiective operation a few years before. Spanish 
paper money was at a moderate discount. subject to slight 
fluctuations. With a few other exceptions of trifling impor
tance the gold standard. which in I870 was almost confined to 
England. was universally established. and there seemed every 
prospect that business would continue untroubled by currency 
complications. 

Then came the war. The war has injured the gold stan- , 
dard in three distinct ways. First. it has driven those com
batants who have been least able to stand the financial strain 
to inconvertible paper. which has depreciated. Secondly. it 
has displaced an enormous quantity of gold from circulation 
which. with the new gold from the mines. has h~d to be ab
sorbed in a comparatively restricted area where gold is stilI 
used for currency purposes. This second process has made 

''Ibis chaptor atanda UIUlltend u it .... in the 6nt tditioD, date:I I_ 
1,.\1. For subsequent d_opments _ tho -.. below. P. 371. . 
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itself felt in a remarkable depreciation of gold as compared 
with commodities, and has led a few neutral countries (Swede~ 
and her associates, Norway and Denmark, in the Scandinavia~ 
system, and also for a time Spain) to suspend the free coinag~ 
of gold and the free grant of credits in exchange for gold, 
Thirdly, the war has interposed the greatest difficulties in thE 
way of the free movement of gold. Not only does the cost oj 
insuring against war risks (if insurance is possible at all) add 
directly to the cost of transit, and the limit on the amount 
that can be insured by one voyage reduce the rapidity of gold 
movements, but there are many indirect discouragements, 
Belligerents have all been anxious to retain their stocks of gold, 
and, if possible, to acquire fresh stocks from abroad. Apart 
from its direct power of purchasing commodities, a supply 01 
gold may in an emergency be the one safeguard against an 
act of bankruptcy. Neutrals, even those who have not refused 
to sell any further credits for gold, have been unwilling to 
receive further supplies of a metal of which they have a super
abundant stock. And while belligerents have been unwilling 
to part with gold, and neutrals have been unwilling to receive 
it, the exporter of gold from the former to the latter (even if 
the traffic is not definitely prohibited) has found himself re
quired to prove that the gold will not find its way by any 
'IIleans into the hands of an enemy. 

There results a curious situation. Whereas in time of 
peace a rise in the price of foreign currencies 1 per cent. 

, above par is usually enough to cause an efflux of gold, during 
the war a rise of 5 or even III per cent. has had little or no effect. 
Even when legally the market for gold has been perfectly free, 
\:lea1ers have not cared to expose themselves to the ill-will of 
their compatriots and to the suspicion of the Customs authori
ties, in order to sell gold at a profit to neutral banks of issue 
which have been themselves reluctant to buy it. For the time 

1 
being gold has ceased to be an important means of remittance, 
and there are no pars of exchange except where Governments 
have agreed so to regulate the creation of credits as to estab

, !ish a purely conventional par, such as that of $4'7~ to the 
pound ,between New York and London, which, after being 
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maintained since I9I5, has recently been reIip.quished in favour ' 
of free conditions.1 

This regulation of the exchanges is an appqcation of the 
exchange standard, which has thus acquired a new impqrtance, 
and is likely to playa gx:eat part in the future: If under the 
pressure of war finance the exchanges became unfavGurable 
to. one of the belligerent countries, the remedy was to borrow 
abroad and to offer the foreign credits so acquired to those 
who desired to remit. Prices of commodities were raised by 
the infiatioIi. of the currency, and if the exchanges .were 
artificially maintained at a prescribed level, prices in terms of 
foreign currencies were equally raisecl. Imports from abroad 
were thus attracted, and in order to preserve the assumed par 
of exchange the amount borrowed abroad. had to be equal to 
the excess of imports which had to be counteraeted. The 
application of the system is very much facilitated by the fac~ 
that the borrowing abroad relieves the financial tension atl 
home and thus enables the war expenditure to be financed 
with a smaller degree of inflation. At the same time the con
stant raising of credits tends to induce some degree of inflation 
abroad, and so still further eases the exchange position. 

What is to be the future international standard of value " 
and medium of payment? Is there to be a general return to 
the gold standard? If so, will those countrieS whose paper 
money has depreciated restore their former monetary units, or 
will they establish new units representing more nearly the 
equivalents of their depreciated paper in gold? We cannot 
lay down the law as to what will b«; done or what ought to be 
done, but without pretending to make an exhaustive investiga
tion we can explore some of the methods of restoring or alter" 
jug the standard and some of the consequences. 

First, as to the rdSJorlltion of the standard. This may mean I 
one of two things. The value of the paper money may be 
gradually raised, by a contrasYon of credit Dr other me2ns, 
till it equals its face valUein gold; or debts may be made pay
able in gold at the old rate, and the paper money be made to 

• rr...i0lll in the Ezebange .... New York .... Ilec:essitoled • pobibitioA .... 
the export of &o1d fn>m the United ItlDgdom, ex<ept by -. 
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pass at its depreciated value only. ~ter the Napoleoni( 
wars the former method was adopted by England. the lattel 
by Austria-Hungary. 

To enact that notes. which have been paid out for a certaiJI 
value in the unit of account by the, Government. or by thE 
Central Bank on behalf of the Government. shall pass at a 
lower value is very like a breach of faith. The only defencE 
for it is that no oIte is likely to keep a balance of paper monej 
large in proportion to his total means. and consequently a 
scaling down of the value of the paper money itself will be less 
inequitable and cause less loss to individuals than the adop
tion or continuance of a lower unit of account. The unit of 
account determines the values of liebts. and the total volume 
of debts is far larger that the total volume of legal tender 
paper. 

If the monetary unit is to be restored without a crying 
down of the paper money. the natural procedure is to contract 

. ;;:;di.i. In normal times this would be done by raising the 
rate of interest. But the inflation which grows out of war 
finance differs from an ordinary credit expansion in that it is 
caused not by an extension'of advances to traders but by ex
cessive Government borrowing. The assets of the banks are 
swollen. not by commercial bills and loans. but by Govern
ment securities of short or long date. An increase in the rate 
of interest would deter traders from borrowing. but probably 
their indebtedness is already much below its usual level. What 
is really wanted is a reduction of the indebtedness of the 
Government to the banks, or in the 'case where the Govern
ment has paid its way by itself issuing notes. a redemption of 
it sufficient proportion of these notes. While the process of 
inflation is going on, the Government has the advantage of 
spending money without the trouble of raising it: when the 
process is reversed. the Government has the trouble of raising 
the money without the advantage of spending it. Like the 
Red Queen in "Through the Looking-Glass." it has to run 
even to stay where it is. It must raise this money either by 
taxation or by borrowing. and the borrowing must be genuine ; 
it must draw upon the available stock of savings. for if it is 
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financed by the creation of bank credits it defeats its own 
object. 

These form a gloomy array of alternatives. A nation has 
devoted all its economlcresow-ces to the prosecution of a war 
of life and death, protracted over years. Stocks of merchan
dise are reduced; the construction, renewal, and maintenance 
of fixed capital are in arrear; everywhere there is a pressing 
need for production. Is credit to be co'htracted? Is the 
burden of taxation to be increased? Is the fund of money 
seeking investment to be waylaid and dissipated into nothing ? 
The country, it may be contended, is suffering from a scarcity 
of capital; is it not madness to encroach on the too meagre 
supply of credit and money? 

Now the word capital is a dangerous one. It is quite true 
that after an exhausting war the country will be suffering from 
scarcity of capital, but scarcity of capital means two different 
things. On the one hand, it means the shortage of stocks of 
goods, the deterioration of fixed plant, etc., and the arrears of 
production; on the other, it means an insufficiency of purchas
ing power available to be spent ~ln' the means of production 
as distinct from consumption. If it be taken in the former 
sense the disease and the remedy are alike evident. The pro
ductive resources of the community, too long devoted to war, 
must be applied to overtaking the arrears. Production must 
exceed consumption, the surplus taking the form of the restora
tion of the nation's equipment of fixed capital and of its stocks 
of commodities. But when it is asked how this is to be ac
complished, we are at once brought round to the other mean
ing of the expression, scarcity of capital. .The employmanf. I 
of the country's productive resources is goVB!U~...pLeffective 
demand, in the form of purchasing power, and the accumulation 
01 Uie tlE!iired surplus of production over consumption can only 
be accomplished in so far as the holders of purchasing power 
choose so to apply it. Now the purchasing power appliCii.ble 
to accumulation, as distinguished from consumption, comes 
from two sources, from savings and from bankers' loans. 
There need not necessarily be an absolute scarcity of savings 
after a war. While the war goes on, savings are drawn into 

q-
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war loans, and other capital requirements are left out in the 
cold. Once it is over, the annual supply of savings becomes 
available again. The" scarcity" arises from. the fact that 
more than the normal supply of savings is needed to overtake 
the arrears of construction and maintenance of fixed capital. 
And in all probability the amount of savings will be above the 
normal, since people will put back money out of profits into 
their own businesses in order to restore the efficiency of their 
capital, and where this is not enough the urgent need of capital 
renewals or extensions will present profitable opportunities to 
the outside investor. 

But besides the arrears of expenditure on fixed capital, 
there is also the shortage of " circulating capital," or stocks of 
commodities, to be remedied. Broadly it may be said that, 
while fixed capital is bought with savings, circulating capital 
is financed with temporary loans. But this is only very 
roughly true. A trader does not carry the whole of his stock 
in trade with borrowed money. A portion is supplied from 
his permanent capital, representing his own savings, or those 
of other people definitely invested with him. When profits 
are high, hE:' may supplement his permanent capital by ac
cumulating a reserve, and so diminish his short-term indebted
ness. When he incurs a loss on his business, he may borrow 
to meet it, and may so encroach on his reserve !lr even on his 
capital. Moreover not only are stocks of merchandise largely 
held with permanent capital, but investments are frequently 
held with borrowed money, which is thus indirectly used to 
finance fixed capital. Thus the line of demarcation between 
illvestment and temporary borrowing never corresponds exactly 
with that between fixed and circulating capital, and the one 
limit is subject to variations having little or no relation to the 
other. Consequently the supply of savings and the supply of 
bank accommodation must for some purposes be regarded as 
constituting a single market. If the supply of savings is in
sufficient to make such rapid progress with the reconstitution 
of the country's capital equipment as traders desire, then the 
traders will tend to supplement savings with temporary bor
rowings. At the same time the merchants, whose stocks are 
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low, will want to borrow to replenish them, so that the brunt 
of the demand for funds for both fixed and circulating capital 
will fall on the bankers. • 

These conditions will make for active trade and high 
prices. They will make for active trade because owing to the 
shortage of both fixed capital and merchandise lavish orders 
will be given to the producers, even apart from any great de
mand from the consumers. Prices will be high because the 
depleted stocks of goods will be exposed to a large efiective 
demand, the quantity of purchasing power in the hands of the 
public having been swollen under war conditions, and the con
sumers' income being maintained at a high level corresponding 
to the activity of production. 

In some degree the banks can keep the activity of business 
within bounds by restricting tlie accommodation that they 
grant. But if under the strain of war finance loans and dis
counts to traders have already been reduced to a very low 
level, the traders have to a great !lXtent emancipated themselves 
from the banks. Selling such goods as they have in hand 
easily at high prices, they are constantly supplied with ready 
money (bank credits) with which to finance the new orders 
which they give to the producers. . 

Now active trade, with its accompaniment of great pro
duction and good employment,l is in many ways a most 
desirable condition, but in the special circumstances we are 
considering it has certain drawbacks. If expenditure is directed 
too much to consumption and too little to investment, the 
process of economic recovery is retarded, and the scarcity of 
commodities is intensified and prolonged. The continuan~ 
of high prices means the continued depreciation of the' 
monetary unit. And here we see the justification for the 
Government raising money to pay oft its temporary indebted
ness. Whatever money it takes from the consumer, especially 
if it be taken by way of taxation, will diminish the consumers' 
outlay. The intense demand which absorbs the already 
meagre stocks of commodities is thereby checked. The 

I Under the """ditions described thole may Oftll be • shortage '" lahoar 
despite the millioDs of workmeIl set &eo by demobilisatioL 
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repayment of Government indebtedness dirrrinishes the assets 
and thereafter also the liabilities of the b~,a:ndeiiiibies the 
b¥1ks to grant credits to traders to an equal amount without 
increasing the amount of inflation. Alternatively, it enables 
the banks to diminish the amount of inflation without curtail
ing their accommodation to traders. In fact, so far as it goes 
it restores to the banks the command of the situation, and 
they can use their power either to provide funds for capital 
purposes or to reduce the inflation of credit, or partly in one 
way and partly in the other. 

If the Government raises funds _to J'ay off. its indebtedness 
; by.taxati9n, the effect Win De-greater than if it raises them.. 

by .loans.\ Taxation, by reducing people's -resources, gives 
them-an inducement to reduce their consumption of com
modities. Having less money in hand, they may not be able 
to save so much, but their motives for saving at any rate 

1 remain undiminished. If, on the other hand, the money is 
I raised by loan, the stock of savings in the investment market 
is drawn upon; the motive for saving is to that extent 
satisfied, and the savings available for other investmerits are to 
that extent cut short. A mere funding operation, the trans
fonnation of short-tenn into long-tenn indebtedness may help 

~ to reduce inflation, but will do nothing to finance the restora
tion of capital. Indeed, in so far as it is applied to reduce 
inflation, pUJl!:hasing power destined by its possessors to be 
spent on capital is deflected to the reduction of credits, and 
the expenditure on capital is actually retarded. It i!; only by 
financial methods, such as drastic taxation, which tend to 
curtail the expenditure of the individual upon consumable 
commodities, that deflation and capital expenditure can both 
be encouraged. The stimulus to capital expenditure is 
equally given whether the Government debt paid off is held 
by the banks or by the public. Deflation, on the other hand, 
requires that the indebtedness of the Government to the banks 
should be reduced. But even if it is in the first instance 
holdings outside the banks that are paid off, the additional 
resources of the investment market are likely soon to affect 
the assets of the banks. The wans to stockbrokers may btl 
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reduced or the banks may sell sproe of th.eH--H"uritiCli, or the 
same effect may be produc;l"m other ways. 

Once the banks' holdings of Government securities are 
reduced, the creation of bank credits must be kept in" chel:k 
by a high rate of interest or other restrictive influence. Other
wise the gap in the banks' assets will be filled by an increase of 
loans and discounts, and the inflation will continue unabated. 

Deflation and capital restoration, notwithstanding that 
taxation and other severe financial methods favour both, must 
be regarded as in some degree rivals. Purchasing power 
which is applied to the one is diverted from the other. The 
problems of the finance of recuperation are largely the con
sequence of this rivalry. As we have already seen more thanl 
once, these problems cannot be dealt with in isolation with
out regard· to conditions in other countries. Deflation in I 
particular is largely (though not entirely) a matter of the 
maintenance of the foreign exchanges. 

