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Preface

This paper is an attempt to report the results of
my research on inflation in a way that will be both
interesting and helpful to others concerned with the
subject. The first six developmental chapters have -
been written in the style of a historical narrative.
As the narrative progresses various analyses and con-
structs are introduced with the intent of providing a
coherent and consistent conceptual framework from
which the reader may view current and future monetary
developments.

Diverse points of view have been presented through-

out the paper in an attempt to insure that the reader
is both aware of and able to identify those schools of
thought and ideas which may be of most benefit in his

particular field or area of interest. Some of those

viewpoints are my own, the natural outcome of studying,
thinking about and organizing the research material
which covered nearly three-thousand years of monetary é
history. Naturally I am solely responsible for those
views and they should not be assumed to represent the
thinking or opinions of those who have advised and
assisted in the preparation of this thesis.

I am indebted to Captain Charles B. Huelsman, III

of the Mathematics Department, Air Force Institute of

Technology School of Engineering, who critiqued this ,/fiﬁfw
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paper and furnished some of the research material. I
am also grateful to Major Carver Sears, Melody Bookwalter
and Kim Johns for their assistance in editing the
original manuscript and to Dr. Joseph Cain for his

. stimulating discussions of the monetarist theories.

Dr. Norman Keith Womer of the Economics Department,

Air Force Institute of Technology School of Engineering

acted as advisor in the preparation of this thesis.

I wish to express my deepest appreciation to Dr. Womer

for his assistance, patience and valuable lesson in

respecting the views of others.

For her help in researching, editing and typing
this paper as well as her encouragement throughout the

months of preparation, my warmest appreciation to my s

wife, Becky.
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} Abstract

e —

The purpose of this report is to assist those who
L must deal with inflation related problems in acquiring ;
a sound basic understanding of inflation. -To-accomplish |
this.purpese the report begins with a logical-historical
treatise of monetary developments and selected experi-~ L
ences with inflation in various historical contexts.
The evolution of money and monetary institutions as i
related to inflation is traced into the first half of

1976. Contemporary monetary crises under a system of

floating currencies are discussed and analyzed in terms

of the historical background material.

TR

The historical data base thus developed is used as
a referent for analysis and comparison of theoretical
models of inflation suggested by four schools of economic
thought: classical, Austrian, Keynesian and monetarist.

The four models are compared in terms of explanatory

value, historical accuracy and predictive value.f{@he

L way in which the models are interrelated is discusséd

in order to provide an overview of contemporary inflation.
Some prognoses by proponents of different schools of
thought are quoted and discussed. The report concludes
with an inflation forecasting caveat for the cost

analyst and financial planner.

.

-
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E I. Introduction

Inflation is a critical contemporary problem. Individ-
uals responsible for organizational financial planning face
the task of forecasting costs, price structures, cash flow
and capital requirements at a time when these factors are
exhibiting unusual instability.

Some of the more apparent and commonly experienced

manifestations of recent inflation have been: .

1. Significant cost overruns in research, development
and production programs.
‘ 2. Difficulty in accurately forecasting future
t operations and maintenance funding requirements.
Sic Balance of payments and currency exchange diffi-

culties, particularly in the areas of foreign
sales and procurement.

b, Reluctance of contractors to undertake long term
projects without the protection of varied, and
sometimes complex cost escalation clauses.

5. Rapid fluctuations accompanying a secular'uptrend
in interest rates.

Private financial data gathering and forecasting firms,
correctly recognizing that managers need information on
inflation, are marketing inflation forecasting and monitoring

services. Thus financial managers and analysts face the

i additional problem of attempting to estimate the reliability

| and value of the different services being offered. The
potential buyer of such services is not apt to accomplish a
realistic appraisal without some understanding of the nature
and cause(s) of inflation.

It is now widely recognized that inflation deserves the
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careful attention of nearly all levels of management and is
an especially significant factor for managers engaged in
long-term financial planning. Certainly individuals required
to justify funding requests at Congressional hearings, to
engage in foreign trade, or to forecast and monitor costs on
research and development projects and acquisition programs,
need a thorough understanding of inflation in terms of both
basic theory and practical effects. Unfortunately, those

who correctly recognize this need and who conscientiously
seek to acquire an understanding of inflation, face a formi-

dable task.

Background

The first difficulty encountered by the individuai,
who chooses to become a student of inflation, is that of
selecting a starting point for study. There are hundreds of
texts, articles, reports and studies which deal more or
less directly with the subject. These fall generally with-
in the following categories:

s Historical accounts of inflations identified with
a particular period, nation or empire.

2. General theoretical models developed in the course
of expounding a particular school of economic
thought.
3. Models which are strictly limited in their ap- k

plicability with respect to time, industry or
situation and which are often based upon unspecified
economic theories.

b, Mathematical models which have been derived from
more basic models, are extensively cross referenced
and often depend upon assumptions which are dif-
ficult to identify and validate.

|
|
T
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G Mathematical formulas and procedures for measur-
ing and forecasting inflation which are often
simple moving averages or smoothed-data extrapo-
lations.

6. Eclectic models, many of which incorporate incom-
patible or inconsistent theory from different
schools of thought.

7 Lengthy compilations of factors all of which are
alleged to contribute in some way to inflation.

Due to this diversity of ideas and presentations, potential
students of inflation may well decide that the subject is
either incomprehensible or too involved to merit the study
time required for basic comprehension.

If students neglect to perform the extensive litera-
ture search which reveals the scope and diversity of infla-
tion models, simply accepting the most readily available
source, they are apt to arrive at an erroneous or very
limited understanding of the subject. The particular model
presented may be applicable only when restricted conditions
exist or may be intended for a special purpose. Further,
since mutually exclusive premises, assumptions and outputs
are often associated with different models, all cannot be
equally valid in explaining inflation.

To economize on time, while minimizing the risk of
error and confusion, the student of inflation needs assist-
ance in identifying the different basic models in terms of
their general applicability, explanatory value, key assump-
tions and validity. To this writer's knowledge, there is
presently no publication available which provides this

assistance. Of the many different government and privately
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financed publications surveyed in preliminary thesis research,
all fell within one or more of the seven categories listed

at the beginning of this section. None were designed to
provide an understanding of inflation through the critical

study and analysis of differing points of view.

Statement of Problem

The problem for this thesis is: To meet the need for
a study that will assist individuals in developing a sound
basic understanding of inflation.

Problem Refinement. An individual seeking to under-

stand inflation requires access to an extensive reference
library and sufficient time for thorough research and study.
In addition to these prerequisites, the student of inflation
needs a conceptual model or criteria by which to evaluate
divergent views on the subject. Creation of evaluative
criteria is inherently a demanding and time consuming task.
Error or omission may occur at each step of the development.
The foregoing considerations suggest that the thesis
problem might best be addressed by identifying prevailing or
promising general models of inflation and then analyzing and
comparing these models. The refined or derivative problem

then .becomes one of:

1% Identifying general models of inflation which are
- predominant or potentially useful.
2. Developing criteria for analysis and comparison
of models.
Fe Presenting the development, analysis and comparison

of amodels as logically and succinctly as possible
while preserving sufficient detail to minimize the
probability of misleading the reader.
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Problem Limitation. If the product of inflation re-

search is to be useful, dominant considerations must be:
the desired level of understanding and the background of
the potential users. These considerations require limiting
the problem, first, by presupposing user needs associated
with particular professional functions, and second, by
assuming the user has some degree of familiarity with the
terminology of economics and finance., For this thesis, the
needs are assumed to be those of managers required to cope
with the inflation-related problems listed on page one.

The level of educational background and experience of
potential users is the more difficult limitation to satisfy.
Some managers faced with the problems of inflation are
thoroughly conversant with monetary theory and have accumu-
lated years of experience in financial management. Others,
having recently transitioned from line supervisory positions,
may be confronting the problems of financial management for
the first time without benefit of extensive formal education
in economics or finance. The thesis problem has been defined
to encompass the latter group. The extent to which the pro-
blem scope affects the needs of the more experienced manager
is discussed in the section entitled "Scope of the Research

Effort" (page 6).

Purpose

The primary goal of this thesis is to essist managers

who must deal with inflation-related problems in developing

a sound basic understanding of inflation. To accomplish this

——— T ——_mr —q
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purpose, an additional goal has been established. This
secondary goal is the development of a critical analysis and

comparison of selected models of inflation.

Scope of Research Effort

Thesis research does not include examination of limited
or specialized models of inflation. Research has been con-
fined to models which differ primarily in terms of general
principles, methodology, assumptions and significant impli-
cations. Summary accounts of past inflations are included
on a selective basis in order to furnish the real-world
reference material needed to compare models for historical
accuracy and for the additional purposes discussed on page
12,

It is recognized that numerous potential thesis readers
are thoroughly familiar with monetary theory and banking.
For these individuals some of the explanatory models developed
may seem to be described in excessive detail or to be overly
simplified. It is hoped that readers who receive such an
impression,will pause to consider whether the simplification
has shed additional light on the interaction of man with
monetary institutions. Simplification and detailed analysis
have been included for the purpose of insuring agreement on
definitions and basic points as well as assisting readers
less familiar with monetary theory.

