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PREFACE

This book is based on lectures given in the
summer of 1927 before the Geneva School of
International Studies.

Its aim is to show how unstable in buying
power are all monetary units, including the dol-
lar; what hidden causes produce that instabil-
ity; what harm results, although ascribed to
other causes; and what are the various remedies
which have been tried or proposed. The purpose
is not to propose any one remedy as the best but
to put the problem to the reader, especially to
the business reader.

For those who wish to pursue the subject fur-
ther, a short reading list and other material are
provided in the Supplement. All books men-
tioned in the text will also be found in this list.

IrviNG FISHER
Yale University,
New Haven, Conaecticut,

iz



CHAPTER I
A GLANCE AT THE MONEY ILLUSION

\;N’I'RODUCTION

S I write, your dollar is worth about 7o

cents. This means 70 cents of pre-war
buying power. In other words 7o cents would
buy as much of all commodities in 1913 as 100
cents will buy at present. Your doliar now 1s
not the dollar you knew before the War. The
dollar seems always to be the same but it is al-
ways changing. It is unstable. So are the British
pound, the French franc, the Ttalian lira, the
German mark, and every other unit of money.
Important problems grow out of this great fact
—that units of money are not stable in buying
power.

A new interest in these problems has been
aroused by the recent upheavals in prices caused
by the World War. This interest, nevertheless,”
is still confined largely to a few special students
of economic conditions, while the general pub-

lic scarcely yet know that such questions exist.
3



4 THE MONEY TLLUSION

Why this oversight? Why is it that we have
been so slow to take up these fundamental prob-
lems which are of vital concern to all people?
It is because of the “Money Illusion”; that is,
the failure to perceive that the dollar, or any
other unit of money, expands or shrinks in value.
We simply take it for granted that “a dollar
is a dollar”——that “a franc is a franc,” that all
money is stable, just as centuries ago, before
Copernicus, people tock it for granted that
this earth was stationary, that there was really
such a fact as a sunrise or a sunset. We know
now that sunrise and sunset are illusions pro-
duced by the rotation of the earth around its
axis, and yet we still speak of, and even think
of, the sun as rising and setting!

We need a somewhat similar change of ideas
in thinking about money. Instead of thinking
of a “high cost of living” as a rise in price of
many separate commodities which simply hap-
pen, by coincidence, to rise at the same time,
we shall find instead that it is really the dollar,
or other money unit, which varies.

THE MONEY ILLUSION WITHIN YOUR COUNTRY

Almost every one is subject to the “Money
IHusion” in respect to his own éountry’s cur-
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rency. This seems to him to be stationary while
the money of other countries seems to change.
It may seem strange but it is true that we see
the rise or fall of foreign money better than
we see that of our own.

For instance, after the War, we in America
knew that the German mark had fallen, but very
few Germans knew it. This was certainly true
up to 1922 when with another economist {Pro-
fessor Frederick W. Roman) T studied price
changes in Europe. On my way to Germany I
stopped in London and consulted with Lord
D’Abernon, then British Ambassador to Ger-
many, He said: “Professor Fisher, you will find
that very few Germans think of the mark as
having fallen.” I said: “That seems incredible,
Every schoolboy in the United States knows
it.” But I found he was right. The Germans
thought of commodities as rising and thought
of the American gold dollar as rising. They
thought we had somehow cornered the gold of
the world and were charging an outrageous
price for it. But to them the mark was all the
time the same mark. They lived and breathed
and had their being in an atmosphere of marks,
just as we in America live and breathe and have
out being in an atmosphere of dollars. Professor
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Roman and I talked at length with twenty-four
men and women whom we met by chance in our
travels in Germany. Among these only one had
any idea that the mark had changed.

Of course, all the others knew that prices had
rigen, but it never occurred to them that this
rise had anything to do with the mark. They
tried to explain it by the “supply and demand”
of other goods; by the blockade; by the destruc-
tion ‘wrought by the War; by the American
heard of gold; by all manner of other things,—
exactly as in America when, a few years ago,
we ourselves talked about the “high cost of liv-
ing,” we seldom heard anybody say that a
change in the dollar had anything to do with it.

I remember particularly a long talk with one
very intelligent German woman who kept 2
shop in the outskirts of Berlin. She gave all
kinds of trivial reasons for the high prices.
There was a grain of truth in some of them, just
as there is a grain of truth in the idea that a
small part of the seeming motion of the stars
is real. But the main fact of the tremendous in-
creasc in the volume of “marks” and of the ac-
tion of this paper money inflation on prices was
not even glimpsed by the German shop woman.
For eight years she had been victimized by the
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changing mark but had never once suspected the
true cause—inflation. When I talked with her
the inflation had gone on until the mark had de-
preciated by more than ninety-eight per cent,
so that it was only a fiftieth of its original value
(that is, the price level had risen about fifty
fold), and yet she had not been aware of what
had really happened. Fearing to be thought a
profiteer, she said: “That shirt I sold you will
cost me just as much to replace as I am charg-
ing you.” Before I could ask her why, then, she
sold it at so low a price, she continued: “But 1
have made a profit on that shirt because I bought
it for less.”

She had made no profit; she had made 2 loss.
She thought she had made a profit only because
she was deceived by the “Money Illusion.” She
had assumed that the marks she had paid for the
shirt a year ago were the same sort of marks as
the marks I was paying her, just as, in America,
we assume that the dollar is the same at one time
as another. She had kept her accounts in what
was in reality a fluctuating unit, the mark. In
terms of this changing unit her accounts did
indeed show a profit; but if she had translated
her accounts into dollars, they would have shown
a large loss, and if she had translated them into
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units of commodities in general she would have
shown a still larger loss—because the dollar, too,
had fallen.

Chart I shows her apparent gain and actual
loss.

We found the same complacent assumption of
stability in other countries. Austrians, Italians,
French, English,—all peoples assumed that
their own respective moneys had not fallen in
value, but that goods had risen.

WHEN TW(Q COUNTRIES COMPARE NOTES

It follows, of course, that when people from
different countries with different moneys com-
pare notes they find that their ideas are in
conflict. This is well illustrated by the case of
an American womano who owed money on a
mortgage in Germany. The World War came
and she had no communication with Germany
for two years. After the War she visited Ger-
many, intending to pay the mortgage. She had
always thought of it as a debt of $7,000. It was
legally a debt of 28,000 marks, in terms of Ger-
man money. She went to the banker who had the
matter in charge and said: “I want to pay that
mortgage of $7,000.” He replied: “The amount
isn’t $7,000; it is 28,000 marks; that sum today
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is about $250.” She said: “Ohl I am not going
to take advantage of the fall of the mark. T in-
sist upon paying the $7,000.” The banker could
not see the point; he showed that legally this
was not necessary and he could not understand
her scruples. As a matter of fact, however, she
herself failed to take account of a corresponding,
though lesser, change in the dollar. She was
thinking in terms of American dollars, just as
the banker was thinking in terms of German
marks. She insisted on paying $7,000 instead of
paying $250, but she would have rebelled if she
had been told that the dollar also had fallen,
that the equivalent in buying power of the orig-
inal debt was not $7,000, but $12,000, and that
she ought, therefore, to pay $12,000! Then ske
would not have seen the point!

THE MONEY ILLUSION TN AMERICA

Thus, we Americans are no exception in re-
gard to the “Money Illusion.” An American is
quite lost if he tries to think of the dollar as
varying. He cannot easily think of anything by
which to measure it. Even with our gold stand-
ard we have a dollar fluctuating in buying
power. Yet we think of the dollar as fixed. Tt
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is fixed only in the sense that it is redeemable in
a fixed number of grains of gold. It is not fixed
in the amount of goods and benefits it can com-
mand.

A very able American business man said to
me some years ago: “I have made a great deal
of money and I have been on the boards of di-
rectors of a great many concerns. I haven’t be-
fore heard anyone talk about an unstable dollar
as having anything to do with hard times; I take
no stock in any such idea.”

It is refreshing to note, however, that many
far-sighted business men are now aware of the
changeableness of the dollar. In 1925, at 2 time
when people were marvelling at how high the
stock market seemed, Secretary Mellon pointed
out that, if we took account of the depreciated
dollar, prices on the stock market really were
not so high as they had been before the War.
He was right; for a depreciated dollar tends to
raise prices of commodities and property in
general, including stocks representing shares in
property.

Earlier in the same year, Mr. James H. Rand,
Jr., now President of Remington Rand Inc.,
had pointed out in some detail the same fact.
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Having been interested for a long time in this
subject of the fluctuating dollar, he had, from
time to time, kept two accounts, one in actual
prices, the other translated into such prices as
would have prevailed if the dollar had remained
stable in buying power. This he did to make sure
that he was not being victimized, like the shop
woman in Betlin, by unstable money. Without
such a translation into actual buying power, we
are all likely to deceive ourselves.

In 1919, which was in a period of inflation, a
leading banker learned, for the first time, of
translating accounts into stable dollar values.
When he saw the point, he took a pad out of
his pocket and made some calculations, Then he
exclaimed : “I have been boasting about how my
bank has expanded its deposits and loans, But
now I see, when I take into account the depre-
ciated dollar, that I am only doing about the
same business as before the War at twice the old
level of prices. The expansion of which I have
been boasting has been an illusion”

The United States Steel Corporation has the
reputation of having grown rapidly—and it has
grown very rapidly; but its growth seems to be
more than it is because in comparing the com-
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pany’s present and past records the depreciation
of the dollar is overlooked. This comparison of
real with seeming growth has been made in de-
tail by Mr. Ernest F. DuBrul in a pamphlet
mentioned in the Supplement.

APPLICATION TO INVESTCRS

Apply the idea of the unstable dollar to your
own case. Suppose that you received before the
War a dividend of four dollars per share, and
that now you are receiving five dollars per share.
Perhaps you cherish the idea that your divi-
dend is now twenty-five per cent more than
it used to be. But when you consider what your
dividend dollar will buy, you will find that the
real return to you is actually 1234 per cent
less!

Work it out and see. The dollar of today, as
compared with the dollar of 1913, is worth about
70 pre-war cents, as already mentioned ; that is,
it will buy about seventy per cent as much
goods, on the average, as the dollar of 1913
bought. Using this figure, suppose you translate
your five dollar dividend of today back into the
old 1913 dollars. Since each of these five present-
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day dollars is really only 70 cents, of pre-war
standard, you will find that you actually have
only five times 7o cents, or three dollars and a
half, of pre-war standard. You used to get four
dollars in your dividend and now you are get-
ting only three dollars and a half of the same
standard of buying power.

Two investigators in the banking and broker-
age business have recently shown what this
means to the American investor, and have pub-
lished their findings in two excellent books: Ed.
gar Lawrence Smith’s “Common Stocks as Long
Term Iavestments” and Kenneth Van Strum’s
“Investing in Purchasing Power.” Both of these
men, working by independent methods, have
startled many conservative investors by showing
that the bondholder does not necessarily have a
safe investment, as measured in buying power,
even in this country. The reason is simple. As
long as a dollar is not safe, any agreement to pay
a dollar is not safe. However certain it may be
that you are going to get the promised dollar,
it is not at all sure what the dollar is going to
be worth when you get it. These investigators
have found that, on some occasions, the bond-
holder, instead of getting interest, was really
taking a loss in terms of real buying power. He
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was actually losing part of his principal; but,
like the German shopkeeper, he did not know it.

1S GOLD STABLE?

The Money Ilusion is strong even in coun-
tries which have lost the gold standard and are
on a paper money basis, despite two reminders
which business men have before their eyes.
These are the ever-changing quotations of their
former gold money—mark, franc, crown or
whatever—and the ever-changing quotations of
foreign moneys. But stronger yet is the Money
Illusion in gold standard countries, where these
two reminders are absent. In fact their absence
is often pointed to, with pride, as proof that the
money is sound and stable.

One form of such “proof” of this stability is
that the “price of gold” never varies in a gold
standard country. In the United States pure gold
sells at about twenty dollars an ounce (exactly
$20.67) and has remained at that fixed price
ever since 1837 when the pure gold content of
the dollar was fixed at about one-twentieth of
an ounce (exactly 23.22 grains) of pure gold.
Of course the two figures mutually imply each
other and afford absolutely no evidence that gold
is constant in its buying power over other com-
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modities. They merely mean that gold is con-
stant in terms of gold.

I once jokingly asked my dentist—at a time
when people were complaining about “the high
cost of living”—whether the cost of gold for
dentistry had risen. To my surprise he took me
seriously and sent his clerk to look up the figures.
She returned and said : “Doctor, you are paying
the same price for your gold that you always
have.”

Tusning to me the dentist said: “Isn’t that
surprising? Gold must be a very steady com-
modity.”

“It's exactly as surprising,” 1 said, “as that a
quart of milk is always worth two pints of
milk.”

“I don’t understand,” he said.

“Well, what is a dollar?” 1 asked.

“I don’t know,” he replied.

“That’s the trouble,” I said. “The dollar is
approximately one-twentieth of an ounce; there
are, therefore, twenty dollars in an ounce of
gold, and naturally an ounce of gold must be
worth $20. The dollar is a unit of weight, just
as truly as the ounce. It is a unit of weight mas-

guerading as a stable unit of value, or buying
pawer.”
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CONCLUSION

Qur fixed-weight dollar is as poor a substitute
for a really stable dollar as would be a fixed
weight of copper, a fixed yardage of carpet, or a
fixed number of eggs. If we were to define a
dollar as a dozen eggs, thenceforth the price of
eggs would necessarily and always be a dollar
a dozen, Nevertheless, the supply and demand
of eggs would keep on working. For instance, if
the hens failed to lay, the price of eggs would not
rise but the price of almost everything else would
fall. One egg would buy more than before. Yet,
becanse of the Money Illusion, we would not
even suspect the hens of causing low prices and
hard times.

In what sense, then, should a dollar be fixed,
if not in weight? Evidently, in buying power,
We use a dollar as a unit of value, or buying
power, not as a unit of weight. We have other
units of weight, the pound, cunce, grain, gram.
We use these units of weights for weighing. But
the dollar is a unit of weight never used for
weighing. 23.22 grains of silver or copper is
not a dollar. Only 23.22 grains of gold is a dol-
lar and even then, while the grain means to us
weight, the dollar does not. We never think of
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it in any such way. We think of it as a unit of
value. No one cares, or should care, what a dol-
lar weighs. What it buys is the vital question.
As an economist, General F. A. Walker, said,
“money is as money does” or “the dollar is what
the dollar buys.” T'o confuse the fixed weight of
the dollar with a fixed value is like confusing a
fized weight of 2 yardstick with a fixed length.
1f the Bureau of Standards should put out vard-
sticks always weighing the same, that would not
insure their having the same length. They could
be used accurately for weighing sugar but not,
with any great accuracy, for measuring cloth.

It follows that our dollar could be used ac-
curately for weighing sugar, but it cannot at
present be used, with accuracy, for measuring
value. This fact nevertheless is hidden from us
by the Money Illusion.



CHAPTER II

EXTENT OF MONEY
FLUCTUATION

THE INDEX NUMBER

E have seen that, in spite of the popular
belief to the contrary, the dollar or franc,
or other monetary unit, unlike other units of
measure, is very far from constant. But how can
we tell when the value of the dollar has changed
and how much it has changed? By what means
can we measure our money in terms of real
value? The answer is, by means of Index Num-
bers or, for short, Indexes.

An Index is a figure which shows the average
percentage change in the prices of a number of
representative goods from one point of time to
another.

Suppose we start with a dollar’s worth of
goods in 1913, a2 market basket containing all
sorts of representative goods—bread, butter,
eggs, milk, cloth and so on, in the proportions

19 .
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in which they were traded in, and such that the
whole assortment could be bought in 1913 for
one dollar,

Then let us suppose that, while the 1913 dol-
1ar would buy that market basketful, the dollar
af 1919 would buy only half of it. That is, the
price of that basket in 1919 was two dollars in-
stead of one dollar; the goods in the basket
taken all together, had doubled in price. It fol-
lows, according to these figures, that the 1919
index number of commodity prices is twice the
1gr3 level; that is, it is 200, if we take 100 as
the price level of 1913.

‘This statement does not, of course, mean that
every one of the goods had doubled in price.
Some kinds of goods had more than doubled in
price and some had less than doubled; a few
even had fallen.

Such a doubling of prices, on the average, did
actually occur between 1913 and 1919. We can
express it in either of two ways. We may say
that the price index, or price of the assortment
of goods in the imaginary basket, was doubled,
or we may say that the dollar was worth half
as much.

Today the value of the dollar is higher than
0 19193 it will buy more than two-thirds of



EXTENT OF FLUCTUATION 23

the market basket which cost a dollar in 1913,
That is, as before stated, today’s dollar 1s worth
about 70 pre-war cents.

As already said, the market basket is sup-
posed to contain the various commodities in their
right proportions. But, in actual practice, it
usually makes very little difference whether the
proportions are carefully chosen or not. This is
partly because most of the commodities usually
go up and down in sympathy and partly for
other reasons. But of the fact there is no ques-
tion, surprising as it may seem to those not fa-
miliar with index numbers, Chart IT constructed
from the figures published in Bulletin 181 of the
United States Bureau of Labor Statistics illus-
trates two curves, one curve ‘‘weighted,” accord-
ing to the amounts bought and sold, the other
“unweighted,” giving equal weight to each and
every commodity. The reader can see for him-
self that usually the two curves move up and
down together.

The United States Burean of Labor Statistics
publishes monthly an index based on the whole-
sale prices of 550 commodities. I publish one
weekly based on 120 commodities. Carl Snyder,
economist of the Federal Reserve Bank of New
York, has constructed a general index, compiled



2z THE MONEY ILLUSION

e /]]

o
o

g

daiHoin / \
/ oL \/\s:...

\.

e

My

08

J
Q3IHOIIANN

v

QLHDIIMNG ANV
O 130

VIS CAUINY HLNL SIYYd 21VCTIONA

5098283298828

/]

<

X

.
D

™\
P
S S
]

:aa:%@asa

g 3 8 8§ 8
from the prices of goods, property and services
of all descriptions, not only commodities, whole-

sale and retail, but stocks, bonds, real estate,
wages, rents, and freights,



EXTENT OF FLUCTUATION 23

Indexes are increasingly used by statisticians,
by the statistical departments of banks, by busi-
ness men, and, in recent years, even by the gen-
eral public. A number of commercial houses and
some official agencies have adjusted wages by
an index of the cost of living., The Dawes Plan
for Germany’s reparation payments makes some
use of index numbers. The World Economic
Conference at Geneva, in 1927, recommended
that various kinds of indexes be constructed for
world-wide use.

As already implied, if we, so to speak, turn
an index of prices upside down, we get an index
of the buying power of the dollar, The two in-
dexes play see-saw with each other, one going
up or down as the cother goes down or up. So
there are always these two indexes, one of prices
and the other of the buying power of the dollar.
Both tell us the same story but in opposite ways.

FLUCTUATIONS IN EUROPE

When we apply this instrument, the index, to
the facts of history, what do we find has hap-
pened to price levels and money? Indexes show
that the German commodity price level rose dut-
ing, and following, the World War more than
a trillion fold as compared with the level of
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the year 1913, or, to reverse the index, that the
buying power of the German mark was reduced
to less than one-trillionth part of what it was in
1913. In Russia the rise of prices was far less,
yet it was over a billion fold. In Poland the rise
was again far less; yet it was over a million fold.
In Austria the rise was still less; yet it was
twenty thousand fold. In Italy and France and
several other countries it was still less; yet it was
five to ten fold. In England, Canada, and in the
United States it was still less; yet it was two to
three fold; that is, the dollar and the pound fell
to a half or a third of their pre-war buying
powers.

FLUCTUATIONS IN AMERICA

During the Civil War the dollar fell rapidly,
so that in 1865 its buying power was only two-
fifths of that of 1860. Next, the dollar’s buying
power rose again until it was multiplied four
fold in the 31 years between 1865 and 1896.
Once more the tide turned and the dollar fell
until its buying power in 1920 was only one-
fourth what it had been in 18g6. Finally, from
May 1920 to June 1921 the dolar again rose
rapidly in buying power, from 40 to 70 pre-war
ceats. All these figures are based on wholesale
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prices. If other sorts of prices are included the
extreme fluctuations are reduced. Since 1921 the
dollar has remained fairly stable, with compara-
tively minor changes, up to the present time.

Chart 111 shows what the dollar was worth
in various years, five years apart, beginning
with 1850, All figures are in terms of “pre-war
cents,” that is, 1913 cents,

These facts show that, while the changes in
our dollar are small compared with the extreme
changes in the German mark or in the Russian
ruble, they have nevertheless been very great.
An expansion in the dollar’s worth of nearly
four fold within a generation, an equal shrink-
age within a still shorter time, followed by an-
other great expansion in a little more than a
year, show that our dollar has been far from
stable, That is to say, even in the United States,
a gold standard country, money changed in
buying power just as truly, even if not as much,
as it did in the paper standard countries,

DIFFERENT INDREXES AGREE

"The indexes used in Chart 1T are made from
wholesale prices but the results will not be far
different if we use an index made {rom retail
prices, or even one from ‘“‘general” prices—of
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CHART It

BUYING POWER OF THE DOLLAR

IN 191> CENTS

3

//////M////////
T \\\\
)
m\\\\w\w\\\m\m\\\\\\\\\\%\R\\

E ,V///////////V ///%%,////%//%//
m§§\\ .
DN /////%ﬁ//%,/%/////%//m
m\\\\\\\\\\\\\\\\\\\\\\\\\\\%\\\@\\\ %
m/%//f/ﬂw///////%/ﬂ/ﬁéf
n\§\\§m\\ ,\ B
m////V//////////////%,// i
¢
BN

g \\\\\\\\N\\\\\\\\\\\\\\\\\\
5 ////%,///////,///////// N\
D)

g

\




EXTENT OF FLUCTUATION 27

goods and services of all descriptions, Discrep-
ancies between the wholesale index and the gen-
eral index are shown in the accompanying table.
It 1s interesting to see how closely these different
indexes agree. The wholesale figures are re-
peated from Chart III. The general index,

given in the last column, is that calculated by
Carl Snyder.

Buying Power of the Dollar
in 1913 cents

Wholesale General

1875 89 88
1880 105 102
188% 128 122
1890 125 122
1895 143 145
1900 123 122
1905 11H 116
1910 99 104
1915 99 97
1920 44. 5z
1925 63 59

The differences are, successively: 1, 3, 6, 3, 2,
1, 0, § 2, 8, 4 cents. The greatest difference is
8 cents (52~44 for 1920) the average difference
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is 3.2 cents and there are only two cases out of
the eleven over 5 cents.

While it is a highly technical question what
is the very best index or indexes to be used to
guide stabilization the facts prove that even at
the worst, as shown in this table, the various
available indexes agree with each other fairly
well. Each one shows an extremely variable
dollar.

COMMENTS

What would we say if our yardstick, pound
avoirdupois, bushel basket, gallon, or kilowatt
were to shrink and swell-nearly four fold—
back and forth? Suppose that a railway com-
pany were to order railway ties six feet long and.
that the foot rule were to quadruple in length
before the time they were delivered! Or suppose
that a grain elevator were to buy 1000 bushels of
wheat, but the bushel basket meanwhile were
to shrink to one-fourth its original size! Our
dollar, the measure of value, nevertheless
changes as the yardstick might if it were a rub-
ber band, or as the pound might if the standard
pound weight were made of something that
takes up moisture from the air and afterward
dries out again.
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The reason the World War aroused us a little
to the importance of this subject of unstable
money was that it made almost all moneys in the
world far more unstable than they had ever
been before. Yet it required, in Germany for
instance, a change of over a hundred fold oc-
curring within the period of a few years to
make any large number of people realize that
there had been any change at all, so difficult is
it to rid ourselves of the Money Illusion.

Even under such extreme conditions, the
Money Illusion did not end. The idea of the sta-
bility of money was merely transferred by the
Germans from their money to ours. Like a pas-
senger who discovers, to his surprise, that hig
train is moving and not the one on the next
track, the ordinary German, after the German
price level had risen some hundreds of times,
suddenly realized that the mark wag falling and
immediately assumed that the Swiss franc, or
the American dollar, was stationary. It was then
that the general public began, for the first time,
to watch daily the foreign exchanges and
promptly to adjust their own prices accord-
ingly. They envied the foreigner for having
what they now falsely assumed was a stable
money. One result was a desire to “get back” to
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such a gold standard themselves; that any stand-
ard still better might be obtained was an idea
never thought of. Thus the very instability of the
paper mark, as soon as discovered, blinded them
to the instability of the gold standard. The fact
that gold was so very much more stable than
unregulated paper money caused it to be ideal-
ized. But it is not, and never has been, ideal—
far from it,—as the indexes just quoted clearly
show.



CHAPTER II1
WHY DOES MONEY FLUCTUATE?

CIRCULATION OF MONEY AND GOODS

HE question now arises why does money

thus change in its buying power? The an-
swer, in brief, is “relative inflation and defla-
tion.” The emphasized word “relative” means
inflation or deflation relative to the volume of
trade in any given period.

The term “money,” as here used, includes
three chief kinds: first, gold, into which all
other money is convertible as long as the gold
standard is maintained ; second, paper money;
and third, bank deposits,—the money we keep
on deposit in banks and which is transferred by
means of checks. These bank deposits, or “de-
posit currency” as they are often called, differ
from paper money and gold money in accepta-
bility. Gold and paper money are accepted by
everyone without question. But a check on a
bank is not accepted except by the individual
consent of the person receiving ft.

3T
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This deposit currency is much more impor-
tant than the gold or paper money, because it
does much more work in exchanging goods—in
fact, eight or ten times as much.

Every time anyone buys anything of anybody,
money, one of these three kinds, flows from the
buyer to the seller, while the goods flow from
the seller to the buyer. If now we add together
all such flows of money in society as a whole, in
the course of, say, a year, we get the total
amount of money paid or circulated. In the
course of a year in the United States, the money
circulated adds up to approximately between
éoo and 1000 billion dollars, say goo billions of
dollars. Since the total “money” in existence
{including credit) is only about 30 billions, this
must turn over about 30 times a year in order to
do its necessary work in the nation’s business of
transferring goods from owner to owner.

Tao illustrate roughly, suppose taken together
these goods all make up 30 billion tons circu-
lated per year. These 30 billion tons, the entire
goods stream, sold at $30 a ton on the average,
make the goo billion dollars' worth required to
match the opposite money stream of goo billion
dollars.
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RELATIVE INFLATION AND DEFLATION

If these two opposite flows, namely the circu-
lation of money and the circulation of goods,
each goo billions of dollars in value, should
keep going on at the same even pace, year after
year, there would be no inflation and no defla-
tion—and there could be no change in the gen-
eral level of prices. Nor could there be any
change in the general level of prices if these two
streams were both to grow greater af the same
rate, nor if they were both to grow less af 1he
same rate.

'This situation, where money and goods run
along together, or their streams ebb and flow
alike, may be called the “normal” one. That is,
the flow of money, to accommodate business,
keeps pace with the growth or shrinkage of
business. That is what is meant by an “elastic
currency.”