Every country will seek to keep pace with its neighbours. 
If one does not deflate its currency as quickly as the o~ers 
~~~~~es will turn against..i1. I~ must be remembered 
that the dir~ cause of an adverse excllange is too much buy-' 
mg. (It would be equally true to say .. top little selling," 
but where inflation is the cause the excess of buying is the 
important aspect of the matter.) For this purpose the buying 
in question is mainly that of the dealers. But the buying of 
the dealers tends to follow the buying of the consumers; it 
rises and falls with the consumers' outlay, except in so far as 
the commodities in stock are allowed to vary. If for the sake 
of simplicity all reference to international borrowings and 
capital transactions be omitted, the maintenance of the eX
changes reduces itself to the regulation of the consumers' out
lay, subject to such modification as is occasioned by variations 
in stocks. Taxation directly diminishes the consumers' out-) 
lay. A contraction of credit discourages the accUlDulation or 
ret~tion'tlt ~tocks.-1"hIl Country whose .currency is depreci
ated must either apply these remedies more drastically than 
the others or must acquiesce for the time being in the con
pnuance of the depreciation. 
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{Too rapid a restoration of the currency may provoke a 
. crisis.] But it is a necessary condition of a crisis of any 
. gravity that a serious proportion of the country's trade should 
be fin;mced with temporary borrowing. Otherwise the shrink
age of the money value of the traders' stocks of goods, though 
it would make them apparently· poorer, would not threaten' 
them with bankruptcy. It may happen, therefore, that a 
country is left by a great war proof against crises; it has been 
as it were inoculated; the Government is the only debtor of 
any importance, and there are practically no trade debts for 
the crisis bacillus to feed on.· This was the condition of 

t France both after 1814 and after 1871. On each occasion the 
terrors of invasioJl had reduced credit operations almost to 
vanishing pomt, and France in fact was practically untouched 
by the severe crisis of 1873. England, on the other hand, was 
the scene of a disastrous crisis in 1814. Great as were the 
commercial disturbances in the last years of the Napoleonic 
era, trade and trade-borrowing were maintained at high 
pressure. When _first the Continent and then the United 
States were shut against British trade, outlets were sought 
in South America. The bank restriction permitted credit 
operations to continue in full swing without regard to 
European conditions, and with the peace and the readjustment 
of values came the collapse. It is possible that after the most 

,exhausting VU". the world has ever known the whole world 
'will be crisis-proof. But as the work of reconstruction_ p~J 

' gresses, and normal bankin&busmesSjeYiv~ if ·may be that 
! tf@_ers' indebtedneSS Will reach. an appreciable amount.while 
I the process of deflation is still taking place. In that case crises 
I may break out. Especially is it possible that the indebted-

ness of the investment market may revive very rapidly. Vast 
funding operations will be undertaken. To some extent the 
Government securities in the hands of the banks will be re
placed by Government securities in the hands of the in
vestment market, carried nevertheless with temporary bank 
loans. 

When crises occur, the progress towards deflation will be 
suddenly accelerated. Apart from crises, the rate of progress 

-:----- .. -~. - -_. ----- ~.-.....&-
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is more or less within th!LW1l1mL<?f Governments and baIlJ[s. 
SiifWllai is-~te of progress to b~? thlsbriiigS-\iS back 
tq the point from which we started. s gold to remain tl].e 
standard of valu~If it is, then th . be some countries 
enjoying an effective gold standard side by side with others 
endeavouring to regain it. World movements in the Valuel 
of currency will be world movements in the value of gold, and 
local currency movements will only diverge. from the world 
movements in so far as they are detached from their nominal 
gold basis. The governing condition will therefore be the 
world value of gold, and this will depend not so much on the 
number of countries that have a gold standard in operation 
as on the actual absorption of gold for currency purposes. A 
country which is striving to contsact credit in order to restore 
its monetary unit to its nominal gold value will probably 
absorb but little gold. Indeed though in such circmnstances 
it has usually been the practice to make great. efforts to PUI
~~>A..IeSeiVe·ofgold,even at a heavy Sacn.lli:e, yet these 
efforts really only increase the difficulty of resto~ the stan
darcij Now that the possibility of maintaining (gold stan- " 
dard on an exchange basis';) without the internal use of any 
currency except paper, is well understood, it may be expected 
that a Government which is faced with the problem of re
storing the standard will prefer to devote all its surplus 
financial resources to the repayment of indebteness or the 
repemption of redundant paper money. But of course it is 
wholly uncertain what action all the different Governments ~ 
that will be in this situation will take. It is quite possible 
that some at any rate of them will begin strenuously buying • 
up gold while their paper money is still at a heavy discount. 

Moreover, as we have already seen, there is a short cut to 
a restoration of the standard. By a stroke of the pen the old ~ 
monetary unit of currency may be restored, so f~ as debtors' 
obligations are concerned/ and the depreciated paper money 
may be made legal tender for something below its face value. 
The ordeal of contracting issues by restricting credit is thereby 
completely avoided. But this method is not so safe and easy , 
as it looks. If at the moment at which it is done the entire 
~ 
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iegal tender currency in circulation is paper, and if it is made: 
to pass at a value approximately equal to that which it then' 
has in the market, there is no reason why there should be 
any immediate importation of gold. { If a favourable time'is 
Chosen, when the world value of gold is faIling, the exthanges 
will become favourable and the stock of currency will have 
to be supplemented by the importation of gold. But if the 
world value of gold is rising, no gold will be imported, and the 
paper money will be depreciated even below its new value. It! 
is such a mishap as this which sometimes leads to the complete \ 
discredit of paper money, when a general contempt of the 
legal tender laws makes it useless, and it no longer has any 
value except for speculators who buy it at an extravagant 
discount in the hope that the Government may ultimately 
pay something for it. As is shown by the experience after 
the collapse of the assignats, pus sudden abandonment of\ 

i paper money as the medium of payment occasions a prodigious 
demand for coin, and may cause infinite embarrassment to/ 
other nationsi 

And in one way this cutting of the knot intensifies rather 
than mitigates the evils of a gradual contraction of the cur
rency. The root cause of those evils is the increase in the 
burden of debts as compared with the value of commodities. 
From the point of view of equity it is an advantage that the 
standard is testored without delay for purposes of account, 
even if the paper money issued under Government auspi~es 
is partially repudiated. But this means that the increase in 
the debtor's burden is made at a single stroke instead of being 
spread over a period of years. Therefore the method in ques
tion is very dangerous, except when traders' indebtedness has 
been reduced to a negligible amount. If this conditi9n is not 
fulfilled, there is almost certain to be a severe crisis. After 
the collapse of the assignats it was simply impossible to face 
this sudden increase in debtors' burdens, and legislation was 
passed to adjust past contracts according to the value of the 
assignats at the time each contract was made. 

The burden of an increase in the purChasing power of the 
monetary unit, whether it be sudden or gradual, is not 
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confined to the case of the debtor. Falling prices deter traders 
from holding stocks of goods; new orders are checked and 
production and employment fall off. But in the case 9f an 
arbitrary" readjustment of the unit there is likely to be less de
pressioIf than in the case of a gradual contraction of credit. 
In the former alternative, wages, prices, and other money 
values would almost inevitably be translated forthwith from 
the old unit into the new. If this is done, the costs of pro
duction adapt themselves immediately to the new level of 
values; producers quote prices correspondingly reduced; mer
chants, having no reason to expect a lunlJar fall of values, 
are ready to buy; they may have suffered losses, but that is 
past and done with, and their position can only be retrieved 
by profitable trading. If there is a crisis, accompanied by 
many failures, there may be disorganisation and a temporary 
depression of output and employment. But this is quite 
different from the depression of a prolonged credit contraction, 
when prices go on falling and the merchant repeatedly finds 
his profit turned into a loss, when the manufacturer cannot 
reduce quotations till he has reduced wages, when the work
man dare not accept a reduction of wages which, interrupted. 
as they are by periods 'Of unemployment, seem already in
sufficient. 

But there is another short cut to the. establishmen .. t Of~' 
gold standard. A new gQl~ _ maL!>fl in.t£o~ rep 
s~ting a~~ately the. existing gold valu(lQf:the pap 
unit. This was the method adopted by Austria-Hungary,' 
Russia, and India between 1890 and 1900. It was the ac
cepted remedy for currency troubles in the Middle Ages and 
later, until the time of Locke. It has the advantage 'Of recog
nising th'lail accompli. 'The monetary unit has depreciated; 
that may be deplorable. but it is no use trying to ignore it. 

) T~tereotyp~t1h~~a!~Lval.2!:.!!!aYJ)e __ ~J,Itj~YcJLto 
~ but to restore the Old standard would be an in

I justice at any rate to some debtors. And the debtors suffert 
more from a rise in the value of the monetary unit than the
.creditors from a fall. So far as short-term indebtedness goes. 
~e creditors are mainly bankers, whose assets and liabilities 
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are both expressed in the money of account. The purchasing 
power of their profits and the real value of their capital and 
reserves may be diminished if the monetary unit is depreciated. 
At the worst they suffer some loss. But, on the other haiid, 
when the value of the monetary unit is raised, traBers are 
threatened not merely with loss but with ruin, and incident
ally this may do serious injury to their creditors. And in 
fact on the whole both debtors and creditors are inclined to 
favour inflation and depreciation. The real loss falls on the 
long-term creditors, the holders of debentures and other fixed 
interest-yielding securities. A great part of these securities 
will have been created before the depreciation occurred. To 
perpetuate the depreciation is to revise the contract in favour 
of the debtor. The temporary loss of real income, due to the 
depreciation which lasts during the financial strain of a war, 
is a minor evil which the investor can put up with. A per-

I manent reduction of the purchasing power of his income is a 
much more serious matter. So long as society depends on 
voluntary investment for its supply of capital, an attack upon 
the purchasing power of interest is dangerous. It must be 
remembered that what the debenture-holder loses is gained 
not by labour, but by the shareholder, whose dividends are 
swollen by the residual profits. A revision of the staE.<li1!d 

I of value introduces a capricious element -intofhefnvestment 
i ot.!:apital, ~d especially threatens' the' class of non-specula
: tive investors who play so considerable a part as ,the 

sleeping partners of the modem capitalist syste~ How 
far this is contrary to the material interests of society is a 
subject on which much might be said; that it is an injustice 
so long as the capitalist system 'continues seems unquestion-
able. '. 

But there is one class of investor which is in an altogether 
special position, more particularly in post-war finance. That 

, is the holder of the national debt. --
'. There is no need to enlarge upon the invidious position 

of a State which has to decree in what unit of value its own 
debts are to be calculated. Of course debts may be made 
expressly payable in gold or in foreign currency. In that 
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case the, difficulty does not arise. It did not arise in the 
United States after the Civil War. or at any rate after it was 
agreed.·once and for all that the Civil War debt was a gold 
debt. But what is to be done in a case where the national} 
debt is payable in the national currency. and the basis of the 
national currency is to be altered? It may be said that, 
whatever is done in the case of private debts. the national debt 
ought to be made payable in whatever metallic standard was 
in opeI"jltion when it was incurred. If the gold unit of curi 
rency is reduced. the interest and principal of the debt must 
be paid in the old unit. But this is to give the stockholders 
more than they bargained for. When they invested. it was 
with no idea of claiming a preference over other investors, and 

, to give them an uncovenanted benefit is an injustice to these 
latter. who have to pay taxes towards meeting the cost of it. 
If the national debt holders possess this right. it ought to have 
been made clear at the time when they subscribed to the 
loans; for then the State could have had the advantage of 
getting favourable terms for what would have been a gold 
loan. It would be dishonourable to alter the standard for the I 
purpose of lightening the burden of the national debt. But 
if the standard is to be altered on general ecoJ;lomic groun~, 
is it not irrational to give the national creditor a privileged 
position merely in order to save the appearance of arbitrari
ness? And if. as is.very probable. the greater Paf of the debt 
has been incurred during the war. when inflation was in pro
gress. is it not a departure from all reason and justice to select. 
the national creditors of all others to be repaid in the old 
standard? The pre-war debenture-holder in a trading con
cern, who lent money of the old standard. is to receive interest 
and pri~palin money flf the new. His neighbour. who lent,' 
the Government depreciated paper. is to be singled out to re-
ceive payment in the old standard. • 

The principle of repaying debt in C~Qf..equal.wlve\ 
to that in which it was ongmally in~ was 'adopted in the 
American, War of Independence and by Austria-Hungary in 
18u. (See above. p. 313. and p. 329.) It was not applicable 
in England after 18IS. if only because debts of different dates 
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had been consolidated, and the holdings were not distinguish. 
able from one another. • 

But, after all, the IllQst powerful argument t<1 be. urged in 
support of the inclusion of the national debt within the opera· 
tion of a n~3l.!<d.d~pre.cjll:!~.d !Ilonetary standard is that ~ther· 
wise the strain may be greater than the country can bear. If 
the Government finances can only be carried on by means of 
fresh inflation, the attempt to restore the metallic standard, 
even by a cutting of the knot, will fail, and in the end the 
public creditor will only be paid in paper. 

And yet this is itself the strongest argument for restoring 
the old standard if it can be done. If the real reason for 

\ 

abandoning the standard, unde,r, w.hatever plausible pretext, is 
believed to be necessity, the Jlational credit will suffa:. The 
nation can only escape condemnation for a breach of faith at 

• the price of a confession of financial impotenCe. 
We see then that aftes the orgy of inflation, which seems 

to be almost a necess!ll1' __ accompamment of modem war con
ducted on the grand scale, vanous currency policies are possible, 
and even when the policy otany particular country is selected 
its absorption of gold may vary within wide limits. Gold may 
enter into actual circulatioI! immediately, either because the 
issue of paper money has never been sufficient to depreciate 
the standard at all, or because the paper is made to pass at its 
depreciated .. alue or because a new gol<l, standard has been 
adopted. In such cases if the currency requirements grow, 
and no new uncovered paper money is issued to 1;Ileet them, 
gold will be brought to be coined or to support an increased 
note issue. ~cl-whateVerJhe st;w.l'lard.may be-if it be an 
old standard regained, or to be regained, or never lost, or ~ 

mt,be a new, .. standard established or MP,ed .. for-a Il'.old r~~~ 
arge or small, may be aimed atl or the gold excnange system 
'ye_l!:<,!ap!~ to. dispense wit~~rvE! altogetheq I Thus' 

the absorption oi gold is everywhere capable of almost un
limited variatiOn. And the world value of gold depends on 
the absorption of gold. If there is a general tendency to ac
cumulate gold reserves and to restrict issues with a view to 
increasing the circulation of gold coin, the value of gold in 
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commodjties will rise. ' '\!f.ihe tendency is to be content with I 
a pap~ circulation, without gold backing, the value of gold , 
may fall evell below ,the low level characteristic of war condi
tions. Which tendency will predominate it is impossible to 
foresee. On the op.e hand, the _~ll~e~<:e_()f .~_~~di.tions 
has increased rather than diminished the importance attache~ 
by Governments to ~e possess!?Il~f an ~p!e ~ock ~~ go!d 
On the other hand, It muSf1)e teineni6ered that a stock 0 

gold, w~ether in circulation or in reserve, can only be accumu
lated by a sacrifice of other forms of wealth, a sacrmce "'WhiCh 
natiOiiS-eihauStedWiihwar are iiISituated to make. The 
more they bid against one another for gold, the greater the 
sacrifice involved. Moreover the greater the value of gold in 
commodities, the more .difficult will it be to establish or to 
maintain agiv:en, g~<! sta:nd3.rd~Thus a scramble rorgold;-if 
ffoccursat all, will probably check itself before it has gone far. 

Seeing that the interests of every country in regard to the 
gold standard depend upon the action of all the rest, and their 
action may vary quite capriciously within such wide limits. 
some sort of international co-operation seems to be requiredj 
But international co-operation at once raises the d~cate ques
tion of national obligations. If all the co-operating states are 
burdened with heavy war debts, it will be to the interest of 
all to keep down the value of gold by restricting the demand 
for it. Are they gp~ to combine, openly or undv a p~t, 
to depreciate the medium in which their debts are pa~ble ? 
This is not quite the same thing as to infiate a paper currency 
for the purpose of lightening the burden of the national debt, 
for gold in any case has an intrinsic value as a raw material of 
industry.' But the limits of its variation are incalculably wide. 
and a general understanding to economise the use of it as 
cuxtency would have a prodigious effect. But if States 
generally agree to moderate their efforts in this direction. the 
picture of' the plenipotentiaries deliberating how great an 
artificial demand for gold 'must be set on foo, in order that 
the burden of their debts may be made sufficiently heavy and 
honour may be satisfied. is not altogether convincing. And 
the problem is still further complicated by the interest of 
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creditor nations in enhancing the value of the medium in 
which the debtor nations have to make payment .• Every
wherE: the State is saddled with the responsibility for determin
ing the unit of value; a responsibility which it cannot disavow. 
Yet as soon as it begins knowingly and of set purpose to 
exercise that responsibility it is faced with these perplexing 
problems. The upshot seems to be that the gold market, if 
every country is left to its own devices, must be irremediably 

. erratic, or, alternatively, if all agree to regulate it must 
become too palpably artificial. 

The question is not merely that of justice between debtor 
and creditor. The prolonged depression after 1873, insuffi
ciently relieved by the short trade revivals of 1880 and 1890, 
showed how much distress can be caused by an appreciation 
of the common monetary unit of the civilised world. This 
depression was not entirely the consequence of the war in
flations of the preceding twenty years, but. was still more 
traceable to the general transition from a silver or bimetallic 
to a gold standard. The terrible depression which followeq 
1815 was directly traceable to the deflation after the war. 

\ The gleam of good trade in 1818 and the speculative blaze of 
1825 were an inadequate set-off to the general gloom. There 
is a danger that the present war may be followed by a similar 
period of excessive currency contraction. Financial correcti
tude. if pr~d to the point of pedantry, may lead to a vice of 
deflationism as bad in its way as inflationism. Indeed one of 
the evils of inflationism is that when the monetary standard 
has lost stability, confidence can only be restored at the cost of 