Models which are essentially variants of a given general
model are mentioned in some cases, but analyzed only to the
extent that additional insight or significantly different

results are obtained. It is realized that the classifica-
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tion of models according to economic schools of thought, or
any particular sets of distinguishing characteristics, is
rather arbitrary. The general classifications adopted serve
to maintain conceptual distinctions rather than to identify
individuals or groups. The examination of eclectic views
within a conceptual classification is beyond the scope of

this thesis.

Research Methodology

Since the major problem in studying inflation is con-
sidered to be the lack of a critical analysis and comparison
of models of inflation, the refined and limited problem be-
comes that of identifying models and developing a format of
analysis and comparison. Once this process is completed,
there remains only the task of devising a suitable presen-
tation format. The basic methodology of this thesis is
simply application of the scientific method to the solution
of a series of related but conceptually distinct problems.
The process of identifying and solving these problems is
explicitly traced in the sections on thesis development
which follow.

Basic Research. Identification of general models was

accomplished by means of a literature search. Texts on the
history and evolution of economics were reviewed initially
in order to identify different economic schools of thought.
Next, texts and articles by individuals espousing the views
of the different schools were reviewed for relevance to the

study of inflation. The following classifications or econ-

PURE—————————— R
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omic schools of thought were ultimately selected:

Classical
Austrian
Keynesian

Monetarist (Chicago School)

E Scholarly writings by contemporary economists repre-
sentative of the Austrian, Keynesian and Monetarist schools
employ the term "inflation" quite commonly. The term does
not, however, appear to have been used in any specific econ-
omic sense by the classical economists. It is therefore
necessary to identify a classical equivalent. This identi-
fication may be explicitly accomplished by the process of

posing and answering questions as follows:

Question: To what phenomenon is the term "infla-
tion" commonly applied in contemporary usage?

Answer: The term is commonly used to designate an
increase in the general level of prices of suf-
ficient duration and magnitude to attract public
attention and discussion.

Question: Since employment of the term in this
manner is a relatively recent development, what
alternate expression might be useful for basic

research on the phenomenon?

Answer: A sustained increase in money prices of
goods and services in general, may be viewed
alternatively as a secular decline in the pur-
chasing power of money.

Question: 1Is the purchasing power of money a
subject of discussion common to all of the pro-
posed general models?

Answer: The purchasing power of money is treated
by all of the foregoing economic schools and is,
therefore, the central issue for analysis and
comparison of models. Should the term "inflation"
be used in a different sense, this uncommon usage
must be treated as a separate issue.
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Once the purchasing power of money is identified as the

central issue, a further difficulty arises. The classical

and Austrian economic schools employ a basically similar
terminology and methodology in the treatment of monetary
functions and institutions. Both schools emphasize earlier
periods of economic history in the identification and state-
ment of general principles of economic behavior. The general
principles then serve as a basis from which to deduce specific
theory. (Variances in methodology will be treated in greater
detail in the sections devoted to examining particular models.)
The Keynesian and monetarist schools employ a different term-
inology, emphasize more recent contexts for observation and
employ reasonable assumptions to generate models of economic
behavior. Clearly a common referent is needed in order to
analyze and compare the different models of inflation in

any meaningful manner.

If the central issue in the study of inflation is the
purchasing power of money, then the appearance of inflation
must associate with particular interactions among three basic
factors: human behavior, money and monetary institutions.

If differences are to be found in models of inflation asso-
ciated with the four economic schools, these differences
must stem from variant views or assumptions with respect to
the three factors. Other factors considered by one or more
schools to be relevant, must ultimately find expression in
terms of one of the basic factors.

Since the classical economists wrote in the late eight-
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eenth through the nineteenth centuries, their views of money
and monetary institutions might be expected to reflect these
factors in forms typical of that period. If anything is to
be learned from the study of classical writings, then en-
suing changes in the factors must be carefully noted and the
ramifications of such changes must be examined. Changes in
human behavior may also have occurred since the time of the
classical writings. If so, these changes can only be de-
tected by studying contemporary human behavior in economic
contexts essentially similar to those of the past. The fore-
going considerations lead to the realization that it is
necessary to examine monetary history in order to relate and
compare the different models in a meaningful way.

There is a further compelling reason for reviewing
historical monetary developments: The basic validation
criterion of any model of inflation is the extent to which
that model corresponds to reality. Reality in this case
appears as the relevant documented, monetary experience of
the past. While the future may bring changes that render a
particular model obsolete, any currently acceptable model
ought, through some reasonable thought process, to be cap-
able of explaining the data and events of the past.

Naturally one is reluctant to embark upon a carte
blanche historical study of the interplay of human behavior,
money and monetary institutions. A thorough treatment of

monetary history alone would require the publication of

volumes. Fortunately, if one poses the proper research
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questions, the relevant historical material can be ident-
ified and studied within a treatise of reasonable scope.
Identification of the three basic factors (human be-
havior, money and monetary institutions) as related to the
study of inflation suggests that answers to the following

questions should be sought in researching monetary history:

i What human institutions were responsible for the
issue, form and quantity of money?

2. Under what conditions did inflation appear as
money evolved?

3. What phenomena of human behavior were associated
with these inflations?

L, What significant institutional alterations have
occurred?

5 What were the inflationary implications of mone-

tary and institutional alterations?
Answers to these questions require a literature search that
ranges from the works of numismatic scholars to current fi-
nancial journals and news dispatches.

In seeking answers to the research questions, "search
models" have been created to serve as guides. These models
assist in determining the relevant topics and events among
the abundant treatises on monetary and banking history.

The models are simply idealized versions of early money and
monetary institutions. For example, a "free banking model"
has been designed and employed as a conceptual referent, not
to demonstrate how well or poorly banks function in the

real world, but to identify significant changes in banking
practice at various points in history.

The theoretical models are conceptually altered to
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correspond to real-world changes. The altered models are

oped.

1l

6.
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f then analyzed for implied results in terms of the interplay
of the three basic factors. The results of analysis serve

as a basis for identifying relevant human behavior and sub-
sequent monetary developments. As this process is iterated
with progressive modification of the free banking and mone-

tary models, an integrated data base of inflation is devel-

The data base presentation of inflation serves as an
expository device to aid in understanding the classical and
Austrian models as well as a factual standard by which to
validate and compare the models in general. It also serves

the purposes of:

Familiarizing the reader with the operational
terminology of money and banking employed by
different schools of economic thought.

Assisting the reader in developing historical
perspective in monetary developments.

Recapturing knowledge and experience from the past
which may have become lost in subsequent economic
treatises through misinterpretation or omission.

Demonstrating the recurrent nature of certain
monetary phenomena thus permitting a qualitative
judgment on the constancy of human behavior in
particular situations.

Progressing in both a logical and temporal sequence
from simple to more complex monetary and banking
models.

Presenting and relating recent (1970-76) domestic
and international monetary developments.

The literature search for the period beginning in 1970
has been confined primarily to the New York Times Index and

The Wall Street Journal Index for the appropriate years.
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Relevant information is to be found under such entry headings
as the names of prominent monetary officials, international
monetary crises, inflation, consumer prices and Federal
Reserve Board actions. Statistical data and graphs depict-
ing various economic indicators have been obtained primarily
from publications prepared by the Federal Reserve Bank of

St. Louis.

Presentation Format

In order to realize the previously listed benefits of
the data base portion of the thesis (Chapters II-VII) this
material is presented first. The data base chapters develop
a kind of logical-historical model of inflation and suggest
questions and issues which the general models may subsequently
address.

The classical and Austrian schools both view monetary
theory from a free market or non-interventionist perspective.
While economists of both schools recognize that the state
has practiced (and will doubtless continue to practice)
intervention in the market, the effect of these interventions
is treated with reference to the theoretical operation of
a free market economy.

The Austrian views are, in part more rigorous elabora-
tions of classical views. The similarity of treatment and
logical progression of these schools, suggests a classifica-
tion of "non-interventionist models of inflation" within

which to present both schools of thought.

The Keynesian and Monetarist schools advocate state

~ s R T
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intervention in the economy and thus fall within the contrast-
ing classification of "interventionist models" for purposes
of conceptual treatment. The degree and form of recommended
state intervention is a principle difference between these
i | two schools, a consideration which further recommends
classification on the basis of interventionism. The
Keynesian model of inflation is based upon the propositions

stated by J. M. Keynes in The General Theory of Employment,

Interest and Money. 1In this work, Keynes critiqued what he

perceived as deficiencies and special assumptions in the

oz

writings of the classical economists. Consequently the

Keynesian position on inflation is presented as the logical
successor to the non-interventionist position.