But what if the two circulations do not thus
keep pace? For instance, suppose that the cir-
culation of goods remains the same year after
. year (say at 30 billion tons) but that the circu-
lation of money increases (say to 1200 billion
doliars). Then evidently the price level could
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not remain the same (at $30 a ton) ; otherwise
the value of the goods stream would still be
only goo billion dollars instead of the 1200
which it must be to equal the circulation of
money.

In short if more money pays for the same
goods their price must rise, just as if more but-
ter 1s spread over the same slice of bread it must
be spread thicker, the thickness representing the
price level, the bread the quantity of goods.

Next, suppose again that the circulation of
goods remains the same but that the circulation
of money decreases,—then the price level will
fall. If less butter is spread over the same slice, it
will have to be on the average thinner.

Next, suppose the circulation of maoney to re-
main constant, while the circulation of goods
1ncreases. [The price level will fall; the same
butter spread on a larger slice will be thinner.

Finally, suppose again the circulation of
money to remain constant while that of goods
decreases. The price level will rise; the same
butter spread on a smaller slice will be thicker.

In fact, of course, we never find either of the
two circulations staying constant. The circula-
tion of goods is almost always increasing vear
by year, and usually at a fairly steady rate. The
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circulation of money also usually increases, al-
though very unsteadily, and sometimes it ac-
tually decreases. But, whatever happens, the only
important fact, in so far as the price level is
concerned, is the relation between these two cir-
culations.

We may, accordingly, include all four of the
preceding cases, as well as all other possible
cases, by saying: If the circulation of money
increases relatively to the circulation of goods,
the price level will rise. If, on the contrary, it
decreases relatively, the price level will fall;
that is, whether the butter is thick or thin de-
pends on whether there is much or little butter
relatively to the bread. In the first case, there
is relative inflation; in the second, relative de-
flation ; and the index of prices reveals from time
to time which of the two is going on.

REAL INCOME

But, of course, relative inflation or deflation
is not the whole story. Although, for the pur-
pose of explaining a change in the general level
of prices and the corresponding opposite change
in the buying power of the dollar, it makes no
difference whether the relative inflation or de-
flation is caused by a change in one or in the
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other or by a change in both of the two circu-
lations, nevertheless it does make a difference for
certain other purposes, including some questions
of human welfare to be considered in later chap-
ters,

Now, the human significance of money to any
person depends principally on two things: (1)
how many dollars of income he gets; and (2)
what each of those dollars will buy. His real in-
come is the product of these two factors. It is the
buying power of one dollar multiplied by the
number of dollars of his income; that is, it is
the buying power of that income taken as a
whole,

A man’s real income is of supreme economic
importance to him. Whether the real income of
the average man increases or decreases depends,
of course, on whether the total real income of
society increases faster or slower than does the
population. The real income per capita is the
chief economic fact in any country.

THE TWO CIRCULATIONS PER CAPITA

v Now, real income will expand or contract in
praportion (approximately) to the circulation
of goods. Consequently an increase or decrease
in real income per capita is indicated by an in-
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crease or decrease in the circulation of goods per
capita, In short, we may think of the circulation
of goods per capita as a practical tell-tale of
ecopomic wellbeing per capita. -

If we put also the flow of money on a per
capita basis we can always apportion the cause
of a rise or fall of the price level between money
and goods. We can, for instance, say: If the
flow of goods per capita remains the same, any
change in the price level is due entirely to a
change in the flow of money, 1f the flow of
money per capita remains thé same any change
in the price level is due to a change in the
flow of goods. If both flows per capita change,
both are responsible for the change in the price
level and in proportion to their respective
changes.

For instance, if the per capita flow of money
should double and the per capita flow of goods
should be halved, each of these causes would
double the price level. Each would have the
same influence as the other; together they would
increase the price level four fold.

ABSOLUTE INFLATION AND DEFLATION

The result of this way of stating the prob-
lem is that we may reduce to four the possible
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causes of changes in the general level of prices:

I. per capita increase of money circulated
2. “ “ decrease of money “
3. “ increase of goods e
4. “ decrease of goods “

The first two may be called “ahsolute infla-
tion” and “absolute deflation” in contrast with
“relative inflation” and “relative deflation” as
already defined (which might also be described
as the increase and decrease in the per capita
flow of money relative to the per capita flow of
goods).

By these definitions we have given precise
meanings to the terms relative inflation, rela-
tive deflation, absolute inflation, absolute de-
flation. These will help us think clearly, instead
of being contented with the vague meanings of
“inflation” and “deflation” as commonly used.

- MONEY DOMINATES

Most people have the idea that the last two
of our four causes are the important ones,—that
when the price level rises the rise is due wholly
or chiefly to an actual scarcity of the individual
goods concerned, and that, when the price level
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falls, the fall is due wholly or chiefly to an actual
superabundance of the individual goods con-
cerned. In other words, the common impression
is that a high price level, a so-called “high cost
of living,” is not usually due to any absolute in-
flation (even if we do have to call it relative in-
flation according to our definition) ; and that a
low price level is not usually due to any absolute
deflation (even if we do have to call it relative
defiation by our definjition).

But there is no justification whatever for such
ideas; they are chiefly due to our old friend the
Money Illusion which hides from us the money
side of the market, so that we look only at the
goods side,—usually the wrong side to look at.

As a matter of historical fact, we seldom, if
ever, find a case of noteworthy inflation or de-
flation which is not both relative and absolute.
The money stream is found to vary greatly,
while the goods stream varies comparatively
little, especially per capita, that is, in relation
to population. There is usually a slow and steady
increase of the stream of goods per capita. The
facis justifying this statement are given in the
wrisings of various economists, including Pro-
feygor Cassel of Sweden, Professor Keynes of
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England, Professor Holbrook Working of Cali-
fornia, and many others, including myself,

That changes in the money stream have been
of overwhelming importance will not be ques-
tioned, of course, in such extreme cases as in
the recent inflation and deflation in Germany,
Russia, Poland, and Austria. Whatever may
have been the facts as to the stream of goods,
certainly the stream of money varied infinitely
more, When the price level soars a thousand or
a million fold, the rise is most certainly almost
wholly due to inflation, and that inflation is both
relative and absolute,

The same was undoubtedly true of the paper
money of the French Revolution, It was true of
the “Continental” paper money of our American
Revolution, and of the “greenbacks” of our Civil
War. So great was the depreciation during the
American Revolution that even to this day, after
a century and a half, we have an echo of it in
the familiar phrase: “It isn't worth a Continen-
tal.”,

It is not so generally understood, however,
that there is this same overwhelming importance
of the changes in the money stream even in times
of peace, and even in gold standard countries
like the United States.
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TEN AMERICAN EXAMPLES

In each of the following instances, covering
all the important illustrations available in the
United States, the inflation or deflation was both
absolute and relative, and was each time the
dominant factor in raising or lowering the price
Ievel:

(1)} Inflation, 1849-1860. Gold gushed from
California and Australia.

(2) Further Inflation, 1860~1865. During the
Civil War the “greenbacks” were issued in in-
creasing numbers,

(3) Deflation, 1865-1879. After the Civil .
War the “greenbacks” were reduced in number
and finally made redeemable in gold.

(4) Further Deflation, 1879—1896, Gold min-
ing tended to fall off while, at the same time,
there was a “scramble for gold” among many
nations then changing over from the “bi-
metallic” standard, which used both gold and
silver, to the single gold standard.

This last period is especially interesting be-
cause it is the only period which, to many econ-
omists, seemed an exception to the rule. As one
of those economists, I myself supposed, until
recently, that there was, during these years, such
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a marked increase in the goods circulation as
largely to explain the fall in the price level, even
if the money circulation had increased as fast
as the population increased. Books have been
written to support this idea. But the recent
studies of the goods stream—as revealed by the
statistics of the physical volume of production
given by Carl Snyder and Willford I. King,
show that the goods circulation, or volume of
trade, did not even increase as fast as the popula-
tion. Snyder’s figures show an increase in pro-
duction from 1879 to 1896 of only 30 per cent,
while population increased 44 per cent. It fol-
Iows that if the money flow had increased exactly
as fast as population, that is if the per capita
flow of money had remained constant, the failure
of the goods circulation to keep pace with popu-
lation would actually have raised the price level,
Instead of this being the fact, however, the
price level actually fell. The fall therefore
must have been due entirely to money scarcity
per capita, and not in the least to any abundance
of goods per capita.

(5) Inflation, 1896~1914. New gold mines
were opened. The cyanide process for increasing
gold production was introduced. Gold poured
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from Colorado, Alaska, Canada and South
Africa.

(6) Further Inflation, 1914~1917. Europe
had paper money inflation and America would,
of course, not accept paper money in payment
for the munitions and food bought of us. Con-
sequently the chief means of payment was gold;
and there were large gold imports from Europe.
There was also corresponding credit inflation,
further promoted by the establishment of the
Federal Reserve System. This new system made
it legally possible to have a greater credit struc-
ture with the same gold base, or reserve,

(7} Further Inflation, 1917-1918. 'After
America entered the War there was further
gold inflation and credit inflation, for the same
reasons as under “(6).” The credit inflation
went on even more rapidly because the public,
to lend to the government, borrowed the money
from banks. This money, or credit currency,
was not money already in existence, but was
newly created by the banks simply writing it on
their books. 1 remember once, when taking part
in a speaking tour to help raise money for Lib-
erty Loans, that a fellow speaker, a clergyman
not versed in economics, appealed to his audience
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as follows: “Lend money to Uncle S8am! That
is, Buy Liberty Bonds. I{ you haven't any money
to buy bonds with, go to your bank and borrow
it, If the bank asks for security, tell them you'll
Iet it have the bonds you buy with the money
they lend you. It’s like perpetual motion.”

Too many people followed such advice, It
awas like perpetual motion, unsound. Instead of
saving to lend they borrowed to lend. That is
they really did not lend at all, The banks might
just as well have loaned directly to the govern-
ment, and even they did not save to lend but
merely wrote “deposits” on their books. The
same sort of make-believe foans were common
in all the countries concerned in the War. The
“lenders” went through the motion of lending
but they were really merely inflating,~—increas-
ing the money flow without correspondingly in-
creasing the goods flow.

(8) Further Inflation, 1918-1920. After the
War the Victory Loan was floated by the same
methods; and, to keep interest low, the Treasury
brought pressure to bear on the Federal Reserve
System. The low interest stimulated further
l:{orrcwing for business purposes and specula-
tion.,

(9) Deflation, 1920-1922. A tightening of
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credit requirements ensued, as a reaction against
the previous inflation.

(10) Slight Change, 1922-1928. New Fed-
eral Reserve policy “to accommodate business.”

A FORGOTTEN SUPPLY AND DEMAND

People who imagine that money has little or
nothing to do with the level of prices usually
tell us that “supply and demand settle the price
of everything.” In a sense, this may be admitted ;
but supply of, and demand for, what? The gen-
eral tendency is to think only of the demand
and supply of wheat, corn, sugar, steel, and
other goods; and to forget entirely the demand
and supply of money. Since the demand and sup-
ply of money cannot change the price of money
in terms of money itself, they will work out their
effects on the prices of other things, just as, we
have noted, would be the case 1f a dollar were a
dozen eggs. The demand and supply ok eggs
would not change the price of eggs in terms of
eggs, and therefore would work out their effects
on the prices of other things for which the eggs
were exchanged.

If we go back to original trading, or barter,
we can see the point more clearly. Suppose we
were trading wheat for hogs. If the price of
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wheat in terms of hogs went down, we certainly
would not say that the fall was due, necessar-
ily and wholly, to the demand and supply of
wheat alone; we would see that it could just
as well be due to the demand and supply of
hogs.

Evidently the same must be true if wheat is
exchanged for silver; there is the silver demand
and supply, as well as the wheat demand and
supply. The same must be true if wheat is ex-
changed for gold—whether gold bullion, gold
coin, gold certificates—or for other money con-
vertible into gold. If there is a great deal of gold,
or its substitutes-—money convertible into gold
—~it will take more gold to buy a bushel of
wheat than when the reverse is true; the greater
the flow of money, the higher is the price level,
and the reverse,

Evidently we ought never to forget the de-
mand gnd supply of gold and its substitutes, the
other kinds of money, Gold and its substitutes,
paper money and bank deposits, enter into
practically every exchange today, The demand
and supply of money must have their effect
upon the price level of every transaction. We
see that a large supply of wheat makes wheat
cheap., We must see that a large supply of dol--
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Iars makes the dollar cheap, and that this im-
plies a higher level of prices.

INDIVIDUAL AND GENERAL FRICE MOVEMENTS

It is true that the greater part of the price
change of any individual commodity, like wheat,
is due to the supply and demand relating to
that individual commodity, For instance, only a
small part of the fall in the price of cotton in
1926, following the unprecedented bumper crop
of that year, can be ascribed to an increase in the
value of money itself, as reflected in the general
level of prices. Wheat has often gone up and
down over 5o per cent, while the change of the
general level of prices was only one ot two per
cent.

In exactly the same way the general sea level
may not change an inch during a violent storm,
though thousands of individual waves, moving
up and down several feet many times, travel a
total up and down distance of many miles,
Throughout the most violent storms the level of
the sea is chiefly affected by the flow of the tides.
In the vast economic sea, with prices bobbing up
and down (like waves), there is usually only a
small net average change. We must learn there-
fore to distinguish between the individual move-
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ments of prices (caused by the demand and sup-
ply of individual commodities), movements
which correspond to the waves, and the general
movemnents of prices (caused by the demand and
supply of money}, movements which correspond
to the tides.

Or, to go back to our bread and butter, the
average thickness of the butter (the general level
of prices) does not have much to do with the
thickness at individual spots on the bread (in-
dividual prices}. The butter at any spot may
be thick or thin whatever the total amount of
butter; only, if we press it thin in some places,
it must get thicker somewhere else.

The level of prices might better be called the
scale of prices. Just as we may magnify or shrink
the scale of 2 map or picture without changing
its individual outlines, so we may inflate or
deflate the scale of prices without disturbing
individual price relations.

This distinction between the two concepts,
“individual prices” and “scale of prices,” was
drawn clearly in Germany during the period of
her money inflation by the device of a “multi-
plicator.,” By this a hotel guest translated the
printed prices on his bill of fare. He found the
price of his dinner listed as, say, 6 marks,” and
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the price of his room as “g marks”; but, before
he paid his bill, these figures had to be multi-
plied by the “multiplicator.” This was a factor,
or index, representing the price level, or scale of
prices, and varied from day to day, going up as
the mark went down. It had nothing to do with
the real price of the dinner, either in terms of
labor or relatively to the price of the room.
‘Whether the multiplicator was 100,000 or
1,000,000 made no difference to these relations,
but only changed the dinner and room from
600,000 and 900,000 to 6,000,000 and 9,000,000.
The multiplicator, or index, saved the trouble
of too frequently reprinting the price lists. The
real price paid was the product of the list price
by the multiplicator.

This principle applies universally, in America
as well as in Germany. Every price paid is the
product of an ideal price multiplied by an in-
dex; that is, it is partly a matter of supply and
demand affecting the individual price, and
partly a matter of relative inflation or deflation
affecting the price level.

HOW INFLATION AND DEFLATION WORK

Even when a person is convinced that inflation
and deflation do actually explain the rising and
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falling of the great tides of prices, he finds it
hard to “seec how” they operate. It may help him
to ‘“‘see” if he will suppose himself suddenly
to have plenty of money through a loan obtained
at the bank, He would then be in a position to
buy more freely. When he exercises this new
power to buy, he evidently tends to raise prices.
If enough others, millions of people perhaps,
are doing the same thing at the same time, as
they did during the War, prices will rise.

People borrow money in order to buy things
with it. When they borrow money of a bank
they leave it on deposit only long enough to draw
checks against it. Those who receive these checks
then deposit them, and in turn draw checks,
and thus the deposit originally created hy the
loan goes on circulating, and tends, every time
it is used, to bid up, or keep up, the prices of the
things bought. On the other hand, when it i hard
to get money because banks will not lend, or for
any other reason, there is less power to bid for
goods. Prices then fall, because people lack
money with which to pay.

CAWSES BREHIND INFLATION OR DEFLATION

Usually inflation comes when governments
are in financial straits, especially in war time,
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or after a war has crippled the government’s
financial powers. War has always been by far
the greatest expander of paper money and credit,
and therefore the cause of the greatest price up-
heavals in history.

Paper money and credit inflation lower in-
directly the value of gold itself. Thus, as we
have noticed, the World War brought gold in-
flation to America because, when Europe had
inflated with paper, her gold came to us.

The depreciation of gold in terms of its buy-
ing power in relation to commodities, caused
by this gold inflation in America and elsewhere
in the World War, was far greater than had ever
occurred before from any other cause. As we
have seen, the American gold dollar sank in
purchasing power from 100 pre-war cents in
IQI3 to 40 pre-war cents in 1920, or as much as
our paper greenbacks depreciated during the
Civil War period.

But not all inflation occurs in times of war;
there may be very considerable inflation in times
of peace. Even pold inflation may occur in times
of peace, either from increased discoveries of
gold, as from those already mentioned in Cali-
fornia and Awustraliz in the middle of the igth
Century, and from those in Colorado, Alaska,
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Canada and South Africa, at the end of that
century, or from certain improvements in met-
allurgy, such as the cyanide process of gold ex-
traction.

Credit inflation, especially, may occur in
times of peace, caused either by changes in bank-
ing laws or by changes in banking customs, For
instance, the passage of the Federal Reserve
Act, while praiseworthy in the extreme as an
improvement on the inelastic National banking
system, would have tended toward inflation, even
if the War had never occurred, simply by re-
ducing the legal requirements as to gold reserves,
thus increasing greatly the possible expansion
of credit.

Turning to deflation, this may be caused by
the exhaustion of gold mines; by government
action in reducing the volume of money in cir-
culation ; or by the action of banks in restricting
credit.

Deflation of paper money has most frequently
been brought about by the effort to resume gold
redemption after a war, This was the case in
the United States between 1865 and 1879, and
in England after the World War in 1918, Italy
started on the same project in 1926, but has
since wisely abandoned it. \
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SUMMARY

In summary, we may say that there are three
great disturbers of monetary standards: Govern-
mental policies—especially but not exclusively
in war time; banking policies usually linked
with the Governmental; and fluctuations in gold
production.

War, generally speaking, makes for the
greatest inflation, while the greatest deflation is
brought about affer war, if a government tries
to get back to the pre-war gold standard.

It is important to note that, in either case,
whether of inflation or deflation, the causes lie
in human policies which, for the most part, cer-
tainly in peace time, could be modified so as to
prevent inflation or deflation if leaders and
people understood clearly the nature and func-
tion of money and the effects of inflation and
deflation.

The chief conclusions of this chapter are two:

(1) The general level of prices is raised or
lowered (that is the purchasing power of
money is lowered or raised) by relative infla-
tion or deflation—by the circulation of money
outrunning that of goods, of the reverse.

(2) In actual fact the money flow is so un-
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steady as compared with the goods flow that, in
practically all important cases, the inflation or
deflation is not only relative but also absolute;
there is an absolute increase or decrease in the
per capita money flow without any great change
in the per capita goods flow.

We can, therefore, usually omit the qualifying
adjectives “relative” and “absolute” and say
simply: The dollar usually falls through infla-
tion, and rises through deflation,



CHAPTER IV

THE DIRECT HARM FROM INFLA-
TION AND DEFLATION

MONEY MORE VARIABLE THAN GOODS

S stated in the last chapter, the public im-
agine that a low price level is due to an
abundance of goods and a “high cost of living”
to a scarcity of goods—that a fall or rise of the
price level represents a sort of feast or famine
in goods. We have found, on the contrary, that
it represents, rather, a famine or feast in money.
The inflation and deflation are not merely rela-
tive; they are usually also absolute.

Once this important fact is recognized, the
whole aspect of rising and falling price levels
will change in the public mind. A “high cost of
living” in which there was a real scarcity of
food, clothing, shelter, and other goods, would
mean a general impoverishment, a lowering of
per capita real income; but a “high cost of
living” caused by inflation does not—not di-

55
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rectly, at least—mean any average reduction in
human wellbeing; or it does not, to put it an-
other way, mean any lessening of the stream of
goods per capita.

Evidently, if a man who formerly got $2,000
a vear now gets $4,000, while the prices of all
things he has to buy are also exactly doubled,
he is no worse off and no better off than before.
His present-day dollar buys only half of what
his former dollar bought; but, as he has two
dollars for every one he had before, his real
condition has not changed.

The high cost of living, which alarmed many
people before and during the World War, was
actually accompanied by a corresponding higher
average of money incomes, and therefore did not
mean, as those people imagined, any great pro-
gressive impoverishment of the nation. Nor did
the depression of 1921 mean, as was then (and
still is) commonly thought, that there was an
over-abundance of products (a surplus of the
streamn of goods).

Even in Germany when prices rose many
billions of times, money incomes also rose many
billions, though not 4s many billions, of times.
If money incomes had remained the same as
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before the War even a hundred fold rise of
the level of prices would be unendurable; it
would have meant starvation and death for al-
most all Germans. The actual conditions were
not as bad as that.

“MERELY" A BOOKKEEPING CHANGE

But if we grant that price movements are
chiefly movements in the value of money, the
question natyrally arises : What of it? The money
yardstick changes, but the thing measured does
not greatly change, What harm can there he if
prices double simply because money is plenti-
ful and not because goods are scarce? We use
twice as many dollars to buy things with simply
because we have twice as many dollars to use.
Is this not merely, or chiefly, a matter of book-
keeping? How, then, can it be of any real im-
portance?

It would, indeed, be of no importance if every-
body's income were adjusted to the change in
prices. But this is not and cannot be the case.
Even if our physical yardstick should vary, such
a change, though purely a bookkeeping matter,
would confuse all commitments of merchants
made in termns of yards, such as sales of cloth,
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carpet or wire. This would be setious; but a
change in the money yardstick, the dollar, is
far more serious, and for three reasons:

(1) The physical yardstick merely affects
the sales of those few goods which happen to be
measured in yards. It is important in the ribbon
market but not in the wheat, sugar, cotton, coal,
oil, lumber, or steel markets. Its variations would
not affect the sales of goods measured in bushels,
quarts, cords, pounds, tons, acres, gallons, kilo-
watts, or days’ work.

The monetary yardstick, on the other hand,
affects all sales. In every sale where we find the
yard as the goods-unit, we find the dollar as
the money-unit; so many yards of carpet are
sold for so many dollars of money. Likewise
every commitment in pounds, bushels, quarts or
anything else, involves a commitment in dollars,
The dollar is used as much as all other units
put together.

If, then, we are at such pains to standardize
or stabilize the yard, the pound, and every other
goods-unit, having—as we do—official sealers
of weights and measures to prevent the cheating
of the public because of changes in those goods-
units, bow much more important is it to stabilize
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the unit of money, applying, as it does, to every
purchase and sale!

{2) This monetary yardstick is used for
long-time contracts, in which the dollars of to-
day are exchanged for dollars of the future.
There are, to be sure, time contracts in yards
and other units, but they are far less frequent,
less important and of shorter duration. They
generally imply money also, as when future
wheat is sold. Practically never do we exchange
present yards of cloth for future yards, present
tons of coal for future tons. But we are con-
stantly contracting to pay present dollars for
future dollars. If a man contracts to pay you a
certain number of dollars, ten years hence, for
a loan of a certain number of dollars today, it
makes a tremendous difference both to him and
to you whether the dollars in which you are paid
bave meanwhile shrunk or expanded. It makes a
tremendous difference, for instance, to a bond
holder.

This evil {(Number z) is far more serious
than the first {Number 1). The great network
of long-time contracts, running months, years,
generations, or even centuries, inclades hundreds
of billions of dollars in promises to pay money
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-—promissory notes, mortgages, debentures, rail-
way bonds, government bonds, leases, annuities,
pensions, insurance policies, savings bank de-
posits, and so on,

(3) A change in the physical yardstick would
be at once detected. But the disastrous effects of
the subtle change in the dollar are not perceived
because of the Money Ilusion. Added havoc is
thus wrought because the source of the trouble
is unrecognized. If we knew how our dollar
changed, we could, to a certain extent, provide
against it, just as we can largely provide against
the harm done by one other variable unit stjll
in use, the month, We know in advance that
February is a short month and March a long one.

For these three reasons, then-—the universality
of the use of the monetary unit in exchange; its
unique use in time contracts; and the invisibility
of its tricks——our unstable dollar is vastly more
harmful than an unstable physical yardstick or
pound weight would be.

INJUSTICE BETWEEN DERTOR AND CREDITOR

Think of the disturbance of loan contracts,
When, for instance, there is inflation, and the
price level rises, the creditors lose and the
debtors gain.
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It might seem at first that this is as broad as it
is long since the debtor gains exactly as much
as the creditor loses. It might be argued that no
harm can be done to society as a whole either
by inflation or deflation since the average wealth
would not be changed.

But one might as well reason that when a
bank vault is robbed or when your house is but-
glarized, society is none the poorer. If you, the
victim of the robbery, should be told, “What
you have lost the burglar has gained, and there-
fore society as a whole is just as well off 1 that
would be cold comiort to you.

In somewhat the same sense this burglarizing
dollar is defrauding people, even if it does so
impersonally. Something is taken away from its
rightful owner. The evil is not (primarily at
least} general impoverishment; it is social in-
justice. Unlike burglary or personal fraud, there
is no violation of the letter of the law as to
debts, but there is a defeat of its spirit and in-
tent.

EUROPEAN EXAMPLES

Extreme examples are always the clearest.
The story is told of a Polish clothier, deciding
to retite from business, who sold his 100 suits of
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clothes for 100,000 Polish marks and invested
the proceeds in a “secure” three-year mortgage
at 6 per cent, thus receiving 18,000 Polish marks
in interest and the safe return of his 100,000 Pol-
ish marks of principal at the end of three years.
But this whole 118,000 Polish marks would then
buy only one suit of clothes! Nominally he had
received 69 interest. Actually he had lost prac-
tically all, interest and principal alike.

A famous professor at Berlin had made a
small fortune from the sale of his books, He in-
vested it in so-called “safe” bonds with the ex-
pectation of living on the income. At the end of
the inflation period he found that his whole
fortune, the accumulation of a life-time of hard
work, would not buy a postage stamp! Yet the
bonds were not defaulted. He was ruined, not
because the promise to pay was not fulfilled, not
because goods became scarce and therefore dear,
not because his judgment was bad; but because
inflation depreciated the mark in buying power
almost to zero,

In the city of Budapest s benevolent woman
founded a genteel poorhouse for just such vic-
tims of inflation, When a friend of mine visited
that poorhouse he was shown into a little hall
bedroom, with one small iron bedstead for two
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people, a dry-goods hox for a washstand and on
that a tin wash basin. There, he was told, lived
two judges of the highest court who had invested
their savings in bonds and other “safe” securi-
ties. Currency depreciation had reduced the buy-
ing power of their once ample incomes to prac-
tically nothing. They had become objects of
charity.