a drastic currency contraction with all its attendant tribulation. 
Inflation means inflation of the consumers' income, and more 
especially of profi~_ and wages, the two principal variable con
stituents of the consumers' income. Deflation therefore means 

{ a reduction of ~fi~~ ,,!ag~\ If wag~ resist the process 
+-ilia-it falls undply on profits, the result IS unemployment. 

When the country is tied to the gold standard, and an abandon
ment of that standard means loss of touc.h with the world's 
currency, there is a plain motive to induce the commercial 

• community to undergo the ordeal. But when the gold 
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standarl1 has once been relinquished, it becomes very difficult 
to resij;t the traders' desire to have so much cfedit created 
as is necessary to finance their business at the existing level of 
wages and prices. , Trade unions do not usually accept a re
duction of wages UDless a fall of prices or loss of profit has 
actually materialised. \ If labour and capital are banded to
getber to resist deflatfon, their opposition may bring it to noth
ing, as happened in the United States in :r868. The consumers,' 
income. may become stereotyped at its inflated amount 
But a country cannot acquire increased purchasing power in 
the world's markets merely by increasing the number of units 
in which' the consumers' income is reckoned. The infiation 
will be reflected in the value of foreign monetary units, that is 
to say in the foreign exchanges. Incidentally this shows the 
futility of attempting to gain a larger share of wealth for the 
working classes by raising money wages without taking any 
other measures to effect a redistribution. Either the high 
wages will encroach on profits and diminish employment, or ' 
they will be accompanied by proportionately high profits and I 
prices. The former condition can hardly be a permanency; 
the latter can, provided the monetary unit be allowed to be 
permanently depreciated. 

During the war, wages have everywhere been increased 
in a very high proportion. It seems not unlikely that the 
difficUlty of reducing them again will be the determining fac;tor 
in the settlement of the future monetary units. Except where'f 
depreciation has gone palpably too far. as in Eastern and 
Central Europe, there is a tendency to revert to the pre-war 
gold parities. Bu~.!hiLdoe.s not, m, ,e,an.l/,,~toratioIL9f, thrl 
Pl'!"~_l!JW;hasiiig'<'POWeL9~_ thll_ several ,_D;to!letary unit/> ..... 
An,! country which finds ~ts currency appreciated above those 
of ils neighbours will think itself free to indulge in further in
flation till the appreciation is reduced. Any country which 
finds its currency depreciat¢ will wait eventS, till this further 
inflation has done its work. By the time they Jlre,ai!in step, 
the greater part of the world will again have a gold standard, 
but of course the purchasing power of gold will still be very 
low, perhaps even lower than ever. 

24 
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There never was a time at which the currency systems of 
the world were so exposed to danger as they are likely to be 

:. in the immediate future. The portentous profusion of paper 
money affords unparalleled opportunities for deflation, while 
the development of credit and the elaboration of such devices 

/ as the exchange standard have opened the way to an almost 
indefinite further inflation, cloaked under the disguise of an 
economy of gold. Between these two contrary dangers there 
seems to be no clear principle to keep mankind in the middle 
way, and it is even possible that one may succeed by way of 
reaction to the other. 



NOTE TO CHAPTER XX. 

I. CURRENCIES SINCE THE WAR. 

THE foregoing chapter, being ~ the nature of a forecast, written 
four years ago, would be incomplete without some comment, 
showing to what 'extent the forecast has been verified by the 
actual course of events. 

It is scarcely necessary to say that in human affairs the 
unexpected always happens. What is of interest is not to 

. try to make out a claim for the ful1ilment of a prophecy, but 
to use the· subsequent experience as an illustration of the 
theories put forward, and still more to see in what respects 
these theories require modification. 

The anticipated after-war trade expansion (p. 357) began 
both in England and in the United States in the middle of I9I9. 
In England, far from its being possible to keep the expansion 
within bounds by raising money for the repayment of the 
Government's floating indebtedness. the aftermath of war 
expenditure was so heavy as to necessitate extensive borrowing 
up to December. I9I9. The trade activity itself militated. 
against the success of Governm~t long-term borrowing (as 
explained above. pp. 96-7). and the loans of June-July. I9I9. 
did not produce enough cash to make any but a very fleeting 
reduction in the floating debt. 

Bank advances were at a relatively low level and traders 
possessed large liquid resources (cf. p. 357). It is probable 
that. so long as Government borrowing continued on a large 
scale. some inflationary tendency was inevitable. But in the 
course of the year the inflationary tendency was intensified 
by a rapid gro~ of bllllk advances.l Thereby was restored 

• Bank ad ..... _ .. coIcuJat.d by the .. Statist .. &om OIIDDoi balanco oheela, 
.-&om £637,om,ooo in December, 1918, to £ •• o.8,om,ooo in December. Igrg, 
and £','87 ,om,ooo in December. 1910. 

~I ~. 
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the power of the banks to control the situation, and it seems 
clear beyond doubt that that power ought to have been used. 
A high rate of interest on advances would have kept one 
cause at any rate of inflation within bounds. As the inflation 
itself was the chief obstacle to the absorption of funding loans 
in the investment market, there would have been a double 
advantage in a deterrent rate. It was only necessary to turn 
the comer, and the deterrent rate would soon have given 
place to a period of low interest and a favourable investment 
market (see pp. IZ9-30). 

The extent of the pressure for capital is illustrated not 
only by the rapid rise in bank advances, but also by the enor
mous total of £300,000,000 of new capital issues (exclusive 
of Government borrowings) for British industrial and commer
cial enterprises in I920. It was quite without precedent for 
home needs to figure so largely among London issu~. Of the 
bank advances themselves, too, a not inconsiderable propor
tion were devoted. to fixed capital requirements, such as 
extensions of plant. 

The United States also experienced an after-war inflation, 
which was stimulated by a low discount rate. But there·the 
tendency was moderated in two ways. FiIst, Government 
borrowing did not last so long as in England. The September 
quarter of I9I9 was the last quarter to show a deficit. For 
the December quarter revenue exceeded expenditure by 
$I54 millions. Secondly, the prohibition on the export of 
gold from the United States, whi~ had been in operation 
since September, I9I7. was lifted in June, I9I9. The coun
tries in the world which had succeeded in preserving the gold 
standard, and were prepared to buy gold as money, were few. 
Nevertheless, substantial gold expoz:tg followed to Spain, to 
Argentina, to Japan, and to other parts of the Far East and 
South America. 

In England, where the export of gold, though legally free, 
had been successfnlly discouraged during the war, a formal 
prohibition of export was instituted in March, I9I9, when the 
exchange was unpegged. 

The loss of gold from the United States did not, it is true, 
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lead to the adoption of earlier or more severe measures of 
credit contraction than in England. The American redis
count rates were raised after the English bank rate, not before. 
But large exports of gold themselves have a restrictive' influ
ence. So long as currency is convertible into gold, and the 
gold can be exported, prices approximate to world prices 
(d. p. 71). The exported gold serves to purchase foreign 
commodities, which compete with the home products and 
keep prices down. The starting of the vicious circle of 
inflation is not altogether prevented, because the expansion 
of demand affects all commodities, and raises the prices of 
those }Vhich are not exposed to foreign competition, but ~he 
inflation is retarded. 

In 19I9 the inflation was very materially slower in the 
United States than in England, and the result was seen not 
only in the disproportionate rise of the price index in England. 
but in the' fall of the American exchange. The exchange had 
been pegged at 4.76 during the war. It was freed in March. 
19I9, and began falling soon after. It ended the year at 
3.76, or 23 per cent. below par, and was still falling. 

During this period of infl~tion the progress made towards 
the restoration of normal currency conditions was nil. Rather 
there was a widespread and rapid retrogression. The inflation 
in England and America was only a part of the story. The 
neutral states of Europe, Holland, Switzerland. Spain. and 
the three Scandinavian countries, had experienced effects 
resembling those of high protection, owing to the obstruction 
of their imports during the war. Their currencies had been 
at one time at a high premium over the American dollar. 
Some time before the Armistice, probably in view of the 
imminence of large purchases of food and raw materials from 
America on the return bf peace, the premium began to ebb 

,away. In the fiist half of 1919 all these currencies (except 
that of Spain) fell to or below par. From then onwards, 
though the depreciation of the United States dollar in relation 
to commodities might have been expected to make the reten
tion of the gold standard easy, they fell lower and lower. As 
in England, the after-war inflation in these ex-neutrals of 
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Europe outstripped that in America. Heavy as their expendi
ture had been during the war, it was of course a mere trifle 
compared to that of the belligerents, and the inflation in their 
currencies cannot be explained as due to the strain on their 
Government finances. Probably they could have avoided 
inflation altogether; almost certainly they could have kept 
up to parity with the dollar, despite their shortage of stocks 
of commodities and their urgent capital needs. That they 
failed to do so was probably due to the contagion of the 
English inflationary movement. All that has been said above 
as to the power of a country that is a great financial centre to 
impose a credit contraction upon its neighbours (pp. lIS-I9) 
is equally true mutatis mutandis of a credit expansion. In 
the circumstances of I9I9 there was, it is true, one profound 
difference. There was no common monetary standard in 
operation in England and her neighbours. Where there is no 
'common standard, it is possible to resist, or at any rate to 
counteract, the influence of the financial centre upon credit, 
but to do so requires positive action. If there is no counter
acting interference, a credit expansion at the financial centre 
will be felt in increased purchases at existing prices and rates 
of exchange from the other countries. These increased pur
chases will deplete stocks, and will tend to stimulate produc
tion and raise prices. The presumption is that the expansion 
communicated in this way to any country would be slightly 
less than at the financial centre itself. But that is not neces
sarily so. The expansion depends on the expectation of a 
rise of prices, and, without any fOl-rnallink between the two 
currencies, this expectation may be just as potent as at the 
financial centre. The expectation, by giving rise to trade 
borrowing, tends to bring about its own fulfilment. 

The belligerent states of Europe, having to bear the full 
brunt of war burdens with much less financial strength than 
Great Britain, were in a more parlous condition. For them 
the possibility of checking inflation by redeeming floating 
debt can hardly be said to have arisen. Any question of 
controlling trade borrowing through discount policy, or by 
any other means, remained irrelevant to their circumstances, 
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for they continued submerged in the welter of war finance at 
its worst. It was a question of finding any expedient to 
meet the day-to-day liabilities of government.. To the cost 
of maintaining armies on a war footing succeeded the cost of 
demobilisation, and on the top of that the pressing necessity 
of financing indispensable supplies of food and materials. 
Gloomy but instructive parallels to the extravagances of the 
assignats have been repeatedly furnished. In 1919, after 
their war experience, people had become accustomed to a 
fairly substantial depreciation of redundant paper money. 
But they had either forgotten the precedent of the assignats, 
or, ai any rate, could not believe that such a collapse would 
be repeated. A flood of exports poured in from those parts 
of the world which had escaped economic exhaustion, and 
especially from the United States, to make good the shortage 
of commodities in Europe. European markets seemed at first 
to display an illimitable power of purchasing goods at higher 
and higher prices. But the moment the American exporter 
tried to remit the proceeds of his sales home, the exchange 
turned against him. To practical men a German mark 
meant 23.82 cents. If for the time being the market quoted 
it at 6 or 4 or 3 cents, they attributed the fall to an adverse 
balance of trade. Once Germany's urgent needs ~or imports 
were satisfied, surely, they argued, the mark would recover, 
perhaps not to its old parity (for loss of credit through defeat 
in war might prevent that), but at least to the 12 or 15 cents 
quoted after defeat had occurred and before the imports had 
begun. Rather than sell their marks at a ruinous sacrifice, 
many of them held on. But some of the exporters either did 
not share this view, or else could not afford to wait. Not 
only marks, but all European currencies were being continu
ously :;old, and were as continuously depreciating. This 
process was a sign that the rate of exchange was not at equili
brium point (see p. 60). It had to continue till the consequent 
diminution in the purChasing power in world markets of the 
users of the depreciating currencies was great enough to bring 
down their importing power to the limits set by their exporting 
power pIllS any credits or loans that could be raised abroad. 



CURRENCY AND CREDIT 

Those traders and speculators who acquired holdings of the 
currencies and kept them in hope of a rise, instead of selling 
them in the market, delayed the process of adjustment. 
They were in effect lending to the country whose. currency they 
held, and so helping to bridge the gap between exports and 
imports. 

The continuous fall in European currencies eventually 
frightened not only the American exporters but the banks 
which were financing them. By the 31st December, 1919, 
French or Belgian francs were worth only I of their par value 
in dollars, Italian lire 1, German marks -fi, Austrian crowns-b. 
Other currencies of Central and Eastern Europe were inter
mediate between the mark and the crown. With Russia 
economic relations were severed, and there was no exchange 
market. 

In January, 1920, the New York rediscount rate was raised 
to 6 per cent., and the patience of the American banks gave 
way. Advances to exporters on the security of European 
currencies were called in. The depreciation of these curren
cies, rapid as it had been, was accelerated to the point of 
panic. By the first week in February sterling had fallen to 
3·20, a discount of 34 per cent.; francs and lire had fallen 
heavily; marks, crowns, and other collapsed currencies were 
barely half what they had been a month before. 

This exchange panic marks a stage in the great post·war 
currency crisis. It was followed by a general recovery, 
delayed a little in the case of francs and marks by the political 
complications arising out of the Kapp Putsch in March and 
the French occupation of Frankfort (6th April-17th May). 
By June, 1920, all European currencies (with one or two 
unimportant exceptions) WE:I"e above the level of the preceding 
December. 

By cutting their losses the American exporters and the 
speculators had turned the greater part of their loans to 
distressed Europe into free gifts. They had also in the pro
cess relieved the exchange market of an incubus in the shape 
of a vast disappointed bull account. During the whole 
period of depreciation, be~~ with tlJe .. unpeggin~" ot 
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the exchanges between sterling, dollars, francs, and lire in 
M1lICh, 1919 (see p. 352-3), and especially during the weeks of 
panic, people in Europe had been paying away their own 
currencies in exchange for much-needed supplies. The con
tinuous rise in the prices of commodities was an inducement 
to pay away money for goods, and to cut down cash balances 
to the lowest possible limits. In other words, "rapidity of 
circulation" had been increased. When the crisis was over, 
the reduction of cash balances was an element of strength in 
the market. People who found that they had cut down 
their ready cash below the limits of convenience had to 
borrow or to sell in order to make good the deficiency. The 
recovery was thus a. perfectly natural reaction. The prices 
both of commodities and of foreign currencies il\ the distressed 
countries began to fall, and the stagnation of balances or 
diminished rapidity of circulation characteristic of a period of 
depression or faIling prices supervened (see p. II4 and, below, 
PP·425-6)· 

So long as the Governments of Central and Eastern Europe 
failed to balance their budgets, the recovery could only be 
temporary. The excess of imports, which had been swamping 
their exchange markets, and which was a transitory pheno
menon, was not the true cause of the depreciation.. ~o long 
as it continued it was merely a sign that the existing. depre
ciation, as recorded in the market, was .insufficient, and that 
equilibrium was not secured. The cause of the depreciation 
was the perpetual over-issue of paper money. The recovery 
in the exchanges and the dec1ine in the prices of commodities 
for the moment facilitated the absorption of paper money, 
and this condition of things, once started, tended to persist 
till the over-issue of paper money again became sufficient to 
bring about a renewed inllation and an increased rapidity of 
circulation. This spasmodic alternation of panic and recovery 
illustrates once again the inherent instability of credit. 

British currency and' the currencies of the European 
neutrals participated both in the exchange crisis of February, 
1920, and in the subsequent recovery. At the beginning of 
M!U'ch it was Jearp.t that sold was bems sent froJll London to 
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New York. (This, of course, could only be by authority of 
the Government, since the export prohibition was in opera
tion.) The exchange recovered to $4'00, making the discount 
on sterling no more than I8 per cent. 

In England the financial position of the Government is 
always strongest in the March quarter (the last of the financial 
year), when the greater part of the income tax is collected. 
The quarter ended 31st March, 1920, was the first since I9I4 
in which revenue had exceeded expenditure. This, combined 
with the recovery of the exchange, was encouraging. The 
end of inflationary Government finance was in sight. The 
budget for the new financial year ending 31st March, I921, 
when it appeared, did in fact provide for a large surplus. 

But whatever the ultimate prospects of the year as a 
whole were to be, the seasonal position of the Exchequer was 
becoming unfavourable, with the completion of the income 
tax collections. Moreover, the gigantic floating debt was a 
perpetual menace to the credit situation. The practice at 
that time was to keep Treasury bills continuously on offer 
at a rate of discount t per cent. below bank rate. The market 
took as many as it pleased. If it took more than were neces
sary for Government disbursements, the effect was to reduce 
the advances to the Government from the Bank of England. 
The contraction of the assets of the Bank meant an equal 
contraction in its liabilities, i.e. in deposits. The" cash in 
hand and at the Bank of England" of the joint-stock banks 
was thus diminished, the discount market immediately reacted 
to the stringency, and the consequent falling-off in the demand 
for bills in general, and for Treasury bills in particular, 
readjusted the position (see pp. 202-3). 

On the other hand, if the sale of bills was insufficient to 
finance the Government, it was necessary to increase the 
advances from the Bank of England to make up the deficiency. 
The resulting increase in the assets, and therefore in the 
liabilities of the bank, meant an increase in the cash resources 
of the joint-stock banks and the discount market. If the 
surplus cash immediately went into Treasury bills, equilibrium 
was restored. But there was no certainty that that would 
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happen. There always tended to be a general relaxation of 
credit, a readiness to lend to traders as well as to the Govern
ment. There might ensue only too easily an expansion of 
credit whicb would swell the profits of traders, encourage more 
and more trade borrowing, and start the " vicious circle" of 