The monetarists, in turn, have been somewhat critical
of many of the Keynesian propositions. Also, the growing
popularity of monetarism may be viewed in part as a reaction
to the dominance of Keynesian ideas over the past four
decades. Consequently the monetarist position has been
presented last in the treatment of models of inflation
(Chapters VIII and IX).

The models of inflation derived from the four schools
of thought are first related to the context within which

they were developed. Statements by the founders or eminent

proponents of the different schools of thought are then
used in presenting the set of assumptions or propositions
which constitute the fully developed models of inflation.

Recommended policies as well as predictions concerning
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future inflationary developments are also considered. The
development portion of the thesis is completed by a chapter
devoted entirely to comparison of the models in terms of':

1. Methodological Soundness

2. Common Characteristics
B Significant Differences
L, Strengths

o 55 Weaknesses
6. Historical Applicability
Z. Explanatory Value
8. Predictive Value

In any treatment of a subject as controversial as
inflation, it is important that the reader be kept informed
of the conceptual framework or reference employed by the
researcher. Many treatises allow this reference to remain
implicit thereby obscuring the conceptual and selective
processes which, of necessity, were exercised. An effort
has been made in this presentation to keep the reader con-
stantly aware of the conceptual framework from which the
presentation is proceeding. The next section introduces the

underlying philosophy of both the research and presentation.

Philosophy of Research and Presentation

It is practically futile to attempt to understand the
contemporary inflationary context unless one has a fair
knowledge of how the present situation came to exist.
Present circumstances have come about, not in a single ob-

vious change, but in small subtle increments extending over
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generations. A case can be made that, had the evolutionary
process not been so gradual and subtle, the present monetary
situation might never have been permitted to develop. Con-
sequently, the general models can be realistically evaluated
and compared only on the basis of an examination of the
evolution of money and monetary institutions.

One cannot compare abstractions with abstractions in
order to arrive at an understanding of reality. It is
necessary to compare abstractions with reality. The sub-
sequent six chapters of this thesis are therefore devoted
to describing the realities of the evolutionary process.
These chapters have been referred to in previous discussion
as the "data base."

The data base is an essential element in understanding
inflation that is missing from the many scholarly works
reviewed during thesis research. Inevitably, there are
irrelevancies in a presentation of this scope. Before
concluding that some particular element in the base is
irrelevant, however, the reader is urged to consider that
element with the following question in mind: What does this
treatment reveal, about human behavior patterns with respect
to the existing political, economic, and institutional con-
text, that might ultimaﬁely lead to an improved understanding
of inflation? The question is intended to include considera-
tion of the motives and attitudes of participants as well as
the more easily identified human activities and institutions.

To aid the reader in answering the foregoing question,
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participants in, or close observers of, the events described
have been quoted extensively. These quotations range from
the time when the Roman Emperor Diocletian described one

of the earliest recorded inflations, to present day pro-

nouncements by national monetary and political officials.
| Parallels in human behavior, beliefs and attitudes are as
essential in understanding the interaction of man with ’ '

institution as any statistical data one might assemble.

Increasingly specific statistical data is introduced

to augment descriptive material as the stage of historical

development permits. The more elaborate and specific econ-
omic indicators are presented in the final data base chapter
(VII). These indicators serve to illustrate, in quantitative
form, the phenomena previously identified and to familiarize
the reader with some of the data currently relevant to treat-
ment of inflation-related contemporary problems. The contem-
porary context of attitudes, motives and behavior is presented
and related to the economic indicators.

It was previously stated that simple conceptual models

were employed as both research and expository devices in

developing this thesis. If such a model is reasonable, then
! one expects to find that results implied by alterations to
the model are similar to actual c¢ffects of corresponding
real-world institutional alterations. For instance, if a
model has been formed which, upon theoretical analysis,
indicates that bankers ought to behave a certain way in

order to maximize profits, it would be disconcerting to find
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that bankers do not actually behave in that way under the
conditions specified.

At certain points in thé thesis research the foregoing
kind of disconcerting experience occurred. Evidence con-
tradicting model predictions ‘appeared in the form of widely
accepted "authoritative opinion." The basis for the model
was re-examined together with the subsequent analysis and
no error could be detected. Under these circumstances a
modeler might be inclined to present the theoretically implied
results, acknowledge the existence of contrary opinion, and
leave for others the task of discovering whether the fault
lay in the model and analysis or in the opinion. Of what
value, however, are such implied results when reported to
others? The modeler ought %o show that his results are
correct and that contrary opinion is erroneous or the results
must be considered a pure assertion of little or no value.

Avoiding assertions of the foregoing kind has been a
dominant concern in the preparation of this thesis. At the
expense, perhaps, of presenting more background, detail and
analysis than some readers might believe justified, evidence
necessary to support a contradiction of authoritative opin-
ion has been provided. Contrary opinion has also been em-
ployed at certain points in the thesis as a device for detec-
ting error in theoretical analysis and for delineating the
appropriate research topics to explore.

A writer usually does not contribute to the current

state of understanding or benefit readers by listing scores
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of opinions by authorities. This is particularly true when
the topic for examination is one upon which there is a wide
divergence of authoritative opinions. Inflation is exactly
this sort of subject. It is also inherent in the subject
that the most subtle shift in terminology or viewpoint can
profoundly effect the resultant degree of understanding or
of misunderstanding. Therefore in studying inflation, it
is important to preserve what, at times, may seem to be
excessively fine distinctions and shades of meaning. To do
less is to run the risk of gross error in subsequent analysis.

Frequently in the development of the monetary and banking
data base, phenomena or situations are described in this
thesis in a manner which is different from that commonly
encountered in contemporary texts on economics. An effort
has been made to call the reader's attention to such devia-
tions whenever any matter of significance is involved. It
is hoped that at these points the reader will not simply
conclude that the writer has a strange or awkward mode of
expression, but will pause and consider how the point of view
shifts with the mode of expression. If a clearly different
point of view emerges as a result of modifications in termi-
nology or description, then the new viewpoint should be
examined for accuracy and explanatory value rather than
rejected as unconventional.

The reason for this careful consideration of uncommon
points of view should be apparent. The existence of world-

wide inflation is a fact and a problem. If widely held
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viewpoints and conventional wisdom were adequate, the pro-
blem probably would not have developed or would shortly have
been solved. Since the problems of recurring monetary crises
and declining purchasing power persist, new or unconventional
viewpoints must be sought in arriving at an understanding of
the problems and in developing solutions. Under these cir- ;

cumstances few carefully expressed ideas, however unorthodox,

should be casually rejected.

20
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IT. Early Monetary Background

The Chase Manhattan Bank Money Museum displays more
than fifty-thousand items that have served as money during
different periods from ancient to modern times. Most of
these items are simply commodities, things which are used
in the satisfaction of various human wants. The durability
of money was greatly improved by the introduction of metals
as money. Crude copper rings were employed by the Egyptians
in about the year 2500 B.C. and small cubes of gold became
popular in China some three-hundred years later.

A significant technical improvement in money was
achieved by the Lydians, a people who inhabited the coastal
region along the western shore of the Aegean Sea and who
served as intermediaries in the trade between the Greek
cities and the Asiatic interior. Lydian traders developed

the practice of placing standardized markings on pellets of

electrum--a natural alloy of gold and silver--in order to
avoid repetitious weighing. The practice was later officially
adopted when a Lydian king, in the seventh century B.C., i
ordered the striking of the first coins ever to bear the
seal of state.

Near mid-sixth century B.C., the first coins of pure

gold were struck by the Lydians and silver coins began to

circulate extensively among the Ionian Greeks. Thereafter, ;
the practice of casting or striking pieces of metal of
known purity into units of uniform weight and then imprinting

them with a sign of state authority, spread rapidly through-
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out Greece. The invention of coinage was a major contri-
bution of the early Greek civilization, for it marked the
beginning of a monetary technique and policy that persists
to this day (33:10-11).

Numismatists have reported the existence of fraudulent
monetary practices from the time when coins were first minted
to the present (75:42). Coin counterfeiting, clipping and
metallic substitution are different forms of what has come
to be known as debasement, the reduction of monetary metal
in a standard unit of money.

Had debasement been confined to the relatively small
number of individuals, who engaged in counterfeiting or coin
clipping in any particular society and time period, the
phenomenon would be unworthy of further discussion from an
economic standpoint. However debasement has repeatedly
occurred on a massive scale as an act of state. This state-
sanctioned debasement is closely related to inflation from
the standpoint of some schools of economic thought. A brief
examination of early experiences with debasement will serve,
in particular, to illuminate the way in which the classical

economists thought about inflation.

Early Experiences With Debasement and Inflation

The first recorded major debasement occurred as the
result of a decree issued by the Athenian ruler, Solon
(594 B.C.). This decree, known as the "Shaking Off of

Burdens," included a de facto reduction in silver content

of the monetary unit by twenty-seven per cent. The
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debasement was accomplished by simply allowing debt, denom-
inated in standard units, to be satisfied by payment in ex-
isting coin of a lesser weight of silver (33:16).