One of the German witnesses who appeared
before the Dawes’ Commission was a working-
man, representing, he said, fifteen million Ges-
man laborers. 'When asked what labor most
needed, he said, a more stable currency.” He
said the workmen had no way to lay up for
a rainy day, to put by money in order to have
it ready to pay the doctor and nurse at the com-
ing of a baby into the family, or to provide for
old age or funeral expenses. The mark would
lose much of its buying power over night. A
‘wife would meet her husband when he got his
wages, snatch the money and run to the grocer
to spend it before the soaring pnces should soar
still higher.

Millions of European savings bank depositors
had their life savings swept away. Because of
the Money Illusion, few had the understanding
to withdraw their depogits in the early stages of
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inflation, and, had they doae so, still fewer would
have known how to reinvest them wisely so as
to profit by the price movements.

In many countries of Europe the inflation
during and after the World War literally ruined
millions of middle class investors who had in-
vested in bonds; they were the creditors and lost
practicaily their whole principal by the fall of
the German mark, the Polish mark, the Rus-
sian ruble, and the Austrian crown. These in-
vestors—including teachers, lawyers, judges,
clergymen, physicians, clerks, depositors in sav-
ings banks, the small holders of bonds, the re-
cipients of life insurance money—have now
come to be called “‘the new poor of Furope.”
Some of these, who had every reason to expect
to retire in comfort, are now day laborers, do-
ing anything at all to scrape together a bare
subsistence in their old age.

In Austria a striking example was found by
another economist, Professor James Harvey
Rogers. A bank, as is not unusual in that coun-
" try, had possession of a number of paper mills,
Not wishing to be called a “profiteer,” this
bank adopted a mechanical system of charging,
Beginning with the raw material, the wood
pulp, which was paid for in Austrian crowns,
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the manager added a fixed ten per cent for one
expense, then fifteen per cent for another, and
so on, thus building up a cost structure until a
“fair price” was worked out for the finished
product. According to their books these mills
were making profits.

One day one of the mills burned down and the
manager was forced to sell the stock of wood
pulp on hand before it had been manufactured
into paper. Between the time when he had
bought that wood pulp and placed it on inven-
tory at cost price, and the time of sale, after the
burning of the mill, there had been such a de-
preciation of the crown that the price of wood
pulp, along with everything else, had “gone up”
enormously. Accordingly, when the wood pulp
was sold, it was found thai, by the books, the
mill which had burned down had made larger
profits than any of those which had remained
in operation] The truth was simply that they
had lost all around, but that the loss was less
on the unmanufactured pulp than on the manu-
factured paper. They had failed to translate
their accounts into buying power; they had
reckoned in terms of the crown as if it were
fixed and stable, whereas it was unfixed and un-
stable,
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Yet, strangely enough, while inflation is go-
ing on, the general public finds it hard to admit
that there can be too much money. Money, how-
ever abundant, always seems scarce.

After a rapid inflation once starts, the clamor
for more money often grows louder and Iouder.

The most striking example of the Money 1I-
lusion in relation to inflation may be found in
Germany. The President of the Reichsbank,
speaking before the Reichstag on August 7,
1923, flatly stated, “the note-issue at present
amounts to 63,000,000,000,000,000; in a few
days we shall be able to issue in one day two-
thirds of the tfotal circulation.” The strangest
thing was the matter of course way in which this
casual announcement was received. Here was
inflation going on at terrific speed and ever ac-
‘celerating, yet no one seemed to care how it
would inevitably end,

This heedless optimism reminds one of the
definition of an optimist, suggested by 2 famous
Yale wit (William Lyon Phelps), as a man who,
having fallen out of a nineteenth story window,
was heard to mutter just before striking the
ground “so far so good.”

. A few, of course, grow rich during inflation
by going into debt and then having their debts
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virtually wiped out by that inflation. Hugo
Stinnes, the famous war-time millionaire of Ger-
many, was an outstanding example, Sometimes
the same people or families who profited by in-
flation got caught in the reverse tide of deflation,
and were ruined. The Stinnes heirs were ex-
amples.

AMERICAN EXAMFPLES

Even America has not escaped these evils, A
workingman who, in 1896, had put one hundred
dollars into a savings bank found, in r9zo, that
his principal, plus compound interest at 4% per
cent, amounted to about three hundred dollars,
On the face of it he had his principal back and
in addition $200 of profit, or accumulated inter-
est. This $200 seemed a genuvine reward of thrift,
But it was an illusory profit like the “profit”
on the shirt sold by the woman in Germany,
mentioned in the first chapter, or the “profit” of
the paper mills in Austria, just mentioned. The
appearance of profit was due to a sort of bogus
accounting in terms of a varying dollar.

When our American depositor came to spend
his $300 in 1920 he found prices nearly four
times as high as they had been in 1896; con-
sequently his entire accumulation of $300 would
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buy only about three-quarters as much as his
original $100 would buy in 1896, He would
have come off better if he had spent his hundred
dollars in 1896. If he had turned his $100 into
furnitare, jewelry or some other representative
commodity in 1896 and simply held that com-
modity until 1920, he would have had the use
and benefit of it during all that period, together
with a big advantage over the man who saved ;
for this commodity would have “appreciated”
about four fold. As it was, his only reward of
thrift was punishment. He had really lost, not
only his interest, but also part of his principal.

It can all be put in figures. He deposited 100
dollars in 18¢6. In 1920, each of these dollars
was worth 26% cents of the 1896 buying stand-
ard. He took out 3oo dollars in 1920, worth
300 X .26% = 80 dollars of the 1896 standard. In
short, he put in 100 dollars and took out the
equivalent of 8o such dollars. Instead of having,
as interest, something over and above his $100
of principal he had really lost 20 dollars of his
original principal. Instead of receiving a reward
for his self-denial, the saver was heavily mulcted
for hig abstinence and forethought by our will-
o’-the-wisp dollar. There was really no such
thing as interest, It was all wiped out by the
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fall of the dollar. If the reader is astonished and
incredulous to learn that cur magic dollar made
interest vanish, it is because the Money Ilusion
has hitherto hid the truth from him.

Chart IV shows in graphic form the apparent
gain in 1920 dollars of the depositor and his real
loss as measured in 1896 dollars. The loss of
twenty 1896 dollars was equal in buying power
ta a loss of seventy-five dollars of 19z0.

Before 1896, Hetty Green and Russell Sage
had made fortunes by loaning at low rates of
interest. Had they tried this during the period
between 1896 and 1920 they would have had
their labor for their pains, much worry and
no profit. At the end of that time they would
have been poorer than at the beginning.

Suppose Sage had started with a million dol-
lars in 1896, investing it at 414 per cent inter-
est, reinvesting year after year; he would have
been in exactly the same situation as the savings
bank depositor, only on a larger scale. He would
have had $3,000,000 in 1920 dollars; but this
would be equivalent only to $8co,000 in 1896
dollars. In that period all thrift or saving, by
rich and poor alike, was not rewarded but pc-
nalized.
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AMERICAN BONDS AND MORTGAGES

Any gold bond bought in 1896 and running
to 1920, or any intermediate date, proved to
be a veritable gold brick. Yet, because of the
Money IHusion, even to this day few know it.
Yale University lost heavily during the no-
interest period. Yale had recently to ask for
a further endowment of $20,000,000, largely,
as President Angell said, because of the fall in
the purchasing power of the dollar. About
$7,000,000 of the new endowment was required
to restore the purchasing power of the income
from the bonds, mortgages and notes held in
1914. Of course, the same sort of losses were
sustained by other endowed universities, founda-
tions, hospitals and churches.

A business man who prided himself on his
“safe” investments and who was the manager
of a $30,000,000 estate recently boasted that in
all the years of his management he had never
lost a cent. A young man, just then beginning his
work as “investment counsel” succeeded in con-
vincing him that, on the contrary, by his policy
of investing only in bonds and mortgages he had
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really lost two-thirds of the estate’s original
value, because the dollar had shrunk that much
during the period of his investment,

And ver this shrinkage of principal was over-
locked while this cautious manager haggled over
some fractional advantage in the interest on
his supposedly safe investments. John E. Ro-
vensky, First Vice-President of the Bank of
America, put it well: “What a mockery it is for
bankers to debate for days as to whether a
twenty-year bond shall be sold to the public on
a 4.75 per cent or 4.78 per cent interest basis
when it is uncertain as to whether the principal
amount of the bond will be repaid on an 8o per
cent, 100 per cent or 120 per cent basis! We dedi-
cate tomes of deep study to the question of
whether the tendency of interest rates during the
next ten years will be up or down one or two
per cent, and, at the same time, we leave to
chance and to haphazard measures whether the
value of the principal will go up or down ten
o1 twenty per cent. Fortunately the business men
and bankers of the country are beginning to re-
alize the sitmation and are ready to support a
movement toward a study of the evil and its
remedies.”
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REAL INTEREST AND MONEY INTEREST

Just as the Money Illusion hides the distinc-
tion between money wages and real wages, so
it hides a distinction between money interest and
real interest. The rate of interest in terms of
money and the rate of interest in terms of com-
modities are not the same unless we have a stable
price level. If the price level rises 1 per cent
per annur, a § per cent rate of interest in terms
of money is really a 4 per cent rate in terms
of what money buys. If prices are falling 1 per
cent, the nominal g per cent is really 6 per cent.

During the period 1896 to 1920 the real rate
of interest was wiped out, as we have seen, It
was less than nothing. But in 1921 in a period
of deflation real interest rose as high as 6o per
cent, That is, in brief, why a certain well-known
American millionaire, who was caught in debt,
lost nearly his whole fortune of $150,000,000.

THE AMERICAN FARMER
In this same period the farmer suffered and,
as we all know, his sufferings are not vet over.
Our tricky dollar had turned the tables on him
completely. During the period of inflation and
rapidly rising price level our farmers, lured by
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the hope of large profits and urged by patriotic
pleas to win the war with wheat, corn, hogs, and
beef, increased the acreage and the yield of farm
crops far beyond the peace-time normal. Many
farmers were induced to buy land at prices pro-
portionate to the temporarily swollen profits.
All this overstimulation of production was bad;
the overstimulation of speculation in land values
was still worse, But these evils could have been
met and overcome without disastrous conse-
quences had the inflated prices been left approxi-
mately at the mountain high level of 1920.

But deflaiion followed. Farmers who had ex-
tended cultivation on the basis of $2.50 wheat
now found they were unable to sell even at $1.00
per bushel, although one-half the world was
hungry for wheat and perhaps one-tenth of the
whole population was suffering from famine,
Those farmers who through the urge of patriot-
ism or profits had purchased farm lands at top-
notch prices were unable to meet their notes.
They lost, not only the land they had recklessly
purchased “on margin” but all the payments
they had made thereon.

But this is only the beginning of the story.
Thousands of banks took over scores of thou-
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sands of farms, not because they wanted them,
but because they were all the banks could get
upon the loans advanced to farmers. Hundreds
of these banks failed and bank failures, in turn,
caused failures of manufacturing or merchan-
dising establishments.

“SAFE” INVESTMENTS BY TRUSTEES

Widows and orphans are the special victims
of “safe” investments. A lady was left a legacy
of $50,000 by her father in 1892 about the time
that the dollar was worth the most. The money
was put in trust and was invested in so-called
“safe” bonds. In rgz0, when the dollar was
worth the least, I accompanied her on a visit to
the trustee. The trustee began to explain how
careful he had been about the investment of
this money. He told her that he still had the
principal intact, with the exception of $2,000,
the loss of which, he explained at length, was
not his fault but came about because of an un-
wise investment made by her father in some
railway bondas.

Observing my amusement, he inquired the
reason. I replied: “You say that there has been
a loss of $2,000 out of the $50,000 or only four
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per cent; but actually there has been a loss of
about seventy-five per cent.”

He said ; *“What do you mean? You can look
at my books.”

Of course, I did not doubt his honesty. I ex-
plained to him that the $50,000 which had been
put in his hands on behalf of the lady was the
equivalent of about $190,000 in 1920. I added:
“You haven’t the $190,000; you just said that
you have only $48,000. There is a loss of nearly
75 per cent. Moreover, you have been paying
this lady $2,500 or $3,000 a year. She has been
living on it. You and she called it income, and
you both thought she was getting interest; but,
as 2 matter of fact, she has merely been cating
up her principal all the time. T'o have kept up
her principal in buying power you should have
reinvested e¢ach year enough Income to act as
a sinking fund against the depreciation of the
principal. But there was not enough income for
that. Even if you had reinvested all you paid
her you would not now have the $190,000 re-
quired. Furthermore, that $2,z00 or $3,000 2
year which you paid her is worth only a quarter
as much now as when you began to send it to
her. Just as this lady’s income and principal was
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only one quarter (in value) of what it was when
this trust began, so every bondholder’s ‘steady’
income is a delusion and a snare, so long as we
have an unsteady dollar. Your books are all
wrong because you are using a wrong unit which
plays tricks on you and this lady, even mixing
up interest and principal. The dollar is just as
truly a false or variable unit as is the mark;
$50,000 today is no more truly the same as
$50,000 of 1892 than go,000 marks today are
the same as 50,000 marks of 18g2.”

He finally acknowledged this, but insisted:
“Tt wasn't my fault.”

“It is not your fault individually,” I re-
marked, “but you men who are taking care of
property of widows and orphans have a public
obligation to take an interest in these great
problems which are everybody’s business in gen-
eral and thercfore nobody’s business in par.
ticular.”

“But,” he replied, “everybody loses, doesn’t
he, from the high cost of living?”

"No,” I said, “others have won what this lady
lost. It wasn't their fault that, in this great gam-
ble, they won at her expense any more than it
is your fault; it is the fault of the unstable dol-
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iar. But this means it is the fault of all of us for
not correcting that fluctuating measure of
value.”

He inquired: “Who has won what she has
Tostr”

I answered: “She is a creditor—a bond-
holder. The debtors—the stockholders—won
it-”

WO GOT THE MONEY?

To illustrate how, as between stockholders
and bondholders, this lottery works, consider a
company which, say, before the War in 1913
had ocutstanding a hundred million dollars of
bonded debt and a hundred million dollars
of stock. Each yields five per cent, five mil-
lion dollars, so that, before the War, the cot-
poration distributed bhetween these two classes
of investors, bondholders and stockholders, ten
million dollars. This, for convenience, will be
called profit. Let us now see what happens if
the buying power of the dollar is cut in two, that
is, if the price level doubles (which it actoally
did between 1917 and 1919). Suppose then, that
this company did the same physical volume of
business after the War as it did before, but at
the doubled price level. It would then have
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doubled the profit—in dollars. For, if the ex-
penses double and the receipts double, the dif-
ference between the two must also double. The
profit would thus be twenty million dollars in-
stead of ten million dollars. But while nominally
this twenty million of profit would be double
the original ten million, in real value it of course
would merely be its equivalent,

Now this twenty million dollars would not:
be distributed evenly between bondhelders and
stockholders, as the ten mllion had been! Why?
Because the bondholders are restricted by con-
tract to their five per cent. They will get, out of
the twenty million, the same five million as be-
fore—the same, that is, nominally, but in real
value only half. What is left out of the twenty
million (fifteen million dollars) will now go to
the stockholders. Nominally, then, the stockhold-
ers will get three times what they did before
the War, but when we allow for the dollar
having been depreciated one-half, what they
really get is one and one-half times as much
value.

Thus the stockholders get more real value
than before the War, while the bondholders get
correspondingly less. Inflation, quite imperson-
ally, if you please, has picked the pockets of the
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bondholders and put the value into the stock-
holders’ pockets, simply by the change in the
value of the dollar.

Suppose, now, that the wind blows the other
way. Then the exact opposite happens. Prices
are, let us say, cut in two by deflation and the
company’s expenses and receipts are both cut
in two. It follows that the profits will also be
halved. Hence the company will distribute not
$10,000,000 but $5,000000. (Of course, the
$5,000,000, at this lower price level, is worth
just as much as the $10,000,000 before.) But this
$5,000,000 will not be evenly divided between
stockholders and bondholders; for, under their
contracts, the bondholders are entitled to five per
cent. They will therefore take the entire
$3,000,000, leaving nothing at all for the stock-
holders, The company is on the verge of bank-
ruptey. If the process goes muach further a
receivership follows. The blame would be at-
tributed to the management; but it would be the
robber dollar that had done the harm.

Like the stockholder is the farmer, glready
discussed, who mortgaged his farm, while his
creditor is like the bondholder. When, as in
1919, there is inflation, the farmer gains at the
expense of his creditor, When, as in 1921, there

penatt® B S
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is deflation, his creditor gains at the expense of
the farmer.

THE WAR DEBTS

Governments lose and gain in the same great
gamble. The effects of inflation and deflation on
the huge war debts are interesting. In a Memo-
randum on Public Finance, 1922-1926, of the
League of Nations, the public debts of the coun-
tries of the world are recalculated to give their
equivalent in pre-war buying power. We find
that Italy in 1914 owed 16 billion lire but in
1925 owed the equivalent of only 13 billion (of
pre-war buying power). That is, in spite of the
huge war expenses which enormously increased
the debt in lire, the real debt burden had ac-
tnally decreased because of the depreciation of
the lira. What the debtor Italian government
gained by this inflation, its creditors (Italian
and foreign citizens) lost.

The depreciation of the German mark, of
course, practically wiped out Germany's internal
debt, although after the paper mark disappeared
Germany had the grace to “revalorize” her do-
mestic debt; that is, she has undertaken to repay
it in part so that she still owes on that account
the equivalent of one and three-fourths billion
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gold marks. Individua! Germans and German
companies were not always so gracious. One
large steamship company is said to have paid
off its entite bonded debt, originally a huge one,
running into many millions of dollars, for the
equivalent of $1100.

{The only countries in the War whose internal
war debts have not thus been largely cancelled
by inflation seem to be the United States, Great
Britain, and the self-governing Dominions of
the British Empire. Canada’s real debt burden
was multiplied by the War more than four and
one-half fold; Great Britain’s, six and one-half
fold; America's, eleven fold; Australia’s, four-
teen fold.)

We must not infer, however, that the cost of
the War to the public was lessened by inflation.
What the taxpayers gained through depreciation
of the currency was taken from them again as
lenders and savers. The burden of the public
debt was not lightened ; it was only shifted from
the shoulders of the taxpayers to the shoulders
of the investors.

But this injustice as to public debts was as
nothing compared with the injustice as to
private debts. The great mass of private lenders
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were of course obliged to accept depreciated
money in payment for their loans.

An insurance contract is like a bond; for it is
an agreement to pay a certain sum at a futare
date, but implies nothing about the buying power
of the sum to be paid. European inflation de-
frauded widows of most of the insurance for
which their husbands had paid. Even in the
United States, a widow receiving $10,000 insur-
ance at her husband’s death in 1920, which had
been contracted for in 1896, was, of course, get-
ting only one quarter of the value contracted for,

SALARIES AND WAGES

Salaries and wage contracts are also like
bonds. Although they run for shorter periods
and may be readjusted, they seldom are read-
justed promptly or fully. When prices are ris-
ing, wages and salaries are, as it were, running
after a lost train. The dean of a Western col-
fege writes me that he began his work in 1914
at a salary of $2,800. He might naturally have
expected by 1925, after eleven years of service,
to have received a substantial increase. The fact
was, however, that his salary then was $5,000.
Although, on the face of it, this $5,000 was
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nearly double his 1914 salary, we find, if we
translate it into 1914 dollars, that it is worth
about $3,000, or only a little more than the origi-
inal $2,800.

THE EXTENT OF THIS SCCIAL INJUSTICE

The extent of this subtle impersonal robbing,
or transfer of values from creditors to debtors
through inflation or the reverse through defla-
tion, is enormous. Professor Willford I. King,
of the National Bureau of Economic Research,
one of the best American statisticians, estimated
that, in the United States alone, where the evil
of unstable money had been incomparably less
than in many other countries, there has been this
sort of picking of the pockets of one set of
people for the advantage of another to the tune
of sixty billions of dollars, and this within a
period of only half a dozen years (1914~1920).
All of this robbery was legal though contrary to
the principles of essential right as laid down by
the Constitution of the United States and the
courts of the land; it was property taken with-
out due process of law.

Buppose there should be a sixty million dollar
bank robbery; an account of it would be on the
{front page of every newspaper. Yet this sixty
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billion “robbery” by inflation—one thousand
times as great—was so subtly accomplished that
it was not generally recognized when it hap-
pened and is not recognized now. Were it not
for the Money Illusion, the losses and gains of
these prodigious sums would be known and the
reasons for them clearly understood. A legisla-
tive bill of complaint would be filed by persons
whose property had been confiscated, restitution
demanded and the mischievous dollar corrected,
or else there would be protests, riots and rebel-
lion.

GAMBLING IN GOLD MINES

As things now are every contract in a gold
standard country is a gamble in the future value
of the gold dollar. If new gold fields are devel-
oped, or new metallurgical processes are de-
veloped, or a new banking system is introduced
economizing gold, that metal is likely to fall in
value. If gold production falls off it is pretty
sure to rise. Contracts in gold dollars are un-
conscious wagets on which of these two things
will happen.

As we have seen there can be no such thing
as a safe bond or other promise to be paid dol-
fars unti! we have a safe dollar, What does the
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promise to be paid one thousand “dollars” fifty
years from now amount to? It is the promise
to be paid one thousand X’s,—unknown quan-
tities. We are very careful to hedge around
the promise—by guarantees, liens, mortgages—
so that those one thousand X’s will surely be
paid ; but we are not at all careful as to what
the X is—simply because it is carelessly as-
sumed, taken for granted, that it will remain
the same, We think we have made a loan “se-
cure,” and talk of “securities” without realizing
what mockeries such terms are.

The chief indictment, then, of our present
deollar is that it is uncertain in value. As long
as it is used as a measuring stick, every con-
tract is necessarily a lottery, and every contract-
ing party is compelled to be a gambler in gold
without his own consent.

The very people, those buying only “gilt
edged” gold bonds, who would be afraid to in-
vest in gold mining enterprises, stake their
whole fortunes on the fitful value of the pro-
ducts of those mines. They are often the biggest
gamblers in the world but do not know it. Dur-
ing the last generation they have lost in this
gamble more than all the gamblers, strictly so
called, in the world, and yet do not know it
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There are now at stake hundreds of billions of
dollars’ worth of bonds in gold standard coun-
tries, the holders of which are in blissful igno-
rance of the existence of any such risk,

The business man is likewise gambling in
gold in addition to assuming the risks of his own
business. Business is always injured by uncer-
tainty. Uncertainty paralyzes effort, and uncer-
tainty in the purchasing power of the dollar is
the worst of all business uncertainties.

It will do no good, of course, to rail at the
lucky winners in the lottery. The public was
greatly mistaken in attributing low prices to
the “strangle-hold” of wicked bondholders, and
1s equally mistaken in attributing high prices to
the personal turpitude of profiteers, The fault
is not theirs. While they have, in a sense, won
their neighbors’ stakes or picked their neigh-
bors’ pockets, they did so without intent to de-
fraud. They are like the rest of the general pub-
lic, unconscious gamblers. They have simply
played the game. We should stop the game, not
blame the winners.

One of the chief signs of 2 high civilization
is the reduction of risks and the lessening of the
many perils of life and property to which hu-
man beings are exposed. We therefore intro-
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duce elaborate plans of insurance, We start
“safety first” campaigns. We fix and safeguard
all weights and measures, except the most im-
portant. Judged by this safety criterion our un-
stable dollar is a relic of barbarism.



CHAPTER V

THE INDIRECT HARM FROM INFLA.
TION AND DEFLATION

UNSTABLE MONEY—UNSTABLE BUSINESS

have now seen that the unstable dollar

upsets contracts and financial atrange-

ments of many kinds and thus produces grave

social injustice amounting to a subtle sort of
pocket picking on a giant scale.

But this “pocket picking” is only the first
effect. Other, and more indirect, effects follow,
First of all, unstable money explains at least part
of the secret of business luctuations, the so-called
“business cycles”! Booms, recessions, liquida-
tion and recovery have long puzzled the busi-
ness world. While certain plausible, and par-
tially true, explanations have readily been given,
they were as incomplete and unconvincing as the
German shop woman's explanations (quoted in
the first chapter) of the “high cost of living”
and its effect upon the price of the shirt, and

8
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for the same reason. Wherever unstable money
does its work we find the public mystified; for
unstable money remains behind the scenes. Its
tricks are like those of a sleight-of-hand artist.
Because of the Money Hlusion, one of the prin-
cipal causes of booms and panics is unperceived.
Only after an economic and statistical analysis
do we come to realize that trade fluctuations are
caused, in large part, by changes in the buying
power of the dollar.

Monetary depreciation {rising price level)
stimulates, and monetary appreciation (falling
price level) depresses business. The reason is
simple. When producers get higher prices they
do not, at first, have to pay correspondingly
higher costs; for instance, wages and salaries
do not rise so fast, being fixed by contract for
meonths or years in advance. Much less do they,
at first, have to pay higher rent and interest.
Such lagging of important expenses usually in-
volves a lagging of total expenses behind total
receipts. Consequently, profits, the excess of re-
ceipts over expenses, tend at first to increase.
Conversely, a falling price level diminishes
profits, .

Now the profit-taker is the captain of indus-
try on whose decision depends the rate of out-
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put. Hence it follows that, when the price level
rises and profits increase, industry is expanded
and business booms; but when profits decrease,
industry is contracted and business is depressed.

The profit-taker thus follows the profit mo-
tive, but, even while doing so, he is likely to be
misled by the Money Illusion, For instance, dur-
ing inflation the cost of raw materials and other
costs seem to be lower than they really are. When
the costs were incurred the dollar was worth
more than it is later when the product is sold,
so that the dollars in the original cost and the
dollars in the later sale are not the same dol-
lars. The manufacturer is deceived just as was
the German shopkeeper or the Austrian paper
manufacturers who thought they were making
profits. Many a manufacturer has been lured by
such apparently high profits into expandiag his
output and extending himself in debt, only to
find, as soon as the tide turned, that he was
ruined by his over-expansion.

This is simply one more example of the con-
fusion created by an ever-changing dollar and
the consequent falsification of a business man’s
accounts. In general, the effect of the unstable
dollar is to expand business unduly during in-
fation and to contract it unduly during defla-
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tion. Thus business staggers as the dollar stag-
gers.

One of my own statistical studies shows that
almost every fall in the buying power of the
dollar leads a little later to an increase in the
volume of trade; while almost every rise in
the dollar leads to a decrease in that volume,
The statistics of bankruptcies and unemploy-
ment follow this same relation to the changes
in the dollar. Chart V shows the relationship
between changes in the price level and the vol-
ume of trade.

UNSTABLE MONEY-—UNSTABLE EMPLOYMENT

Few economic problems have seemed more
bafling than the unemployment problem, al-
though none is of greater human interest or has
received more attention, This relation of un-
stable employment to unstable money has been
studied extensively by the International Labour
Office at Geneva from its establishment in 19z0.
M. Henri Fuss, Chief of the Unemployment
Service of the Office, has shown that, during the
period 191925, deflation occurred in 22 coun-
tries and was followed by a depression of trade
and increased nnemployment in all these coun-
tries, with three unimportant exceptions.
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In the United States and England, the defia-
tion of 1920-21 threw millions out of work.
Unemployment became the mother of revolu-
tionary unrest. In England a second deflation
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was brought about in 1925~26 in order to bring
the British pound back to the gold basis, at the
old ratio of $4.86% to the pound sterling. Again
came unemployment, labor discontent, and with
this condition the greatest strike in England’s
history. The British Home Secretary estimated
the cost of the strike at two billions of dollars—
“3 loss greater even than that of the South Afri-
can War.” Of course, other causes were involved
in the loss; but deflation was a powerful fac-
tor, and all the greater because hidden from view
by the Money Illusion.