inflation. 

Early in April, I920, Treasury bills sales being inadequate, 
it became necessary for the Government again to borrow large 
sums from the Bank of England. The policy of ." cbeap 
money" had already been abandoned in November, I9I9, 
when the Treasury bill rate had been raised from 31 per cent. 
first to 41 and then to 51 per cent. The bank rate had been 
raised to 6 per cent. But yet, by comparison with the profits 
of traders in the state of inflation then raging~ 6 per cent. was 
a low rate. 

It had gradually become clear that the discount rate, and 
therefore the bank rate, was the key to the situation, not so 
mucb because more Treasury bills could be sold if offered on 
more attractive terms, as because the high rates would react 
upon trade-borrowing and discourage it. 

On the I7th April, 1920, the bank rate was raised to 7 per 
cent., and concurrently the Treasury bill rate was raised to 
61. The system of selling Treasury bills at a fixed rat.e helped 
materially to make a rise in the bank rate immediately effec
tive. A 7 per cent. bank rate could hardly be called high in 
the circumstances. Mucb higher rates have been used in the 
past to cope with less violent inflationary movements. But 
the effect of a movement of the bank rate is largely psycbo
logical. It is required to offset not the profits that traders 
have been making, but the profits that they expect to make 
in the future. If they can be brought to moderate their 
expectations, a comparatively low rate will be deterrent. 
Conditions in the spring of I920 were so obviously unsound, 
and the Government and the Bank of England were so evi
dently determined to stop the inflation, that 7 per cent. 
turned out to be enough.· 

1 The fix:iDg of a limit for the fiduciaJy issue of curtency notes in December, 
'9'9> helped to con ...... people that the oubooquOlrt dellatiOD&l7 __ ,..,. 
meont oorioual1 (- po 114). 



CURRENCY AND CREDIT 

This was the end of the after-war inflation in England. 
In America the governing factor was the state of the reserves 
of the Federal Reserve Banks. Since June, 1919, these had 
been steadily depleted by gold expor1;s, and the reserve pro
portions had been further diminished by an expansion of 
liabilities. The gold situation was being eased, partly because 
first Spain and then Argentina were reaching saturation point 
and ceasing to import, partly because gold was coming from 
England. But in May, as the result of a financial crisis in 
Japan, the exchange on that country, which had preserved 
the gold standard, jumped up above the gold point, and large 
gold exports thither were threatened. At the same time the 
deposits and note-issues of the Federal Reserve banks were 
growing. r 

The New York Federal Reserve Bank had already put up 
the rediscount rate to 6 per cent. in January, 1920. On the 
1st June the rate was put up to,7 per cent. There, as in this 
country, 7 per cent. proved to be sufficient. 

Thus the after-war trade expansion came to an end in 
America also. There ensued a period of deflation, the inten
sity of which it would be hard to match from the economic 
history of the past two centuries. Probably the nearest 
approach to it is to be found in the depression which began 
in England with the crisis of 1814. In the countries with 
collapsed currencies the deflationary movement which fol
lowed the exchange crisis of February, 1920, soon evaporated. 
Their monetary situation remained very un~table. The 
region in which the deflation developed in all its severity was 
composed of the United· States, the British Empire, the 
European neutrals, the Entente Powers on the Continent and : 
Japan. The pace was set by the United States, where the 
gold standard was still operative. The 7 per cent. rediscount 
rate remained in operation there for nearly twelve months. 
Spain had already lapsed from the gold standard in January, 
I920, and Argentina and Uruguay, as soon as they began to 
lose their gold, followed suit. Japan, the only other gold
standard country, was at first experiencing an even more 
rapid deflation after its financial crisis, and was taking gold 
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from the United States. Thus the gold standard, which had 
mitigated the inflationary movement in 1919, did nothing to 
relieve the contrary movement in 1920. The prices of. com
modities fell remorselessly. The index of wholesale prices 
(the revised index number of the Bureau of Labour, expressing 
prices as a percentage of those of 1913) had risen from 193 in 
February, 1919, to 233 in january, 1920, and then, after a 
pause, to 245 in April and 247 in May. Therefrom it declined, 
with growing rapidity, to 179 in December, 1920, and 14I in 

• july, I92I. That meant that the purchasing power of the 
dollar (and therefore of gold) had risen in little more than a 
year by 75 per cent. . 

When deflation was started in England, it was, no doubt, 
with the intention of restoring sterling to par. "It might have 
been expected that all the monetary problems dealt with in 
Chapter XX would thereupon have arisen. That the gold 
value of the pound sterling would not be tampered with 
might be taken for granted. But the question of devaluation 
would arise in other countries. And in all the rate of progress 
to be set towards currency restoration would require careful 
planning. 

Not at all I It was all that England or any other country 
could do to keep pace with the United States in the breathless 
pursuit of deflation. Cases have been mentioned in earlier 
chapters 1 where plans for the restoration or maintenance of 
the gold value of a paper or token currency have been upset 
by a rise in the commodity value of gold, or, in other words, 
a fall in gold prices of commodities. But all have been 
eclipsed by this tremendous appreciation of gold. The greatest 
stress came in November, 1920, at the height of the seasonal 
crop-moving strain upon the American credit system. 
Throughout Europe the minima recorded in the foreign ex
change market during the panic of the preceding February 
were approached, and in nearly all cases passed. British, 
Swedish, and German currencies were a little better at the 
worst than in February. The currencies of South America 
and the East (with the exception of japan, which was tied to 

• See pp. 269-70. 08" 3,6-7, 326-7, 332, 345. 
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the United States by the gold standard) being themselves 
subject to little or no deflation, faithfully reflected the appre
ciation of the dollar. 

The price of silver (with which, of course, are associated 
the Chinese exchanges) showed particularly instructive move
ments. A free market in silver was restored in May, 1919 
(see p. 350). The controlled price of IOI! cents per ounce 
fine was 66 per cent. above the average of 1913, which was 
61'24 cents.' The index of wholesale prices generally in 
America in May, 1919, was 102 per cent. above the level of 
1913. Silver was therefore relatively below the average of 
commodities. In the remainder of the year it overtook the 
lost ground, and by December was at 133'07 cents, or II9 per 
cent., above the level of 1913. The corresponding percentage 
for commodities was then 123. Silver had almost made up 
its leeway. But silver differs from ordinary commodities in 
being used as money. In China, where it is the standard 
medium of exchange, there was no reason why the demand 
for it should be .appreciably modified, seeing that its pur
chasing power was at the normal pre-war level. But in other 
countries, where silver is used for token coinage, the silver 
coins would tend to be melted down as soon as their bullion 
value exceeded their monetary value. For the standard 
dollar of the United States this point is reached when silver 
is at 129'29 cents, and that price had . already been passed. 
The profit on melting was still small. But in Europe, where 
gold currencies had been replaced by depreciated paper money, 
the profit was much greater. In England, where the melting
point of the token currency was 66d. per standard ounce 
(equivalent at par to 144.69 cents per fine ounce), the price of 
silver rose at one time in February, 1920 (owing to the heavy 
depreciation of sterling), to 89!d. The melting of the coin 
by the public was prohibited by law, but it was decided to 
alter the standard fineness from 925 per mille to 500, and to 
enter upon a recoinage of all the silver in circulation. 

The melting of silver coin was a large potential source of 

• The statistics that fonow of the price of silver &n! tsk ... from the Feden1 
Reoerve Bulletin for June, '92". 
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supply, and in the new year the price of silver rapidly fell 
again below the general average of commodities. In May, 
when the American commodity index was at its maximum of 
247, silver, at I03'5 cents, was back at I69 per cent. of thll 
price of I9I3. Thereafter, though commodities fell, silver fell 
even faster, and in February, I921, was actually below the 
price of I9I3. 

The rise of silver to 891d., a price which had not been 
touched since the reign of Edward VI. (see pp. 290-I), excited 
a good deal of astonishment, and various explanations were 
offered. In reality, what required explanation was not the 
rise (which merely reflected the fall in the purchasing power 
of sterling) but the subsequent fall, being much more than 
in proportion to the fall of prices generally. Whether the. 
melting of silver coin is ~y itself an adequate explanation is 
impossible to say. The fall of price itself brought the bullion 
value of British and American silver coin and that of the 
ex-neutral states below melting-point, and the United States 
Mint was bound by the Pittman Act of I9I8 to buy back 
from the American producers at $1 an ounce as much silver 
as had been sold from the Treasury's reserves to India under 
that Act. But a number of recoinage schemes that had 
already been set on foot, in Great Britain and elsewhere, to 
reduce the silver contents of the subsidiary coins, remained 
to swell the supplies of silver for years to come. 

The Indian rupee had been since I9I7 practically on a 
silver basis (pp. 349-50). To keep it at par with the depre
ciating pound sterling, coinage had been undertaken on a 
large scale, and the fiduciary note issue had been extended, 
till at last the purchasing power of the rupee was so far reduced 
in relation to silver that the melting-point corresponding to 
the old parity of IS. 4d. was reached. Thereafter the exchange 
value of the rupee had to be pushed up from time to time to 
accommodate it to the price of silver, and by February, I920, 
it was at :as. 4d. ' 

These adjustments of the rupee represented a departure 
from the policy of following the depreciation of sterling. 
India was saved thereby from the effects of the after-war 
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inflation, and the Committee on Indian Currency and Finance, 
presided over by Sir H. )3abington Smith, which reported 
early in I920, recommended a policy which was designed t~ 
preserve this advantage. The rupee was to be tied not tc 
sterling but to gold. Gold, it is true, had itself been depre· 
ciating. But it was possible to set a limit to the process. 
The reserve proportions of the Federal Reserve banks were 
already very low, and the raising of the redisco~nt rate t~ 
6 per cent. in January was a sign that remedial steps were 
to be taken. There had followed the exchange panic, and a 
pause (though a temporary one) in the rise of prices in America. 

A further rise in the gold price of silver was also unlikely. 
The melting-point of the standard silver dollar was a distinct 
stage in the process. 

There was therefore a better prtspect of stability with a 
value fixed in gold than with a value fixed in sterling, which 
had fallen in less than a year from 4.76 to 3.20, and might 
quite possibly fall further. Accordingly the rupee was fixed 
at 2S. gold, or 48i cents. For a short time this value was 

,effective. But the deflationary movement in America intra
" duced an entirely new and unforeseen element into the problem. 
If the new gold value of the rupee was to be sustained, the 
commodity value of the rupee would have to be raised as fast 
as the commodity value of gold. Twice before had the rupee 
been successfully kept up to par by withdrawing rupees against 
gold or sterling assets (pp. 34I and 348-9). In 1920 very large 
resources were available for the purpose in the Gold Standard 
Reserve and the Paper Currency Reserve, and a start was 
made with the sale of bills on London (" reverse councils ") 
in India. But on this occasion the machinery was not worked 
in the old way. There was some hesitation in drawing upon 
the gold and sterling assets; the sale of bills was limited to a 
fixed weekly amount; rupees which had been withdrawn 
were lent to the Indian Government and paid out again. In 
April the new gold parity was lost, and-in the end there was 
practically no deflation in India at all. Perhaps this accorded 
more closely with the essential aims of the Babington Smith 
Committee's recommendations than a desperate adherence to 
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the new gold parity. The rupee remained stable. The depre
ciation that brought its gold value down to 261 cents at the 
end of 1920, and even lower in the course of 1921, was for the 
most part only apparent. It was gold that had appreciated. 

This is equally true of other currencies which apparently 
depreciated heavily during the same period. In fact, every 
country was faced with the choice of letting its currency fall 
in relation to gold or undergoing the trade depression and 

,unemployment inseparable from deflation. The Argentine 
peso (paper) fell from 43 cents in April to 33 in December ; 
the Brazilian from 26i to 141; the Chilian from 23i to 131. 
(The first-named fell less in proportion, because for a short 
time it was sustained by the gold standard, the gold par being 
42 '45.) • 

The new year, 1921, sa\r a substantial recovery in European 
currencies, but this did not extend either to the East (where 
silver and the rupee continued to fall) or to South America. 
In fact, the appreciation of gold continued with only slightly 
diminished rapidity, and the European recovery was due partly 
to the fact that the temporary credit stringency incidental to 
the financing of the American crops in November, 1920, had 
been specially felt by the European importers, but still more 
to the deflationary measures undertaken by England and her 
European neighbours. In reality a 7 per cent. bank rate in 
London is more severe than a 7 per cent. rediscount rate in 
New York, because a higher average level of interest prevails 
in America than in England. If deflation had at first been 

" less rapid in England, that was because the preceding inflation 
had been more intense than in America. The exchange 
gradually rose from 3'34i in November, 1920, to 4'00 in May, 
I9ZI. It was thus as high as when the deflation had begun 
twelve months before. The currencies of the other Entente 
Powers in Europe and of the ex-neutrals were similarly 
restored (though Spain and Norway lagged behind). On the 
other hand, the collapsed currencies of Central and Eastern 
Europe, though most of them were above the worst quota
tions of 1920, were far below the maxima of that year. If 
they had succeeded in staying the progress of inflation for a 

2S 
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time, they were yet far from being able to follow their westen 
neighbours in the policy of deflation. 

In May came the first relaxation of the deterrent rediscounl 
rate of 7 per cent., which had been in operation in Americ! 
for nearly a year. The reduction was only to 61 per cent. 
though the deflation might quite safely have been left lon~ 
before to continue by its own momentum (d. p. 114). T< 
keep up the rate of rediscount, when prices were tumbling 
and the profits of trade had become a negative quantity, Wa! 

to put on the brake when going uphill. And even then thE 
stress was not over. The universal collapse of values in thE 
United States, though it had not culminated in a crisis of thE 
old type, had left behind it a legacy of embarrassments. 
Advances to traders, who could not liquidate, were frozen up, 
and banking difficulties supervened,"which came to a head iII 
May, 1921. The fall in prices was almost over, but therE 

\' was another convufsive stringency, not unlike those of Febru· 
ary and November, 1920, and a general fall of the exchanges. 

This time the situation was complicated by the efforts oj 
Gennany to effect the first large cash payments of reparations. 
A milliard of gold marks had to be paid between the beginnin@ 
of May and the end of August. For a year Gennan finanCE 
had been saved from collapse only by the increased appetite 
for paper money and Treasury bills, manifested by the public 
in consequence of the recovery after the currency crisis of 
February, 1920. The great tax refonns of 1920 were begin
ning to bear fruit, but even so the balancing of the ordinary 
budget was not fully or certainly accomplished, and real 
resources in the hands· of the Government for reparation 
payments were practically nil. A small reserve of foreign 
currencies that had been accumulated by the Reichsbank was 

~ swept into the net, and for the rest it was a case either of 
offering freshly issued paper money in the exchange market, 
or of raising credits in foreign currencies to postpone the evil 
day. 

The inevitable result was a renewed collapse of the mark, 
which brought it far below the lowest level of 1920, and which 
ended the period of repose enjoyed by the collapsed currencies 
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since the spring of that year. For credit'conditions through
out Eastern Europe were intimately connected with those 
of Germany. Even Western Europe was not immune, for 
French, Belgian, and Italian currencies were sensitive to 
anything which affected their prospects of recovering repara
tions. 

All these influences, however, were transitory. On balance, 
the second half of 1921 was a period of recovery in the ex
changes. Sterling, after falling at the end of July to 3'56, 
rose in December to 4'20, a higher quotation than had been 
recorded at any time since September, 1919. This was a real • 
increase in the purchasing power of the pound. Prices of 
commodities cohtinued to fall in England, while in the United 
States they remained 'pr8ftically stationary. . 

. The same period saw a certain sifting of the Central and 
Eastern European group. Some, of which the most con
spicuous was Czecho-Slovakia, got free from the influence of 
the German mark, and obtained a firm footing on the road to 
financial recovery. Others, such as Austria, Poland, and 
Hungary, were, like Germany, to experience a further collapse 
in 1922. 

Much is to be found in Chapter XX. about the dangers of 
the instability of gold, about the depression and unemploy-! 
ment which must accompany deflationary measures, about 
the risk of further inflation. But these perils were then 
treated throughout as arising from uncoordinated efforts at 
currency reform. No anticipation is to be found in the 
chapter of what has actually happened, a riot of inflation, 
followed by an equally immoderate deflation, on the part of 
the only country in the world that was securely established 
on the basis of a gold standard. 

Now that the contraction of credit in the United States is 
over and the prices of commodities have begun to rise again, 
there is at last some prospect of the currency situation being 
dealt with. British prices have ceased to fall materially since 
the beginning of 1922, but the exchange has continued to 
improve. Though the pound has ceased to rise towards the 
dollar, the dollar has begun to fall towards the pound. The 

as' 
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deBation has been so much overdone in the United States tha 
the gold reserves of the Federal Reserve banks have beel 
swollen to unmanageable proportions. An expansion 0 

credit is therefore due, of which the rise of prices and improve 
ment of business of the past few months are undoubtedly th. 
earliest symptoms. It may be confidently anticipated tha 
this movement will bring sterling to par in the near future. 

This was already the prdspect at the time of the Gene< 
Conference in April and May, 1922. The inclusion of th, 
subject of currency in the agenda of that conference, and th, 

• passage of a series of resolutions contemplating practica 
action, through a meeting of. representatives of the centra 
banks of the world, mark a recognition of the~need for inter· 
national action (cf. pp. 367-8). 

The Genoa resolutions are directed to a general return tc 
the gold standard, and provide inter aUa for the future regu· 
lation of credit with a view to preventing undue Buctuation! 
in the purchasing power of gold. The Buctuations that haVE 
occurred in the purchasing power of gold in the last threE 
years have already inflicted upon the world only too complete 
a fulfilment of the deplorable consequences anticipated (SeE 
pp. 357, 360, 362-3, 368). If the Genoa proposals are rea1ised 1 

we may be spared them in the future, and may even escape 
from those more mcxlerate but still undesirable Buctuations 
which gave rise to the trade cycle under pre-war conditions 
(see pp. 130-1). 

The Genoa Conference raised the question of the devalua
tion or reduction in the former gold values of currencies (see 