Very little reliable information is available on the
results of this debasement and it appears to be a unique
event in the Greek monetary experience. Subsequently, the
Greeks conscientiously maintained both the weight and purity
of their coinage which circulated widely in trade from North
Africa to Asia Minor.

The actual weight of pure gold or silver in a coin was
of great importance to Greek traders. If the intrinsic value
(value of the monetary metal contained in a coin) fell too
far below the face value (certified weight) through wear or
deliberate tampering, the coins were accepted only at a
discount. This discount usually appeared first in foreign
lands where the issuing government could not force accept-
ance of the coins by people who expected full weight
in monetary metal (75:32).

Unlike the Greeks, the Romans experienced problems
with coinage continuously from the beginning of the Republic
to the final days of the Empire. The Roman experience pro-
vides monetary scholars with an excellent case study in
debasement as a policy of state.

The Romans employed copper as the basic monetary metal
until the third century B.C., in that period Rome issued a
silver coin of approximately the same weight as the standard

coin of Greece. The debasement of this coin, the denarius,
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has been studied extensively by numismatists who specialize
in ancient coins. Their studies show that the denarius,
originally issued as a coin of 99 per cent pure silver, was
progressively debased by a succession of Roman emperors. By
the time of the Emperor Diocletian (300 A.D.) it had become
simply a copper wafer lightly washed with silver. These
coins were quite similar to the "clad" coins introduced in
the United States in 1965, but the latter are coated with

5 nickel rather than silver (75:31-61).

| The debased denarius was no longer a standard of mone-

tary metal since its face value was far in excess of intrinsic

vlaue. It was merely a "token" which circulated on the basis

i of laws requiring acceptance of tokens in payment for goods

and services. Laws of this kind have become known as legal

tender laws and are an accepted feature of modern societies.

Researchers who have studied price information available
from this period of debasement report continuous increases
until, by the time of Diocletian, prices were soaring. The

situation finally provoked sufficient civil unrest that

Diocletian, in 301 A.D., issued his famous price-fixing

decree in an attempt to pacify Roman Citizens. Detailed

ANl Wt 3P b sk

lists of maximum prices and wages were published and prom-
inently displayed throughout Rome.

The preamble of this decree reveals the manner in which
Diocletian acknowledged the existence of inflation to the
populace. Professor Frank Abbot has translated from the

original Latin as follows (75:66):
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Who is of so hardened a heart and so untouched
by a feeling for humanity that he can be unaware,

that in the sale of the wares which are exchanged

in the market, or dealt with in the daily business

of the cities, an exhorbitant tendency in prices

has spread to such an extent that the unbridled

desire of plundering is held in check neither

by abundance nor by seasons of plenty....

Undeniably, someone was being plundered; but who, and
by whom? Nowhere did the text of the decree hint that the
State, in manipulating the quantity and quality of coinage,
may have been in the least responsible for the dramatic de-
cline in the purchasing power. Inflation was recognized as
an "exorbitant tendency in prices" and as unmitigated "by
abundance or seasons of plenty" but the Roman citizen re-
mained unenlightened on the probable cause of the problem.
Yet Diocletian surely knew that, even before he came to
power, Roman silver money was no longer accepted in trade
beyond the lands under strict Roman control. What foreign
trade remained to Rome was made possible by the use of un-
debased Greek silver coins or by gold (74:60). For some
reason, Diocletian felt it impolitic to remind the Roman
people of the condition of their coinage.

The implication of the decree was clear: if the citizens
would not accept debased coinage at full face value, the
State would impart value by force. It is probably no ac-
cident that the Roman military wage rate was maintained at
a relatively high level during this period. Apart from any

external threat, the loyalty of the soldiers was needed to

effect such a plan.
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An Example of Sound Coinage

Following the disintegration of the Roman Empire in
476 A.D., came the so-called Dark Ages. With one outstanding
exception, the monetary situation throughout the Dark Ages
was chaotic. Debasement was considered a royal perogative
and rare was the feudal prince who did not routinely transfer
wealth to the royal coffers by this subtle fraud.

The Byzantine Empire, consisting of the eastern half of
the old Roman Empire, was the outstanding exception to the .
common practice of debasement. There a gold coin, the bezant,
was maintained at constant weight and purity for eight-hun-
dred years. The bezant became the accepted medium of ex-
change throughout the civilized world. Due to the universal
desirability of the bezant, foreign traders were anxious to
acquire it in exchange for their. goods. Once the money left
the empire, it was used for hoarding or trade by native
peoples. In England, for instance, payments in bezants, were
routine in transactions involving gold (33:48-54).

The Byzantine Empire proved that it is possible to
establish an enduring monetary system and prosperous com-
mercial society without debasement by the state. This ac-
complishment stood in marked contrast to the experience of
the Romans. The latter were never able for long to establish

a stable monetary system and the people suffered accordingly.

Paper Money

As in the case of gunpowder and printing, the Chinese

of a period at least seven centuries ago, appear to deserve
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the credit for the first use of paper as a monetary instru-

ment. The best known account of the money system which

traveler. Upon his return to Venice in 1295, Marco Polo

wrote (75:305):

The Emperor's mint then is in this same city
of Cambaluc (Peiping), and the way it is wrought
is such that you might say he has the secret of
alchemy in perfection....When these sheets (of
paper) have been prepared they are cut up into
pieces of different sizes...All these pieces
of paper are issued with as much solemnity and
authority as if they were of pure gold or silver;
and on every piece a variety of officials,
whose duty it is, have to write their names,
and put their seals. And when all is prepared
duly, the chief officer deputed by the Khan
smears the seal entrusted to him with vermilion,
and impresses it on the paper, so that the form
of the seal remains printed upon it in red; the
money is then authenticated...Anyone forging it
would Dbe punished with death...With these
pieces of paper, he causes all payments on his
own account to be made; and he makes them to
pass current universally over all his kingdoms
and provinces and territories, and witherso-
ever his power and sovereignty extends. And
nobody, however important he may think himself,
dares to refuse them on pain of death.

existed in China was provided by Marco Polo, the Venetian E
i
|
;
!

The question which naturally arises is why didn't the
Emperor simply have his men seize whatever he needed rather
than go through this roundabout process of paying bills with
paper of arbitrary value? One can only speculate that patent
theft would have created such a degree of civil unrest that
even the power of this tyrant would have been threatened.

The ceremony tended to divert attention from the confiscation
and to demonstrate that the emperor would limit his issues
to some "reasonable" amount.

The important point to be made is that this paper money
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was clearly not a natural product of mafket operation. What-
ever purchasing power it possessed was due to the Emperor's
life or death power over his subjects. Despite the absolute
authority of the ruler in that society, the system lasted
only about seventy years and ended in the first recorded
paper money hyperinflation. As is typical of such inflations,
the established monetary system and the government fell at
the same time (75:305-6).

Paper money first came into use on the European conti-
nent in the form of bank notes which appeared in Italy
shortly after the turn of the thirteenth century. These
were promissory claims on gold and silver payable on demand
at the bank of issue. Almost concurrently, government
promissory notes began to circulate in Amsterdam as a sub-
stitute for coins (33:119-20).

The first paper money to appear in England is attri-
buted to the goldsmiths of the seventeenth century. Because
of the high risk of keeping valuables on hand during the
Puritan Revolution, many of the nobles had adopted the

practice of leaving their money in the care of goldsmiths

who possessed superior safekeeping facilities. In exchange,
the depositors received what were in effect warehouse re-
ceipts for their money and payed a storage charge. These
receipts were not legal tender in the eyes of the state,

but nevertheless circulated in payment for goods and services
as a matter of convenience and safety (33:120).

With the appearance of paper money in Europe, the stage
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was set for a European experiment with paper money inflation.
Credit for this experiment goes to John Law, the son of a
Scotts goldsmith, for Law was among the first to appreciate

the full potential of paper money.

The Theories of John Law

Professor John J. Klein, in writing of John Law and
his contribution to monetary analysis, said (42:274-75):

John Law, aside from his reputation as a
romantic adventurer, financier, and organizer
of the Banque Royale in France, is best known
as the author of Money and Trade Considered
(1705). Writing in a period of high unem-
ployment, Law argued that trade depends upon
money. Hence, the more money there was in
the economy, the more likely we are to have
full employment...The more "credit money" in
circulation, he said, the more people will be
employed. In a period of less than full employ-
ment, how would the monetary authority get
more money into circulation and hence induce a
higher level of employment? Law reasoned
that the best way is through the issue of
paper currency by banks. He did not propose
an unlimited issue of paper currency, but a
limited one suited to the needs of trade. Thus,
there would be no danger of over-extending
currency....