'This second English deflation tended to drag
down the American price level also and this
American deflation is, I think, one cause for
American unemployment today.

In Poland a different policy from England’s
was pursued. There had been inflation after the
“"War, playing havec with exchange rates, wages
and taxes. During the two years’ inflation fol-
lowing June, 1924, Poland’s price level had
risen from an equilibrium with the price levels
of the gold standard world to a level more than
%0 per cent higher. Price increases were ad-
justed to the mew level. The Kemmerer Com-
mission, therefore, justly deemed it “economi-
cally vawise and politically impracticable” to
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try to bring the zloty back to its original par
with the gold franc. Instead they advised sta-
bilizing it where it was. In this way the unem-
ployment and depression which had followed
the policy of deflation in England were avoided.

THE INTERESTS OF LABOR

The interests of labor, especially, lie in the
stabilization of the monetary unit. The laborer
is the victim not only of unemployment caused
by deflation but also of the high cost of living
caused by inflation. Some other classes have a
chance at least of temporary benefit from either
an upswing or a downswing of prices; but the
laboring man, handicapped economically and
otherwise, is the most helpless member of so-
ciety in the face of these conditions.

1t is true that when prices are rising he usually
finds it easy to get and keep a job, but he finds
it more difficult than ever to get and keep a
living wage. His money wages almost always
lag very considerably behind the rising cost of
living.

The most extreme instances of loss of real
wages occurred in Germany during the early
days of the great inflation which began in the
middle of 1922. In one week in January, 1923,
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the wages of skilled labor of all kinds had ad-
vanced to more than oo times the level of 1913,
Burt the cost of living had advanced more than
1100 times; so that the workman’s weekly wage
of 18,000 marks would buy less than half
what his weekly wage of 35 marks bought in
1913.

In fact, throughout the period of the great
inflation there was a countinucus Marathon race
between the cost of lIiving and the wage rates.
In the later days of this period, wage adjust-
ments in accordance with the cost of living in-
dex were made daily, but wages for both skilled
and unskilled workers in all industries and oc-
cupations, except mining, continued to lag be-
hind prices. (Wages of miners, because of the
importance of coal in reparation payments, were
given special preference, and in some months of
1923, notably April and August, the buying
power of miners’ wages was above the level of
1913.}

The height of absurdity was reached in De-
cember, 1923, when the average weekly wage
of a metal worker was almost 30,000,000,000,000
{30 million million or 30 trillion) marks, or
about 850 billion times the 1913 wage, while
the cost of living had increased about 1,250 bil-
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lion times. This metal working Creesus with
his pay satchel bulging with trillions of marks
‘(truly “wealth beyond the dreams of avarice™)
was barely able to pay the butcher, the baker
and the paper-shoe maker, since his 30 trillions
would buy only about 70 per cent as much as
his 36 marks would in 1913.

Higher wages, such as these German examples
with prices ever going higher, are well styled
by Edward A. Filene “counterfeit” wages. In so
far as they pass for real wages, the workman is
the victim of the Money Illusion. When he does
partially wake up to the distinction between
money wages and real wages his disillusionment
often takes the form of blaming his individual
employer instead of blaming the mark or the
dollar.

When, on the other hand, the price level is
falling the wage earners who are lucky enough
to have jobs are helped by a reduced cost of
living, but the hordes of the unemployed mean
that Iabor, on the average and in the long run,
loses by falling prices.

In short, labor loses in either event. The real
wages of labor, as a class, are reduced, either by
wages lagging behind the high cost of living
(during inflation) or by some workers being out
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of jobs and having no wages at all {during de-
flation).

SOCIAL DISCONTENT

We have now seen two of the many kinds of
harm done by unstable money: namely, the re-
saltant social injustice, as shown in the last
chapter, and the resultant irregularity in busi-
ness, industry, and employment, as shown in the
present chapter.

Out of these two economic evils arises an-
other derivative evil, that of social discontent.
The very fact that the people do not under-
stand the change in the buying power of the
dollar leads them to discontent. For instance,
when inflation is going on and wages lag be-
hind prices, the workman often thinks the em-
ployer is in some sort of a game to defraud him
of every increase of wages by raising the cost of
living against him.

An alienist who became interested in this prob-
lem remarked that unstzble money seemed a
sort of social insanity analogous to insanity in an
individual. The individual who has an “uncon-
scious conflict” does not know what ails him,
but is restless and assigns the blame to the wrong
cause. The public likewise do not understand
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inflation and deflation with their attendant evils,
but do have a keen sense that someone is bene-
fiting at their expense. The public therefore
put the blame on the supposed rascal. When
the price level is falling, the money-lender {the
bondholder) is getting the advantage of the
changing conditions and the public nickname
him, as in the Bryan days of 18¢6, the “gcld-
bug of Wall Street” or the “bloated hond-
holder.” These, the banker and the money-len-
der, become the targets of popular discontent.
When, on the other hand, the price level is rising
the public blame and denounce the profit-taker
and nickname him a “profiteer.”

As we have seen, in neither case 1s the imputed
blame by the public justified ; the “bloated bond-
holder” could not help benefiting by falling
prices and the profit-taker could scarcely help
benefiting by rising prices. In 1919, a lumber
merchant in central New York, not wishing to
be called a profiteer, tried at first to charge for
his lumber on the basis of arbitrary percentages,
just as the Austrian bank figured the charge for
the product of its paper mills. He suddenly woke
up to the absurdity of the situation when he
found that he was unwittingly selling his lumber,
not to the public, which he was trying to sawve
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from “profiteers,” but to the wholesale dealers
from whom he had originally bought it] They
found they could buy lumber of him more
cheaply than they could get it from the lumber
miils!

But, whether justified or not, popular discon-
tent always follows in the wake of inflation or
deflation, When the price level rises rapidly the
laborers rightly feel themselves to have been
victimized, and the more radical among them
come to hate society. As inflation goes on, the
workers grow continually more dissatisfied and
attribute their plight to an intentional plunder-
ing by a social system of “exploitation.”

Qut of such discontent, therefore, come Bol-
shevism and other radical theories. Lord D’Ab-
ernon, during the World War, said that Bol-
shevism was caused largely by changes in the
buving power of money. It is a crude effort to
rectify what appears to be social injustice. And
at least part of this social injustice is real,
namely, that part caused by unstable money.

LABOR TROUBLES

Even the most reasonable workmen as well
as the most reasonable employers are apt to get
into disagreements because of unstable money.
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Unstable money is, as Lord Vernon has well
pointed out, a chief cause of bad industrial rela-
tions.

When the price level is rising the workmen
complain, as we have seen, of the high cost of
living and demand higher wages. This is a rea-
sonable demand, but the employers are likely to
resist, especially if they have a long-time con-
tract or understanding with the workmen. A
strike is often the result of the difference be-
tween these two viewpoints.

When, on the other hand, the price level is
falling the employers try to reduce wages. This
also is reasonable, but the workmen are almost
certain to resist, especially if they have a con-
tract or understanding to their advantage. A
lock-out is likely to result.

As Lord Vernon puts it in his pamphlet en
“Coal and Industry”:

“If the dispute becomes serious the Guvernment
probably intervenes and holds an inguiry: the San-
key Commission of 1919 being an example in the
first case, and the Samuel Commission of 1926 in
the second. Eventually, either with or without 2
stoppage, but in any case after an immense amount
of suspicion, misrepresentation, abuse and bitterness,
the alteration of wages either up or down is made.
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“This strange process is often referred to as
‘making the necessary adjustments,” which really
means the adjustment of wages upwards or down-
wards to suit the changing value of money, and it
should be noticed that in the example given zbove
the process starts in the first case at the retail end,
when the miner wants to buy something in a shop,
and in the second case at the wholesale end, when
the coal-owner sells his coal.

“Neither party in industry likes the process. All
sensible employers dislike reductions of wages and
lock-outs, while workmen dread a strike. Both are,
to a large extent, victims of circumstances over which
they have no control, and if this analysis has any de-
gree of truth it shows how childish is the feeling,
which s so obvious in every dispute, about the words
‘strike’ and ‘lock-out.’ Both arise from the same
cause—at any rate, in many cases——but the initiative
is forced upon the workman in one case and upon
the employer in the other.”

It follows, therefore, that unstable money is
one of the chief causes of industrial unrest, and
stable money one of the chief hopes for industrial
peace.

ALWAYS A NET LOSS

Th:s study of the harm done by unstable
money began with the observation that it makes
our bookkeeping misleadiog, producing an un-
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just transfer of values from one class of society to
another, but not, primarily, a loss to society as
a whole. What some lost others have gained,

But we now find the losses exceed the gains,
owing to the indirect harm of uncertainty, de-
pression, unemployment, discontent, strikes,
lock-outs, sabotage, riots, violence, Bolshevism.
These can only mean a dead loss to the general
public.

The loss is felt whether the price level is
rising or falling.

When the price level is rising and business
is temporarily stimnulated, “prosperity” is largely
a sham. Bondhelders, most salaried men, many,
wage earners and all others whose incomes are
fixed, or nearly fixed, in dollars are then far
from prosperous. We must remember that “pros-
perity” is a business man’s term, one that de-
scribes a condition of class interest rather than a
condition of general welfare. It follows that,
during inflation, the supposed “prosperity” of
the period is really a class prosperity—an in-
creased welfare of profit-takers at the expense
of the welfare of others.

Moreover, as with ordinary gambling, even
the gains of the winners are largely swept away
in the end. When the price level is rising the
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strikes, riots and violence, which often occur, as
secondary effects of the rising price level, take
away the profits of the winners by blocking the
wheels of industry and even destroying its tools,
It is not so much a question of who is going to
get the profits as it is a question of whether there
are to be any profits. It does not seem too much
to say, for instance, that, economically speak-
ing, Germany probably suffered more after the
War from her colossal inflation than from the
War itself.

Similarly, when, during a period of {alling
prices, the apparent gainer is not the profit-taker
but the creditor, the winner is also just as likely
to lose his winnings. The bondholder is, usually
and normally, the simple investor of capital, the
“silent partner” in business. He lacks the temper-
ament and training to be a risk-bearer or captain.
of industry. But, after years of 2 falling price
level, during which he himself has been drain-
ing, unobserved even by himself, the life-blood
of the enterprise whose bonds he holds, until
there is no profit left for the captain of industry
who has been managing it or for the stockholders
who risked their capital, the mortgage is fore-
closed and the captain, held responsible for
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the shipwreck, is forced out, discredited, humili-
ated, and unable to explain or even to under-
stand that the disaster was not wholly his fault.
The fault has arisen from his unreliable instru-
ment of reckoning, the dollar, Next, the bond-~
holders or their representatives, often lawyers,
take control, whether or not they know how to
run the business. Thus the management often
drifts into wrong hands and turns into misman-
agement. The bondholder has unconsciously been
a Shylock, exacting his pound of flesh until the
once productive enterprise is bled to death.
The workmen who are thrown out of work
during a period of depression never regain their
lost wages. Nor is what they lose gained by their
employers nor by anyone else. 1dle men and idle
machines represent total losses to all society,

CONCLUSION

In this and the previous chapter we have seen
that unstable money robs sometimes one class
and sometimes another; that it upsets all sorts
of calculations and economic relationships and
adjustments; that it causes harmful fluctuations
in trade and employment, and produces discon-
tent, labor troubles, class hatred and violence;
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and that in the end it represents general eco-
nomic loss. These evils of unstable money may
be reduced to three: social injustice, social dis-
content and social inefficiency.



CHAPTER VI
WHAT CAN WE DO OURSELVES?
CAN ANYTHING AT ALL BE DONET

E have seen the great harm of unstable

money. But can anything be done about
it? Must we accept the evils as dispensations of
Providence or Fate, as we accept earthquakes
and tornadoes?

Even earthquakes and tornadoes can be made
Iess harmful by coenstructing our houses so as to
withstand them. In this chapter we shall accept,
provisionally, the fatalistic and helpless doc-
trine that monetary earthguakes and tornadoes
cannot be prevented and that all we can do is
to put our houses in order so as to withstand
them.
~ As individuals have been slow to understand
the evil which money does to them, owing to the
Moeney Illusion, they have been slow to act for
their self-protection. To rid our minds of the
THusion will help us immensely toward adopt-
ing a wise and practical policy in managing our

1e7
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business affairs. Many a man has failed in busi-
ness from being oblivious to inflation and de-
flation and many have seen their opportunity
and given a new meaning to Shakespeare’s fam-
ous sentence: ‘“There is a tide in the affairs of
men which, taken at the flood, leads on to for-
tune.”

TRANSLATING THE DOLLAR

One of the most obvious measures to take is
to watch the guotations of the dollar’s buying
power and to use these figures for translating
business accounts into a uniform standard. For
this purpose, among others, I compute such an
index weekly and publish it in the Monday
newspapers.

This new and more accurate accounting can
be accomplished without upsetting the ordinary
routine accouating in terms of the dollar “as
is.” The new accounting simply affords sup-
plementary statistics for the business executive
and manager, The results will always be inter-
esting to the executive and, when the dollar
- changes much, may prove a “life saver.” The
new ' accounting will often materially modify
the figure for inventories and fixed assets car-
ried at the original entries when the dollar had
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a different value. It may change greatly the fig-
ures for costs incurred in the past and alter pro-
foundly the figures for profits, estimated and
actual.

FORECASTING BUBINESS

Another use to be made of these indexes is to
help, with other evidence, in forecasting busi-
ness conditions. Any pronounced or prolonged
fall in the price level usually foreshadows de-
pression, while any pronounced or prolonged
rise in the price level usually foreshadows im-
proved conditions, from the business man’s point
of view. Qf course, there are many other facts
and figures, not related to unstable money,
equally helpful in forecasting.

Another protection against unstable money
consists in obtaining professional advice and
warning as to the probable fluctuations in busi-
ness conditions, Beginning with Brookmire and
Babson, we have had, in America during the
last two decades, an increasing number of agen-
cies for this purpose with an increasing number
of clients, subject only to setbacks when the fore-
casts were especially mistaken. These agencies
afford statistical and, in some cases, forecasting
services to business men in order to enable them,
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among other things, to provide against the evil
consequences of inflation and deflation.

These business services now include, besides
the bulletins from the Department of Com-
merce, the Standard Statistics Company, the
Harvard Committee of Economic Research, the
Alexander Hamilton Institute, the Karsten
Forekastografs, Moody’s, and other magazine
services, the statistical departments of business
houses and banks, and about 8o others. In Eng-
land these examples have been followed by simi-
lar agencies, such as the service of the London
School of Economics,

Herbert Hoover, Secretary of Commerce, has
long been an advocate of such statistical helps,
and they constitute, as we shall see, a part of
the influence exerted by the Federal Reserve
System toward stabilizing business. The Federal
Reserve Board and Banks collect and dlstnbutc
such information.

- These modern business information services
differ but little from the service which has been
previded for generations by trade journals; but
they usually lay more stress than do the trade
journals on forecasting and on the measurement
of general average fluctnations—the so-called
" “business cycle.,”
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FORECASTING THE DOLLAR'S VALUE

Sometimes we can foresee clearly what will
happen to the buying power of money. Then
there is a rare opportunity to “make money.”
Foreseeing this impending change in money we
can peer still further into the future and foresee
the effects of that change.

Anyone versed, even a little, in economics and
acquainted with the German situation after the
War had 2 golden opportunity to make a for-
tune. Many in fact did, including Hugo Stinnes
already mentioned. Some economists took ad-
vantage of the same opportunity, speculating in
real estate, stocks, and foreign exchange, all on
borrowed money. Such speculation was com-
paratively safe as long as it was known that in-
flation was still going on. It was obviously the
part of wisdom, at such times, to buy no bonds
payable in marks and to avoid depositing in sav-
ings banks. We have seen. how badly those fared
who lacked this wisdom—and they were the
great majority.

The same principle, of course, applied and
still applies in America. In the 191720 in-
flation some business men and economists in
America deliberately followed these tactics of
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speculating on borrowed money, knowing that
inflation was inevitable and understanding ex-
actly what to do to make the most of it.

In the present day of comparative stability
such opportunities are less and less frequent; but
it is still the part of wisdom to be on the look-
out for signs of coming periods of inflation or
deflation, in order to avoid losses or to benefit
by opportunities for investment,

INVESTMENT COUNSEL

When, as is usually the case, there is no tell-
ing which way the price level will go, some de-
.gree of safety may be found by investing in well
diversified common stocks, with some preferred
stocks and bonds as well. Such an investment
is usually safer than investments in bonds alone,
since the bondholder is really speculating on the
future value of the dollar. If the dollar goes
down he loses, while the diversified investrment,
op. the other hand, made largely in common
stock,. is safeguarded. Since this diversification
requires care and constant revision, the recent
demand for diversified investmeants, as an es-
cape for the investor from the unstable dollar,
has led to the development of what is really a
new profession,—that of “Investment Counsel.”
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One of these firms manages, or advises as to,
investments aggregating some $200,000,000.

This new tendency to invest in common stocks
seems revolutionary when contrasted with the
older ideas on investments. Scudder, Stevens and
Clark in their pamphlet Elements of Investment
Safety, say:

“In 1906 the Armstrong Investigating Committee
of the New York Legislature, referring to life in-
sarance companies, wrote: ‘Investments in stocks
should be prohibited. . . . Long ago the Prussian
Government refused admission to its jurisdiction of
any insurance company investing in stocks.” ™

The book goes on to comment:

“Following the committee’s recommendation the
Legislature enacted into law the peolicy which a little
over a decade later was to stifle the German life in-
surance business after it had managed successfully
to weather a most disastrous war.”

Besides investment counsel, for advising the
investor how to diversify, there is a rapidly
growing list of “investment trusts,” many of
which do the diversifying themselves and give
the investar a certificate entitling him to a share
in the composite thus created.
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CONTRACTING OUT

In times of extreme monetary instability in
one’s own country, while a neighboring country
has comparative stability, individuals may par-
tially escape by “contracting out” of the wildly
fluctuating money into the better money (i.e,
by buying foreign currency) or by making home
contracts payable in foreign currency. In ex-
treme cases the investor sells his own country’s
securities and invests the proceeds abroad. This
was recently what the French investors did in
their “flight from the franc,” just as had been
done a few years earlier by German investors in
their “fight from the mark.”

Contracts in foreign money, as Swiss francs
or American dollars, were also made without
actually sending capital abroad. Some German
life insurance companies, in justice to their pol-
icy holders, converted their contract obhgatmns
into American dollars.

. Contracting out was also practised in America
duoring our greenback period, contracts being
then made in terms of gold. In particular many
bonds were made payable in gold dollars of the
anthorized weight and fiieness, This proviso
- was revived about 186, after a long fall of
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prices (1865-1896) had brought the subject into
politics and Bryan had proposed silver infla-
tion as a supposed antidote to gold deflation.
Contracts were then made in anticipation of a
possible debasement of the dollar in the event
Bryan should be elected.

To this day millions of dollars’ worth of bonds
still have this “gold clause,” but with no inti-
mation of the conditions which originally led to
the clause and in blissful ignorance of the fact
that gold itself has already varied almost as
much as the variation originally feared from
silver.

Just as victims of paper money sometimes
“contract out” in order to get the benefit of the
more stable gold standard, so sometimes we find
people seeking a better commodity than gold in
which to express their contracts. In England
tithes were often levied “in kind.” In Scotland
. farms were rented in terms of grain, but the
rents were actually paid in the money equivalent
of the grain rent. This system was known as the
“Scotch Fiars’ prices.” It lasted until a few
years ago.

Jevons, the famous English economist, com-
mended the wisdom of the founders of some of
the Oxford colleges in providing that the rentals
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of the foundation land grants were to be paid
not in money but “in corn.”

M;:. C. W. Barron gives me an interesting ex-
ample in the United States: “On September
8, 1817, David Sears, of Boston, leased to Uriah
Cutting, of Boston, for 1000 years payable after
the first day of December next yearly and every
year during said term the yearly rental of 1o
tons of First Quality of Old Russia Sables Iron
« « . the land and building thereon at the north-
east corner of Scollay Square and Court
Street.” Similar leases were executed at the time
by the same parties on eleven other pieces of
property. In each lease the rental was actually
payable in money to be equal in value to the
specified amount of irom.

In the central European countries, after the
World War, it became the habit to make the con-
tract for rentals, and even deferred payments
of all kinds, in terms of commodities, usually
wheat or rye. Such contracts existed in Austria
-and Rumania and other countries. In Hungary
it was reported that bankers accepted deposits in
Hungarian crowns, agreeing to repay the de-
positor not the number of crowns deposited but
a number sufficient to buy the same number of
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bushels of rye as the original deposit was worth
plus interest.

Such practices are prudent, and it would be
well if they were more widely adopted. They not
only protect individual interesis but at the same
time diffuse knowledge about the principles of
stabilization.

THE TABULAR STANDARD

It is but a short step from such contracts in
single-commodity standards to contracts in mul-
tiple-commodity standards. Under these the
money payments are adjusted according to an
index number, or, to use the earlier designation,
according to the “tabular standard.” An inter-
esting example, and probably the very first, of
the partial use of 2 tabular standard as a cor-
rective for paper money instability is given by
Professor Willard C. Fisher. In 1747, Massa-
chusetts Bay Colony enacted a law in which a
tabular standard 'was created for rating the
bills of public credit. In 1780, Massachusetts
passed a law providing for the payment of cer-
tain of its notes, both principal and interest, on
a tabular standard. Notes were issued specify-
ing:
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“Both Principal and Interest to be paid in the
then current Money of said State, in 2 greater or less
Sum, according as Five Bushels of Corn, Sixty-eight
Pounds and four-seventh Parts of a Pound of Beef,
Ten Pounds of Sheeps Wool, and Sixteen Pounds
of Sole Leather shall then cost, more or less than
One Hundred and Thirty Pounds current Money,
at the then current prices of the said Articles.”

This action of Massachusetts anticipated the
tabular system suggested by Lowe in 1822 and
Scrope in 1833. Lowe proposed to establish a
“table of reference” to be made up of staple
commodities of general consumption, having re-
gard to the comparative quantities consumed by
the public. Mr. G. R, Porter, without mention-
ing Lowe and Scrope, proposed the same scheme
in 1838 in his “Progress of the Nation.” Porter
actually constructed a table showing the average
fluctuations of 50 commodities monthly for
1833-1837.

W. Stanley Jevons, in 186g, called attention
to the fact that gold was not stable in value but
bad fluctuated violently between 1789 and the
time of his writing, and in his book, “Money and
the Mechanism of Exchange,” 1873, he advo-
cated a tabular standard of value to displace the
widely fluctuating gold standard.
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It should not be overlooked that Lowe, Scrope
and Jevons were seeking a remedy for the fluc-
tuations not of paper money but of gold, They
anticipated in a great measure the idea of a more
stable money standard which is being discussed
today.

WAR-TTME EXAMFPLES

The World War greatly stimulated interest in
the use of index numbers for measuring price
changes and fluctuations in the value of gold,
so that in many cases, during or following the
World War, a much more fully developed tab-
ular standard was used, employing for the first
time in history modern index numbers in 2 large
way.

Labor in particular found a friend in the in-
dex of the cost of living, and used it as a lever
for raising wages during inflation. Millions of
workmen in America, and still more in Furope,
have had and have now their wages adjusted
according to an index of the cost of living, When
the index goes up, wages go up accordingly. As
Elma B. Carr, writing in 1924, says:

“The cost of living has entered as a. factor into
practically every award made by the Government
arbitration boards. It also has been considered by
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State and municipal agencies, and by State arbitra-
tion boards, and has been the controlling factor in
the fixing of wages by minimum wage boards in 13
states and the District of Columbia, In the last 10
years it has entered into practically every industrial
case which was voluntarily arbitrated. During the
war, plans involving the use of cost of living figures
were adopted by a great many private employers,
and, while some of these have been abandoned,
others are still in effect. Since the war many other
firme have adopted definite plans for the payment
of wages, all of which provide for the consideration
of figures showing changes In the cost of living.

“Tt is impossible to estimate the number of em-
ployees afiected by adjustments based on changes
in the cost of living. The awards of Federal arbitra-
tion boards involved directly about 747,000 em-
ployees in the coal industry; 100,000 employees in
the packing industry; soo,000 employees in the
shipping industry; and 2,000,000 employees on rail
roads. In addition the awards of the United States
National War Labor Beard aflected 711,500 em-
ployees in various industries.

““Since 1922, all commissioned officers, below
certain ranks, in the Army, Navy, Marine Corps,
Coast Guard, Coast and Geodetic Sutvey, and Pub-
lic Health Service, have their subsistence and rent
allowances determined by changes in the cost-of-
living fignres of the Uhited States Bureau of Labor
Statistics. This affects directly about 16,000 men.
In the book and job printing industry of New York
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City alone, the wages of approximately 22,000
employees were involved. In Chicago, in the same in-
dustry, the number of employees affected was be-
tween 9,000 and 10,000, The awards of the Council
on Industrial Relations for the Electrical Construc-
tion Industry affect about 150,000 men, [t has heen
shown that private employers engaged in various
businesses have also utilized extensively cost-of-
living Agures.

“Altogether, the number of employees affected
directly by specific wage adjustments is very great;
those industries alone where the approximate num-
ber is known employ over five and one-half million
workers. It should also be borne in mind that in
many instances an even greater number of employees
is affected indirectly, for often other employers en-
gaged in the same character of work voluntarily
mzke changes in wages, to conform to those fixed
by an adjustment agency or granted by other em-
ployers. Therefore, practically all labor has been af-
fected either directly or indirectly by adjustments
which were based in some measure upon the cost of
living.” .

It is of great significance that this application
of an index corrective was made even in a gold
standard country. The recent war period was the
first time in history that there had been any such
widespread confession that gold was a poer
standard in which to make wage or other con-
tracts and that such contracts needed to be cor-
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rected by an index measuring variations in the
buying power of gold.

PEACE-TIME EXAMFPLES

These wage adjustments flourished during in-
flation. They were popular with warkingmen.
But as soon as deflation appeared they began to
be abandoned. The chief reason is that work-
men, largely because of the Money lusion, feel
that any downward adjustment of wages lowers
their buying power and object to it.

Nevertheless the plan of thus adjusting wages
is still resorted to occasionally. The Philadel-
phia Rapid Transit Company, under the Mitten
management, has recently introduced this sys-
tem of a “market basket wage” based on a
specially constructed Index of the Cost of Liv-
ing in Philadelphia.

Occasionally other applications of the “tabu-
lar” principle appear. Mr. Frederick B. Knapp,
in Duxbury, Massachusetts, lets his house at a
rental varying with an index number. Originally
this was the Index of the United States Bureau
of Labor Statistics, latterly it has been my own
Index.