pp. 363-6). It may be taken as certain that the pound sterling 
will be replaced on a gold basis at its old value of II3 grains 
of fine gold. Had it been possible in June, 1920, to foresee 
the extent of the coming appreciation of gold in comparison 
with commodities, a plausible case might have been made out 
then for cutting adrift from gold and limiting our deflationary 
measures to such as would stop any further inflation. Prices 
and the cost of living might thus have been stabilised at 

1 For an namination of these proposab, see my U Monetary Recoutruction, til 
pp .• 8-•• ODd '3"47. 
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somewhere ibout two and a half times the pre-war standard. 
If, none tlfe less, the United States had persisted in the policy 
of deflation, and had reduced prices to one and a half times the 
pre-war standard, sterling would have settled down at or near 
60 per cent. of its pre-war gold value ($2·92). Whether it 
would have been reasonable to follow this course, and reduce 
the gold value of the pound accordingly, it is not necessary to 
decide. Now that the exchange is above 4'60, and the decline 
in the commodity value of the dollar is likely to bring it to 
par without any effort on our part, the question of devaluation 
does not arise. • 

If our currency is again restored, as in 1819, to its ancient 
gold value, t1tis settlement will command more confidence 
than any other. If its gold value were changed once, it might 
be changed again. A return despite difficulties to the former 
parity is a pledge of stability. 

The restoration of sterling to par will carry with it the 
restoration of those currencies of the British Empire which 
are based on sterling (e.g. South Africa, Australia, New 
Zealand, the East and West African Colonies, Straits Settle
ments, West Indies, etc.). Egypt also has a currency based 
on sterling. The currency of India awaits a new settlement. 
The reaction from the recent deflation is likely to bring about 
some rise in sterling prices before stabilisation is brought into 
effect, and that by itself would tend to cause a corresponding 
rise in the sterling value of the rupee. It hardly seems 
possible that this rise would be sufficient to raise the rupee 
to 25., which is still by law its nominal par. It may perhaps 
be fixed at the old value of IS, 4d., or at some intermediate 
level. 

Canada, Switzerland, Sweden, Japan, and Holland are 
close to par. and some of them have recently touched par. If 
the restoration of the old gold par is beyond dispute in the 
case of sterling and of these currencies, that is by no means 
so for those Western European currencies that are further 
removed from par. The Spanish peseta is at a discount 
of something like 80 per cent. It is doubtful whether the 
coming rise in gold prices will be sufficient of itself to bring 
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~t back to par. But so mild a dose of deflation ought to be 
enough to bridge the gap that a return to par, if desired, 
would seem to be quite feasible. Spain has a strong gold 
position, holding just £100,000,000. 

For Denmark and Norway the return to par would be 
rather more difficult. Their currencies are at a discount of 
30 per cent. or more, and it is doubtful whether the advantages 
of regaining the former gold value would repay the pains of 
deflation. 

The French franc is at present worth about 61 cents, as 
.compared with a pre-war par of 19·3 cents. Yet there is 

undoubtedly a considerable body of opinion in France which 
favours a return to par, and an official declaration against 
devaluation was made by the French representatives at 
Genoa, when the franc was between 8 and 9 cents. 

At first sight one is tempted to say that the return to par 
would be absolutely impossible. But France participated in 
the recent deflationary movement in Western Europe, and the 
purchasing power _of the franc was then nearly doubled. If 
that has been done once, can it not be done again, not imme
diately perhaps, but at all events after an interval of a few 
years? The process was facilitated by the simultaneous 
deflationary movements elsewhere, which glutted world mar
kets with forced sales of commodities. But that did not 
soften the ill effects for France herself. 

Nevertheless the position of France has been peculiar, and 
the ill effects do seem to have been softened. The most 
devastating part of the war was fought on French soil, and 
reconstruction is a heavy task. The financial burden of 
reconstruction falls on the Government in the form either of 
direct disbursements or of guarantees. The guaranteed loans 
are practically indistinguishable from direct Government 
borrowings. The total Government expenditure has been 
swollen by these burdens ever since the end of hostilities to 
more than 40 milliards of francs a year, of which less than 
half has been covered by revenue, even since the important 
tax reforms of July, 1920. 

The expenditure on the devastated area, and the compensa-
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tion to sufferers from war damage, account for fully IS mil
liards out of this huge total. That very substantial propor
tion of the total industrial production of the country has 
therefore been financed by the Government. This has re
stricted the needs of industry for trade borrowing. As under 
war conditions, much of the Government borrowing has 
replaced trade borrowing, instead of being in addition to it. 
The business embarrassments,. which have supervened in 
England and America owing to the fall in prices, have been 
confined in France to those branches (e.g. the Far Eastern 
trade) which have not been sustained by Government financinlrt 
in this way. 

But of course the embarrassment due to 'the rise in the 
purchasing power of the franc and the enhancement of the 
burden of a franc debt has not been avoided. If the trader 
has escaped the loss, he has merely passed it on to the State. 
To the trader the embarrassment takes the form of a fall in 
the market value of his stock-in-trade; to the State it takes 
the form of a decline in the productivity of the revenue. The 
French revenue has displayed a serious want of elasticity, 
and the yield of the new taxes of I920 has been disappointing.' 
That is partly because the taxes are being paid in francs of 
much higher purchasing power than in I920, when the yield 
was estimated. The same amount of wealth is represented 
by a smaller number of francs. 

It cannot be taken for granted that it will again be possible 
a few years hence to double the purchasing power of the franc 
without provoking a crisis, and a depression equal to that 
which has had such calamitous consequences in England and 
America. The recent depression succeeded to an expansion 
so intense and of such short duration that business had not 
been able fully to adjust itself. People who had borrowed to 
carry stocks of cotton at 43 cents a pound, or wheat at h'25 
a bushel, were involved in troubles leading in some cases to 
bankruptcy, but such high prices only obtained for very short 
periods, and the quantities that were actually financed at 
those levels must have been small. The subsequent drop in 
these and many other commodities was enough to upset the 
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calculations of dealers who had bought far below the top 
prices. But it is significant that the losses, great as they 
were, and the numerous bankruptcies to which they led, were 
not enough to cause a crisis or panic. 

If the commodity value -of the franc were kept for a time 
at its present level, and then raised, it cannot be assumed that 
anything like so rapid a process would be possible as under 
the exceptional conditions recently obtaining. With trade 
borrowing normal and based on a steady level of prices, a 
much more moderate reduction of prices would disorganise 

• business and provoke a crisis. The only practicable method 
would be a long'-drawn-out contraction of credit, involving an 
equally prolonged state of depression and unemployment. At 
a time when other countries are exempt from such conditions, 
it is exceedingly doubtful whether such a policy would be 
politically practicable. on the assumption that the policy is 
successfully undertaken, what will be the result? The burden 
of the internal national debt, which is already so heavy that 
the fiscal machine fails to provide the revenue to meet expendi
ture, will have been doubled (except in so far as the rate of 
interest will have fallen, a process which the depression itself 
will facilitate). It may be admitted, of course, that the interest 
on the internal debt is itself (subject to certain exemptions) 
taxable income. But as the experience of many countries in 
Europe has shown, to possess taxable wealth is one thing, to 
find a fiscal system which will tap it successfully is quite 
another. • 

Perhaps it will be contended that the difficulty in regard 
to the national debt could be avoided if a drastic programme 
of debt repayment were adopted and carried through before 
the deflation began. Various expedients might be suggested 
for effecting at OI~e stride a large reduction in the debt. A 
capital levy may probably be written off as Politically impos
sible in France, and, even if it were possible, the maximum 
amount that could be raised by it would not make much 
impression on an internal debt of 250 milliards. A scheme 
for converting a large part of the existing debt into a gold 
debt, and so making it independent of variations of the franc, 

.,: 
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would have the desired effect. But the French public might 
not be attracted by a loan of which the interest and principal 
represented a variable and presumably diminishing number 
of francs. It does not seem likely that all that could be done 
in this direction would reduce the franc debt 'within manage
able proportions. The requisite reduction could therefore 
only be effected over a long period of years. But the lapse of 
time would by itself make the advantages of a return to parity 
from the point of view of justice less and less. On this side 
of the question it is not necessary to add anything more to 
what has been said above (pp. 363-6). The case of France. 
may serve as a type of all those where the doice of a return. 
to the old gold par or the establishment of a new one arises. 

In one group of countries the monetary unit has fallen 
away so far that the choice does not arise. It can only be 
stabilised, if at all, at a fraction of its old value. These are 
the collapsed currencies of Central and Eastern Europe. The 
doubt expressed above (p. 181), whether in 1796 a French 
debtor, who valued his credit or his reputation for honesty, 
would have claimed to discharge his debt in assignats worth 
wk of their nominal value certainly does not apply in the 
countries where collapsed currencies are used to-day. There 
has been no interruption of the payment of debts in depre
ciated paper, though the depreciation of the assignats has been 
surpassed. Debtors have not been ashamed; creditors have 
not pressed for relief. The only cases wh~ obligations have 
been revised have been contracts for the sale of goods in 
return for prices which have become ludicrously inadequate 
in the interval before delivery. Such contracts have in certain 
circumstances been rescinded, at any rate in Germany, by 
the courts (see the .. Economist," 1922, Vol. I, p. 1250, and 
Vol. II, pp. 280-1, 324-5, and 359). 

The causes of the currency collapse are those described 
above in Chapter XIV. (War Inflation). They are the same 
that brought about the collapse of the assignats. But the 
persistence in the use of a currency unit year after year, 
despite the most erratic fluctuations and the most catastrophic I 
depreciation, is a new phenomenon in monetary history. 

The former unhesitating acceptance of moiiey as an 
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absolutely stable measure of value, fallacious though it was, W3.! 

a close enough approximation to the truth to survive all the 
efforts of the economists to dispel it. In Central and Easterr 
Europe money has now become the conspicuously unreliablE 
factor in every calculation. The people speculate upon it! 
vagaries not only in relation to other currencies in the foreig:tl 
exchange market, but in relation to commodities. An expec· 
tation that the value of the currency unit is going to droj: 
finds expression forthwith in a rush to buy commodities and 
foreign currencies, and the prices of both are forced up. On 

• the other hand, when the value of the currency unit is expected 
to recover, the rush is to sell commodities and foreign cur· 
rencies. An example which has already been mentioned is 
the "flight from the mark" which occurred early in :I920, 
and the subsequent recovery. But how many other" flights 
from the mark," or "flights, from the crown," followed by 
similar recoveries, might have been cited I 

The rush to buy and the rush to sell magnify the depre
ciation or appreciation of the currency unit in which they 
originate. They are really particular instances of the varia-

, tions in traders' balances explained in Chapter III. (p. 46). 
But they are different in one respect; the price changes are 
so great and so rapid that action is not confined to traders and 
professional deaIersJ but the ordinary consumer takes part. 
The more general the movement, the more potent the conse
quences. That is why the collapse of a discredited currency is 
not a steady or continuous process, but is broken by wild and 
spasmodic fluctuations. 

We saw in Chapter I. that when prices are rising profits 
are high, and the rate of interest which a trader is prepared 
to pay is correspondingly high (p. :I3). What affects the rate 
at which the trader is prepared to borrow is his expectation 
of the future course of prices. In practice, 'when prices are 
rising, the rate of interest does not usually rise to the full 
extent that the price movements would justify. That" is 
partly because, if the full rise were generally foreseen, it would 
be forestalled; it would cease to be a future rise, and become 
a present rise. 
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But the immediate demand for commodities depends upon 
the immediate supply of the means of payment in the hands 
of the consumers. If speculative rises of price go beyond 
what the consumers can pay, goods will not be sold. There
fore when a very large increase in the supply of the means of 
payment is expected in the future, it may be impossible for 
present quotations to reflect fully the rise of prices that can 
be foreseen. That means an intense distrust of the currency, 
and traders who borrow in terms of a discredited unit, with the 
expectation that the value of the sum borrowed in terms of 
commodities will have fallen heavily by the time it has to be, 
repaid, may be willing to pay a correspondingly high rate of 
interest. 

In the early operations of the Russian State Bank, founded 
in the autumn of 1921, this situation developed, and interest 
was charged at I per cent. II day upon advances in Soviet 
roubles, while advances in gold roubles cost only I per cent. 
II fIIOftth. Recently a similar tendency has appeared in 
Germany, especially for advances made expressly for the 
purchase of foreign currencies. Such advances were made in 
the autumn of 1922 at no less than 20 per cent. a month. 
That apparently exorbitant rate measured the extent of the 
distrust felt by the public. In fact, the very same motives 
that led people to divest themselves of mark assets led them 
to incur mark liabilities. And while the dissipation of mark 
balances increased the rapidity of circulation, the pressure 
to create mark credits increased the supply of marks; both 
tendencies aggravated the depreciation. . 

As a matter of fact, the rise in the value of foreign currencies 
on the exchange market exceeded 20 per cent. in every month 
from the beginning of June, 1922, to the beginning of Decem
ber, so that the speculators who paid anything up to 20 per 
cent. per month for mark advances made large profits. 

Among all the expedients to which the monetary tangle 
has driven Europe, no country has adopted, at any rate in 
the precise form discussed above (see pp. 361-3), the method 
of making an arbitrary reduction in the current value of the 
paper money in terms of the money of account. But one or 
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two cases can be cited in which somewhat similar principles 
have been followed. In February, 1919, the newly created 
republic of Czecho-Slovakia took steps to separate its currency 
from those of other countries which were using the Austro
Hungarian crown. The notes of the Austro-Hungarian Bank 
circulating within its territory were required to be impressed 
with an official stamp, and thereafter only the stamped notes 
were to be legal tender. This plan (which was adopted at 
about the same time by Jugo-Slavia, and subsequently 
imitated by the other Succession States) necessitated the 
closing of the frontiers for several days, in order to limit the 
stamping to the notes actually in the country. 

It was enacted as part of the stamping measure, that half 
of all holdings of notes in excess of a certain limit should be 
retained as a forced loan, and only half returned to the posses
sors in the form of stamped money. This did not amount to 
a writing down of the debt-paying capacity of the money in 
circulation, though it had the effect of reducing the actual 
amount of currency in the hands of all except the smallest 
holders. A similar plan was carried out by Hungary in 1920. 

In April, 1922, the Greek legislature decreed a forced loan 
on somewhat similar lines. Every note had to be cut in half. 
One-half continued to circulate as money for half its face 
value, while the other half became a holding in the forced loan. 

The most terrific currency depreciation of all is to be 
found in Russia, where the rouble has been reduced to one 
forty-millionth of its pre-war value;, In 1922 a new rouble 
was introduced, equivalent to 10,000 of the old, and in 1923 

there has followed again a new rouble equal to 100 roubles of 
1922, or 1,000,000 of the old roubles. But these were mere 
changes of nomenclature, like the substitution of the new 
rouble for the old in 1839 (p. 333). They"facilitated arith
metic by dispensing with superfluous noughts. Another 
measure recently introduced (but soon dropped) is of more 
interest. A new money of acCOqnt, a fictitious .. gold rouble," 
was instituted, in which salaries and other obligations could 
be calculated. The number of paper roubles required to pay 
a gold rouble varied. The number was to be fixed monthly 
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by official authority, in such a way that the purchasing power 
of the gold rouble should be as nearly as possible equivalent, 
at the prices prevailing in the market at the time, to the 
purchasing power of the pre-war rouble. . to this purchasing
power rouble there has now succeeded a gold. rouble note 
issued by the new State Bank, and (at present) maintained 
at par with gold. It circulates side by side with the paper 
rouble of 1923, which represents a million of the old roubles. 

These Russian currency experiments, however, do not 
supply us with really valuable experience, because the revolu
tion destroyed all the economic relations that depend upon the 
currency. From the point of view of the use of money, the 
Russians have been living from day to day. 

In conclusion, a word remains to be said as to the position 
of wages. .. Deflation means a reduction of profits and wages'r 
If wages resist the process, and it falls unduly on profits, the 
result is unemployment" (p. 368). The industrial history of 
the last three years has been one long grim illustration of this 
principle. As always happens when unemployment is rife, 
numerous explanations of its causes are forthcoming. The 
favourite ·explanation at the present time is the collapse of 
the currencies of Germany and her neighbours. The countries 
affected, it is said, cannot buy from us, while the cost of 
production of their manufactures is so low that they can 
undersell us. In reality, however, their competition (as 
measured by the quantity of goods produced or exported) is 
much less formidable than before the war. And as to their 
reduction of buying power, British producers have suffered 
far more from the diminished demand of non-European 
markets. ' 

The deflation which started in 1920 is by itself so entirely 
adequate an explanation of the trade depression and unem
ployment, that the search for other causes is superfluous. 
But so far from labour and capital being " banded together 
to resist deflation .. (p. 369)" they seem to have been hardly 
aware that their interests were touched by it. Business men 
dislike a high rediscount rate, apparently because they 
associate it with trade depression, and they resist the rate 
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being put up (even when a rise is urgently required to check 
an unhealthy inflation), but, once it is up, they acquiesce in 
its remaining at a high level without much protest. Labour 
appears to take little interest in the subject. 

Yet among all the causes of the distresses of the working 
people, and of their unrest, instability of the monetary unit 
ought to take the first place. 

When the monetary unit is depreciating and trade is 
I active, employment is good. But employment is good largely 