This description of Law and his ideas in typical of
those found in textbooks which treat monetary history. While
what is said is accurate, almost without exception, modern
writers omit the most important of John Law's accomplish-
ments. Law was one of the few economists (along with J. M.
Keynes) to have his ideas implemented as a national experi-
ment and to actually supervise that experiment. When this
experiment fell short of expectations, it was repeated only

seventy years later. Had Law been alive at that time, he
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would have witnessed the confirmation of his original results 1
and might have marveled at the persistence of his ideas. {
Indeed, perhaps Law's ideas persist, in somewhat more sophis- i
ticated guise, even today.

As J. M. Keynes observed (73:1):

The ideas of economists and political

philosophers, both when they are right and when

they are wrong, are more powerful than is com-

monly understood. Indeed the world is ruled

by little else. Practical men, who believe

themselves to be quite exempt from any intel-

lectual influences, are usually the slaves of

some defunct economist.

Probably to no other economist in history (with the pos-
sible exception of Smith, Marx, and Keynes) is this obser-
vation so applicable as to John Law. The results of Law's
ideas and experiment are quite relevant to the ‘study of
inflation, for among the many recorded post-Renaissance
inflations, Law's so-called Mississippi Scheme was one of
the first and most impressive examples.

" The Missigsippi Scheme. When France's profligate king

died in 1715, the Duke of Orleans assumed government lead-
ership as Regent. The finances of the country were in sad
condition with national debt amounting to three-billion
livres (now francs). The yearly expenses of government
amounted to 142 million with revenues of 145 million so that
only 3 million livres remained to pay the annual debt inter-
est.

As a first measure toward alleviating these problems,
the new Regent debased the coinage by twenty per cent, gaining

seventy-two million livres in the process. This debasement
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caused disruption in commerce of France, but people were
quieted by a slight decrease in taxes. At this point, John
Law, a former friend and confidant of the Regent presented
himself at court and argued that the evils which had be-
fallen France were the result of both the shortage and the
debasement of money. He proposed setting up a bank, to be
administered in the Regent's name, for the purpose of re-
storing the credit of France. This bank would manage the
royal revenues and issue notes on the basis of these reve-
nues and royal landholdings.

The Regent was persuaded and in 1716, a royal edict
authorized Law to establish a bank, the notes of which could
be used in payment of taxes. The capital of the bank was
fixed at six million livres consisting of one and a half
million in specie (coin of the realm) with the remainder in
state notes.

Law immediately announced, in a well publicized state-
ment, that any banker, who issued paper without the necessary
specie to pay on demand, deserved death. He then established,
as a policy of the new bank, that all notes would be payable

on sight in coin current at the time the notes were issued.

Such a policy, if honored, meant that holders of the notes
no longer need fear debasement by the state. Consequently,
the notes immediately began to exchange at a one per cent
premium over specie. By the end of the first year, the
notes were selling at a fifteen per cent premium at the

same time government bills were being discounted approxi-
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mately eighty per cent in terms of specie.

The Regent was favorably impressed and gradually came
to believe that paper notes might well supplant coinage. As
a result, the Regent favored Law's bank with monopolies in
several areas of commerce and redesignated it the Royal Bank

i of France.

As soon as the bank became a royal establishment, the
Regent ordered the issue of an additional billion livres in
bank notes. Since Law had by this time achieved a reputation

as a master of finance, and industry and trade had begun to

increase, this and subsequent issues of paper were well re-

ceived. However, some members of Parliament were dubious of

both Law and the wisdom of issuing bank notes. Such opposi-

tion was soon quelled by the arrest of the President and two ¢

councillors, who were sent to distant prisons. Also, the
Chancellor was replaced by a man more amenable to the Regent's
wishes.

Law, who seemed to have forgotten his own words concern-
ing the appropriate fate for bankers guilty of issuing exces-
sive notes, continued to assist by sanctioning the Regent's

every action. In return, Law obtained the privilege of es-

B

tablishing a company which was to have the exclusive privilege

of trading on the great Mississippi river and in the province

of Louisiana. 1In 1719, an edict was published, granting to
Law's Mississippi Company the exclusive privilege of trading
to the East Indies, China, the South Seas, and to all the

possessions of the French East India Company.
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Law issued two-hundred and fifty-thousand shares in
his new company and promised to pay an effective dividend
of twenty per cent. So great was his reputation, that the
shares were quickly sold and began to climb rapidly in
price. Subsequent issues of stock were made and the
French public, aware of how well the first issue had
performed, hastened to subscribe.

The Regent had, by the end of 1719, become convinced
that a system which produced such prosperity could never be
carried to excess. Fortunes were being made throughout
the country and the Regent and Law were the subjects of
praise and poetry. Paris became a center of elegance and
luxury. Art objects and commodities poured in from
foreign countries. Luxuries.that had previously been en-
joyed only by the nobility became commonplace among
the middle class.

The Royal Bank of France continued to issue notes and
the stock of the Mississippi Company soared. A general
opinion arose that the secret of abundance had finally been
discovered and prosperity would last forever. The most
unpopular citizens of the time were those rare senior states-
men and members of Parliament who warned that France was in
imminent danger of bankruptcy and chaos. These few, faced
with constant derision, gradually learned to keep silent and
began to look to the preservation of their own estates.

Most of the population were convinced that, since the

bank notes were convertible into Mississippi Company stock
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at a specified exchange rate and the stock represented own-
ership of vast mineral and productive resources in the New
World, there could be no question of the soundness of the
financial structure. The resources of France had been mon-
etized in accordance with Law's ideas and, when put to work,
this liquid capital must bring abundance to all, or so it
was thought at the time.

The first small sign that all was not well appeared in
early 1720 when a wealthy nobleman sent three wagon loads of
notes to the bank and demanded payment in coin. Law, aware
of what might follow if others decided to imitate this act,
appealed to the Regent for help. The latter, perceiving the
danger, ordered the nobleman to pay back two-thirds of the
coins withdrawn dr suffer the royal displeasure. This strat-
egy succeeded and a major challenge to the soundness of the
bank was averted.

Some of the more astute financiers, however, became
wary of the growing speculation, and quietly converted bank
notes into coinsg which were then transported to England and
Holland. Many farmers and tradesmen must also have become
distrustful for they hid or buried coins about their property.
As a result of this surreptitious coin hoarding, a sudden
acute coin shortage developed and people began to complain
about the difficulty of conducting small transactions.

Determined to alleviate the coin shortage, the Regent
first consulted Law and then issued an edict reducing the

value of coin, in terms of paper, by five per cent. When

34
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this brought no change, the depreciation was increased to
ten per cent and bank payments of specie were restricted to
one hundred livres gold and ten silver.

At this time a noticeable increase in all prices took
place. The rise was particularly apparent in the financial
districts of Paris where rents increased to twelve times the
rates existing in more tranquil times. Mississippi stock
sometimes advanced ten or twenty per cent in the course of
a few hours and labor became expensive as workmen and ser-
vants quit their tasks to become speculators and brokers.

The coin shortage persisted until nearly all coins
disappeared from circulation and trade almost ceased. 1In
desperation, the Regent issued an edict forbidding any person
from having more than five hundred livres in coin in his
possession under pain of heavy fine and confiscation of all
sums discovered. It was also forbidden to buy up jewelry,
silverware, or gems and informers were encouraged to aid in
the search for offenders by the promise of a one-half share
in resultant confiscations (47:1-30).

The effect of this decree is best described in the words
of the British author and journalist Charles Mackay (47:30-31):

The whole country sent up a cry of distress

at this unheard-of tryanny....The privacy of

families was violated by the intrusion of informers

and their agents. The most virtuous and honest

were denounced for the crime of having been

seen with a louis d'or (gold coin) in their

possession....Coin, to any amount above five

hundred livres, was an illegal tender, and

nobody would take paper if he could help it.

No one knew to-day what his notes would be

worth to-morrow...It is inconceivable to those
who look back upon them now as on a dream,
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that a sudden revolution did not break out--

that Law and the Regent did not perish by a

tragical death. They were both held in

horror, but the people confined themselves to

complaints; a sombre and timid despair, a

stupid consternation, had seized upon all,

and men's minds were too vile even to be

capable of a courageous crime.

The picture Mackay paints is one of a people utterly
demoralized and of a relatively free society turned into a
police state. The value of Mississippi stock had shrunk to
nothing along with the purchasing power of notes issued by
the Royal Bank of France. No amount of subsequent coercion
on the part of a desparate tyrant succeeded in raising the
value of the paper which had been issued with such abandon,
and goods could only be obtained by force or a surreptitious
offer of specie. Formal recognition that the monetary system
had failed came in October of 1720 with a decree that the
notes of the bank were no longer legal tender, and that pay-

ments must be made with gold or silver (47:30-31).