A few years ago, the Rand Kardex Company
i{now merged in Remington Rand Inc.) issued



WHAT CAN WE DO FOR OURSELVES? 123

a “stabilized bond” on the same principle. On
it we find :

“The Company declares that it is its intention, by
this obligation, to afford the holder hereof a steadier
income in terms of real purchasing power than that
obtainrable from any other form of obligation, by
providing herein for the increase or decrease of the
sums of money payable hereunder when the purchas-
ing power of the doHar falls or rises, in the sense
that the index number of the prices of commodities
rises or falls.”

SUMMARY

We see, then, that even the individual can do
something for himself to combat the harm which
unstable money is always tending to do. He
may translate his accounts into a more stable
standard and thus find what profit or loss he is
really making. He may make use of the recent
behavior of money to help him forecast busi-
ness conditions. He may make use of business
services for the same purpose. He may, at certain
times, forecast the behavior even of the dol-
Iar. He may avoid bonds as umsafe and invest
in diversified securities, especially common
stocks, instead. He may patronize investrnent
counsel now being established for that purpose.
He may “fiy” from the unruly mark or franc
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and invest abroad. He may find other standards,
including a tabular or index standard, into
which he can “contract out” of the current one.

All of these things have been done, making
in the aggregate many millions of instances of
adjustments to counteract the effects of unstable
money, They can be done still more, and doubt-
less will unless the measures discussed in the
next two chapters are perfected sufficiently to
make our gold standard really stable.



CHAPTER VII
WHAT CAN BANKS DO?
INTRODUCTION

N the last chapter we saw that index numbers,
by showing changes in the price level and

in the buying power of the dollar, may be used
to shield the individual from the effects of in-
flation and deflation by affording a means of
readjusting contracts, especially those for wages,
rents, and bonds. This use of the index number
mends, or supplements, the unstable dollar, so
ta speak, by putting a patch on it from the out-
side. It has never been applied, and probably
never will be, to the great bulk of contracts, both
because it is tao much trouble and because the
Money Illusion prevents most people from see-
ing the need of it _
But instead of thus using index numbers for
mending the dollar from the outside to counter-
act its fluctuations, they may be used for mend-

ing it from the inside to prevent its fluctuations.
128 '
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To stabilize the buying power of monetary
units has long been a dream of economists. And
after the World War, with its new lessons in
monetary instability, this dream has, little by
little, approached realization.

Instead of resting in a monetary fatalism,
some economists, bankers, and statesmen have
come to recognize that nearly all inflation and
deflation are man-made, and why should we not
therefore have a man-made stabilization? We
had already seen the need of an “clastic cur-
rency’’ by which the money loaned by banks
should correspond somewhat with business
needs. We are now seeing that we can complete
that correspondence between the flow of goods
and the flow of money by a better control of the
flow of money.

There has come to be, since the World War,
a more thorough and widespread understanding
of the principles of money. It is being felt that
& chief concern of workers, business men, bank-
exs, and statesmen should be to secure the adop-
ticn of some preventive measures before the
most recent sufferings caused by great inflation
-followed by great deflation fade from the memo-
ries of their victims.

- Buch progress toward stable money is now
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casier than ever before because of the advent of
index numbers. Only in the last generation has
the Index been available as a tell-tale of the
fateful fluctuations in money uanits, Just as we
could not get a stable unit of weight until the
instrument of measure, the weighing scale or
balance, was developed, and just as we could
not get stable units of electricity until suitable
electrical instruments were developed, so we
could not get a stable dollar until the instrument
called an index number was developed. Prior
to the advent of the index number as an instru-
ment for measuring, even the concept of a stable
buying power of money was too vague to form
the basis of reform. -

Instead of any such concept there was only
the concept of fixed weight and fineness, the
first crude attempt at stable money. When a
stable weight was insisted on, it was, in fact, 2
great improvement over coins of different metal
alloys, varying in weight and fineness, and over
debased and sweated coins. But, of course, the
only virtue in a fixed weight coin is that it is
not usually so variable in buying power as an
undefined weight or as irredeemable paper
money, with nothing behind it 1o restrain a fall
in its buying power, This partial improvement in
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value-stability is the sole benefit from having
coins of fixed weight. The mere fixity of weight,
of itself, has no other virtue whatever.

We have seen that the problem underlying the
stabilizing of the dollar is to get a better cor-
respondence between the two great streams, the
circulation of money and the circulation of
goods. This correspondence will not fully take
care of itself even with the most “elastic” cur-
rency. But the correspondence is not out of our
reach since the money stream is under the con-
trol of the issuers of money. The great issuers of
money today are the central banks, They are
properly expected to provide an ‘‘elastic cur-
rency”’ to expand or shrink with the expansion
or shrinkage of the business to be done by it.

Under modern conditions, with our vast credit
structure, the old theory of an automatic gold
standard, beyond the reach of any voluntary
control, has ceased to have much relation to
reality. According to that theory, gold was sup-
posed to derive its value chiefly from its use in
the arts, and any credit currencies, such as paper
money or deposits subject to check, redeemahle
in gold, were assured the same value as the gold
(itself. Any reaction which these “secondary”
sorts of money might have on the value of gold
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itself was negligible. But today this very reaction
is the main factor. Credit currency has grown
to be a larger part of our money than the gold
stock into which it is redeemable. In England
and America, the proportion of credit currency
to gold is about seven to one; the tail now wags
the dog. Today, then, instead of saying that the
paper dollar or the credit dollar derives its
value from the gold dollar into which it is con-
vertible, it would be truer to say that the gold
dollar derives its value from the credit dollar
into which it is convertible. And since the vol-
ume of circulating credit 1s controllable and
controlled, we have already a managed currency
in spite of ourselves. If we insure scientific man-
agement in place of hit-or-miss management,
we shall thereby attain stabilization.

THE BEGINNINGS OF SCIENTIFIC CONTRQOL

At several international conferences follow-
ing the World War the question of stabilizing
the buying power of money was discussed. Fi-
nally, at the Economic Conference at Genoa in
1922, an epoch was marked by the unanimous
adoption, by the representatives of more than
thirty nations, of resolutions favoring such sta~
bilization and indicating some of the methods
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to be employed. These included co-operative
action among the great central banks of the
world concerning the use to be made of gold
reserves and as to the discount policy to be pur-
sued. These economic experts, at the Genoa Con-
ference, recommended:

“The essential requisite for the economic recon-
struction of Europe is the achievement, by each
country, of stability in the value of its currency.”

They then proceeded to outline the specific
steps which should immediately be taken, add-
ing:

“These steps might by themselves suffice to estab-
lish the gold standard, but its successful maintenence
would be materially promoted, not only by the pro-
posed collaboration of central banks, but by an inter-
national Convention to be adopted at 2 suitable time.
The purpose of the Convention would be to central-
1se and co-ordinate the demand {for gold, and so to
avoid those wide fluctuations in the purchasing
power of gold, which might otherwise result from
. the simultaneous and competitive efforts of a num-
ber of countries to secure metallic reserves. The
‘Convention should embody some means of econo-
rising the use of gold by maintaining reserves in the
fotm of foreign balances, such, for example, as a
gold exchange standard or an international clearing
system.” '
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THE ACTIVITIES OF THE FLDERAL RESERVE SYSTEM

Still more epoch-making was the inaugura-
tion of actual efforts in this direction by the
Federal Reserve System in 1922, Officials of the
Federal Reserve Board and Banks realized that,
in America, with huge gold reserves threaten-
ing inflation, all possible steps should be taken
to prevent it. Had they not taken such action
but continued to follow blindly the profit
motive, they would have loaned and reloaned
their gold reserves until the credit strocture
had been doubled. Then the reserve ratio, in-
stead of being, as it is, nearly 8o per cent would,
under the profit motive, have sunk more nearly
to the legal ratios—35 per cent for deposit Lia-
bilities and 40 per cent for Federal Reserve.
notes. This doubled credit structure would prob-.
ably have led to a doubled price level, with
a consequent inflation quite comparable to the
inflation of 1917—20, and might have had as dis-
astrous an end. Such a let-alone policy would
not have safeguarded our dollar, but would have
depreciated it, in spite of its fixed weight. Con-
fronted with this prospect and with memories
still fresh both of the disastrous inflation dur>
ing and following the War, and of the even
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more disastrous deflation of 1920-21, the leaders
in the Federal Reserve System instinctively
sought to avoid repeating so shortsighted a pol-
icy. The previous inflation and deflation had
given a rude shock to those complacent bankers
who had thought money necessarily sound if only
it was always convertible into a fixed weight
of gold. It was also realized, perhaps dimly, that
both the inflation and the deflation were largely
the result of human discretion-—in times of peace
at least—and it was resolved that, in the future,
such discretion should be more wisely exercised,
in order better to serve the public interest. Then
was born into the world a new policy, almost
unnoticed and scarcely self-conscious, yet des-
tined, I believe, to replace the traditional pol-
icy of drifting helplessly and hopelessly on the
supposedly inevitable tides of money.

- The dollar, in short, has been partially safe-
guarded against wide fluctuations ever since the
Federal Reserve System finally set up the Open
Market Committee in 1922 t0 buy and sell secu-
rities, especially Government bonds, for the pur-
pose of influencing the credit situation. This
Committee was reorganized in 1923 “with pri-
mary regard to the accommodation of commerce
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and business, and to the effect of such purchases
or sales on the general credit situation.’’ The
Federal Reserve System thereby tacitly recog-
nized its duty to control or influence credit, and
seemed astonished, even a bit frightened, to dis-
cover that it possessed the tremendous power
over credit which it has. This power, rightly
used, makes the Federal Reserve System the
greatest public service institution in the world.
The huge stock of gold and holdings of se-

curities of the twelve Federal Reserve Banks
enable them, in their dealings with the thou-
sands of member banks, to buy or sell large quan-
tities of securities in the open market, thus either
increasing or decreasing the loanable funds of
the member banks. When they buy securities
they thereby put money into circulation. (It is
true that it tends to flow out again if this new
money is used by the member banks to liguidate
debts to the Federal Reserve Banks. But this can
be partially prevented by lowering the Federal
Reserve discount rates so as to make such loans
easier to carry.) When they scll, they thereby
withdraw money from cireulation. (It is true
that it tends to flow in again through loans made.
to member banks by the Federal Reserve Banks. -
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But this may be partially prevented by rais-
ing the Federal Reserve discount rates so as to
make such loans harder to get.)

Because of the reactions just mentioned—
making or paying loans—there is closely asso-
ciated with this Federal Reserve policy the fur-
ther policy, mentioned in the above parenthesis,
of controlling the discount rates. The thousands
of member banks can lend to their customers the
maore freely the more easily they themselves can
borrow of the Federal Reserve Banks; and the
'Federal Reserve Banks can make easy or hard
terms by lowering or raising their rates of dis-
count to the member banks, or rate of “redis-
count” as it is called—-according as circum-
stances justify the one or the other. Thus they
can make the money we all use easy or hard to
get, and thereby prevent inflation or deflation.

These two methods combined—buying and
selling in the security market and the influence
of the discount or interest rate—give the Fed-
eral Heserve System a powerful control over
loans, prices and prosperity. Other methods are
mentioned in the Supplement,

Some Americans are hostile critics of the
“managed currencies” of Europe. They do not
realize that our currency is to-day largely a
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“managed currency.” The question at issue is
not: Shall we adopt 2 “managed currency”? The
question is: How shall our “managed currency”
be managed? The Federal Reserve System does
and should safeguard the country, to some ex-
tent, against serious inflation and deflation.

THE IMPORTANCE OF CREDIT CONTROL FOR
AMERICA

Our prosperity has been looked on with pride
by natives and with envy by foreigners, and
almost as many explanations of it have been
given as there have been onlookers. American
genius and inventiveness, capitalism, labor effi-
ciency, horse power, the “mechanization” of in-
dustry, democracy, prohibiticn—all these have
been mentioned as factors in our prosperity, a
prosperity which was maintained wuntil the cu-
mulative effect of a falling price level over a
period of two vears began to be felt. But the
cause which is probably the most important of
all, that is, stable money since 19z1—approxi-
mately stable—has been all but overlooked. But
it is no mere coincidence, I believe, that, of the
ten periods in our history since 1849 mentioned
in Chapter III, the tenth (1922-1928) has bees
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unprecedented in prosperity and unprecedented
in stability. In fact some of the other factors
such as labor efficiency and contentment, scien-
tific management, saving, and the mechaniza-
tion of industry, have been made easier by the
finer adjustments and smocther running of the
industrial organization due to the greater sta-
bility of the dollar.

This factor has escaped general observation
because of our old friend the Money Yllusion.
It is just as difficult to see and realize how the
mere absence of inflation or deflation can pro-
duce prosperity as it is to see and realize how the
presence of these conditions can produce ad-
versity. In fact, it is even more difficult; for the
absence of inflation and deflation will attract
even less attention than their presence.

A most notable exception to the general fail-
vre 1o observe our new policy is found in the
case of the Right Honourable Reginald Mec-
Kenna, former Chancellor of the British Ex-
cheguer and now president (“Chairman™) of
the largest bank in the world. In the Midland
Bank Monthly Review for January-February,
1927, he said that the Bank of England has sur-
vived for 8o years because the Bank Act of 1844,
which is supposed to govern the credit situation,
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has always been suspended in time of crisis, so
that credit may be better fitted to the require-
ments of business, instead of being, as required
by the Act, arbitrarily restricted by the size of
the gold reserve.

Mr. McKenna has proposed an inquiry into
the “theoretical basis and practical technique”
of the British credit and currency system, re-
minding his readers that, since the War, central
bank reforms have been instituted in Albania,
Auystria, Chile, Colombia, Czechoslovakia, Dan-
zig, Ecuador, Esthonia, Germany, Hungary,
India, Latvia, Lithuania, Peru, Poland, Russia
and South Africa. In all these countries, except
India, not one central bank has copied the Bank
Act of England; but, with that exception, all
have adopted some system which is “similar to
the Federal Reserve Act' which provides an
“elagtic currency,” and, if properly handled,
permits, as we have seen, the stream of money to
keep pace with the stream of goods. While he
compliments the skill with which the Governors
of the Bank of England have operated under
the old law, Mr. McKenna remarks on the
greater elasticity of the Federal Reserve Systern
as the main reason for the higher prosper;ty of
Ameérica.
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INTERNATIONAL CO-OPERATION

The Bank of England is already doing, how-
ever, so far as may be practicable, much the
same things as the Federal Reserve System. Es-
pecially does the buying or selling of securities
play an increasing téle in the policy of the Bank.
As Mr. McKenna says:

“The use of the Bank rate in the determination of
credit movements has been to a large extent super-
seded by what used to be its auxiliary, namely, open
market policy—that is to say, buying or selling, lend-
ing or calling in loans on the part of the Bank of
England.”

The great central banks of Europe and Amer-
ica now hold informal conferences to discuss
such policies and other matters of mutual in-
terest. In June, 1926, such conferences, held in
New York and Washington, were reported as
taking place among a group of American bank-
exs, Federal Reserve and Treasury officials, and
the fnancial heads of France and Germany,
looking to a recovered gold basis and stabilized
price level for all Europe,

In July, 1927, the conference was again held
in America. Among the subjects reported in the
press on the authority of Governor Strong of
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the Federal Reserve Bank of New York as hav-
ing been discussed were the “purchasing power
of gold, and various proposals to promote closer
co-operation.”

Montagu Norman, Governor af the Bank of
England, who took part in the conference, is,
like Governor Strong, understood to be favor-
able to the idea that the central banks of the
various nations should do what they can to pre-
vent gold from becoming too cheap or too
dear.

A third member of this conference was
Charles Rist, Deputy Governor of the Bank of
France. M. Rist favors the stabilization of gold,
so far as may be possible, in relation to goods.

A fourth member was Dr. Hjalmar Schacht,
- President of the German Reichsbank. Dr.
Schacht is the author of “The Stabilization of
the Mark,” and wrote an introduction to the re-
cent artmIe by the late Professor R. A. Leh-
feldt of South Africa, in the Londor Economist,
advocating gold-mmc control to stabilize the
buying power of gold.

These four men are smgularly fitted to dm-
cuss such practicable measures to hold the buy-
ing power of gold stable as present cond;tmns-
permit, If assurance of euch stability caa be at-
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tained, great price convulsions will be elimi-
nated, to the incalculable benefit of practically
everyone.

We may, it would seem, look forward here-
after to stabilization,—that is, the avoidance of
inflation and deflation-—as a conscious aim of
the great central banks of the world in a form
very much like that recommended by the Genoa
Economic Conference,

There are two ways by which this stabiliza-
tion work of the Federal Reserve System and
other central banks may be perfected and more
firmly established. One is by tradition, as the
banks develop their own technique and extend
co-operation with one another. It was chiefly
through the force of tradition that the Bank
of England gradually changed from a private
to a public wnstitution.

The other is by treaty agreements or “con-
ventions” as recommended by the Genoa Eco-
nomic Conference, and by legislation in the va-
rious countries concerned. There is now pend-
ing before Congress the “Strong Bill” aiming
definitely to authorize and require a conscious
stabilization policy, but leaving the Federal Re-
gerve System a free hand as to how it shall be
carried out.
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THE INTERNATIONAL INFLUENCE OF THE FEDERAL
RESERVE SYSTEM

Even without very active co-operation in
Europe, the Federal Reserve System ‘alone has
a powerful reflex influence on price levels
throughout the world. As long as other countries
maintain the gold standard, any influence of the
Federal Reserve System toward stabilizing the
gold dollar carries with it, substantially, an in-
fluence toward the stabilization of the money of
these other countries; for price movements 1n
all gold standard countries will necessarily keep
a family resemblance to one another.

Professor Bertil Ohlin of Stockholm has
stated the case-—in fact has considerably over-
stated it-—in the Index of the Svenska Handels-
banken of Stockholm, No. 18, June 1g27. He
says that the movement of gold has lost all in-
fluence on the price level.

“The question of granting credit is instead
determined by what the Federal Reserve Board
considers suitable from an eccnormc point of.
view.

“This implies nothing less than a revolut:on n
the monetary system not oaly of the United States -
but of all the countries with a gold standard, The
control of the development of the world prn:e 1¢cvell :
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has passed entirely into the hands of the Federal
Reserve Board and Governors,

“Should that board deem it advisable to pursue
a liberal credit policy, resulting in the raising of the
American price level, the consequence would be that
a portion of the superfluous gold would flow to other
countries. There it would cause an expansion of
credit and gradually a raising of the price level all
along the line.

“If, on the other hand, it is considered in the
Upited States that a reduction in prices would be
advisable, then other countries are compelled to
follow suit. Otherwise their price level would eventu-
ally be too high, their balance of payment would
become ‘adverse’ and their gold would begin flow-
ing into the vaults of the Federal Reserve banks.
This the European central banks cannot, in view of
their note-cover, permit, but are forced to carry out
a restrictive credit policy that rapidly reduces the
price level in Europe as well.

“Other countries are thus compelled to let their
price level vary on about the same lines as the Amer-
ican. If the Federal Reserve Board resolves upon
raising the value of gold, i, e, upon defiation, then
its reserves increase, while, vice versa, a lowering of
the gold value in the United States can be forced
-upon the whole world in connection with a reduction
in the excessive gold reserves of the Federa] Re-
serve system,

 “The Federal Heserve system has effected 2
- ‘yalorization’ of gold, comparable to the Brazilian
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coflee valorization. By releasing a portion of the
surplus reserves it causes a drop in the gold value
throughout the world—-1. e., a rise in the world price
level. By increasing the reserves it brings about an
increase in the scarcity of gold and a fall in the
world price level.”

This statement of Professor Ohlin, while
fundamentally correct, gives an exaggerated idea
of the Federal Reserve System’s influence. That
influence is far from being complete control and
by itself never can be so. The influence of other
countries on America is also strong. During
the last two or three years, for instance, the
deflation in England has probably exerted a
strong influence to drag down prices in America,
Any influence on credit reacts throughout the
world. . -

But when sufficiently developed and co-
ordinated, this influence of Federal Reserve -
and other central banks may grow into effec-
tive credit control, and when such effective
credit control throughout the world is suffi-
ciently reinforced by gold control, as discussed
in the next chapter, we shall have approxi-
mated an effective control of the price level and
of the purchasing power of money. Professor

Kemmerer has said: |
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“Fortunately during the last six years, thanks
largely to America’s dominant position in the world's
credit market, her enormous accumulation of gold,
and the eminently wise administration of her Federal
Reserve System in co-operation with central banks
of other important countries, gold monetary units
throughout the world have been moderately stable
in value; but unfortunately there is little ground for
hoping that all these favorable conditions will con-
tinue indefinitely. Certainly America cannot and
should not carry in the future such large percentages
of gold reserves for the benefit of the world at large
as she has been carrying in recent years; the expense
involved is too great for one couniry and likewise
the responsibility. Moreover, the werld’s future pro-
duction of gold is itself a great uncertainty. Will
the production of gold increase more rapidly than
the world’s demand or less rapidly? This is a highly
debatable question, but upon its answer will depend
largely the future value of gold, and, if our present
gold standard is continued, the welfare of literally
hillions of people.

“Within the last few years much progress has
been made in the direction of a better understanding
.of the problem of currency instability, but the great
problem of currency stabilization is yet to be solved.
In my judgment it can be solved and will be solved.”



CHAPTER VIII
WHAT CAN GOVERNMENTS DO?

RETURN TO THE GOLDP STANDARD

E have scen that credit control, even in-

ternational credit control, is already

in process of development. Such control must, in

its details at least, be exercised by central banks,

not by governments; these may only lay down
general rules.

But there is much more than this that gov-
ernments may and should do in order that we
may at least possess a reliable monetary stand-
ard, First of all we may notice that the worst ex-
amples of inflation have come from unbalanced
government budgets. As we have seen, when 2
government cannot make both eads meet, it pays
its bills by manufacturing the money needed. .
Such issues of paper money have often been the
chief source of inflation. When this is the case,
evidently the first step toward stabilization
must be taken by the government and musticon-

48 e
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sist in balancing its budget. This was the great
need in Europe after the World War. Without
a balanced budget stable money is not a prac-
tical possibility. With a balanced budget it be-
comes possible to return to the gold standard,
Since the World War, the principal nations
of Europe, one after another, have at last bal-
anced their budgets and readopted the gold
standard, or the “gold exchange standard,”
which amounts very much to the same thing.
{Under the gold standard all other money is
redeemable in gold; under the gold exchange
standard it 1s redeemable in bills of exchange
entitling the bearer to gold in another country.)
A few, of which France is the most important,
have not yet returned. T'he only practical road
to international stabilization hes through the
general return to the gold standard or to its
equivalent, the gold exchange standard.

THREE WAYS TO RETURN TO GOLD

There are three chief ways of returning: the
~one uwsed by Germany, of repudiating, or com-
pletely scrapping, her paper marks, already de-
preciated practically to zero by inflation, and
- starting sll over again with gold marks; the one
‘used by England, of raising the value of the
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paper pound up to that of the gold pound,
achieved by deflation ; and the one used by Italy,
of lowering the weight of the gold lira to make
it equivalent to the existing paper lira, These
three methods might be called repudiation, re-
samption, devaluation. The first method, repudi-
ation, worked injustice to creditors; the second,
resumption, worked injustice to debtors; the
third, devaluation, worked the least injustice,
since the valuation of the lira decided upon was
based more nearly upon its buying power at the
time when the policy was put into effect.

Of course, the first method, repudiation, hu-
railiates national pride. It seems a confession of
bankruptcy or bad faith. Conseguently, when
possible, such 2 solution is usually avoided; the
choice then remaining lies between the second
and third methods, resumption and devaluation.
As between these two, national pride wiil al-
ways prefer resumption, as it appears in the guise
of a return to the original money unit, while
devaluation seems to be a partial repudiation..
The one seems t0 be & “return to normaley”
while the other seems to be the perpetuation of
an abnormal situation. English business men
took.great pride. in raising their pound steclmg:
from approximately $3.70, its Iowest vslw: .
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terms of the dollar, back to the gold par of
$4.86%; while Italy gave up the attempt to
raise her lira to the par of 19.3 cents and fixed it
at 19 to the dollar, or only §.26 cents.

THE PRE-WAR ‘‘NORMALS"

But neither country returned to the real pre-
war value in terms of goods; for in terms of
goods the dollar is only two-thirds of what it
was in 1913, so that the English pound is, like-
wise, only two-thirds of what it was in 1913,
Carrying further the logic of the Englishmen
according to which the pre-war value was the
normal to be aimed at, they ought to have raised
the pound fifty per cent more than they did!

In neither sense, of course, was 1913 normal,
any more than 1813 or 1713. The normal, if
there may be said to be any normal, is always
changing and always needs to be brought up to
date.

The only sense in which the term “normal”
can even formally be defended is that the gov-
srnment is bound, in good faith, to redeem its
paper at the original par, and that it has the
usual obligation of keeping a contract or implied
comtract. Of course our government would be
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derelict in duty if it did not redeem its paper
maney according to the terms written thereon.
But when, as in ltaly, or France, the govern-
ment has already violated, and been forced to
disregard, its obligations continuously for more
than a decade, the situation is very different. The
French or Italian government may, theoreti-
cally, according to the printing on its paper
money, owe “the bearer” of each paper franc
or lira a gold franc or lira worth 19.3 cents, in-
stead of 4 or 5 cents. But the present bearer is
not the one who suffered loss from the fall of
the paper franc or lira from this original 19.3
cents to 4 or 5 cents. Hundreds of other bearers,
predecessors of “the bearer” of today, have held
these government promises, each for 2 few dayz
or weeks, and the loss has been distributed among
them. Restitution to them is now impossible,
and it is sheer nonsense to think that the govern-
ment, at this late date, can atone for such a long
series of small injuries to many others by sud-
denly giving the amount in default in one lump
to the present bearer. So far as he is concerned
he would be getting four or five times as much
value as he expects and as he gave when he ac-.
quired the paper yesterday from the last boldser.
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If to rob Peter to pay Paul is not justice, it
is not justice to pay Paul what has been robbed
of a series of several hundred Peters. We see
then that, even technically, the argument for
the resumption method on the ground of good
faith is weak. The problem is certainly one of
good faith but good faith in substance, not sim-
ply in form; and in that problem of substantial
good faith the government’s promises repre-
sented in its paper money are a trifling item
compared with the great mass of contracts based,
in good faith, on the confidence of the public
in the paper money itself. Thus the government
which uses the resumption method of getting
back to the gold standard does not in effect keep
faith with its public.

Ttaly attempted the resumption method and
started out to bring the lira up from about 4
cents to 19.3 cents, but by the time about 514
cents were reached by this forced deflation such
trade depression and unemployment ensued that
Mussolini wisely abandoned the project. Had
be persisted almost all Italian business would
‘have been plunged in bankruptcy and ruin.

France will be wise to give up any attempt at
resumption and instead to devalue at or near
the present buying power of the franc.
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WHAT 18 THE NORMAL LEVEL?