because labour is then relatively underpaid. The demand for 
labour outstrips the supply, because its market price is too 
low. It is then that labour appears powerful. Employers 
cannot afford to let the opportunity of producing at a profit 
pass, and their workmen are in a position to dictate to them. 
At such a time the complaint of the workmen that the high 
cost of living reduces their real wages is mingled with the 
complaint of the employers that the workmen will not produce 
fast enough. • 

Turn to the other phase, when the unit is appreciating. 
: Trade is depressed and employment is bad. Labour is rela

tively overpaid.> Somehow or other, sooner or later, wages 
must be reduced. The attempt to reduce them probably 
provokes labour disputes. Production is being conducted at 
a slight profit or at a loss, markets are glutted, employers are 
glad to suspend production for a time. The disputes tend all 
to go against the men. At such a time labour is powerless, 
just because it is relatively overpaid. 

1 To avoid misunderstanding. it may be u weD to explain that this me&IlI 

that labour is "overpaid" only in the sense that the market price of labour is 10 

high as to check demand, and lea_ part of tho workmen unemployed. Thia 
statement has no reference to the standard of living. 
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II. INTERNATIONAL INDEBTEDNESS. 

In the foregoing pages little reference will be found to what 
is regarded by some people as the principal source of our 
economic troubles, that is to say, the huge, and in some cases 
almost insupportable, international debts left behind by the 
war. The indebtedness is partly that of one former ally to 
another, and partly that of the defeated party, who owes 
reparations to the victor. 

It is frequently asserted that it is. impossible to proceed 
with the economic reconstruction of Europe till some durable 
settlement of this question has been arrived at. The usual 
line of argument is that the collapse of the foreign exchanges 
is caused by the excessive international indebtedness, that 
unemployment is caused in the rest of the world by the con
sequent failure of purchasing power, and artificial diminution 
of cost of production in the debtor countries, and that the 
only way to cure unemployment is therefore to wipe out the 
indebtedness. 

These assertions contain elements of truth, but they are, 
as they stand, not merely inadequate, but misleading. The 
subject is of such importance in the circumstances of the 
present time, that it will be worth while to criticise the views 
referred to in some detail, in the light of the principles ex
pounded in Chapter IV. 

Of the process by which the collapse of the exchanges has 
come about, something has already been said in Chapter XIV. 
and in the first part of this note. It has occurred in those 
countries where the over-~ue of paper money has reached 
such a pitch that all confidence in the value of the monetary 
unit has been forfeited. The depreciation of the unit has 
then been violently accelerated by the discredit. 

The depreciation may be measured either by the value of
the currency unit in terms of unimpaired foreign currencies in 
the foreign exchange market, or by an index number comparing 
the average level of prices with the level that prevailed before 
the depreciation. It is a remarkable feature of the collapsed 
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currencies that these two tests often give inconsistent results. 
The depreciation indicated by the foreign exchange market 
(allowance being made for changes in the purchasing power of 
foreign currencies) is sometimes very much greater than that 
indicated by the rise of prices. Not uncommonly it -is even 
two or three times as great. 

This is an exception to the general principle enunciated 
in Chapter IV .• that the rate of exchange between any two 
countries substantially expresses the relative purchasing 
power of their monetary units.1 How is it to be accounted 
for? 

It may be admitted. to begin with. that there is a certain 
tendency for discredit to affect the foreign exchange market 
sooner than the commodity markets. To people who want to 
turn their cash into some form of stable value. foreign cur
rencies are probably much more convenient than commodities. 
Commodities cannot be marketed without loss. except by 
those who make trading their business. Foreign currencies. 
on the other hand. have the attributes of money. In virtue 
of their advantages as a refuge from the collapsed currency. 
they will command a relatively higher price than commodities. 

But the working of the commodity markets ought gradually 
to eIiminate this inequality. unless there is some other cause 
operating. Here is the point at which international indebted
ness enters into the problem. Suppose that a country is 
endeavouring to meet an external obligation. and suppose that 
the obligation is excessive • in relation to its exporting power. 
What will be the effect on the foreign exchanges ? 

This problem has no necessa"1 connection with that of a 
collapsed currency. The obligation may fall upon a country 
in a normal monetary condition. and. on the other hand. one 

I Or. as PIOfessor Cassel very conveniently ezpr ..... it, the rate of exchange 
tends towards the "purchasing power plrity" ( ... ru. " Money and Foreign Es· 
change after 1914," p. 182, and the n Ec:onomic JoumaJ JI for December 1918). 

I When we call the obligation" exceSiive" we meaD Dot that the eotire pay~ 
ment is more than can be budgeted for out of income and remitted withio a abort 
period tIuough the exchange market, but that, even if it ;. funded <m:r & long 
period of yean, the _rl4I cha:rge for interest and sinking fund ;. _. The 
whole amount due might be borrowed in the world'. investment market, but that 
would merely make the annual cha:rge payable to the _II instead of to the 
origin&l ereditor. and wouJd not modify the ...... tiaI featura of the problem. 
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suffering from the last extremity of inflation may be quite 
free from any external debts. It is essential to distinguish 
between the problem of budgeting for the payment of an 
external obligation and the problem of buying exchange. 
Before the second arises, the first must be assumed to be 
solved. If it is not solved, if, that is, an attempt is made to 
meet an obligation (whether ·external or internal) for which 
funds are not available either from revenue or from bona fide 
borrowing, and if the money is provided by the creation of 
paper currency or bank credits, then there will ensue a depre
ciation of the currency both internally and in the exchange 
market. If the new paper money is flung blindly at the 
exchange market, the tendency for the external value of the 
currency to give way first will be accentuated, and there will 
be, temporarily at any rate, a fall in the exchange value of 
the unit below purchasing power parity. But this is merely 
a particular case of the general depreciation of the currency 
by inflationary methods. Once the ~undant currency has 
been put in circulation, there is a tendenc;f~terna1 prices, 
wages. etc., to rise in due proportion, and the divergence of 
internal and external purchasing power will sooner or later 
be corrected. The divergence while it lasts may be great, 
but it cantlot be attributed to an insufficiency of the country's 
exporting power to meet its obligations. For the temporary 
derangement of the exchanges will occur in any case if such 
methods are pursued, even though there be ample exporting 
power to provide for the foreign liabilities. 

Suppose, therefore, that the foreign liabilities are duly 
budgeted for, but that th~ is an insufficiency of exporting 
power. With this assumption we isolate the effects of the 
latter. 

By tax or loan there is withdrawn from the public Imj 
amount of income equivalent to the foreign payments to be 
made. Consuming power is diminished by that amount. The 
Government proceeds to apply the money so raised to the 
purchase of exchange. 

The diminution of consuming power will make itself felt 
presumably in a greater or less degree in all classes of 
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commodities and services. In so far as imported commoditie~ 
are dispensed with, or exportable commodities are made aVaill 
able, the Government's demand for exchange will be satisfied. 
But restriction of expenditure upon other commodities, 0 

upon services which do not enter into the balance of payment 
with foreign countries, will not assist directly. The restriction! 
of such expenditure can only help to supply the Governmen~ 
with exchange by releasing productive power (capital an 
labour) which may ultimately be applied to increasing export 
and providing goods which would otherwise be imported. 

Thus in any case the Government's demand for exchang~ 
will, in the first instance, exceed the additional supply; unl~ 
suitable steps are taken, the exchanges will tend to becom~ 
unfavourable. It is at this point that the question of export1 
ing power arises. To correct the unfavourable exchange; 
movement demands an effort.· Some measures of credi6 
contraction (e.g. redemption of floating debt and withdraW~ 
of paper money) will be necessary, and. these will involve a 
additional budget burden, and will at the same time occasio 
a certain amount of business depression and shrinkage o~ 
revenue. Some margin must, of course, be presumed to havd 
been provided in the budget to make good the loss. And thj 
failure of exporting power might be expressed in terms of th 
impossibility of making this margin adequate. But in an 
case that is not the whole story. 

What actually happens is that, when the Governmenl 
having provided apparently adequate funds in the budget fo 
its foreign liabilities, begins to prepare. for payment by buyin 
exchange, the market gives way. The premium on forei~ 
currencies (not being associated with any change in relativ 
purchasing power) is a clear addition to the profit on exports 
and a deduction from the profit on imports. If the country' 
power of creating an export surplus were adequate, the con. 
sequent deterrent upon imports and stimulus to exports woul<l 
restore equilibrium. That is to say, even though the mainteni 
ance of the exchange at its former level, without any deprecia] 
tion at all, might involve too great a financial effort, at an}'; 
rate the exchange would settle at a new purcqasing power 
parity. 
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But ex hypothesi this is not possible. The necessary export 
surplus cannot be created. So long as the Government goes 
on buying exchange, the premium on foreign currencies.grows. 
But exports do not respond to the stimulus, or at any rate 
the increase of exports and shrinkage of imports between them 
remain insuflicient. That means that the divergence of the 
exchange from purchasing power parity will continue: The 
extent and duration of the divergence will depend upon the 
persistence of the Government in buying exchange. 

From the standpoint of the internal economy of the 
country, the characteristics of this state of things will be the 
following :-

(x) Abnonnal profits will be obtainable from the exporti 
trade. 

(2) The prices of imports for home consumption, or for use 
in manufacture for home consumption, will rise to deterrent 
or even prohibitive heights. 

(3) The producti$ln of commodities in competition with 
imports will be abnonnally profitable. • 

(4) The consuming power of the home market will be 
diminished (by taxation), and the productive resources (capital 
and labour) previously devoted to supplying goods or services 
which do not compete in either the export or the import market 
will be insufliciently employed. 

(5) There will be a tendency for these productive resources 
to be diverted to the production of goods for export, or of 
goods in place of imports. 

The difficulty of creating an export surplus lies to a great 
extent in this process of diversion. If diversion were abso
lutely unrestricted, so that any amount of capital and labour 
could be readily transferred from one fonn of production to 
another without loss or friction, the exchange problem would 
be solved. (It must be remembered that the budget problem, 
the provision of adequate funds to make the foreign payments 
with the exchange normal. is assumed to be already solved; 
that is to say, the absolute burden to be put on the population 
is not itself unbearable, nor is it beyond the capacity of the 
machinery of tlL'tation.) 
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Directly or indirectly the export surplus of the debtol 
country must accrue to the creditor country. The latter mus' 
theretore develop 'a corresponding import surplus. 

The debtor country's payments represent to the creditOl 
country an increase in the consumer's income. In the par· 
ticula,r case where the payments are made direct to thE 
Government of the creditor country, the increase would pre· 
sumably take the form of lighter taxation. The additiona] 
consuming power may be assumed to be applied to all form~ 
of commodities and services, though not necessarily in equal 
proportion to all. Thus it will be applied partly to foreign 
trade commodities (i.e. those which are or may be eitha 
exported or imported), and partly to other goods and services, 
which may conveniently be called home-trade products. In 
so far as the increased purchasing power is applied to the 
latter, the import surplus set up will fall short of the amount 
required to provide exchange to cover the payments. The 
exchanges will tend to become favourable and so to attract 
more imports and to discourage exports. If the exchanges 
are kept unchanged, that xp.eans that credit must be allowed 
to expand, imports will then be attracted not by an increase 
in the exchange value of the currency unit, but by more 
units being offered. 

It will be seen that the exchange problems of the creditor 
country are exactly the'reverse of those of the debtor country. 
The adjustment required is an increase in home trade products 
to meet that part of the new demand which cannot be satisfied 
by foreign trade products. If the currency unit were kept 
absolutely stable in terms of commodities, the necessary stimu
lus to home trade products could only be given at the expense 
of the foreign trade products. Producers of the latter would 
in fact suffer from the rise in the value of their currency unit 
in the exchange market, which would put them at a disadvan
tage with their foreign competitors in both the export and the 
import markets. If credit is allowed so far to expand that 
the currency unit, instead of being stable in terms of com
modities, is kept stable in terms of foreign currencies, tlien 
trade as a whole is stimulated, as it always is I?y an inflationary 
measure; the producers of foreign trade commodities suffer 
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no depression, while the producers of home trade products 
enjoy a double measure of activity. In the debtor country 
there is a diversion of productive resources from home trade 
products to foreign trade products; in the creditor country 
there is a diversion from the latter to the former. But whereas 
the operative cause in the debtor country is the depression of 
the trade in home trade products, in the creditor c01pltrY the 
operative cause is the prosperity of the trade in home trade 
products. 

The practical difference between the two is that the debtor 
country can only sustain the exchange value of its currency 
unit by an effort, which may exceed its capacity, while the 
creditor country enjoys the advantage of letting credit expand 
without the exchange value of its unit suffering. 

If the payments to be made are considerable, it may be 
that world markets are materially affected by the movement 
of foreign trade commodities involved. The adjustments 
need not be, and aImGSt certainly will not be, coDfined to the 
trade between the debtor country and the creditor country. 
The debtor country makes its payments by increasing its 
exports and diminishing its imports, while the creditor country 
increases its imports and diminishes its exports. But the 
additional imports of the latter may not be similar in kind to 
the additional exports of the former. The debtor country, 
among its other troubles, may find a.difficulty in marketing 
its exports. This difficulty, indeed, might play at least as 
important a part as that of increasing the production of export
able commodities, in preventing the creation of an adequate 
export surplus. But the effect on the exchange is not quite 
the same in the two cases. The failure of production to 
respond to the demand for exchange leads to a depreciation 
of the exchange value of the unit, and to a corresponding 
increase in the profit on export. The abnormal profit continues 
so long as production is short. On the other hand, a failure of 
demand for the exported coinmodities leads to a fall in prices 
in terms of foreign currencies, which tends to counteract the 
power of the depreciated exchange to stimulate production. 

The failure Of demand cannot come into play unless there 
is some increase m exports, and, other things being equal. the 
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greater the stimulus to production for export, the greater will 
be the strain upon the market. Now the collapse in the 
exchlinge tends to counteract the effect of the falling demand 
upon production in the debtor country. The falling demand 
itself intensifies the collapse of the exchange. The result may 
well pe ¥ghly injurious to other competitors in the market 
affected .• 

ThE! collapse in the exchange also affects international 
markets in another way. Not only does it stimulate the 
debtor country's exports, but it also checks its imports. The 
difference between the internal and external purchasing power 
of the currency unit discriminates against the purchase of 
foreign commodities .by consumers in the debtor country, who 
thereby become less profitable customers to exporters in 
other countries. 

Upon these two results of a collapsed exchange rests the 
whole theory which attributes our troubles to excessive inter
national obligations. In assessing their true importance, it 
is essential to take account of the corresponding relations of 
the creditor country to world markets. The creditor country 
receives an import surplus just equivalent to the export 
surplus of the debtor. To create that surplus it must, as we 

I saw above, experience either a favourable movement of the 
. exchange or an expansion of credit or other inflationary 
measure tending to increase demand at the existing exchange. 
Just to the extent that the debtor country becomes a more 

\ formidable competitor and a less eligible customer, the creditor 
country becomes a less formidable competitor and a more 
eligible customer. There is a difference, it may be admitted, 
in that there will be no divergence between internal and 
external purchasing power in the monetary unit of the creditor 

. country. And the markets favourably a.ffected by the 
increased import surplus of the creditor country may not be 
the same as those injured by the increased export surplus of 
the debtor country. Nevertheless there is a presumption that 
the net effect on the prosperity of world markets will be rela
tively small, because the two opposing influences will be 
equal, in terms of money, to one another. • 

And in reality that divergence between internal and 
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external purchasing power, to which the hann is so often 
attributed, is not itself an essential factor in international 
competition regarded as a whole. The exte~t of the competi
tion of the debtor country is measured by the quantity of com
moc!.ities which it actually manages to export, whatever the 
cost of production may be. The low cost of production tends 
to increase the export surplus, but the continua.tfcs" <Sf the 
difference between external and internal purchasmg Fewer is 
a sign that exports fail to respond to the stimulus. It is, 
therefore, as much a sign of the ineffectiveness of the debtor 
country's competition as of the excessive burden of its foreign 
obligations. 

Thus the theory which attributes depression and unem
ployment to excessive international paytnents is open to the t 
following criticisms. 

In the first place, against the export surplus of the debtor 
country, as a depressing influence upon world markets, must 
be set the contrary influence of the import surplus· of the 
creditor country. 

Secondly, the depreciated exchange of the debtor country, 
and the fall of the external below the internal purchasing 
power of its currency unit, mean rather an incapacity to pro
vide adequate expqrts than an excessive competition in world 
markets. 

As against the paradoxical view that the creditor country I 
in particular suffers, because the disturbance occasioned by 
the competition of additional imports in its markets outweighs 
the advantages of the additional resources received, it may be 
pointed out that the additional imports only come to satisfy 
an additional effective demand. The consumer's income in 
the creditor country is increased by the whole amount of the 
payments received, and the effective demand for other com
modities remains unimpaired. Further, as we saw above, if· 
the value of the creditor country's currency unit in the foreign 
exchange market is kept' unchanged, the result during the 