Fiat Paper Money

By mid-eighteenth century, paper money was in extensive
use throughout Europe. In most times and places it served
as a substitute for precious metal deposited with goldsmiths

and private or state banks. The temptation was always pre-

sent, as in the case of the Mississippi Scheme, to issue
substitutes in excess of the precious metal in storage.

But when too many notes were in circulation, depositors
tended to become suspicious and precipitated a "run" on the

bank. If the resultant demand for specie were too great,




AT o ol e v A W B s 5

GSM/SM/76S-14

that is, if more notes were presented than could be redeemed,

the establishment usually failed with losses to the depositors

last in line to present their claims.

The thought must have occurred to many that if paper
money were not a claim upon precious metals, but could be
made to circulate on the basis of state decree (fiat) or
mutual agreement within a society, then precious metals
could be diverted to non-monetary uses. An interesting
study in the application of this notion was provided by the
French nation only seventy years after the collapse of John
Law's Mississippi shares and the Royal Bank of France.

Probably the best account of this experience in the use
of "fiat money" is that of Andrew Dickson White, a founder
and the first president of Cornell University. White studied
the official documents and contemporary accounts of the
French experience and later published his own account in a

classic essay entitled Fiat Money Inflation in France (85).

. White's study is of special significance, since it was
5 originally delivered as a lecture before the House of Repre-
sentatives and Senate of the United States in 1876. At that

time the United States was still on a fiat money standard

as a result of resorting to Greenbacks (page52) as a means
of financing the Civil War. White's study was perceived by
some congressmen to have relevance in this debate in view of
the close parallels that could be drawn between the French
economy of 1790 and that of the United States at the close

of the Civil War (85:7-9). One hopes to gain from a study
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such as White's a recognition of general parallels and pat-
terns of human action on the often useful premise that his-
tory tends to repeat.

Assignats. In 1789 the French "National Assembly" was
formed, and promptly declared that France would henceforth
be governed by a constitution. France was, as in 1719,
deeply in debt and experiencing serious deficits. Proposals
arose in the National Assembly calling for the issue of
paper money as a way of "securing resources without paying
interest" (85:24). Some argued that the business stagnation
was caused by a scarcity of coins and therefore, paper money
should be made legal tender. Also, such a money would bind
citizen's intereste more closely to the public good than
would metal coins which were not so controllable or intimately
tied to the welfare of the government.

Naturally there were those who recalled the Mississippi

Scheme of John Law and raised the spectre of a possible re-

enactment of that dismal experience. In answer to this warn-
ing, proponents argued that times and circumstances had
changed, that France had become a nation with a constitution,
governed by the will of the people rather than the whims of
a capricious tyrant. It was also asserted that the paper of
John Law had actually achieved its purpose of restoring pros-

perity and ultimately failed only because of abuses made

possible by despotism. Some argued that the Mississippi ;T
Scheme had taught France a valuable lesson in limiting the

quantity of paper issued so that it was inconceivable the
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previous error would be repeated.

As part of revolutionary reform, land belonging to the
Church was seized. Since the Church had originally owned
approximately one-third of the entire real property of
France, the market value of the seized land was sizable.
Paper money proponents finally won the debate by proposing
that this land serve as backing for the notes to be issued.
Notes would be issued for the purchase of land, thus limiting
the quantity of paper to the value of nationalized land
available.

With the debate won, passage of a bill brought the first
issue of four hundred millions of livres in paper money early
in 1790. This sum was issued in assignats--notes secured
by a pledge of productive real estate and bearing interest
to the holder at three per cent.

The National Assembly duly issued a statement asserting
that the new currency would bring back prosperity not only
in the public treasury, but in all branches of industry and
commerce. The people were also assured that the terrible
evils resulting from John Law's notes would be avoided be-
cause the new money not only possessed a value derived from
national authority, but a real and immutable value derived
from land that would enable it to compete with the precious
metals.

At first, the result of the assignat issue conformed
to the most optimistic expectations. The treasury was

relieved, a portion of the public debt repaid, and credit
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revived. With the passage of the assignats into the hands
of the people, trade increased and those in debt found it
easier to meet their obligations. Only five months after
the initial issue, however, the government had spent the
last of the assignats and was again in difficulty.

Soon the previous financial problems began to reappear
and a public outcry arose concerning the shortage of money.
Speeches were made in the National Assembly urging a further
issue of assignats. It was pointed out that none of the .
dire predictions made by those opposed to paper money had
in fact been borne out. Indeed, the results had proved most 3
beneficial. One powerful former opponent of paper money
declared that his initial reluctance had been vanquished by
the apparent serviceability of the assignats and that there
must be one more large issue of paper, guaranteed by the
national lands and the good faith of the French nation.

Many declared that gold would shortly lose all value
since future exchanges would be made with this admirable,
guaranteed paper. Therefore coins would come forth from the
hiding places into which they seemed to have disappeared.

An influential newspaper of the time treated with contempt
the notion that gold was needed as backing for currency and
extolled real estate as the only true basis for money (85:46).

Under mounting public pressure the National Assembly
passed a bill authorizing the issue of eight hundred million
new assignats, but solemnly declared that the entire amount

in circulation would never be allowed to exceed one billion
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two hundred million. The bill also provided that the new
issue would bear no interest and assignats payed to the
treasury for land would be burned upon receipt (85:25-47).

As one might suspect, the new issue also proved in-
adequate for the long term needs of government and commerce.
It was followed by another, and then another until, by 1796,
forty billion assignats were in circulation. The new issues
came at irregular intervals and in varying amounts, depending
upon the needs of the moment and the resolution of political
conflicts (85:113-16).

After 1791 each additional issue brought a rapid esca-
lation in prices. The typical price performance data presented
in Table I enable one to appreciate the economic forecasting
problem faced by the French investor or tradesman.

Table TI.
Typical Price Increases in France from 1790-1795

——— ——————————————————— - —————— ————————————— " ————_————————

Market Item 1790 Price 1795 Price Increase
(market lot) (francs) (francs) (%)
Flour 2 225 11,150
Butter 14 560 3,900
Shoes 5 200 3,900
Hat 14 500 3,470
Gold (coin) 25 1200 4,700

- ————— - - — - —— — - ——————— - = - " e G v - —— — . ——

(Data Source: 85:88-89)
Table I also suggests why gold coin disappeared from
circulation early in the inflation. The original twenty-
five franc coin maintained purchasing power so that the

owner's savings were effectively protected from assignat
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depreciation. Evidently many citizens anticipated this de-

velopment.

Now that the background and mechanism of this fiat

money inflation have been described, it is helpful to con-

clude this section by listing some of the phenomena and

consequences noted by White (85:71-110):

1.

Arguments against the issue of fiat money were
presented before the National Assembly, in public
debates, and through signed or anonymous pamphlets.
Most were not satisfactorily answered--simply
ignored.

Trade and employment increased for a time after the
early issues of assignats. Before long, however,
both began a rapid decline toward pre-issue levels.

Coins of silver, gold, and finally, copper dis-
appeared early in the inflation. In spite of ef-
forts to reestablish specie circulation by coining
confiscated metal--even to the point of melting
down church bells--coins remained hidden or were
smuggled to other countries.

Despite official declarations that gold and silver
had been rendered obsolete and replaced by a su-
perior paper currency, the precious metals were
hoarded and maintained their relative purchasing
power throughout the inflation.

Although the quantity of assignats increased
rapidly, the populace complained of a chronic
shortage of money.

As inflation progressed, manufacturing and com-

merce began to collaspe resulting in a large in-

crease in unemployment. Due to increased competi-

tion for jobs, a decline in wages occurred despite

a rapid rise in goods prices. ) .

As manufacturing and commerce collapsed, specula-
tion in land, stocks, and commodities increased.
The professional speculator often prospered while
the ordinary buyer lost purchasing power. The

rich were able to protect themselves by means of
their own financial acumen and by using their
status to obtain large amounts of credit. By the
end of 1795, the paper money was almost exclusively

L2
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in the hands of the working classes and small
tradesmen whose wealth and credit were insufficient
to procure stores of commodities or land.

8. Corruption grew in government circles as it became
necessary to buy official protection or privileges
in order to prosper.

9. With each issue of assignats, the idea grew that
the needs of government might be met by means of
paper currency; that taxes might be dispensed with.

10. Government regulation became increasingly harsh
and restrictive. By 1792, price controls were in
effect and in 1793, it became illegal to differ-
entiate between paper and specie in trade under
penalty of heavy fine. ZILater in 1793 the penalty
was changed to death. In 1794, it became a guil-
lotine offense to ask, before a transaction was
concluded, in what money payment was to be made.

In the end, however, all of these measures proved
of no avail and assignat purchasing power vanished.