But what is the ideal level of prices at which
to devalue? In gencral, it will be very close to
the level of buying power existing at the time,
for the reason that the majority of existing con-
tracts have been recently made and are not of
long standing, as well as for the further reason
that, of those of long standing, a great part have
but recently come intc possession of the present
holders. A railway bond may have been issued
originally fifty years ago and yet its present
holder may have acquired it only yesterday and
on very different terms, Any change in the
money of today can affect only this present
holder and not those who before him have held
the bond during the last fifty years. These ear-
lier holders of the bond, like the earlier holders
of paper money, cannot now be reached. Only a
few of the original holders are still to be found
among the present holders and we have no right
to choose out standard to help the few and hurt
the many.

Theoretically we could put a finer point on
it by averaging the levels at which present hold-
ers of honds and of other contracts or under-
standings in terms of money acquired them, but
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the practical result of such a calculation could
not be very different from the existing level.

The truth is, once we have allowed ianflation
or deflation to occur, there is little possibility of
curing the resultant evils. Even “farm relief,”
to cure some of these evils, seems impracticable.
But, while cure is difficult, prevention is always
available if only we could know it and would
uge it

THE PROBLEM INTERNATIONAL

Whatever the method, the adoption of, or
return to, the gold standard is obviously to be
accomplished only by governmental action. The
next question is: Has the government nothing
further to do?

After the whole civilized world is again on
the gold standard, the problem of stabilization
will then be a thoroughly international one. The
free flow of gold to settle international balances
will then tend to equalize price levels among
the nations, Each country will, or should, real-
ize that, by the very act of adopting a gold
standard, it has actually placed its national des-
tinies at the mercy of the banking and govern-
mental policies of other nations, What the dol-
Iax will buy in America will depend, among
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other things, on whether European nations keep
the peace or go to war; and what the franc,
mark, lira, or sovereign will buy in Europe will
depend on the action of the Federal Reserve
System. Scarcely any problem is more thor-
oughly international than this problem of mone-
tary stabilization, because the action of ary gov-
ernment or any great central bank affecting
money in one country will affect it in all others
having, the same (gold) standard.

The gold standard simply puts in a connect-
ing pipe joining together the money reservoirs
of all gold standard countries, so that thereafter
gold will flow freely back and forth and seek
its level. Then English, American and all other
price levels will rise together and fall together
and the dollar, the pound and all other money
units will fall or rise together in buying power.
This international connection of all moneys will
be the chief effect of having a common gold
standard.

THE FUTURE GOLD PROBLEM

That standard of itself, however, affords very
little safeguard against great inflations or defla-
tions. In fact it may imperil the safeguards
which, as we have seen in the last chapter, are
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afforded by credit control. That is, the gold
standard, while it will help spread geographi-
cally the influences of credit contral, will be in
danger of hampering the power of credit con-
trol to stabilize. Unless governments co-operate
with central banks, the credit control and the
gold standard may be found working at cross
purposes.

For example, if ten years from now gold
should grow scarce enough to bring our gold
reserves down to the legal ratios, further credit
extension would automatically be prohibited by
law, even if business required such further ex-
tension. The flow of goods would then outpace
the flow of money, the price level would fall,
and we would have depression of trade, unem-
ployment, and all the other evils which in-
evitably come from any considerable deflation.

This is a real danger and one which is giving
grave concern to such banking experts as George
E. Roberts. One of the chief ohjects of this book
is to help set bankers, business men and econ-
omists thinking in advance how best to prevent
such a catastrophe as deflation or its opposite,
inflation, by which such a flood of gold may
come as to overwhelm any credit control,
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Humanly speaking, deflation or inflation is
sure, eventually, to happen, and the conse-
quences are so economically disastrous that we
cannot be too early in anticipating either
event.

The truth is, as the reader may have inferred
already, that such stabilization as we have en-
joyed during the last few years has been the re-
sult of an exceptional opportunity. This oppor-
tunity was created by the existence of a surplus
gold reserve, neither too large nor too small,
but such that it could be disregarded. It thus
provides a convenient margin or slack or elbow
room within which credit control is unham-
pered. We have therefore had a2 managed cur-
rency, free within wide limits from constraint.
Such an opportunity where we have a larger
gold reserve than required by law, but not so
large as to be unmanageable; never existed be-
fore and is not likely to last long or to come
again. If we wish to make its blessings per-
manent we must sée to it that the gold standard
is made elastic enough to permit the stabiliza-
tion of the price level through credit control, In
short, the essence of gold control is to prevent
gold from hampering credit control.



156 THE MONEY ILLUSION

THE DANGER OF NEGLECT

The danger is that, instead of planning for
gold control in advance of the need, we may
trust to luck. This danger is great for three rea-
sons: {1) the existence of the Money Illusion
whereby most people are prevented from realiz-
ing that any such problem as guarding against
deflation or inflation exists; (2) the belief that
the gold standard should be kept automatic, that
it should not be affected by any act of govern-
ment; and (3} blind faith in the beneficence of
this “old-fashioned gold standard” without the
addition to it of any new-fangled improvements.

The first of these hindrances to a solution of
the problem, the Money Illusion, is, of course,
the theme of this book throughout.

THE “AUTOMATIC” GOLD STANDARD

As to the second, the idea that the govern-
ment should make the gold standard “auto-
matic” and unassisted by any legislative action,
even if that implies (as it certainly does) un-
stable money, the reply is that there is no func-
tion of government more obviously proper than
to keep stable the units by which we measure,
We have a Bureau of Standards which fixes the
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units of length, weight, volume, electricity, and
of every other unit employed in commerce, ex-
cept the most important and universally used
unit of all, the unit of value. Our Federal Con-
stitution authorizes Congress to “coin money
and regulate the value thereof, and of foreign
coin, and fix the standard of weights and
measures.”

There is a popular fiction that our price level
and gold standard ought to be left to the “natu-
ral” play of supply and demand and not sub-
jected to ‘“arbitrary” interference, Of course
every unit of measure is “arbitrary.” There is no
“natural” yard. The gold dollar is already “ar-
bitrary” at 23.22 grains. In fact it is unnaturally
arbitrary to fix it in weight; for this interferes
with the play of supply and demand on the price
of gold. This price, on the plea of “naturainess,”
certainly ought to be as free to fluctuate as the
price of silver, instead of being tied to the fixed
figure $20.67 per ounce.

In the second place, the idea that the gold
standard today is, or can be, “automatic” is
wrong. As we have seen, gold is now far more
influenced by banking policy than by its use in
the arts for dentistry, gilding picture frames.
or making gold watches, rings and jewelry.
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Such use is trivial in comparison with its im-
portance in finance. As Reginald McKenna has
said, the world now has a “dollar standard”
fixed by credit control rather than a gold stand-
ard fixed by gold bullion as such. It is doubtful
if Englishmen would have relished this fact
had they fully realized it when they adopted
what they supposed to be an automatic gold
standard. For what they really did was to sub-
stitute for an English-managed an American-
managed standard. They were afraid to trust
the English government to manage its paper
money so as to keep it stable but are now in
the position of trusting the American Federal
Reserve System to manage credit so as to keep
it and all other money stable throughout the
world. We already have human discretion, op-
erating if not to comtrol, at least to influence,
the price level; we no longer have an automatic
gold standard. "And we ought to be profoundly
thankfull

Only by the exercise of discretion, duly safe-
guarded, can we really expect some day fully
to stabilize the dollar. When therefore the pub-
lic understands the nature of the problem, the
government will be compelled to do its part in
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safeguarding the dollar just as it does in safe-
guarding the yard.

THE GOLD TRADITION

To consider the third obstacle, blind faith in
the beneficence of the “old-fashioned gold stand-
ard,” let us see what history tells us. The mod-
ern tradition about the beneficence of gold was
a product of the Napoleonic Wars and comes
largely from the famous Report to Parliament
in 1810 of The Gold Bullion Commission. This
Report was the first really penetrating attempt
at an economic analysis of changes in prices and
rates of exchange in relation to money and cur-
rency. It showed, as might be expected, how the
majority of the witnesses who appeared before
the Commission were blinded by what is here
called the Money Illusion. These witnesses
imagined that the high price of gold bullion in
terms of paper money was due to the scarcity
of gold, because of the great demand for it to
pay the armies in the Napoleonic Wars, “though
increased also by that state of alarm, and failure
of confidence, which leads to the practice of
hoarding.”

For instance, Mr. Pearse, then Deputy Gov-

F
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ernor and later Governor of the Bank of Eng-
land, testified: “I cannot sce how the amount
of Baak notes issued can operate upon the price
of Bullion, or the state of the Exchanges, and
therefore 1 am individually of opinion that
the price of Bullion, or the state of the Ex-
changes, can never be a reason for lessening the
amount of Bank notes to be issued.” After the
testimony, the Commission asked Mr. Whit-
more, Governor of the Bank, if he held the same
opinion. The answer wag: “I am so much of the
same opinion, that I never think it necessary to
advert to the price of Gold, or the state of the
Exchanges on the days on which we make our
advances. . . . 1 do not advert to it with a view
to our general advances, conceiving it not fo
bear upon the question.”” Mr, Harman, another
Bank Director, expressed his opinion in these
- terms: “I must very materially alter my opin-
ions, before I can suppose that the Exchanges
will be influenced by any modifications of our
paper currency.” The Commission then showed
“Fhat this doctrine [i. e., that there is no rela-
tion between issuing paper money and the price
- of gold] is a very fallacious one.”

- This bit of history is of interest as showing
how the leading bankers of the day were not
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then staunch defenders of the gold standard
but staunch defenders of the paper standard.

The Bullion Report expressed the most care-
ful thought on the question of money supply
and prices up to the time it was written and it
still serves as an answer to the advocates of un-
limited and unregulated issues of paper cur-
rency. But it was, at the time, a revolutionary
document showing that the high price of bullion
was really a low value of paper and that gold
‘was a befter standard than paper.

THE FIXED WEIGIIT FETISH

That gold is a better standard than paper is
today accepted as a matter of course. The banker
and business man of today no longer resist this
conclusion but some of them resist instead any
advance beyond it, These seem to think that the
gold standard is the ultimate end of all mone-
tary developments. The Bullion Report tepte-
sented the highwater mark of the stable money
idea in the days of the Napoleonic Wars. But
now, after the World War, we ought to go 2
step farther in stabilization by making use of
the index number, a tool not available to the
writers of the Bullion Report. By means of the
index we can now set up a commodity stand-
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ard, as great an advance over the haphazard
gold standard as that was over the paper stand-
ard.

Tt was very natural, however, that, after the
loss of the gold standard by European nations
during the World War, the chief thought should
be to return to it as far better than their paper
standards, and the best with which they were
familiar.,

What then shall be done with the gold stand-
ard to prevent its restriction of credit control
when the legal limits of the gold reserve have
been reached, or when, on the other hand, there
is a great excess of gold?

If the day comes—be it in ten or in fifty
years—when 2ll the margin, or slack, above the
legal limit of the gold reserve is gone and no
more credit can be built on the reserve then
available, deflation will again come unless posi-
tive action is taken to prevent this evil, Or if
the opposite extreme comes, when gold will be-
come overabundant, inflation will follow unless
we forestall it. In either case credit control will
bresk down despite the best efforts of all the
banks in the world. No wonder the Federal Re-
. serve leaders shrink from assuming any respon-
sibility for keeping the dollar stable.
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We should then indeed relapse into the auto-
matic gold standard with a vengeance; for we
would have no power to determine where it
would lead us. It would be the old hit or miss
standard, a standard of chance,

PUTTING OFF THE SOLUTION

This evil day may be put off in various ways.
The way which seems most definitely available
at present, that approved at the Genoa Eco-
nomic Conference, is to economize gold, that
is, lessen the demands for it.

Gold may be economized in four ways:

(1) Gold may be withdrawn from circula-
tion into the banks, especially the central banks,
This has been done in Continental Europe, Eng-
land, India, and other countries, especially since
the War. It is practiced in the United States
when gold certificates are retired from circula-
tion and Federal Reserve notes are issued to re-

‘place them. The gold certificates are backed 100
per cent by gold; the Federal Reserve notes are
backed only 40 per cent by gold. The withdrawal
from circulation is helped if, as in England and
India, gold bars are used and coinage stopped.

{z) Gold reserves may be concentrated in
central banks as in the United States.
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(3) The gold exchange system economizes
gold, because the gold reserves kept on deposit
abroad for the purpose of maintzining the cur-
rency at par with gold can be much smaller
than the reserves necessary to keep in the banks
at home in order to maintain the straight gold
standard.

(4) An international clearing system would
economize gold by obviating the necessity for
most shipments of gold from debtor to creditor
countries; just as a bank clearing house system
in a city makes unnecessary most of the gold
payments by debtor banks to creditor banks.

These four methods have already been
adopted to some extent in Europe. Otherwise we
might already be suffering from an international
“scramble” for gold. Thus again do we find that
the sound principles advocated by the Genoa
Economic Conference are proving of great prac-
tical value, affording the beginnings of gold
control, just as they have afforded the begin-
nings of credit control,

Most of the countries of Europe and South
America which have recently come back to the
gold standard, especially those which did so un-
der the direction of the “international money
doctor,” Professor Kemmerer, have adopted the
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gold exchange system and kecp their reserves
in New York,

If, on the other hand, the opposite danger
should loom up-—that of an undue abundance of
gold—the opposite remedy could be applied,
the substitution of the straight gold standard
for the gold exchange standard, thus scattering
the foreign gold in New York among the re«
gpective countries which own it, or scatteting
gold from the few central banks to and among
the many commercial banks; or scattering it
from the latter banks to and among the pockets
and tills of the public, At each such scattering
more gold is required, just as, in the opposite
case, less gold was required for each concen-
tration.

This resource, of concentrating or scattering
reserves, if properly wsed, is, and will long be,
suflicient for our purpose, The idle reserves may
then be enough and yet not too much to aford
the credit control convenient elbow room.

Another way, or a special form of that just
described, is to alter the reserve ratios in one
direction or the other, even if this should ulti-
mately make the ratio absurdly high—such as
over 100 per cent—or ultimately absurdly low
—such as less than one per cent. In the latter
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case we could not, of course, keep up the re-
demption on demand of all money based on
gold, If the redemption, instead of being on
demand, were on three months’ notice, a much
smaller reserve would suffice and the number
of months’ notice could conceivably be increased
indefinitely, thus gradually dispensing with re-
demption in gold altogether. We may, in spite
of all our prejudices in favor of the gold stand-
ard, be led to abandon it, either gradually or
suddenly.

A leading economist recently told me of a
conversation he had with some business friends
who could not, as they expressed it, “see’ stabi-
lization, He said, “Well, suppose some German
should make synthetic gold and make the process
pay, or should succeed in extracting paying gold
from sea water. They have tried both and fatled.
'Buat if they ever succeed so that the world were
. threatened with 2 deluge of gold, making gold
as cheap as yellow dirt, I put it up to you, what
would you do?”?

"They replied that they did not know.

- “Well,” he went on, “I'll tell you what you
would do You'd see an emergency, and first of
all you would get the governments of the world
to close their mints to gold just as India closed
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its mints to silver in x893. That would be
stabilization. That is, it would prevent inflation.
Then, when later, gold got too scarce you would
open the mints again, but only part way, or de-
crease the weight of gold coin or do something
else to prevent deflation. Stabilization is merely
the prevention of inflation and deflation.

“Your justification for the gold standard is
that it has safeguarded us from paper money
inflation. As soon as you realize that it does not
fully insure us against inflation and deflation of
other sorts you will want to take whatever steps
are needed to remedy the situation, even if you
are forced to abandon the gold standard alto-
gether.”

POSSIBLE SOLUTIONS OF THE GOLD PROBLEM

But if we retain the gold standard even in an
attenuated form, stabilization will never be
secure until the gold base is controlled as well
a5 the credit superstructure.

The most easily understood plan which has
been suggested for gold control is one which
has been proposed by several economists but
especially by the late Professor R. A. Lehfeldt
of South- Africa. This plan provides simply an
international governmental control of the gold
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mines, through, say, the League of Nations. A
policy would be instituted such that when there
is too little gold to support the credit structure
required by the business of the world gold
should be produced even if at a loss; while, on
the other hand, when there is too much gold its
production should be curtailed.

It is certain that an institution having the at-
tributes of an International Federal Reserve
Board could determine much more accurately
the real need of gold for business than can the
owners and operators of gold mines, actuated
only by the motive of profits.

Another plan has been proposed by several
economists, including myself in my book, Sta-
bilizing the Dollar. According to this plan we
would let gold production alone and merely
change, from time to time, the weight of the
dollar, Gold would then be left to follow its
natural value so far as it does today, but the
dollar would be preserved constant in buying
power. Gold would circulate only in the form
of gold bullion dollar certificates, A hundred
dollar certificate would be redeemable in a hun-
dred dollars of gold ballion at whatever the
legal weight might be at the time of redemp-
tion, Periodically this weight would be changed,
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as prescribed by an index number, to make the
buying power of the dollar always the same.
Such 2 plan is called a “compensated dollar”
plan, from the analogy of a “compensated pen-
dulum.”

This plan has been proposed in Congress
through the Goldsborough Bill. Extensive hear-
ings were held on this bill. A plan very similar,
that of Mr. Tinnes of North Dakota, has been
proposed through the Burtness Bill. The latter
proposes {wrongly, I believe) daily adjustments
of the gold weight of the dollar assisted by pur-
chase and sale of government bonds.

These various plans are further discussed in
the Supplement. It makes little difference
which of the two plans, the Lehfeldt plan or
the compensated dollar plan, as in the Golds-
borough Bill, ig selected or whether some other
plan, more readily acceptable, shall be brought
forward, so long as we attain our object, stabi-
lization of the dollar,

The only alternative to gold control seems to
be to abandon the gold standard altogether. We
should then have to stabilize entirely by a “man-
aged currency,” as proposed by Keynes and
others, or else by providing for redemption of
all money in commodities. The latter plan has
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been worked out by Professor Gilbert Lewis
of the University of California.

In at least three ways, then, we may meet the
inevitably impending gold problem: (1) we
may control the gold mines, operating them, as
central banks are being operated, for public
service instead of for private profit; (2) we may
vary the weight of the gold dollar, or other
monetary unit, in such a way as to compensate
for the variation in the value of gold per grain,
thus making the value of the dollar stable; (3)
we may give up the gold standard altogether,
either substituting redemption in commodities
or relying on a managed currency.

THE GOVERNMENT'S RESPONSIBILITY

Any one of these three methods would re-
quire government action to effect. It is absurd
to assert that while the government can establish
standard and unvarying units of length, weight,
volume, electricity and everything else we use
in our measurements, it is powerless to establish
a standard unit of value, in place of the dollar
which now is merely a unit of weight, The
weight of our dollar was fixed in 1837 but its
value was left to shift “automatically,” with
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every change in gold mining and our banking
systems. The results, as shown above, have been
tragic. When our statesmen once understand
clearly these tragic consequences due to a chang-
ing unit for measuring values, we may confi-
dently expect them to act promptly and de~
cisively to remedy this defect.

If we can place the responsibility for our un-
stable dollar anywhere it rests on the govern-
ment, not only in the sense of its neglect to stabi-
lize but also even in the sense of its complicity
in destabilizing. That this is true in war time
will not be denied. Without debating here
whether war time inflation can be avoided, ex-
cept by avoiding war itself, we may point out
that in peace time the government affects the
value of money by every change in banking laws,
and sometimes by affecting banking policy, or
even by government finance. The government
has an added responsibility when its own debts
are involved. T'o borrow bhillions of dollars and
then to depreciate the dollar is pot even fair
gambling. It is stacking the cards.

A further proof that government—national,
state and local—incurs a moral responsibility
lies in the fact that many legal provisions, in-

&
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tended to work for justice, presuppose stable
money, and for lack of stable money, actually
work injustice.

When I have urged on trustees, as in 1917
1920, to avoid investing in bonds they have an-
swered that the law required it. Here then we
find the government, intending to safeguard the
property of widows and orphans, nevertheless
compelling trustees to acts the effect of which
is the exact opposite.

In times past, unscrupulous governments of
kings and potentates would debase the coin of
the realm in order to cheat their creditors. But
the debasements wrought by modern govern-
ments, while evil intentions may be lacking, are
far worse in the evil actually done.

We have already seen how in a trust account
three-fourths of the principal was spirited away
by inflation while in the eye of the law the prin-
cipal was scarcely impaired at all. If only those
concerned—the trustees, lawyers, legislators
and beneficiaries—could see this clearly, they
would be moved to laughter if not to tears.

And not simply trusts are involved; savings
banks and insurance companies are subjected to
legal restrictions intended to safeguard and pro-
tect, but which not cnly cannot do so without
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stable money but often actually do the oppasite.
Do not these acts of governments impose on
them some responsibility to make their purposes
effective and beneficial instead of injurious?

And likewise when the government fixes rail-
way rates or public utility charges has it no re-
sponsibility for the actual effects on stockholders
or public? The same question may be asked of
laws fixing minimum wages, fines, penalties, Ii-
censes,

Lastly, attention may be called to the fact that
governments aim to prevent the impairment of
the obligation of contracts. Our own national
Constitution expressly forbids the states to im-
pair the obligation of contracts, It is true that
the greenback decisions assert the technical right
of our Federal Government to do so, but no one
denies that it has no moral right nor that con-
tracts in the greenback days were essentially im-
paired by our Federal Government.

The most elementary justice clearly requires
that a government which specifically lays down
the principle of justice in contracts, and which,
intending to carry out that principle, regulates
trustees and public utilities, prescribes rates, re-
stricts investments and otherwise acts on the
theory that stable money exists, shall make good
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on all these undertakings and not turn them into
hollow shams.

No new constitutional provision is needed. We
already have the provision that Congress shall
have power to ‘“fix the value” of money.

No particular theory of money is implied.
Even those who do not believe in the “quantity
theory” in any form will admit that every pro-
posal described in this (as well as the preced-
ing) chapter—with the possible exception of a
managed fiat money—would at least tend to-
ward stabilization,

No new principle is involved. We have stabi-
lized every other unit as fast as we have devised
instruments for measuring and fixing them.
There is now no excuse for failing to stabilize
the one unit left, the unit of money; for now we
have the instrument for measuring and fixing it,
in the index number.

We can at least make a beginning, Every other
unit was crudely fixed at first. The yard is said
once to have heen the girth of the chieftain of
. the tribe and called a “gird”; then it was the
length of the arm of Henry I; then of a bar of
. iror; now 4 fraction of a meter which is a length
of a bar of a special metal kept at a constant
temperature in the Bureau of Standards.
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What would we think if today we were to go
back to the “gird,” if our yard were the girth
of the President of the United States? What
would we think if carpet dealers, in terms of a
yard so defined, made contracts during the Taft
administration and fulfilled them in the present
administration?

Yet the injustices there involved would be
negligible compared with the injustices we have
suffered and seem destined still to suffer from
our absurd yardstick of commerce.

SUMMARY

We may now summarize our findings;

(x) The problem of what to do about our
unstable money is one of prime importance.

(2) It has been all but overlooked because
of the Money Illusion.

{3) This Illusion is the more serious because
every man finds it harder to free his mind of this
Illusion as to the money of his own country than
of foreign money.

(4) This Money Illusion so distorts our view
that commodities may seem to be rising or
falling when they are substantially stationary,
wages may seem to be rising when they a3z
really falling, profits may seem to exist when
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they are really losses, interest may be believed
to be rewarding thrift when no real intcrest
exists, income may seem to be steady when it is
unsteady, bond investments may seem to be safe
when they are merely a speculation in gold. Tt
makes a unit of weight appear to be a unit of
value; it hides a chief cause of the so-called busi-
ness cycle; it has enabled political financiers to
employ unsound finance with burdens heavier
but with complaints less than if sound finance
had been employed; it has led to unjust blame of
“profiteers” and of the “money lenders”; and
above all it has held back stabilization by con-
cealing the need of it.

(5) The present fixity of weight of our dol-
lar is a very poor substitute for a fixity of value
or buying power.

{6) By actual index number measurement,
our dollar rose nearly four fold and fell back
to the starting point again between 1865 and
1920,

{7) Most of the dollar’s fluctuations were
while the dollar was a gold dollar (1879-1922).

(8) They were largely peace time fluctua-
tions; most of them occurred while America
wag at peace {1879-1898, 1899-1917, and 1918-
1922}, and much of them when there were no
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important wars elsewhere (1879-1914 and 1918~
1G22).

{9) These fluctations, though serious, shrink
into insignificance in comparison with the
thousand-fold, million-fold, billion-fold, and
trillion-fold fluctuations in Europe.

(10) The cause of a falling or rising dol-
lar is monetary inflation or deflation and that,
in practice, it is seldom or never necessary to
specify that the inflation or deflation is merely
relative since it is also usually absolute as
well.

(r1) To go back to the causes of inflation
or deflation, the extreme variability of money is
chiefly man-made, due to governmental finance,
especially war finance, as well as to banking
policies and legisiation; but also due in part to
discoveries or exhaustion of gold mines, and
changes in metallurgical art.

{x2) The tremendous fluctuations of money
produce fremendous harm analogous te what
would result if our physical yardstick were con-
stantly stretching and shrinking but far greater

(a} because the money yardstick is used so

much more generally,

(b) because it is 50 much more used in time

contracts,
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{c} because its stretching and shrinking are
unseen.

(13) This harm includes a constant robbery
of Peter to pay Paul—amounting to sixty bil-
lion dollars in six years in the United States
alone—a net loss to all Peters and Pauls taken
together, confusion and uncertainty in all finan-
cial, commercial and industrial relations, con-
stituting much of what is called the business
cycle, producing depression, bankruptcy, unem-
ployment, labor discontent, strikes, lockouts,
class feeling, perverted legislation, Bolshevism
and violence. In short the harm is threefold:
social injustice, discontent and inefficiency.

At this very moment unstable money lies at
the bottom of, and partly explains,

{a) our western farmers’ discontent, a chaf-

ing over their own deflation,

(b} the legal controversies over public util-
ity rates as exemplified by the New York
Subway g-cent fare dispute,

(¢} the French franc problem,

(d) the problem of England's depression and

- our milder one,

(e) the movement towards Ynvestment Coun-
sel as a new professmn and Investment
Trusts,
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(14) We can, as individuals, safeguard our-
selves in part against the harm from unstable
money by translating our accounts into stable
dollars, by trying to forecast the dolar’s worth,
by employing investment counsel, avoiding too
many bonds, diversifying our investments, and
by “contracting out” especially by employing
the index as a corrective.

(15) The real solution is to be found in
credit control and gold control.

(16) Some precedents for both of these exist,
especially in the policy of our Federal Reserve
System as to buying and selling securities and
adjusting its rediscount rates, and the policy of
European governments in economizing gold.

{17) Many economists and bankers are now
studying the problem from a practical point of
view,

(18) It is an old problem in a new form,
the problem of insuring more exact standards
of measurement. Only the dollar and the month
remain still unstable,

CONCLUSION

The need of the hour is that those most con-

cerned, business men and bankers, shall institute
a study, or series of studies, on stabilization.