transition will be an actual stimulus to trade and employmentl 
(as occurred, for example, in Germany during the receipt ofl 
the French ind,.emnity after 1871). It is the debtor country I. 
which suffers, for. besides the dead loss of wealth. transferred 
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to its creditor, its productivity may be seriously impaired in 
the process of adapting its industry under pressure to produce 
a surplus of exports beyond its normal capacity. If some 
markets are adverseIy affected by an artificially stimulated 
competition from the debtor country, the sufferers will be its 
normal trade competitors, among whom the creditor country 
will not necessarily be included. 

But whatever the economic effects of an excessive inter
national payment may be, subject to the assumptions made, 
it is essential to understand clearly that these assumptions are 
not verified in the world as it is at the present day. Of 
the vast international obligations which are weighing upon 
European finances, the most part are not being paid at all, 
and such payments as do take place are made under conditions 
widely different from those assumed. 

The only countries which are making considerable pay
ments are Great Britain and Germany. With regard to the 
former nothing need be said. No one supposes that the big 
repayments made in the past three years in respect of our 
foreign indebtedness have been such as to put any noticeable 
strain on our exporting power. And as to our future liability 
in respect of our debt to the United States, the annual amount 
is substantially less than that of these past repayments. 

The centre of the whole controversy is, of course, Germany. 
I Mr. J. M. Keynes. argued forcibly and convincingly in his 

.. Economic Consequences of the Peace" that the reparation 
liability then contemplated transcended Germany's capacity 
of creating an export surplus, and, since he wrote his book 
in the autumn of 1919, this argument has commanded ever 
wider assent. 

But to adduce the actual collapse of the mark exchange as 
evidence confirmatory of the argument, is to misconceive the 
causes of that collapse. For Germany has iiever complied 
with the primary condition that she should budget for her 
liabilities. Indeed, she has failed even to raise revenue to 
cover the annual internal expenses of government. The pay
ments actually made on account of reparations since the ratifi
cation of the Treaty have been at a far lower ~ual rate than 
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those which Mr. Keynes's argument was concerned with, and 
probably they have not been too great for Germany's exporting 
power. The collapse of the mark has been due simply to 
inflation. Whether the reparation payments have been made 
in cash or in kind, they have invariably been financed by 
inflationary methods, and to a considerable extent by the 
printing of paper marks. . 

All that has been said above as to the struggle of a debtor 
nation to meet foreign obligations in spite of an inadequate 
export surplus is irrelevant to the case of Germany, and must 
be regarded ~ a purE'ly theoretical estimate of what would 
happen if a country in such conditions did begin to provide 
funds for the payment of its debts. 

There has without doubt been a wide divergence between 
the internal and external purchasing power of the mark. But 
that has been incidental to inflationary finance and to the 
general depreciation of the currency. From time to time the 
German Government has plunged into the foreign exchange 
market to offer freshly printed paper money for foreign cur
rency on any terms, or has requisitioned a substantial propor
tion of the foreign currencies received by ~xporters. At the 
same time, Germans who needed a reserve of liquid resources, 
and who distrusted their oWn currency, were also willing to 
offer a fancy price for dollar or sterling credits. 

Though the depreciation of the currencyc:aused in this wa~i 
is not due to any strain on the country's exporting power, 
but to sheer inflation, yet the resultipg fall in the foreign 
exchange value of the mark below purchasing power parity, 
none the less, gives a stimulus to exports. But the argumentsl 
adduced above, to show that the stimulus given to exports 
by currency depreciation does not necessarily make the com
petition of the exporting country more formidable, are equally 
applicable in this case. And, it may be added, inflation itself I 
brings about an excess of imports,. the fall in the foreign 
exchange value of the cUrrency is required to redress this 
excess. Statistics, for what they are worth, show that Ger
many has had an excess of imports since the end of the war, 
and the value o~ her exports is still far less than before the war. 



CHAPTER XXI. 

CONCLUSION. 

WHAT I have called the cIassic¥ theory of currency starts with 
the postulate that any two things exchanged Il1Ust both have 
value. If goods or services are sold for money, the mOney 
must have value, as well as the goods or services. If they are 
sold for credit, the credit must have value .. A debt or credit 
is the debtor's obligation to pay, and, if the debt or credit is 
to have value, that which he is obliged to pay must have value. 
Credits can be used as a substitute for money, because and 
only because they give a title to money. The right to receive 
money on demand is for many purposes equivalent to money. 

I A piece of paper which purports to confer this right, but does 
not in fact do so, has in reality no value; it is a promise to 

\

pay which is not kept. Paper money which is not convertible 
into coin is a sham, a fraud. He who sells goods for paper 
!poney sells something for nothing;. likewise he who sells them 
for a credit payable only in paper money. Coin only differs 
from bullion in that its weight and fineness are certified. If it 
does not contain the .prescribed amount of fine metal, the 
certificate is in imposture. 

This severe and uncompromising doctrine has owed its 
success rather to its practical utility than to its theoretical 
perfection. It has grown up out of the political contests which 
have raged from time to time about currency questions. 
Attacked and defended by a thousand politiCians and pam
phleteers, it has held the field as the one theory which pro
vides an intelligible, se1f-ronsistent, workable system. The 
economists, at any rate for the past half century, have not 
paid such unreserved homage to it as the practical men. 
They have seen that the precious metals themselves cannot 
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provide an invariable standard of value, and they have specu
lated on ideal currency systems based on index numbers of 
prices and similar devices. But on the whole for most people 
sound currency still means, as it has long meant, a met~ \ 
c~. (It is the only bulwark against inflationism, that, 
insl<lious fuiancial vice, which seems so attractive, but over
indulgence in which may enfeeble or wreck 'the system). 

But to recommend a dogma on account not of its iiiherent 
validity but of its good practical consequences is a dangerous 
method. 'Wjlen people discoyer its theoretical weaknesses 
the~ may not' only reject the dogma but neglect the practical I 
consequences. I~ is best to know the weaknesses of a friend, , 
otherwise our friendship is precarious, and -may be surprised 
and-broken by a -belated discovery, 

Inflation means a too free creation of credit. The classical 
theory of currency teaches us to gUard against this by tying 
down credit rigidly to a metallic basis. It rightly holds paper .... 
money and debased or over-valued metallic money to be 
dangerous expedients. But in treating them not merely as 
dangerous but as the negation of truth it goes too far. 

One consequence is that the true nature of a moneuf I 
~1l!lt has peen obscured. If a credit has no other me3.ning • 
than an obligation to pay so much gold, there is no room for . 
the conception of a unit for the measurement of debts as dit 
tinguished from a unit for the measurement .of gold. So long 
as debts are in fact payable in gold the neglect of the dis
tinction is innocuous. But it is iu~ when the monetary 
system becomes deranged, and debts are no longer payable in 
gold. that currency theories, which may usually be left to the 
care of economists, gain practical and political importance. 

In the House of Commons debates of :rSIl on the Report 
of the Bullion Committee, the supporters of the Committee 
mercilessly ridiculed their opponents for suggesting that the 
monetary unit could be anything except gold or silver. 
4\Gm~ what was perhaps the most brilliant speech of the 
~long debate (Sth May, :rSIl), taunted Castlereagh with • 
defining the standard to be .. a sense of value in reference to 
commodities." The Bullion Committee had been accused of 
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putting forward abstract theories. "The admonition to be
ware of abstract theories," said Canning, " comes from whom? 
From the inventors and champions of • abstract currency'
from those ~ho, after exhausting every attempt to find an 
earthly substitute for the legal and ancient standard of our 
money, have divested the pound sterling of all the properties 
of matter, and pursued it under the name of • ideal unit' into 
the regions of non-entity and nonsense. I contend," he 
said, "that a certain specified weight of gold or silver, of a 

(
certain fineness, is the only definition of a pound sterling 
which an Englishman, desirouS of conforming fo the laws of 
his country, is bound to regard or understand:> ' 

The debaters on the other side had really no intelligible 
theory to put in opposition to this. ' They were only concerned 
to explain away the fact that gold bullion was worth some 
25 per cent. more than the coinage price. To press,the argu
ments they used to their logical conclusion would only have 
been to make them look less plausible and more dangerous. 
Thus the argumentative battle went by default in favour 
of the classical theory, and in 1819, when the country was 
relieved from the overpowering necessities of war finance, the 
fruits of victory were quietly reaped by the stalwarts of the 
Bullion' Committee. Inflationism found a last refuge in the 
eccentric radicalism of Birmingham, and it was only against 
the unimportant opposition of ~uch men as Muntz and Attwood 
that Peel was speaking when, on introducmg the Bank Charter 
Bill of 1844, he put the question: "What is the real nature 
and character of the measure. of value in this country? " 

"What is the significance," he said, "of that word, a 
• Pound,' with which we are all familiar? What is the en
gagement to pay a • Pound? ' Unless we are agreed as to the 
answer to these questions, it is in vain we attempt to legislate 
on the subject. If a • Pound' is a mere visionary abstraction, 

1 This is Dot true without exception of the pamphleteers. Mr. Thomas 
Smith, an accountant, who gave evidence before the Committee of 1819 and 
wrote two pamphlets, quite appreciated the conception af a Money of Account. 

• though in other respecta h. contributed his full share to the geneml output of 
nonsense which characterised this in common with most other aurency (GolfO. 
vusiea. 
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a something which does not exist either in law or in practice, 
in that case one class of measures relating to paper currency 
may be adopted; but if the word • Pound,' the common 
denomination of value, signifies something more than a mere 
fiction-if a • Pound' means a quantity of the precious metals 
of certain weight and certain finen~if that be the deli-. 
nition of a • Pound,' in that case another class of measures 
relating to paper currency will be requisite Now the whole 
foundatioll. of the proposal I am about to make rests upon the 
assumption that according to. practice, according to law, 
according to tI1e ancient monetary policy of this country, that 
which is impJled by the word • Pound' is a certain definite 
quantity of gold, with a mark upon it to determine its weight 
and fineness, and that the engagement to pay a Pound means 
nothing else than the promise to pay to the holder, when he 
demands it, that definite quantity of gold." •. 

The general acceptance in this country then and afterwards 
of this doctrine has contributed greatly to our freedom from 
currency troubles, and to our pre-eminent international credit 
position. But undoubtedly Peel anll the supporters of f!J.ef 

~a~~jIl theory mi~ aJl..¥!.9!!!!~t}. . They missed the I 
conception of a money of account as something distinct from 
the legal tender money. To arrive at that conception, it is 
necessary to understand that an undischarged debt due from 
a solvent debtor is, jrPm the standpoi,nt of the Creditor, pUr
chasing power. There being a demand for purchasing power 
tIS such, purchasing power commands,a value like any other. 
right over wealth. The money of account provides the unit 
in which debts are legally expressed, and the same unit, being 
used to express prices, provides a common denominator for 
the measurement of the relative values of purchasing power 
on the one hand and commodities or services on the other. 
So long as the quantity of purchasing power (which we have 
called the unspent margin) is not unduly increased or de
creased, prices are not distUrbed, and the value of the monetary 
unit of account remains steady. But owing to the natural • 
instability of Credit this cannot be relied on. Therefore the 
expedient has been adopted ofjWtI{J 1M pm. of OM COffUItOIliIy. 
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Gold is given its coinage price, and to make this price a reality 
it is decreed that every debtor may be required, if his creditol 
so desires, to pay in gold at that price. The result is that thl 
dealers in debts hav~ to keep a part of their assets in gold, it 
order to be in a position to comply with their legal obligations 

~ \But this plan of making debts payable in gold is merely I 

~vice for keeping the variations in the value of the monetaIJ 
unit within bounds. The value of one commodity in terms 01 
another is regulated by the conditions of supply and demand, 
and so long as those c0nditions do not vary greatly, one com· 
modity is as good a standard of value as another. In practicE 
conditions of both supply and demand are apt to vary a good 
deal, and the precious metals, being less subject to wide and 
rapid fluctuations than almost any other commodities, as weIl 
as being well adapted for coinage, have been generally selected 
as the basiltof the monetary system. But convenience alone 
has been the ground of this choice. To say that the monetary 
unit of account has no meaning but the precise weight of gold 
or silver which it represents at the coinage price is flagrantly 

I 
untrue. When Castlereagh defined the pound sterling to be 
"a !,~e3f_!alue in reference t~~m~<>dit!E:s," he can have 
had no very cleaiidea- of the nature of a money of account or 

. of its Mation to credit. But to reply, as Canning did, that 
r " a certain specified weight of gold or silver of a certain fine-

ness" is the only definition that an Englishman need regard 
or understand, is completely to misconceive the true theory 
of the subject. At that very moment debts and prices were 
actually reckoned in a pound sterling which Canning and his 
friends clearly proved to be depreciated 20 per cent. They 
may have reasoned quite rightly that £1 ought to have meant 
II3rt.. grains of pure gold. In point of fact it did mean, in 
terms of gold, about 91 grains. This was only possible be
cause the law which defined £1 in terms of gold or silver was 
in abeyance. It remained merely the unit for the calculation 
of debts. Its value, no longer bound to any specified com
modity, was determined by the exceedingly complex process 
analysed in Chapter III. Peel, too, when he decIared that a 
pound meant a certain definite quantity of gold with a mark 
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upon it to detennine its weight and finen~s, claimed that this 
was so .. according to practice, according to law, accGrding to 
the ancient monetary policy of this country." The argument 
was not that no other monetary system ~as possible, but that, 
as this monetary system actually existed, an engagement to 
pay a pound must be interpreted iIi the light of it, and to dis
charge it otherwise than by the payment of the stipulated 
quantity of gold would be a breach of faith. This is the real 
foundatiob of the classical theory. To seCure a sound cur
rency against all attacks, it is not enbugh mkely to prove that 
it is invariably expedient to maintain a metallic standard; a 
departure from that standard must be shown to be actually 
dishonest; the system must be securely founded on a cate
gorical imperative. 

But this categorical imperative did not necessarily preclude 
any change of standard whatever. Just as loy;i'lty to the de . 
facto monarch, even though a usurper, was recognised as inno
cent by the law of treason, so with lapse of time a monetary 
standard, in its origin an immoral debasement, might become 
entitled to recognition. Queen Elizabeth, whose boast, 
fII01Ieta ill iustum valorem redacta, Peel held up to approba
tion in the debates of 1819. did not go back to the standard 
that existed in IS43, but coined a Troy pound into 60S. 'Instead, 
of 455. And the coinage ~rice of silver, 625. to the pound?,~' 
which survived till 1816. was the result of a further debase-! ' 
ment by Elizabeth herself, which, thou\:h slight, did not differ '~ 
in principle from the medilleval debasements. The classical 
theory of currency could not but condemn any debasement, 
but a change of standard from silver to gold or vice t'".sa 
might be perfectly legitimate. There was nothing contrary 
to the categorical imperative in the change from a silver to a 
gold standard in Germany in 1873. A promise to pay 930 
thalers meant before the change 151 kilogrammes of silver, 
and after the change a kilogramme of gold. But there was 
no breach of faith. because a kilogramme of gold was equal 
in value to Isl kilogrammes of silver. If Mr. Bryan and the 
silver party had won the presidential election in the United 
States in 1896, a debt of $100 would ~ave become payable 



CURRENCY AND CREDIT 

in 4I,250 grains of silver (nine-tenths fine) instead of 2580 
grains ef gold. This would have been a reversion to the 
pristine standard of the country, but it would none the less 
have been unjust to creditors, because the silver was at that 
time worth no more than half as much as the gold. 

But to admit value as the test is really to abandon the 
categorical imperative. If a bullion dealer contracts to deliver 
IO,OOO ozs. of. gold, it is not a fulfilment of the contract to 
deliver an exactlr' equivalent value of silver. If a' purchaser 
contracts to pay money',"neither party to the agreement con
siders in what medium the debt will be payable. The medium 
of payment and consequently the value of the debt will be 
settled by the law of the land. The medium of payment in 
fact is not part of the contract. And this is true as much of 
a promise to pay as of an obligation to pay. If payment were 
desired in any particular medium, this would be expressly 
stipulated (as it often is in countries where the currency system 
does not command confidence). 

Along with the categorical imperative, the moral objections 
,of the classical school to inconvertible paper money fall 

to the ground. There remain the objections on the score 
of expediency. These arise chiefly from the ~sk of abuse. 
If a paper issue is so regulated that the foreign exchanges are 
kept near par, and that the purchasing power of the monetary 
unit in terms of commodities does not vary unduly, then the 
advantages of a sou!lll currency system have been obtained. 
But unI~ there is some generally recoguised international 
standard of value these conditions may be unattainable and 
may not even be consistent with one another. Till 1873 
the international standard was provided by gold and silver, 
linked together by the bimetallic system. Since the break
down of bimetallism it has been provided by gold. The test 

I of every paper currency has therefore been "parity with the 
precious metals. If the metallic standard is supported either 
by a metallic circulation or by a substantial metallic reserve, 
early warning of inflation is given by withdrawals for export. 
The actual depreciation of the monetary unit does not begin 
till the metallic cm;ency and reserve are exhausted. But to 
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gain the full advantage of this respite there must be a real 
reluctance to depart from the metallic standard. Piimitive 
man clung to his religious rites for fear he should neglect the 
progress of the seasons and the annual roimd of agricultural 
operations. The currency experts of the nineteenth century, 
with· similar prudence, sanctified metallic money with an 
almost religious taboo. 

But it is hardly necessary to insist at. this stage that 
metallic money is by no means a completr solution of the 
prObiem. Supporters of the classic3J doctrine have never 
shut their eyes to this. They have always recognised that 
prices are raised by the opening up of new gold and silver 
mines, and depressed by the failure of existing sources of 
supply. But it has been peld to be one of the greatest merits 
of the precious meta.l§ as the measure of value that, owing to 
their indestructibility, the annual supply is always small in 
proportion to the accumulated stock in the world. 