When Napoleon Bonaparte came to power in 1799, the econ-
omy of France was in ruins; the government bankrupt and an
immense debt unpaid. The further collection of taxes seemed
impossible. At the first cabinet meeting, Bonaparte was
asked what he intended to do. He replied, "I will pay cash
or pay nothing." (85:110)

At a later time, when the Empire was at war with the
first great European coalition, someone proposed that
Napoleon meet his pressing financial obligations by issuing
paper money. In reply, he wrote to his minister, "While I
live, I will never resort to irredeemable paper." He never
did and when war subsequently came to French soil after the
Battle of Waterloo, despite heavy expenses for war and
indemnities, France remained on a specie basis and experi-

enced no problems with her monetary system (85:111).
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The early French experiments with money afford an
opportunity for some observations that may have relevance
even in the modern world. It is noteworthy, for example,
that in the case of the Mississippi Scheme, a currency con-
vertible into specie was eagerly accepted by the public and
served quite well until it was issued in excessive quantities.
Over-issue was accompanied by the disappearance of specie
from circulation, increasing speculative activity in stocks

and gradually increasing prices. When it became clear to

the French public that excessive issues were likely to con-

tinue, the paper currency lost purchasing power rapidly and

eventually ceased to circulate altogether. All of this
occurred in peacetime under a stable monarchy.

A nearly identical experiment was conducted by a
republican form of government in the setting of a revolution
only eight decades later. The elapsed time was just suf-
ficiently long that the earlier experience had largely faded

from national memory. Those who were familiar with the his-

TS S—

tory of the earlier experience were not able to overcome

the argument that the government, the times, and the setting
had changed. Early success of the venture tended to further
weaken the opposition so that the issue of increasing quan-
tities of paper money met with progressively less resistance.
Ultimately the second experiment ended, in the same way as
the first, with a hyperinflation and total collapse of the

monetary system. 1In both cases precious metal coins were

recognized as the official money following the demise of the

Ly
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paper currency.
The French misfortunes in monetary affairs were far
from unique. As the chapter which follows will show, the
American colonies as well as the new American central
government were concurrently conducting their own experi-

ments with paper money.
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IITI. The Early American Monetary System

During the seventeenth century, economic development
in the American colonies was sufficiently primitive that
colonies relied on the most widely produced, and henée most
marketable, commodities to serve as money. Although the
English government forbade the establishment of a mint and
the import of coin from England, foreign coins were available
in urban centers and for foreign trade. The colonies used
the English pound sterling (4.44 Spanish dollars in weight
ratio of silver) as a basis for accounting so that it was
necessary to. employ conversion factors when other foreign
coins were exchanged.

The mercantilist philosophy of encouraging exports was
widely held in the colonies and the first debasement for
this purpose occurred in 1642 when Massachusetts arbitrarily
devalued the pound in terms of the Spanish dollar. Devalua-
tion caused Massachusetts goods to be less expensive for
foreign dollar holders and thus amounted to an export sub-
sidy. Of course, the price of imports increased concomitantly
at the expense of colony consumers. The practice spread
until devaluations between the colonies became quite compe-
titive--much to the consternation of British creditors, whose
debts were denominated in devalued English money (68:127).

With an early start in the manipulation of money stand-
ards and wide prevalence of the mercantilist view that more
money is tantamount to more wealth, it is not surprising

that the introduction of paper money in Europe attracted
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favorable attention in the colonies. As early as 1682, the
influential Reverend John Woodbridge of Massachusetts wrote
that increased money, "multiplies trading; increaseth manu-
facture and provisions for domestic use and foreign return;
abateth interest (68:129).

Shortly thereafter. the Massachusetts colony produced
the first government-issued paper money in the western world.
In 1690, Massachusetts issued seven-thousand pounds (sterling)
in paper notes to pay for an unsuccessful military expedition
against Quebec. As an inducement for public acceptance of
the notes, the colony pledged to limit their issue and to
redeem in specie from future revenues.

These notes began to depreciate in terms of specie al-
most immediately. Depreciation accelerated when, only a
year later, forty thousand additional pounds were placed in
circulation to pay colony debts. Pamphlets were issued blam-
ing depreciation on the colonists for being; "so sottish as
to deny credit to the government, when tis of their own
choosing" (68:131). In 1692, the colony government made the
notes compulsory legal tender for all debts and then began
to expand the quantity rapidly.

The attempt to force notes to maintain a face value
equivalent with specie caused the phenomenon known as
Gresham's law to occur. This "law," attributed to Sir Thomas
Gresham of sixteenth century England, but apparently first
formulated by Copernicus, holds that bad money tends to

drive good money from circulation (2 :66). It is based on
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the observation that when currencies having different
metallic values but identical face values are placed in
simultaneous circulation, there is a tendency for the more
valuable currency to disappear into hoards or exports leaving
the less valuable to circulate.

Thus in 1690, before the issue of paper money began,
it is estimated that two-hundred thousand pounds in silver
money were available in New England. By 1714, two-hundred
and fifty-thousand pounds in paper money had been issued in
New England, but the circulation of silver had ceased (68:
131-32). The other American colonies rapidly proceeded
along the monetary course charted by Massachusetts and all
colonial paper money was eventually made legal tender. The
legal tender was issued at face value in specie, but
coercion in the form of fines, imprisonment and confiscation
proved inadequate to prevent a severe depreciation in
purchasing power.

Yet, despite the fact that monetary circulation had
risen continuously, complaints of a scarcity of money per-
sisted throughout the colonies during the period from 1695
to 1774 (68:133). These complaints have mis-led some
economic historians into concluding that in fact there was
a shortage of coins in the colonies which made the issue of
paper money beneficial, if not completely necessary. (For
example see 81:62.)

By 1775, America was a fairly wealthy land, producing

approximately fifteen per cent of annual world output of

B T




GSM/SM/76S-14

iron and possessing ample supplies of food and textiles (13:
135). The Continental Congress did not, however, have adequate
taxing authority to conduct a major war effort. Therefore,

the Congress and the states elected to finance the war
primarily by the issuance of a paper currency which came

to be known as the "Continental.”

The first issue of Continentals occurred in 1775, was
limited to the sum of three million dollars, and was to be
redeemed in Spanish silver dollars or an equivalent value
in gold or silver upon presentation by the bearer. The date
of precious metal delivery was unspecified, but was sup-
posedly to follow shortly after sucessful conclusion of the
war. Another three million dollars was issued by the end of
the year and ever larger sums followed annually thereafter.

By the end of 1779, approximately 200 million dollars
of Continentals and an equivalent sum in state notes had
been issued. A qualitative answer to the question of price
performance was provided by George Washington, who wrote in
1779: "A wagon load of money will scarcely purchase a
wagon load of provisions" (13:138-42).

In contrast with Washington's experience the British,
purchasing exclusively with specie, were well fed, housed,
and supplied throughout the war. Many were living graciously
in Philadelphia at the very time Washington's troops were
shivering in Valley Forge.

In the case of the Continental, as with earlier paper

money experiences that have been described, the following
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results ensued (13:138-45):

1. A limited issue of paper became practically un-
limited.

2, Prices rose slowly at first, then at an increasing
rate.

3. Specie disappeared (Gresham's law).

L, Speculative activities increased substantially.

5. Price controls were established (1777).

6 Penalties were imposed for discounting paper in

terms of specie.

Tit Purchasing power of the currency became almost nil.
8. The currency ceased to circulate and was replaced
by specie.

The principle victims of the inflation were those who
accepted the Continentals in good faith and held them during
the war, or who were restricted to dealing in Continentals
by occupation or personal circumstance. Josiah Quincy, a
Boston lawyer, voiced his disapproval in a personal letter
to General Washington (13:143):

I am firmly of the opinion, and think it
entirely defensible, that there never was a paper
pound, a paper dollar, or a paper promise of any
kind, that ever yet obtained a general currency,
but by force or fraud, generally by both. That
the army has been grossly cheated; that creditors
have been infamously defrauded...in consequence
of our disgraceful depreciated paper currency....
There was one highly salutary consequence of the Con-

tinental experience: most people had seen enough of un-
restricted paper money. Consequently, in drawing up the
new Federal Constitution in 1787, a conscious effort was

made to insure that such monetary policies would not be

repeated.
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According to Article I, section 10 of the Constitution,
the states were denied the authority to "“coin money, emit
bills of credit; make anything but gold and silver coin a
tender in payment of debts." The Constitution reserved the
coining of money exclusively to the Congress and conspicuously
omitted any mention of paper money.

On August 15, 1787, the Constitutional Convention debated
the subject of authorizing the new government to issue paper
money. James Madison's convention notes represent the views
of members Elseworth of Connecticut, Wilson of Pennsylvania,
and Butler of South Carolina as follows (79:557):

Mr. Elseworth thought this a favorable moment
to shut and bar the door against paper money. The
mischiefs of the various experiments which had been
made, were now fresh in the public mind and had
excited the disgust of all the respectable part of
America. By withholding the power from the new
Government, more friends of influence would be
gained to it than by almost any thing else. Paper
money can in no case be necessary. Give the
Government credit, and other resources will offer.
The power may do harm, never good.