180 THE MONEY ILLUSION

It may well be that the only methods avail-
able are already known but if so it still re-
mains to select from among them the best and
maost feasible, and to decide what sort of index
or indeses should be used in determining from
time to time the value of the dollar,

These problems will never be wholly settled
by academnic men. The bankers and business men
will accept only those policies in which they
themselves have taken a leading part.

The object of this book is not to provide any
cut and dried solution but to put it up to the
reader, especially if he is a business man. Here
is a problem of vital interest to you and one
crying for solution. What are you going to do
about it? If you reject every plan proposed, are
you going to stop there, or are you going to take
.whatever steps are needed to solve the problem
in your own way?

All that this book can or should attempt is to
stimulate the wish to solve the problem. Expe-
rience seems to show that business men once con-
verted stay so. As a friend expressed it, “once
a stabilizer always a stabilizer.” And on the
fortunate few who see the problem and its im-
porfance rests a special responsibility to get
others to see it
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The problem: is one which applies to every-
one. It applies to you who read these lines, es-
pecially when you save or invest, borrow or
lend, insure your life, and plan to leave property
to your children. It may mean the loss of your
job or the wiping out of your profits. If you do
not bestir yourself, and no one else does, this
havoc-working, drunken dolar will remain with
us always. It represents a great wrong which can
never be righted as long as everybody leaves it
to someone else on the theory that what is every-
body’s business is nobody’s business.

We must transform this great duty of stabi-
lizing the dollar from its present status of ir-
responsibility into a status where the responsi-
bility is definitely fixed.

The crude beginnings of stabilization which
we have enjoyed during the last few years are
already worth much to you and me, adding much
to the income of the nation, as well as safeguard-
ing against individual injustice. We are zll con-
cerned to keep these advantages and win more.
Stabilization ushers in a new era for our eco-
nomic life.

Of course stable money will not be a panaces,
a cure for all business problems, any more than
the stable bushel basket was a panacea. Yet be-
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sides reducing social injustice, social discontent
and social inefficiency, as already described,
stable money will help indirectly in solving
other great problems simply by making it easier
to get at the facts, without any illusions. Before
action upon alleged evils can be based on sure
ground, it is essential to find out the facts; but
the fluctuating dollar hopelessly conceals the
facts. It blinds the eyes of the mass of men whose
duty it ultimately is, under our democratic form
of government, to choose one or more remedies
for such evils as exist. The fluctuating dollar
keeps us all in ignorance; whereas a stabilized
dollar would lay bare the facts,

It is no exaggeration to say that stable money
will, directly and indirectly, accomplish much
social justice and go far toward the solution of
our industrizl, commercial and financial prob-
lems. There are, I believe, a few other reforms
more important, But, among strictly economic
reforms; it stands, in my opinion, supreme.
When we really get stable units of money we
shall have the greatest economic boon of all
time,



SUPPLEMENT

HELPS FOR FURTHER
STUDY
SECTION 1

QUTLINE OF SOME PLANS FOR
STABILIZATION

CREDIT CONTROL

REDIT control must always be an impor-

tant part of any program for stabilization.

As has been seen, a start has been made in this

direction by the Federal Reserve System. Some

readers may wish to know a little more definitely

what are the procedures employed for this pur-
pose by the System.

The most complete account of what the Fed-
eral Reserve System is now doing will be found
in a book by W. Randolph Burgess, Assistant
Federal Reserve Agent of the Federal Reserve
Bank of New York, and in the testimony of
Governor Benjamin Strong of the same bank

in the hearings on the (Congressman) Strong
183
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Bill, Both books are listed in the reading list
which follows.

Here, of course, merely the barest outline of
the influences now exercised can be given.

HOW THE FEDERAL RESERVE I8 OPERATED

The influence exerted by the Federal Reserve
System is exercised in five chief ways:

(1) By buying and selling government secu-
rities through the Open Market Committee, or-
ganized to insure concerted action by the twelve
Federal Reserve Banks (see page 132).

{2} By raising or lowering the rates of these
Banks for rediscounting loans for the thousands
of member banks (see page 134).

(3) By exchanging gold certificates {backed
100 per cent by gold) for Federal Reserve notes
{backed only 40 per cent by gold) and the re-
verse, thus virtually putting the gold reserve
into circulation or withdrawing it, at will, Such
substitutions change the gold reserve ratio and,
by that much, diminish the danger of its becom-
ing so large as to lead to inflation or so small as
to lead to deflation. As long as that ratioc is com-
fortably above the legal ratio, yet not too far
above, it may be disregarded in banking policy;
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for within limits any change in it will have no
effect.

(4) By moral suasion brought to bear on
banks, especially member banks, thus tending
toward concerted contraction or expansion of
loans. This is accomplished through the contact
men of the Federal Reserve Banks.

(5} By the publication of statistical informa-
tion on the part of the Federal Reserve Board
and Banks.

Of these five methods the first two put in
practice what many economists have long since
proposed, Alfred Marshall, for instance, in 188+
had shown the economic principles underlying
the first method, together with many other sug-
gestions for stabilizing money., The second
method has been emphasized by Professor Cas-
sel of Sweden in his Money and Exchange since
I¢14 and by me in Stabilizing the Dollar.

GOLD CONTROL

Assuming that the gold standard is to be re-
tained, credit control alone will not suffice to
maintain a stable currency over long periods.
Gold control is also needed, lest there be a con-
flict between the aims of credit control and the
legal requirements as to gold reserve.
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The plans for gold control thus far proposed
fall under two main heads: (1) control of gold
production and {2) control of the weight of
gold in a dollar.

THE LEHYELDT PLAN

The first type is best exemplified by the plan
of the late Professor R. A. Lehfeldt. He sug-
gested in his Restoration of the World's Cur-
rencies that a syndicate of nations could control
gold production:

“The syndicate would not even have to be a large
one, for the British Empire and the United States
supply more than four-fifths of the world’s produc-
tion of gold, and if they combined to regulate supply,
even though the other producers stood out, the
syndicate would be lLittle more troubled than the
diamond syndicate is by the river diggings. We put
it this way to show how easy the syndication wounld
be; but of course it would be far better to include
all producers—Mexico and Russia are the next most
important; and still better would be a truly inter-
national organization, for all countries are con-
cerned in international commerce, and if the gold
standard is to be adopted they should all take their
share of the work of regulating it.

“To carry out such a policy of control, a Com-
mission, appointed by the powers interested, would
be needed. We shall not, here, discuss the constity-
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tion of the Commission, beyond remarking that the
advent of the League of Nations should make it
easier to agree upon; that, however, is not a matter
of economics, {Inder the authority of the Commis-
sion there would be a scientific and an administrative
bureau. The duty of the former would be to collect
the information on which the decisions of the Com-
mission were based. This would include: (1) mone-
tary and banking statistics of all countries, {2) sta-
tistics of prices in selected markets, (3) information
on the geology and exploitation of the known sources
of gold, (4) information as to law and finance of
gold-mining lands and the condition of mining com-
panies. This work is well enough known to make it
unnecessary to enter into further detail.

“The administrative functions of the Commis-
sion would be exercised, in the first place, through
the intermediation of the constituent governments.
No large staff would be required, unless the Com-
mission decided to buy and work mines for it-
self. . . .

“The aim of the Commission would be to antici-
pate the changes of value, and correct them by
intelligent action, instead of leaving natural forces
slowly to stop and reverse the movement; that is, to
play the part of governor.

“This aim might be accomplished in times of
rising prices by closing some of the least productive
mines, and preventing the development of new ones.
Such a policy would involve paying compensation.
The Commission would have to use funds supplied
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by the constituent powers to acquire such mines as
it decided to close. There are many precedents for
governmental action of this kind, and the govern-
ment of the country concerned shonld facilitate it;
but, as 2 mine whose yield is poor is of little value,
the shares could be bought cheaply. When such ac-
tion became necessary, the workpeople also should
receive compensation; the Commission would do well
to imitate the methods of the Swedish Government,
in the case of tobacco factories closed on the estab-
lishment of a state monopoly in tobacco. It does
not cost much to give compensation to displaced
workmen during a period of unemployment, and
much discontent is avoided thereby.

“It would be somewhat more difficult to arrange
for new lands ready for development, but there is no
impaossibility in doing so. The Commission, or per-
baps the government of the country, would buy
ground on which the existence of workable ore had
been proved; and might arrange a system of re-
wards for the discovery of new fields. In all this it
would be making an investment of capital with a
view to a future time when it will become necessary
to encourage production. Of all the undeveloped
fields at present known, the most valuable is the far
eastern portion of the Witwatersrand, and as this
belongs to the Sonth African government, the prob-
lem of dealing with it is simplified.

**The life of gold mines is limited; a time of over-
production is followed by one of scarcity. For this
reason the policy suggested in times of rising prices
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is not really expensive; rather it is a good invest
ment. Later, when the production of gold becomes
insuflicient for the needs of commerce, the {ollowing
methods would be open to the Commission to meet
the scarcity :—

(a2) Exploitation of land which the Commission
had acquired, and on which it had suspended work.
The Commission would be able to raise the capital
needed for this,

{(b) Encouragement of systematic exploration
with a view to discovering new ore deposits,

(c¢) Encouragement of research into improved
methods of extraction of gold.

(d) Facilitation of employment of paper sub-
stitutes for gold,

“The scheme outlined above deals principally with
regulating the supply of gold: the possibility of op-
erating also on the demand side is merely touched
upon in the reference to use the paper substitutes
for gold. It is possible that regulation of supply
would not be enough and that it would be necessary
to undertake deliberate action with regard to the
ratio hetween the quantity of gold in use, and the
quantity of paper currency of all kinds supported
by it.”

THE COMPENSATED DOLLAR PLAN

This is ordinarily referred to as my plan be-

cause it is set forth in most detail in my book,

Stabilizing the Dollar, But only one feature of
it was unanticipated by others, the proviso
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against such speculation in gold as might bring
loss to the government treasury. As to the central
idea, I was anticipated by Simon Newcomb, Al-
fred Marshall, and several others,

The arguments for and against this plan are
given in the Hearings on the Goldsborough Bill
mentioned in the reading list,

The main points in this plan are:

{1) To abolish gold coins and to convert our
present gold certificates into “gold bullion dol-
lar certificates” entitling the holder to dollars
of gold bullion of such weight as may be offi-
cially declared from time to time. Thus gold
would circulate only in the form of paper “yel-
low backs"—warehouse receipts for gold—while
the only actual gold would be in the form of
bullion bars in government vaults,

{2) To keep constantly a 100 per cent reserve
of gold behind these certificates by issuing or
retiring them as required when this 100 per cent
ratio is disturbed by a change in the amount of
gold in the dollar.

{3) To retain the virtual “free coinage”—that
is, deposit—of gold and the free redemption of
gold bullion doflar certificates. “Free coinage”
would mean, as practically it means today, the
unlimited purchase of gold by the government,
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which would pay for gold bullion, as, practi-
cally, it does today, not in gold coin but in yel-
low backs. The only essential difference be-
tween the proposed and the present practice
would be that the price of gold would no longer
be arbitrarily fixed at $20.67 an ounce but would
vary according to its real value or purchasing
power. Likewise the redemption of the gold cer-
tificates would mean, as practically it does to-
day, the unlimited sale of gold by the govern-
ment—also at variable prices.

{4) To designate an ideal composite goods-
dollar consisting of a representative assortment
of commodities, worth 2 dollar at the outset, and
to establish an index number for recording, at
stated intervals, the market price of this com-
posite dollar in terms of the gold dollar.

(5} To adjust the weight of the gold bullion
dollar at those stated intervals, each adjustment
to be proportioned to the recorded deviation of
the index from par. Of course this is the same
thing as adjusting, in the opposite direction, the
price of gold.

{6) Toimpose a small “brassage” fee, say one
per cent. That is, the government would charge,
say, one per cent more for gold than it would pay
for gold. The object would be to prevent the
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sort of speculation at the expense of the govern-
ment which would occur if, for instance, gold
could be bought today of the government at
$20 an ounce and sold back to the government
tomorrow at $20.10. Each such announced ad-
vance or cut in the government’s price would be
restricted to the one per cent or whatever was
the brassage fee.

The crux of the plan lies in the steering rule
(No. 5) by which the index regulates the dol-
lar’s weight. Its significance is that, to keep the
gold dollar from shrinking in value, we make it
grow in weight, thus recognizing that a depre-
ciated dollar is a short-weight dollar; and con-
versely, to keep the dollar from growing in
value we make it shrink in weight, thus recog-
nizing that an appreciated dollar is an over-
weight dollar.

The result would be that the Index, that is the
price of the assortment of commodities constitut-
ing the “goods-dollat,” would fluctuate but little
ia terms of the gold dollar.

When my Stabilizing the Dollar was written,
I relegated credit control to the Appendix, as-
suming that all banking, even central banking,
would still be conducted purely for private



SOME PLANS FOR STABILIZATION 143

profit. My aim was to make the whole plan of
stabilization—both gold control and credit con-
trol—as “automatic,” that is as free from dis-
cretion, as possible.

Since that time, however, as has been shown in
this book, discretionary credit control has ac-
tually come into existence. This, when duly per-
fected and duly safeguarded, will greatly sim-
plify and improve the technique of stabilization
and will make gold control secondary to credit
control. A daily adjustment of the dollar’s
weight as proposed by the Burtness Bill would
then be possible though unnecessary. But, with-
out discretionary credit control, a daily adjust-
ment would be disastrous. That is, if, as was my
original thought, both credit and gold control
are to remain ‘automatic,” that is without dis-
cretion, so that credit control is secondary to
gold control, adequate time (say at least a
month) should be allowed for each change in
the dollar’s weight to exert some of its influence
before another change is made.

At the opposite extreme from the “automatic,”
or non-discretionary, system proposed by me is
one of discretion throughout so that, as has been
privately suggested by two English economists,
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the Bank of England and other central banks
should at their discretion change the weight of
gold monetary units.

Dr. Hudson B. Hastings, a few years ago, who
as researcher of the Pollak Foundation for Eco-
nomic Research was detailed for eight months to
study all proposed methods for stabilization,
found the “compensated dollar” to be the only
practical plan, not fiat money, for securing sta-
bility in the price level over a long period of
time in any given country, which would work
under virtually s/l circumstances and yet not
compel that country to accept the sole burden
of World Stabilization. He alse stated that it
was the most practical and least expensive of all
plans for securing such stabilization by inter-
national co-operation.

But the compensated dollar plan has the dis-
advantage of being easily misunderstood, of con-
fusing people by having the appearance of
changing the dollar, rather than of keeping it
from changing. It also seems more of a break
with past precedent. The Lehfeldt plan pre-
serves the present gold standard in form while
modifying it in substance, a great psychological
advantage in all popular reforms. Just as the
British nation clings to the form of a monarchy
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while changing its substance to a democracy
thus preserving loyalty to the King, though he
has little or no power, so it may be easter, with-
out dethroning King Gold, to keep popular
loyalty to his standard by making it conform to
a goods standard. Other arguments on both sides
are considered in my book, Stabilizing the Dal-
lar.

In the same book will also be found some
discussicn of the Gilbert Lewis plan of redemp-
tion in commodities, later set forth more fully by
him in his article given in the reading list, If
it were feasible, politically, to cut loose entirely
from the gold standard tradition, the Lewis plan
would seem, intrinsically, to be the best yet pro-
posed.

In the text other means of stabilization have
been mentioned such as varying the require-
ments for gold reserve ratios.

Another suggestion, made to me by a Cana-
dian banker, is that if gold became so super-
abundant that the Federal Reserve System would
have to lose almost all its earning assets (chiefly
government bonds) in exchanging them for
gold, the government should come to the rescue
by supplying the System with fresh bonds, issued
especially for this purpose, and taking over the
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gold itself. The government would then carry
this gold as a dead asset, instead of the banks.

CONTROLLING THE FLOW OF GOODS

This book is devoted to the problem of con-
trolling the flow of money. It does not deal with
proposals to control the flow of goods except as,
indirectly, that flow is affected by the flow of
money. We have seen that the so-called business
cycle is largely a “dance of the dollar™ and that
a more stable dollar will flatien out this cycle
and go far to remedy the crises, depressions and
unemployment from which we have suffered so
grievously.

But it has also been pointed out that fluctua-
tions in business and industry are partly due to
other than monetary causes. Accordingly other
than monetary remedies may well be applied.
Were this book devoted to the “business cycle”
in all its aspects these other remedies would re-
quire discussion.

Suffice it here to say that I am in sympathy-—
“in principle,” at least—with the proposals of
Foster and Catchings, Herbert Hoover, Otto
Mallery, and others to further flatten out the
cycle by so planning public works and business
construction as to absorb any undue numbers of
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the unemployed. I am also heartily in sympathy
with such efforts as that of the Dennison Manu-
facturing Co. so to plan business operations as {0
reduce the seasonal variations in employment.
Finally, I believe that unemployment insurance
is a very vital need in our industrial organiza-
tion. These reforms would not interfere with but
would supplement the reform here discussed of
providing a more stable unit of buying power.



SECTION II
RESEARCH NEEDED

T is clear that there are a large number of
possible means available for use in any pol-
icy of stabilization, The best choice to make
among these means, what other means, if any,
may zalso be found and made available, and how
we may best combine the means finally chosen
are problems for future study.

Another vital problem is the choice of the
best index, or indexes, to be used to guide sta-
bilization,

For instance, should the index be one of
wholesale prices, retail prices, cost of living, or
the “‘general” index,—namely the index of prices
of goods of all descriptions, including stocks,
bonds, real estate, rents, freights, wages, and
commodities both wholesale and retail?

This problem was the subject of animated djs-
cassions at joint meetings of the American Sta-
tistical Association, the American Economic
Association and the Stable Money Associa-

58
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tion at Washington, December, 1927. The dis-
cussion was participated in by Hudson B. Has-
tings, of Yale University; Willford 1. King,
of the National Bureau of Economic Research;
Miriam E. West, of the New Jersey College for
Women; Carl Snyder, Statistician of the Fed-
eral Reserve Bank of New York City; Royal
Mecker, formerly United States Commissioner
of Labor Statistics; John R. Commons, of the
University of Wisconsin; Ethelbert Stewart,
United States Commissioner of Labor Statistics,
and others, including myself,

There was much disagreement about which
was the best index; but it was generally agreed
that any index whatever was far better than none
at all.

The “general” price index differs quite con-
siderably from the wholesale price indexes of
the United States Bureau of Labor Statistics. We
have seen, however, that these two indexes, ex-
pressed 1n the form of purchasing power of the
dollar in terms of pre-war cents, agree approxi-
mately. (See page 27)

Moreover, the agreement would be still closer
if we had stabilization; for, the more wildly
prices and their various indexes fluctuate, the
more they differ among themselves; and the
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more stable are prices and their indexes, the
more closely will they agree.

1t is desirable, nevertheless, to choose the very
best index possible, and, to achieve this purpaose,
further technical studies should be made,

Besides this question of the field, or fields,
to be covered by our index, or indexes, there may
be mentioned also: the problem of the best se-
lection of samples to represent that field or those
fields: of the best formula, including method of
“weighting” (assigning the preportional shares
of the various goods used in the index) ; and of
the best base of comparison, or chain of bases.
However, from a practical point of view, most
of these questions may easily be settled by prin-
ciples already established.?

Another problem is whether or not cur index
should be international and include representa-
tive goods of all lands.

A final problem is whether ideally the index
chosen should be kept absolutely stable, or
whether a gently rising or gently falling price
level is more ideal. In particular, should the
change in real income per capita have any con-
sideration? Dean David Kialey once suggested

i Bee my Making of Index Numbers and “The Total Value Cri-

terion, a new Principle in Index Number Construcion” (Joutnal
of the Amesicap Statistical Association, December, 1g2v).
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that the best unit might be a certain definite
fractional part of the nation's income. This
would imply a slightly falling price level while
important improvements in production were be-
ing introduced, which is most of the time.

All these refinements in detail are debatable
questions. The main problem today is to get rid
of the great fluctuations. The refinements can
come later as we get the necessary data and
knowledge to deal with them,

It will be seen that, while there is a wide range
of choice of means and indexes whereby to sta-
bilize, there is no general agreement as to which
plan is best. Dr. Maurice Leven, through a
questionnaire sent to economists, ascertained
the present state of their opirion and reported
his findings in a paper read before the Stable
Money Association at its Washington meet-
ing, December, 1927. He found that 252 out
of 281 “consider stabilization of the price level
to be a matter of major importance”; that
176 out of 262 think that the “general” index
should be used, 59 that it should be the whole-
sale, 13, retail; out of 270, 88 favored the control
of credit in some way, 7o favored the compen-
sated dollar plan and 27 were indefinite, unde-
cided or felt incompetent to judge, 53 knew of
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no satisfactory plan, 21 had miscellaneous sug-
gestions and 11 were opposed to any plan,

What is wanted is the best practical program
by which, taking the world as it is, with all its
traditions and prejudices, with all the halfway
measures already being tried, we may proceed,
step by step, to the most ideal and most nearly
world-wide stabilization feasible. The complete
solution of this problem is worthy of the best
efforts of economists, industrialists, bankers and
statesmen,
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READING LIST
SUGGESTIONS FOR FURTHER READING

The following list of 87 books and articles is
selected from hundreds dealing with the sub-
ject of unstable money. It is representative of all
shades of opinion.

Some on this list are for the general reader;
others are more technical; some will be useful
for following up quotations in this book. Each
list is given in chronological order.

AMERICAN BOOKS AND PAMPHILETS

FIsHER, IRVING. Stabilizing the Dollar. New York,
Macmillan, 1g920. xlix, 305 pp.

SCUDDER, STEVENS & CLARK. Imvestment Counsel.
New York, Scudder, Stevens & Clark, 1922.
48 pp. New Edition, 1927.

STROVER, CARL. Monetary Reconstruction. Chicago,
133 West Washington Bt., 1922. 91 pp.
UniTep Srates House or REPRESENTATIVES.

Hearing [on the Goldsborough Bill] before

the Committee on Banking and Currency of
203



204 THE MONEY ILLUSION

the House of Representatives. 67th Congress,
4th Session, on H. R. 11788, Pt. I. Pp. 1—-125.
Pt II. Pp. 125—164. Washington, Government
Printing Office, 1923.

BrckHART, B. H. Thke Discount Policy of the
Federal Reserve Sysiem. New York, Henry
Holt & Co., 1924. 604 pp.

SmitH, EDGAR L AWRENCE., Common Stocks as Long
Term Investments. Wew York, Macmillan,
1924. ix, 129 pp.

Caxr, Exma B. Bulletin of the United States
Bureau of Labor Statistics, No. 369. The Usge
of Cost-of-Living Figures in Wage Adjust-
ments. Washington, Government Printing Of-
fice, 19238, v, 506 pp.

Gramam, Marcowm K. 4u Essay on Gold Showing
Its Defects as a Standard of Value and Suggest-
tng a Substitute Therefor. Also a Translation
of The Death of Gold by Gugliemo Ferraro,
Dallas, Texas, Hargreaves Printing Co., 1925.
198 pp.

Unrrep Srates House oF REPRESENTATIVES.
Hearings [on the Goldsborough Bill] before
the Committee on Banking and Currency of
the House of Representatives. 68th Congress,
1st Session, on H. R. 444. Washington, Gov-
erament Printing Office, 1925. 94 pp.

VAN StrruM, KeNNETH, fnvesting in Purchasing
Power. Boston, Barron’s, 1925. 248 pp.

KemMmERER, H. W. Reports submitted by the Com-
mission of the American Financial Experts,
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Maps and charts. Report on the Stabilization
of the Zloty. Pp. 3—48. Warsaw, Ministry of
Finance, 1926. 364 pp.

Dick, ErNst, The [nterest Standard of Currency.
Boston and New York, Houghton Mifffin Co.,
1926. 286 pp.

Soppy, FREDERICK. Health, Virtual HWealth and
Debt. New York, E. P. Dutton & Co., 1926.
320 pp.

BurGess, W. RANDOLPH. The Reserve Banks and
the Money Market. New York, Harper &
Brothers, 1927. xxi, 328 pp.

Unttep StaTes House oF REPRESENTATIVES.
Stabilization. Hearings {on the Strong Bill]
before the Committee on Banking and Cur-
rency of the House of Representatives. 6gth
Congress, 1st Session, on H, R. 78935, Part I,
Pp. 1-631. Part I1. Pp. 6331145, Washing-
ton, Government Printing Office, 1927.

AMERICAN PERIODICALS

Newcoms, SiMoN. The Standard of Falue. The
North American Review, September, 1879. Pp.
234~237. New York, North American Review
Corporation, 1879,

C1rarg, J. M. Possible Complications of the Com-
pensated Dollar. American Economic Review,
September, 1913. Pp. 596—5388. Cambridge,
Mass., American Economic Association, 1913.

Fisupr, Wirrarp C. Tabular Standard in Massa-
chuserss Hisrory. Quarterly Journal of Eco-
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nomics, May, 1913. Pp. 417—451. Cambridge,
Mass., Harvard University Press, 1913,

Taussic, F. W. The Plan for a Compensated Dol-
lar. Quarterly Journal of Economics, May,
19:13. Pp. 401416, Cambridge, Mass., Har-
vard University Press, 1913.

FIsHER, IRVING. Objections to a Compensated Dol.
lar Auswmered. American Economic Review,
December, 1914. Pp. 8:18-839. Cambridge,
Mass., American Economic Association, 1914.

Tiwnes, D. J. An American Standard of Value.
American Economic Review, June, 1919. Pp.
263-°66 Cambridge, Mass.,, American Fco-
nomic Association, 1919.

AMERICAN BANKERs ASSOCIATION. Report of the
American Bankers Association Currency Com-
mission on Dr. Irving Fisher's Plan to Stabil-
ize the Dollar. Journal of the American
Bankers Association, November, Igzo. Pp.
239—240. New York, American Bankers Asso-
ciation, 1920,

AxpersoN, B. M. Jr. The Fallacy of “The Stabil-

 ized Dollar.” Chase Economic Bulletin, Au-
gust, 1920. Pp. 1—16. New Yark, Chase Na.
tional Bank of the City of New York, 1920.

SNYDER, CarL. T'he Stabilization of Gold, A Plan.
American Econorflc Review, Vol XTIL Pp.
276~285. Cambridge, Mass., American Eco-
nomic Association, 1923.

Foster, WirLiaM T. anp CATCHINGS, WADDILL.
Business Conditions and Currency Conirol.
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Harvard Business Review, Vol. I1. Pp. 268-
281. Cambridge, Mass., Harvard Economic
Service, 1924.

ANDERsON, B. M. IR, The Gold Standard versus “A
Managed Currency”’ Chase Economic Bulle-
tin, Vol. V. Pp. 3—39. New York, Chase Na-
tional Bank of the City of New York, 1925,

Burcess, W. R. Hhat the Federal Reserve System
has done to our Currency, American Bankers
Association Journal, Vol. XVIL Pp. 599-601.
New York, American Bankers Association,
1925,

Buraess, W. R. How the Mechanism of the Federal
Reserve Prevented a Gold Inflation. American
Bankers Association Journal, Vol. XVIL. Pp.
729-731. New York, Ametican Bankers Asso-
ciation, 1923.