This is true, but the variations in demand are more potent 
than the variations in supply. If the stock of gold is large 
in proportion to the annual product of the mines, it is larger 
still in proportion to the annual absorption into industry. 
This large stock and a part of the annual supply are withheld 
from the industrial demand only because they are needed for 
currency purposes. It follows that the demand for gold and 
therefore the value of gold arise very largely from its use as 
currency, in other words, ~m its int.-changeability with 
credit. Credit possesses value, and it is more correCt to say 
that the value of gold is due to its convertibility into credit 
than that the value of credit is due to its convertibility into 
gold. Convertibility into gold certainly. sustains the value 
of credit, bicause it facilitates the regulation of credit. But 
were the union between the two dissolved, credit might still 
be judiciously regulated, in relation. for example. to silver or to 
an index number. or, as under the Bank Restriction. to nothing 
in particular; the gold market. on the othet hand, would be 
swamped by the release of stocks far in excess of the amount 
which it could absorb. and by the prospect of an annual supply 
several times greater than its previous iJ:!duspial requirements. 

27 
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We have already had some experience of the effects of the 
displacement of stocks of the precious metals from use as cur
rency. When b~~ broke down, silver lost the privilege, 
which it had shared willi gold, of buying credit everywhere 
at or near a fixed price. The gold price of silver fell, as the 
change worked itself out, from 60d. to 22d. This fall was 
doubtless due in part, but only in part, to a rise in the value 
of gold and to an increase in the annual supply of silver, and 
it was prolonged over thirty years. But the displacement of 
gold by paper during the war has been more rapid and more 
sensational. In May, 1920, the commodity value of gold was 
only about two-fifths of what it had been in 1913. It is now 
about five-eighths. 

So long as gold remains the standard of value, any change 
which would greatly diminish the quantity used as currency 
and currency reserves should be adopted only with the greatest 
caution. A great extension of the gold exchange standard 
is sometimes recommended with the avowed object of econo
mising or even of entirely eliminating the use of gold. Inter
nal circulation can be adequately provided for with paper, 
which can then be maintained at par with foreign currencies 
by convertibility into foreign credits. Instead of gold reserves 
every central bank of issue would hold credit balances at 
foreign centres. In all such schemes it is essential to consider 
the effect on the world's standard of value, and the recom
mendations of the Genoa Conference for a general adoption of 
a gold eichange standard were accompanied by proposals for 
stabilising the commodity value of gold. 

These large changes in the world value of the precious 
metals are abnormal. And though they are sometimes un~ 
avoidable, they tend in some degree to correct themselves., 
A country with a large reserve of gold or silver refrains from 
selling it in a very unfavourable market. The silver reserves 
which existed in 1873 were for the most part retained until 
they were gradually used up in the manufacture of subsidiary! 
currency, and the United States, under pressure from the 
silver interests, actually continued to accumulate increased 
silver reserves till 1893. 
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The periodic credit expansions and credit contractions, 'on 
the other hand, and the changes in the value of gold which 
accompany them, must be regarded as normal. They are due 
to the ineffectiveness of a metallic standard as an automatic' 
regulator of the currency unit. A change in the quantity of I 
money in circulation is an effect not a cause of a change in the 
quantity of credit created. 

The increase or decreaSe of cash reserves gives the banks 
the signal to accelerate or to retard the creation of credit, but 
is in itself no more than a symptom. The actual variations in 
the val~of the monetary unit are the result of the regulation 
of credit, which rests in the discretion of the bankers. The ~ 

use of gold as an international currency tends to prevent credit \ 
conditions in anyone country from deviating from those in the 
others in more than a certain limited degree, but, .though it 
partially unifies the currencies of the world, it does not prevent 
them from appreciating and depreciating in unison. The 
world value of gold is tied to the monetary units of the world. 
When they rise, it rises; when they faIl, it faIls. Thus the) '" 
use of gold as currency, whether as coin or as bank reserves, 
makes it less satisfactory as a standard of value. When credit) 
starts expanding, other commodities respond by rising in price. 1 
But gold cannot. If credit runs away, it carries gold with it.,' 
Apart from the almost negligible effect of trade prosperity in 
increasing the use of gold in industry, the gold market does 
not respond to the influence which has raised the prices of 
other commodities except by the absorption of gold' for cur
rency purposes. This absorption only takes effect gradually" 
and gives a very tardy warning of the need to contract credit. ' 
If gold were not used as currency, nor even as the means of 
settling international balances, any expansion of I:redit would 
quickly raise its market price; and if the "egulation of credit 
were always so directed as to keep the price of gold as nearly 
as possible constant, action would be taken at an early stage. 
And since silver has ceased to be the standard currency of any , 
of the great credit-using countries, it has regularly risen and 
faIlen in price like other commodities in correspondence with 
the expansions and contractions of credit, though upon these 

. .,' 



CURRENCY AND CREDIT 

periodic fluctuations' there was for many years superimposed 
a geneml tendency to depreciate. 

I 
Criticism of any theory of currency leads up to the ques

tion, What is the real aim of a currency system? What quali
ties should we look for in our standard of value? In some 
sense the answer must be that we look for fixity of value. 
But fixity of value is a conception wJlich itself calls for explana-
tion. Value is not a quality, but a relation, and fixity of 

v tValu. _e must be ~ty of value in terms of ~().me other th~ or 
.tthinES. No one commodity can supply a satisfactory measure, 
r and the economist has recourse to an index number for a test. 

The index number ought to be based on all commodities, 
weighted in proportion to their consumption, and it ought even 
to embrace services, but only consumable commodities or 
services, for otherwise raw materials and IDtermediate services 

I 
would be counted twice over. So composed the index number 
is simply a sample taken out of the consumers' outlay. And 
prices so measured will tend to rise or fall with the consumers' 
outlay. But not· in exact proportion, for, whell credit is 
expanding and the consumers' outlay swollen, consumption is 
partly fed from stocks. 

But then what allowance is to be made. for a general 
scarcity or a general abundance of commodities? If the con
sumers' outlay be constant, the index number will be raised 
by scarcity and depressed by abundance. If the index number 
be constant, the consumers' outlay will be raised by abundance 
and depressed by scarcity. 

The better alternative seems to be to aim at making the 
\consumers' outlay constant. But, of course, it ¥lust not be 
absolutely constant; it must vary with the population, and 
must also vary in some way with the quality of the work they 

I do. If that ideal ~uld be attained, the value of the monetary 
• unit in terms of human effort would be kept fixed. i 

But this is not the only possible solution. The monetary; 
unit is employed for the measurement of debts. The purpose, 

.• of fixing its value is to preserve justice as between debtor and. 
creditor. We are not here concerned with the fundamental! 
economic conception of justice, justice in the distribution of: 

j 
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wealth, but with the strictly limited conception of securing 
the fulfilment of legitimate expectations. So long as we base ~ 
the economic management of society on bargains which relate 
to the future, the stability of the unit in which those-bargains 
are calculated must be of paramount importance. What the 
l~nder of money consents to defer is his consumption of com
modities, and it would seem to follow logically that what he 
should receive back is the same command over consumable, 
commodities as he surrendered. If the same quantity of com..' 
modities represents either a greater or a smaller amount of 
human effort, that is the concern of the borrower. '. 

Either view seems to be perfectly tenable, and neither 
seems necessarily to represE:nt the last word of justice. 
Justice in this sense means no more than a code of rules • 
dictated by expediency, and rival solutions are to be tested 
solely by their practical consequences. 

When it comes to practical consequences, all that debtor \.. 
and creditor ask is that they may know how they stand, that 
they may be secured against arbitrary or incalculable varia
tions in the value of the monetary unit. If it approximates 
to a fixed amount of human effort, or to a fixed amount of 
wealth, or to something intermediate between the two, this is 
in all probability sufficiently accomplished. . 

The danger is that the unit may wander far beyond these 
limits. Beset by the tendency of credit towards inflation, it 
is always liable to fall away from whatever standard may be 
adopted. Unless a return to the standard is regarded as an 
unequivocal obligation, there is no limit to the possible depre
ciation. The unit may follow in the well-trodden path of 
the assignats, the continental currency, and all.their latter
day counterparts. A return to a standard once lost is a pain~ 
ful and laborious journey. And if a fixed standard is to be 
preserved, this painful and laborious journey must be travelled, 
after every indulgence in inflation. As Cobden "nce said of \ 
the greenbacks, after the debauch comes the headache. 

It is the inherent instability of credit that is perpetually 
involving the world in credit expansions, each of which would 
threaten the collapse of the gold standard if it were not 
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succeeded by a contraction in time. The alternation of expan· 
sions and contractions would be comparatively hannless bul 
for the dislocation and distress which aCCQIllpany the con· 
traction. Nor is there any sufficient compensation for this iii 
the prosperity which marks an expansion. This prosperit} 
is largely a matter of high profits. Employment is good, and, 
output oeing correspondingly great, there is, no doubt, morE 
wealth to go round. But notoriously, wages do not rise as 
quickly as prices, and on balance the great mass of the peoplE 
may be little if at all benefited. The working classes have thE 
greatest interest in a stable currency, and so long as thE 
monetary unit does not break away from all bounds, like thE 
assignats, the question of justice between debtor and creditOl 
is less important than the effect of currency movements OD 
employment and real wages. 

We have traced the instability of credit to its source in ow 

I 
earlier chapters. We found that the initiative in productioD 
rests with the merchant and the promoter, the dealer in com
modities, and the dealer in capital issues. It is they who 
give the order to produce. The process of production which 
follows gives rise to a chain of debts. The manufacturer or 
contractor becomes indebted day by day to his employees. 
The merchant becomes indebted to the manufacturer. But 
whereas the merchant's indebtedness is due at some future 
date, when the goods are to be delivered, the manufacturer's 
obligations are immediate; his employees want to use these 
obligations as purchasing power. Here intervenes the banker, 
who takes the immediate obligations upon his own shoulders, 
in exchange for a future obligation which the manufacturer, 
as the creditor of the merchant, is in a position to give him. 
'The banker's debts, unlike those of the manufacturer, can be 
conveniently used 'as the means of payment.,; or, where legal 
tender money is needed for the purpose, the banker makes it 
his business to supply money on demand. 

Thus, by giving the order to produce, the merchant in
directly creates in this new accession of purchasing power an 
effective demand for things equal in value to those produced. 
'Production feeds demand, and demand stimulates production. 
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The only limit to the process is set by the slow absorption .. 
of legal tender money into circulation. When, the supply of 
legal tender money runs short, the brake is put on with a jolt. 
The banker tnes to stop the merchant borrowing. The 
merchant curtails his orders. Production:flags and checks 
demand; demand flags and checks production. Depression 
reigns, till at last a sufficient supply of legal tender· money is 
wrung out of circulation to enable the banks to start on the 
career of expanding credit again. 

It is one of the advantages of the standpoin~ which we ... 
have adopted, treating credit as the primary means ot_pay
ment and money as subsidiary, that it bringsaout the causes 
and the nature of these cyclical movements with special clear
ness. And I think it enables us to trace the instability of ,
credit, not so much to the banker as to the merchant 'and the I 
promoter. The banker may not be free from responsibility; 
it may be that he ought to take earlier steps to contract 01' -

expand credit as the case may be, and that he ought not to 
pay a mechanical allegiance to the, proportion' of his cash 
reserves to his demand liabilities. An all-wise banker might 
do much to remedy the evil; but it is doubtful if he could do 
more than shorten the period and the extent of the cyclical 
changes, without avoiding these altogether, So long as pro
duction depends upon the judgment, aIinost upon the caprice, I 
of the merchant. It is an easy thing for ~ merchant to give 
lavish orders when demand seems brisk, 01' to let his stocks 
run down when the market conditions are unfavourable. But 
when he and his legion of colleagues all act on the same 
reading of the market, the one decision may tax the produc
tive energies of the people for years, the other may cast them 
into the desolation of idleness. 

The merchant has a legitimate and a very important and t 
responsibl-e function; he has to foresee what future demands ... 
have to be met, and to direct the productive resources of man
kind accordingly. The eaPEal promoter; whether he be him
self a manufacturer, or merely an intermediary, exercises the 
same function over a longer period. Not only must they look 
forward to the Varying tlemand for commodities of existing 
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[kinds, but they must anticipate the demand for new products, 
and must see what the consumer will want long before he has 
himself considered the matter. In making their forecasts they 
measure demand by money offered. Now anything which 
affects the consumers' outlay as a whole affects the money 
demand for all commodities. Pro tanto it vitiates the dealers' 
calc;ulations. Each dealer is interested in his own commodity 

• and learns to read the signs of the market. This would be 
• quite difficult enough if the consumers' outlay were stable, 

and only the relative demand for commodities varied. The 
variation in the consumers' outlay itself introduces a further 
and most baffiing complication. Practical men can hardly 
be expected to enter into the highly technical theory which 
underlies this variation. Th~y have to approach it as an 
empirical problem. And very many never really appreciate 
it at all. The result is that dealing in goods and in capital 

" issues is a much more speculaJive business than it would 
otherwise be. 

It might be thought that the merchant's activities would 
be innocuous but for the fatal facilities he receives from the 
banker. It is his power of borrowing that enables him to 
increase his stocks as he pleases, and it is the banker's power 
of restricting credit that impels the merchant to reduce his 
stocks in spite of a favourable market. This is a question 
which we could only decide by picturing to ourselves a com
munity without banks. Banking, as we saw in Chapter XII., 
comprises two distinct functions-temporary lending, and the 
provision of transferable credits as a means of payment. Their 
union is a matter of convenience and not of necessity. Were 
they separated, the supply 01. purchasing power would lose 
its elasticity. But it is not at all certain that the consumers' 
outlay would become less elastic. Even if the stock of 
purchasing power were absolutely fixed, traders would always. 
endeavour to economise balances either by borrowing or by 
lending. If they borrowed and lent a little too freely, the 
consumers' income would be increased, and the consumers' 
portion of the unspent margin would grow at the expense of 
the traders' portion:-TIle absence of banks,· with their con-
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venient power of creating purchasing power, would only make 
the inevitable contraction of credit operations the more 
violent. Under such a system the slow passage of money 
into circul!ltion when trade is active and its slow return when 
trade reacts would occasion the same periodicity as has been 
found to exist under a banking system. 

Consequently the credit cxcle is not traceable to the asso-l 
ciation of the creation of purchasing power with short-term , 
lending. Nor is it even traceable to the existence 'of short-,' 
term lending itself. Suppose that there were no' short-term! 
lending, so that traders could not econoinise balances in- this' 
way. If markets were favourable, they woul<i reduce their 
idle balances by buying goods. Orders to producers would 
be thereby increased, producti,pll stimulated, and' the con
sumers' income would expand. After an interval the con
sumers' portion of the unspent margin would encroach, as in 
the previous hypothesis, upon the traders' portion, traders 
would be unable to give orders, productioIt would contract 
again, and, so the cycle would set in. 

Far from causing the cyclical fluctuations, a banking I' 
system diminishes their violence and facilitates their control. 
Nevertheless, though credit institutions are not themselves! 
the cause of this phenomenon, yet where such institutions' 
exist it is through them that the fluctuations take effect. 

It is these credit movements which determine the" rapidity 
of circulation" of money and of credit. There is no need to 
dwell on the futility of any theory of currency which accepts 
the" rapidity of circulation" or the " needs of trade" as some
thing given, something determined from outside independently 
of the currency system itself. ily the " needs of trade" in 
regard to purchasing power we mean simply the unspent . 
margin. Our analysis in the earlier chapters has shown how I 
the un.,3:!ent margin is determined. The earlier devotees of 
the quantity theory found it necessary to qualify that theory 
to the extent that a change in the quantity of currency would 
not necessarily produce an exactly proportional change in 
prices if in the inter.val the needs of trade had changed. More 
precisely it came to be laid down that, if the rapidity of 
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1 circulation increased, a smaIler stock of currency would support 
a given level of prices, and vice versa. In reality an increased 

"rapidity of circulation is merely one of the symptoms of a 
, credit expansion, and a reduced rapidity one of the symptoms 
of a credit contraction. 

We have treated money as subsidiary to credit. In a 
highly-developed system of deposit banking, such as that of 
England or the United. States, the justification for this is 
obvious. Purchasing power is created and extinguished in 
the form of credit. Even gold fresh from the mines is in the 
first instance sold to a bank in exchange for a credit; it is only 
coined and passed into circulation when the customers of the 
bank ask for it. 

In recent years development has everywhere been in the 
direction of this system. But even where it has gained little 
or no footing, the alternative is nowadays the use of notes of 
a central bank of issue, which, though they may be legal 
tender, are none the less obligations of the bank. As we 

(

saw in Chapter III., the line of demarcation between credit 
and money, though clear enough in principle, becomes indis
tinct in the case of the legal tender bank-note. Though the 
legal tender bank-note is itself more properly money than 
credit, it appears in the balance sheet of the bank of issue 
along with the deposits, and it is brought into being by the 
same process. The borrower is given the option of taking 
the sum lent either in notes or in credit, and if it is the pre
valent custom to choose' notes, that makes little difference to 
the principles of control. Control of currency nowadays rests 
on that association of the creation of purchasing power with 
short-term lending which forms the foundation of modem 
banking. 
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