Fisurr, IRvING. Our Unstable Dollar and the So-
Cailed Business Cycle. Journal of the American
Statistical Association, June, 1925. Pp. 179—
208. Concord, New Hampshire, Rumford
Press, 1925.

SHaw, A. VERE. Elements of Invesiment Safery.
Harvard Business Review, July, 1925. Pp.
447—455. Chicago, A. W. Shaw Co., 1925,
Separate reprint.

WirLis, H. ParRkER. The Present Relationship be-
tween Credit and Prices. Proceedings of the

* Academy of Political and Social Science, Janu-
ary, 1925. Pp. 1ii-r131. Philadelphia, Pa.,
Academy of Political and Social Science, 1925,



208 THE MONEY ILLUSION

FrsuERr, IRVING, The Greatest Public Service Orga-
nization in the World. American Baokers As-
saciation Journal, December, 1926. Pp. 438~
440. New York, American Bankers Association,
1g26, Separate reprint.

LomBarp, NoRMAN. Judicial Salaries and the Gen-
eral Price Level. Illinois Law Review, Vol.
XXI1. Pp. 312—-315. Chicago, Ill., Northwest-
ern University Press, 1926,

Commons, JouN R. Price Stabilization and the
Federal Reserve System. The Annalist, April
I, 1927. Pp. 459—462. New York, New York
Times Publishing Company, 1927.

King, WirtLrorp [. The Movement for Sound
Money. Burroughs Clearing House, October,
1927. Pp. 57, 44—51. Detroit, Mich., Bur-
roughs Adding Machine Co., 1927.

Commons, JouN R. Farm Prices and the Value of
Gold. North American Review, January, 1928.
Pp. 27—~41. February, 1928. Pp. 1¢6—211. New
York, North American Review Corp., 1928.
Separate reprint, 32 pp.

‘ROBERTS, GEORGE F. The Gold Movemens and its
Effect on Business, Forbes Magazine, Febru-
ary 1, 1928. Pp. 18—20, 40. New York, B. C.
Forbes’ Publishing Company, 1928.

Strone, James G. Speech in the House of Repre-
sentatives, March 17, 1928. Pp. 5098-—5103.
Congressional Record, Washington, D. C,,
March 17, 1928.
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Harwoon, E. C. The Probable Consequences to our
Credit Structure of Continued Gold Export.
The Annalist. March 23, 1928. Pp. 523—4.

DuBRUL, ERNEST V. Unintenrional Falsification of
Accounts., National Association of Cost Ace
countants Bulletin, Vol. IX. Pp. 1035-10358.
New York, National Association of Cost Ac-
countants, 1928,

Saturpay EveNiNGg Post. Editorial, Tucome Versus
Purchasing Power. Curtis Publishing Co.,
Philadelphia, April 4, 1928.

FOREIGN BOOKS AND PAMPHLETS

NicooLsoN, J. SHIELD. Inflation. London, P. S.
King & Son, Ltd., 1919. iv, 143 pp.

Casser, Gusrav. The World's Mounetary Prob-
lems: Two Memoranda (for the League of
Nations). London, Constable & Co., 1921.
154 pp.

Casser, GusTav. Money and Foreign Exchange
after 1914. New York, Macmillan, 1922. vi,
287 pp.

BELLERRY, J. R. Control of Credis as @ Remedy for
Unemployment. London, P. 8. King & Son,
Ltd., 1923. 120 pp.

Hawrrey, R. G. Monetary Reconstruction. Lon-
don, Longmans, Green & Co., 1923. vii, 147 pp-

Leurerpt, R, A. Restoration of the World’s Cur-
rencies. London, P. S. King & Son, Ltd., 1923,
xi, 146 pp.
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InterwATIONAL LABOUR OFFICE. Unemployment,
1920-1923. Studies and Reports, Series C, No.
8. Geneva, 1924. 154 pp.

Keywes, J. M. Monetary Reform. New York, Har-
court, Brace & Co., 1924. viii, 227 pp.

BrriERrsy, J. R, Monetary Stability. London, Mac-
millan & Co., 1923. 174 pp.

Gresgir, Stevio, Die ngtuerliche Wirtschaftsord-
nung durch Freiland und Freigeld. Eden-
Oranienburg bei Berlin, Freiland-Freigeld Ver-
lag, 6th ed., 1925. 408 pp.

The American edition will appear in the course
of this year.

KATZENELLENBAUM, S. S. Russian Currency and
Banking, 1914~1924. P. 5. King & Son, Ltd.,
London, 1925. 168 pp.

CanNaN, EpwiN. Money, its Connexion with Rising
and Falling Prices. 5th ed. Revised. London,
P. 5. King & Son, 1926. 120 pp.

CasseL, GUsTAV. Das Stabilisierungsproblem oder
der Weg zu cinem festen Geldwesen. (Tr. by
Max Mehlen.} Leipzig, G. Gloeckner, 1926.
146 pp.

Fuss, Heney La prévention du Chdmage et la Sta-
bilisation économique. Brussels, L’Eglantine,
1926. 149 pp.

Haroreaves, E. L. Restoring Currency Standards.
London, P. S. King & Son, 1926. ix, 106 pp.

Cannawn, EpwiN. An Economist’s Protest. London,
P. 8. King & Son, Ltd., 1927. x%, 438 pp.

Foa, Bruwo. Influenze Monetarie sulla Distriby-
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zione delle Ricchezze. Naples, Societa Editrice
Dante Alighieri di Albrighi, Segati & C., 1927.
146 pp.

Lazarp, MaAX. Rapport sur les Travaux de la Com-
mission d' Experts Financiers Chargés d'éiudier
la Question du Controle International du
Crédis. Paris, Imprimerie Berger-Levrault,
1927. 28 pp.

OBrATH, A. I problemi atinali della politica del
credito, Trieste, Industrie grafiche italiane,
1927. 190 pp.

Picov, A. C. Industrial Fluctuations. London, Mac-
millan & Co., 1927. xxii, 397 pp.

ScuaacuT, Hyarmar. The Sisbilization of the
Mark. (Tr. from the German). New York,
The Adelphi Co., 1927. 247 pp.

VerwoN, Lorp. Coal and Indusiry, the Way to
Peace. London, Ernest Benn, 1.td., 1927. 40 pp.

Hawrrey, R. G. Currency and Credii. New York,
Longmans, Green & Co., 3rd ed., 1928. vii,
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McKenNa, ReGINALD. Speech at Meeting of Lon-
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SECTION 1IV.
QUOTATIONS FROM OTHERS

OME readers may be interested in the fol-
lowing quotations from other students and
advocates of stabilization. They are taken, for
the most part, from those collected and pub-
lished by the Stable Money Association, ros
Fifth Ave, New York City.

Chamberlain, Lawrence. The Principles of
‘Bond Investments, 1911,

“For loans of long duration there is involved in
this matter of fixity of interest a more profound
question than mere certainty and regularity of pay-
ments,~—and that is the future purchasing power of
the money . . . it would be better if the lender by
any possible system of accounting could exact inter-
est of so much per cent ‘in present purchasing power
of the necessities of life.” ” (P. 17).

Mott, Howard 8., Vice-President, Irving Na-
tional Bank, New York, May, 1920.

216
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“All violent, long continued or extensive changes
in the general level of prices probably create more
human misery than all other things put together.”

Miller, A. C., Member Federal Reserve
Board, at the joint conference of the chairmen
and governors of the Federal Reserve Banks,
Washington, D. C., October 29, 19z1.

“We should seek just as earnestly to avoid defla-
tion as we should to avoid inflation. By inflation I
mean an expansion of credit that eventuates in a rise
of general prices. By deflation I mean a restraint of
credit that eventuates in a fall of prices. Good eco-
nomic and credit policy will endeavor to steer a
middle course between these two dangerous shoals.”

Cassel, Gustav, Money and Foreign Exchange
After 1914, New York, Macmillan, 1922.

“The only quality demanded of a monetary sys-
tem which is of any importance for promoting the
trade and general welfare of the world, is stability,”
(P.254.)

“The maintenance of a practically fixed value for
gold, however, is a problem of very wide signif-
icance. It is true that the value of gold, just as the
value of all other commodities, is determined by
supply and demand. But it would be quite incorrect
to infer from that that we cannot exert any influence
over the value of gold. Its supply must on the whole
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be considered to be dependent on the world’s ac-
cumulated stacks of gold and on its annual produc-
tion, which in its turn is in some degree affected by
the purchasing power of gold, but is otherwise de-
termined by natural conditions. On the other hand,
we can exercise very considerable influence on the
demand for gold—-that is to say, on that important
part of demand which is generally described as the
monetary demand. . . . If for the future gold is
to attain any stability in value, it is absolutely es-
sential that the central banks should co-operate with
one another in suitably limiting their demands for
gold reserves. These demands must not be too small,
but neither must they be too large; they must be
constantly adapted on reasonable lines to the mar-
ket situation, so that a practically unaltered gold
value may be maintained. In future this will actually
become the foremost claim on the gold policy of the
great central banks. The very object of their keep-
ing a gold reserve will be principally the stabilizing
of the world’s gold market which can be brought
about thereby.” (Pp. 263—264.)

 Filene, Edward A., New York World, May
21, 1922.

“It may be that the stabilization of the purchas-
ing power of the dollar alang the lines advanced by
economists will sometimes help to remove some of
the problems of the counterfeit wage. A scientific
solution 15 highly desirable, . . "
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Selections from Resolutions of the Genoa
Economic Conference in 19z2.

*“The purpose of the Convention would be to cen-
tralise and to co-ordinate the demand for gold, and
so to avold those wide fluctuations in the purchasing
power of gold.”

Goldsborough, Hon. T. Alan, M. C,, in the
House of Representatives, May 23, 1g22.

“I firmly believe that the purchasing power of
money can be stabilized. I believe that the solution,
when we have it, will be found to be simple; and I
trust that that sclution will soon be embodied in
legislation.”

McKenna, Right Honourable Reginald,
Chairman Joint City & Midland Bank, at the
Annual Meeting, Januoary, 1922.

“The truth is of course that both [inflation and
deflation] are bad. What is needed is stability, the
point from which both alike proceed in oppaosite
directions. When we have stability of prices we have
a basis upon which trade can be carried on with
confidence.”

Iowa Bankers’ Association in Convention at
Ames, Towa, 1923.

“It is the self-evident duty of the Federal Reserve
Board to administer the Federal Reserve act in such
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a manner as will safegnard the Nation from the in-
fiation and deflation in the future, and we heartily
approve all sincere efforts being made to find and
apply the best legislative method for safeguarding
the purchasing power of money.”

8nyder, Carl, Economist Federal Reserve
Bank, New York, in dmerican Economic Re-
view, June, 1923,

“We should no longer have an appalling and end-
less number of strikes and wage disputes, and tie-ups
and traffic blockades; for almost every strike and
wage dispute grows out of a changing level of the
purchasing power of money, and if this level of
purchasing power can be made fairly stable, a large
part of our labor troubles, so-called, will disappear.
And with this would come a corresponding opening
to all the talents of our inventors and discoverers and
engineers and efficiency and production experts, giv-
ing them a wide-open opportunity to get at ways to
enhance the man product per hour; to distribute
the product more equably; to diversify and lighten
human toil.”

Strong, Benjamin, Governor Federal Re-
serve Bank of New York, in Collier’s Weekly,
1923.

“Labor disputes are rarely very serious, long ex-
tended, or disorderly, except when they have to do
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with compensation, and compensation disputes al-
most always arise when prices are rising.

“Periods of falling prices give rise to demands
for fiat money and Government subsidies of this
industry or that.

“Therefare, is not the fundamental condition of
industrial and national tranquillity that of a reason-
able stability of prices, as from 1g9og till toward
the close of 19157

“Y believe with Mr. Henry Ford that what
the great body of our workingmen most desire is
security of employment and an adequate wage
that represents a fairly even and stable purchas-
ing power.”

Zimmerman, Dr, Alfred, Commissioner Gen-
eral of the League of Nations at Vienna, inter-
view repoerted in the press of October 29, 1923.

“Faith will return as the policy of inflation finally
falls before a sound financial administration and
stable money.”

Alexander, James 8., Chairman National
Bank of Commerce, New York, in annual ad-
dress to shareholders, January 8, 1924.

“—Although many believe that only with rising
prices can prosperity be secured, true prosperity is
dependent on stability.”
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Beckhart, B. H., Discount Policy of the Fed-
eral Reserve System, Henry Holt & Co., New
York, 1924.

“The Reserve Banks were not formed merely to
prevent money panics or to relieve autumnal ten-
sions in the money markets, though both of these
purposes have been realized. They were not organ-
ized to emable member banks to rediscount at a
profit. They are not wholesalers of credit. Theirs
is the function of promeoting stability in prices and
consequently in the economic life of the nation.” (P.

538.)

Foster, W. T., Director Pollak Foundation,
and Catchings, Waddill, of Goldman, Sachs and
Company, in Harvard Business Review, April,

1924.

“The primary monetary need, then, is a stable unit
of value; and this does not tome by chance. Even
if we had no other evidence, the records of the
past five years in the United States should con-
vince us that the country is not safeguarded
against inflation by reserve ratios, or merely be-
cause bank credit is expanded ‘in response to the
legitimate demands of business,” or ‘in the ordinary
course of finuncing production.’ . . . There are at
feast these four compelling reasons for taking meas-
ures now to make a dependable dollar the deliberate
aim of conscious policy.”
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Keynes, John Maynard, Gold in 1923, The
New Republic, Febuary 27, 1924.

“Currency reform has two objects: to remedy the
credit cycle and to mitigate nnemployment and all
the evils of uncertainty; and to link the monetary
standard to what matters, namely, the value of
staple articles of consumption, instead of to an ob-
ject of oriental splendor, it is true, and one to which
Egyptian and Chaldzan bank directors attributed
magical properties, but not otherwise useful in itself
and precarious in its future prospects.” (P. i1.)

Wolff, Dr. Frank A., Bureau of Standards,
‘Washington, D. C., before the Committee on
Banking and Currency of the House of Repre-
gentatives, February 26, 1924.

“One of the greatest difficulties with which the
Burean of the Budget has to contend and over which
it has no control is the evil of an unstable price
level.”

D’Abernon, Right Honourable Viscount,
German Currency: Its Collapse and Recovery,
‘79206, Royal Statistical Society, London,
England, 1926,

“There is a kind of ironical justice in the fact that
the classes in Germany who in the end suffered the
most heavy losses from inflation were those who
were the most favourable to it in the early stages.
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They imagined that loans contracted on a given date
and repayable six months later in paper would be
repaid by them on very advantagecus terms, pro-
viding large note-issues continued to be made, They
not unnaturally held that a currency dispensation
which facilitated such a pleasant business could not
be whally vile or radically unsound. As long as cur-
rency depreciation remained within moderate limits
their calculation was sound, but the final result was
that, when the ultimate crash came, all the profits
which had been acquired threugh this astute calcula-
tion vanished in the catastrophe, and the excessive
issues which they had favoured led to the confisca-
tion of so large a portion of their holdings that
their temporary gains were more than swept away.”

(P. 38.)

Hoover, Herbert, Secretary of Commerce,
The World's Work, January, 1926.

‘“What we 2ll want from this economic system is
greater stability, that men may be secure in their
employment and their business—"

Rovensky, John E., Installation Address at the
Annual Dinner and Meeting of the Stable
Money Association, at 8t. Louis, Mo., Dec. 30,
1926,

“The most pressing economic problem of the im-
mediate future is the stabilization of the purchasing
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power of money. This problem is werld wide—more
acute in some countries than others, but present in
some degree everywhere.

“We view with satisfaction the more or less
gradual return of the world to the gold standard,
since it affords greater stability to money’s purchas-
ing power than any of the various expedients adopted
during the war. But we clearly recognize that even
a universal adoption of the gold standard is at best
only a means to a return to the conditions that pre-
vailed before the war. We shall have the problem of
adding greater stabilization than that derived from
a currency based upon one commodity—gold-—and
that commodity a metal whose production, distri-
bution and use are subject to changes of tremendous
importance.”

Strong, Hon. James G., M. C,, in speech be-
fore House of Representatives, February zo,
1926.

“The time has come, in my judgment, when the
Congress of the United States, to whom is confided
the exercise of the power ‘to coin money’ and to
‘regulate the value thereof,” should declare for
stability. Now is the opportune time in the world’s
history when the needed stability can be attained.
We have nearly two-thirds of the world’s gold and
8o can safely instruct for stability in the gold stand-
ard of prices.

“In 1913 the Federal reserve bill of Senator Owen
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actually had in it a provision instructing the Federal
reserve system to be so operated by its officials as
to ‘promote stability in the price level.” Further
more, I am informed that this was written in the
bill after it had been agreed to by the President
and his financial advisors, but the World War was
ahout to be fought and the time had not yet arrived
for this great advance in the industrial and business
world; but now the conditions are completely ripe
in all directions.”

Willis, H. Parker, Presidential Address to
the Stable Money Association, at St. Louis, Mo,
Dec. 30, 1926.

“The reform which is thus presented to the mind
is of such importance that the utmost care should
be taken to abst2in from extremes of language in
its behalf, and overenthusiasm or exaggeration of
the benefits which may flow from it. Stabilization of
the purchasing power of monetary units will not
bring an economic millenium, but it should greatly
alleviate some of the very serious evils which exist
in the present state of instability. To show to the
community how these evils originate, and to con-
vince the citizenship of the country that they can at
least be mitigated by stabilization, is the funda-
mental, the significant, task of this movement.

%, . . 1 think we may truthfully say that there is
a wider consciousness of the evils of fluctuating price
levels and a more genuine realization both of the
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need of a remedy and of the possibility of finding
it than there has ever been in the past.”

Ford, John, Justice of the Supreme Court of
the State of New York, December 15, 1927.

“ . . For nearly half a century I have held the
view that price fluctuation produced by faulty modes
of regulating currency supply was one of the gravest
evils of humanity and that it has been permitted to
afflict the nations through 2 lack of understanding
of the relationship between general prices and the
volume of the medium of exchange.”

Kemmeret, Professor E. W, at meeting of
the Stable Money Association, December, 1927.

. . the world sooner or later must either learn
how to stabilize the gold standard or devise some
other monetary standard to take its place.

“There is probably no defect in the world’s eco-
nomic organization today more serious than the fact
that we use as our unit of value, not a thing with a
fixed value, but a fixed weight of gold with a widely
varying value. In a little less than 2 half century
here in the United States, we have seen our yard-
stick of value, namely, the value of a gold dolfar,
exhibit the following gyrations: from 1879 to 1896
it rose 27%. From 1896 to 1920 it fell 70%. From
1920 to September, 1927, it rose 56%. If, figura-
tively speaking, we say that the yard-stick of value
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was thirty-six inches long in 1879 when the United
States returned to the gold standard, then it was forty.
six inches long in 1896, thirteen and a half inches
long in I920 and is twenty-one inches long today.”

Lazard, Max, Rapport sur Les travaux de la
Commission d’experts financiers chargés d’étud-
ter la guestion du Controle International du
Crédit, September 14-18, 1927, Vienna,

“L'expérience acquise jusqu'ici révéle une coin-
cidence marquée entre la hausse du niveau général
des prix et Ia prospérité, tandis que les mouvements
de baisse coincident plutdt avec les périodes de
dépression. . . .

“Le pouvoir d'achat de la collectivité dépendant
essentiellement du volume général du crédit, I'ob-
jectif proposé semblerait pouvoir étre atteint en
restreignant Pemploi des instruments de crédit
quand lindice des prix tend i monter, et en l'in-
tensifiant quand cet indice tend & descendre, . . .

“La Commission estime hautersent désirable que
tous les groupements nationaux de [’Association
s'appliquent & dégager les possibilités de mise en
pratique dans leurs pays respectifs des principes
ce-dessus indiqués, et s’efforcent, dans les limites de
ces possibilités, d’en poursuivre ['application effec-
tive.

“Elle recommande que des démarches soient fajtes
aupres des Gouvernements pour obtenir la nomina-
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tion de Commissions officieles d’enquéte sur le
niveau genéral des prix, et sur les moyens de le
régulariser.”

Midland Bank Limited Monthly Review,
“The Problem of Gold Values Regulating De-
mand or Supply,” London, June-July, 1927.

“History has shown that apart perhaps from wars
and religious intolerance no single factor has been
more productive of misery and misfortune than the
high degree of variability in the general price level.
This may sound like an extravagant statement, but
so far from being of the nature of demagogic out-
burst, it is clearly demonstrable from the course of
events in various countries ever since money became
an Important element in the life of civilized com-
munities. A stable price level is a thing to be desired,
second only to international and domestic peace.”

Pigou, Professor A, C., Indusirial Fluciua-
tions, Macmillan and Co., Ltd., London, 1g927.

“T hold that, if a policy of price stabilisation were
successfully carried through, the amplitude of in-
dustrial fluctuations would be substantially reduced
—it might be cut down to half of what it is at pres-
ent—but considerable fluctuations would still re
main.” (P. 198.).

Vernon, Lotd, Coal and Industry the Way
to Peace, Ernest Benn, Litd., London, 1g27.
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“If it be true that the value of money can be
moved up or down, then the methods by which this
is done can be used to keep it constant within reason-
able limits. . . .

“It is often implied, vaguely and mysteriously,
that the central banks have the matter in hand, and
that if it is left to the Federal Reserve in America
and the Bank of England here everything will be
arranged properly behind the scenes. Apart from the
fact that pre-war results do not seem to justify this
vague optimism, the idea that this represents is not
only undemocratic but grossly unfair to the man-
in-the-street, who has a right to know what 1s being
done to the money that he works for and owns.”

(P. 29, 35.)

Warburg, Paul M., Chairman, Committee
on Banking and Currency of the Merchants’ As-
sociation of Wew York, May 24, 1927.

“The Association shares the view universally held
that the interest of the country is served best by
the greatest possible stability of price levels, and
helieves that in fashioning their discount and open
market investment policy, the Federal Reserve
Board and the Federal Reserve Banks should ever
be mindful of this aim.

Y. . . It would be dangerous, however, to permit
the fallacious impression to assert itself in the minds
of the people that the Federal Reserve System (no
matter how much its officers might hend their efforts
in the direction of attaining price stability) could be
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held responsible for failure in attaining this ideal,
which, as already stated, could only be reached by the
co-operation under a common plan of forces entirely
outside of the Federal Reserve System’s control, not
only in the United States, but all the world over.”

Mellon, Andrew W., Secretary of the Treas-
ury. Address before Chamber of Commerce of
Charlotte, North Carolina, January 19, 1928.

“The nations of the world must be re-established
on a sound basis, if our surplus products are to find
an export market. Only in this way can business com-
pute in advance the price which it must pay for raw
materials and figure more accurately on the price
which can be secured for the finished products. If
this can be done, business can operate on z larger
scale and increase its foreign purchases, which means
a greater demand for our own surplus products and
an expansion in husiness here and in other couatries
as well.

“It is indeed fortunate in this disturbed period in
monetary aflairs, when so large responsibility for
world stability has been placed upon this country,
that we have in the Federal Reserve System an
agency capable, not only of exercising an important
influence towards stability in our own money mar-
kets, but also of aiding in financial reconstruction
ghroad.

“The work which the Federal Reserve System 1s
doing is along sound, constructive lines. But the
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greatest mistake would be to expect the impossible.
It is not a panacea for all the financial and economic
ills which may befall the country. Neither the Fed-
eral Reserve System nor any other system tan con-
trol prices, The most that System can do is to influ-
ence to a limited extent, from time to time, the total
volume of credit and its cost. While credit is one
factor in influencing prices, it is neither the only
factor nor the controlling one; and it would be ask-
ing the Federal Reserve System to perform the im-
possible if it is to be charged with the responsibility
for controlling prices merely because it can exercise

a [imited control over the amount of credit avail-
able.”

Commons, John R., “Farm Prices and the
Value of Gold,” The North American Review,
January and February, 1928.

“Congress has given to them as a System authority
for concerted action which enables them, as has been
explained, to control the value of gold and the
general level of world prices, but Congress has laid
down no policy except the vague ‘accommodation
of business and commerce,” thus putting on the
Federal Reserve authorities the unfair responsibility
of using their uninstructed and private judgment as
to what is needed by, and desirable for, the country
from time to time. This omission has already caused
a division within the System, as to whether the rate
of rediscount should be uniformly lowered in order
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fo help Europe buy American farm exports, or kept
at a higher rate to aid the bankers in making profits.
Had Congress retained the clause of the first draft
of the Federal Reserve bill, which would have in-
structed the System to maintain stability of the
general price level, the wholesome effect of a defi-
nitely known policy might have been enjoyed. Even
the extreme Buctuation of 1919 and 1920 might have
been avoided by stopping inflation sooner and mak-
ing the deflation less severe, just as afterward a
price inflation was stopped in 1923 and a price de-
flation was controlled in 192%. . . .

“This does not mean that stabilization of the
value of gold would of itself change the spread be-
tween industrial prices and agricultural prices, or
be a panacea for farm problems; but it would reduce
the violence of future changes in the spread. A stable
value of gold is merely stability of the averege of
all prices, and does not necessarily modify the ups
and downs between particular prices which make
up the average.”

Editorial, Saturday Evening Post, April 7,
1928,

“This fact was the text of the harsh lessons re-
ceived during the war years by thousands of persons
who were living upon fixed incomes derived from
sound honds. Their coupons were cashed doliar for
dollar and on the dot just as they had always been,
but they were paid in dollars that had lost half their
purchasing power. Incomes remained the same when
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measured in dollars, but when reckoned in food,
shelter and clothing they were cut in two.

“So practical and so irksome was this lesson in
elementary economics that we have a steadily grow-
ing third class of security buyers whose main concern
is neither appreciation of capital nor stability of in-
come, measured in dollars, but rather a steady flow
of purchasing power.”

Wells, H. G., Has the Money-Credit Sys-
tem a Mind? The Saturday Evening Post,
May 5, 1928,

“Three main things the world requires from its
money-credit organization. The first is trustworthy
wages. By that is meant a payment for a day’s work,
a week’s work, or a month’s work, that will surely
keep its promise to the worker. It must represent
zbsolutely stable purchasing power. It must never
evaporate. If the worker chooses to hold his wages
for a time and then buy, he must find that they can
still buy what he reckoned to get when he earned
them. When money will give that full assurance, the
worker will work his best. So far as it fails to do
that, his irritation and demoralization will develop.
« + » And next to this question of security of pay-
ment, in pursait of this problem of a happy and pro-
ductive humanity, is the question of security of
employment.”
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Views of one hundred British Industrialists,
New York Times, May 27, 1928.

“The ills of British industry are not due to high
taxes but to the present monetary system, according
to the belief of one hundred men associated with
productive industries who have sent Prime Minister
Baldwin a letter on the subject. The list includes
such names as that of Sir Auckland Geddes, former
Ambassador to the United States, and Lord Den-
bigh.

“Proposing their solution for industry’s ills, the
signatories say: ‘We believe that 2 more stable sys-
tem of currency credit and a means of stabilizing the
price level are pre-requisite to the restoration of
prosperity of the great basic industries of the coun-
try. It would do far mare than the expedients which
the Government has been compelled to adopt.””*