Mr. Wilson. It will have a most salutary
influence on the credit of the United States to
remove the possibility of paper money. This
expedient can never succeed whilst its mischiefs
are remembered, and as long as it can be resorted
to, it will be a bar to other resources.

Mr. Butler remarked that paper was a legal
tender in no Country in Europe. He was urgent
for disarming the Government of such a power.

When the final resolution on this question of authority
was voted, only New Jersey and Maryland were recorded in
favor. This meant, so the framers of the Constitution

thought, that the United States could never emit a paper

money not redeemable in gold or silver coin without passage

of an authorizing amendment.
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The Constitutional intent was later implemented in the
Coin Act of 1792, establishing an equivalent to the Spanish
silver dollar as the standard unit. All silver, gold and
copper coin to be issued were specified as to face value,
weight and purity, and a policy of free coinage (page 21)
was established (63:19). It thus appeared that America had
established a monetary policy in the Byzantine rather than

the Roman tradition.

The Greenback

In December of 1861, eight months after the outbreak of
the Civil War, the Government along with principal banking
institutions suspended payment in specie. Banks had become
overinvested in Government bonds and could not find buyers
when it became apparent that the war would be expensive and
the Government, perhaps, unable to repay its war debts. Un-
willing or unable to increase taxes and pay exhorbitant in-
terest rates on bonded debt, the Government resorted to the
issue of so-called "greenbacks." These were simply non-
interest bearing, non-redeemable, Government notes printed
with green ink and endowed with legal tender status.

In prior years, repeated attempts to establish a gov-
ernment fiat money had either failed to pass Congress or had ’
been defeated in court. But in 1862, under appeal to the
exigencies of war, the act of Congress which created green-

backs was passed hastily and practically unopposed. Promises

came from the House, the Senate, and the President that the

first issue would be the last, but within six months a second @
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issue was called for. By the end of the war, 431 million
dollars in greenbacks were in circulation along with 236
million in interest bearing legal tender notes; these were
pledged against an estimated 28.3 million dollars in
specie (3:132).

This was not really a large expansion of the money
supply in terms of typical fiat money inflations. But the
greenback inflation is one of the first for which substan-
tial statistical data has been recorded and therefore affords
an opportunity for additional insights.

The rapid depreciation of greenbacks appears in Table
II as a rise in the relative price level of commodities and
gold. Although much of the interest on Government debt was
paid in gold, that metal nearly disappeared from circulation
for eighteen years ( 3:73). Table II also reveals the rush
into gold which occurred in 1863 when it became apparent
that the war would not end quickly and that additional issues
of greenbacks would be forthcoming. When Lee surrendered in
1865, the gold price quickly fell to the level of other com-
modities. During the period from 1865 and 1869, a substan-
tial speculation in commodities developed and doubts persisted
that payment in specie would be resumed. After 1875, when
the Resumption Act was passed, preparation for resumption of
specie payment began in earnest as reflected in the decreas-
ing gold premium. In December of 1878 greenbacks touched
par with gold for the first time since their issue in 1862

{ 3227,

29
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Table II

Relative First Quarter Prices of Gold and
Wholesale Commodites for Selected Years (1861-1880)

Year Gold Commodites Year Gold Commodites

1861 100.0 100 1868 138.5 158

1862 102.5 100 1870 121.3 147 3
1863 145.1 125 1872 109.1 133

1864 §55.5 156 1874 111.4 130 i
1865 216.2 216 1876 112.8 117 .
1866 140.1 182 1878 102.1 99

1867 134.6 169 1880 100.0 108

(1860 price in greenbacks = 100) (Data Source: 3 :Table B)

Professor Irving Fisher, in his classic, The Purchasing

Power of Money (pages 259-62), used Civil War price and

money supply data to support the quantity theory of money.
According to this theory, changes in the purchasing power of
greenbacks were caused by changes in the quantity in circula-

tion or anticipations of such changes. On this hypothesis,

the sharp break in prices in 1865 could be accounted for by
[ the expectation that no further greenbacks would be issued.
I While one might expect such a sharp drop in prices to
cause many business failures to occur, this was not the case. .
An explanation is suggested in an article written by a
prominent businessman of the time (3 :117):

When the war ended, we all knew we should
have a panic. Some of us, like Mr. Hoar, expected
that greenbacks and volunteers would be disbanded

{ together. Others expected gold to fall to 101
E - or 102 in a few days. Others saw a collapse of
|

54




o rE—————

GSM/SM/76S-14

manufacturing industries, owing to a cessation

of government purchases. But we all knew a

crisis was coming, and having set our houses

in order accordingly, the 'crisis' of course

never came.

Most wage-earners did not fare well during the infla-
tion. As the paper standard depreciated, prices rose rapidly,
while wages lagged behind. Table III reveals this effect on
relative real wage rates for employees of eastern manufac-
turing companies. With the rapid fall in prices that oc-

curred after 1865, however, real wage rates shortly returned

to pre-war levels.

Table IIT
Relative Real Wages (1860 = 100)

———— ——————— ——— " ————— v ————————— — - ——————_——— " ——— - ——_————————

Year Real Wage Year Real Wage
1860 100 1864 80
1861 90 1865 85
1862 82 1866 3
1863 81 1867 102

———————————— o —— ——— -~ — - ————————————— - ———————

(Data Source: 3 :124)

Lenders who made loans early in the war and were repaid
later in greenbacks, suffered a substantial loss in purchas-
ing power on the principal. But lenders of 1864 gained as
much as 40% in purchasing power when prices fell in 1865.
Only a slight increase in interest rates occurred during
the war, so anyone dependent upon interest income suffered
a substantial decline in real income (3 :122).

After the Resumption Act the fiat money system was
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returned to a metallic currency basis under President Hayes
and a strong upward movement in business activity began.
The Hayes administration was given credit for returning the
country to a sound currency basis and easily won re-election
(1880) (3 :246).

The importance of the greenbacks episode goes beyond
the relatively small inflation and economic dislocations

which occurred. The greenbacks represented a departure from

the monetary provisions of the Constitution that had not
previously been tolerated. The public became accustomed to
thinking of money as certificates of debt and that way of
thinking became the dominant view in the course of events

I to come.

The Gold Standard

Although gold coins date back to ancient Greece, the
gold standard is of comparatively recent origin. In 1816
all English money, including paper notes and silver coins,
was made convertible into gold coin and the pound sterling
was redefined as a fixed amount of gold. Nearly all of
Europe had adopted the "new gold standard" by 1875 but the

United States, while on a de facto gold standard, continued

to experiment with bimetallism until the Gold Standard Act
was passed in 1900 (81:348).

Major national currency units were defined in terms of
a specific weight of gold and were convertible into that
amount of gold on demand. By calculating the weight ratios

of gold in the standard units of different nations, one
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arrived at the exchange ratios of their currencies.
Dr. Melchior Palyi, chief economist in 1928 for the
largest European financial institution, the Deutsche Bank,
has written concerning the establishment of an international
gold standard as follows (59:8-9):
By 1914, few people questioned that the
gold standard, as they knew it was here to stay:; v
% it was the epitome of monetary wisdom. It had
\ been accepted wherever financial order had been .
. established...The role of the gold standard in
unifying the economy of the civilized world can
scarcely be overestimated.
In other words, the establishment of gold as an inter-
national money tended to unite the different national markets
into a single world market. Deomestic money supplies became
dependent upon gold movements since any imbalance of exports
and imports was compensated for by a net gain or loss of
gold. If imports exceeded exports for any length of time,
a loss of gold resulted. This loss was experienced as a
reduction in the money supply and, other factors constant,
caused a fall in domestic prices. The fall in domestic
prices attracted foreign buying resulting, in turn, in a net
inflow of gold. The balancing feature of this system in
: Palyi's words: "brought about a relative uniformity,
* coordination, and integration of respective national price

level trends, sustaining a degree of world-wide stability

that was unparalleled before or since" (59:10).

’

k : It should be noted, at this point, that the widely

accepted practice of keeping only a small percentage of

deposits on hand (fractional reserve banking) resulted in the
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existence of a supply of circulating media generally far

in excess of the stbck of gold. Within a given country,
currency held by the public together with bank deposits
might amount to several times the gold stock. If a war or
crisis occurred with an ensuing run on commercial or central
banks, it was often discovered that the gold was not

really there. This practice of issuing money substitutes

in excess of gold was instrumental in the destruction of

the gold standard during World War I.

At the outbreak of World War I, there existed a
widespread corviction that the war wculd be brief due to
the tremendous financial requirements. It was believed
that the belligerent governments would soon cease to be
credit-worthy, and threatened with bankruptcy, would seek
a negotiated rather than a battlefield resolution of the
conflict {59:2).

In reality every country involved in the war suspended
gold convertibility of domestic currency. By so doing
goverments were able to finance the war, in the tradition
of United States greenbacks, by issuing vast amounts of
money substitutes. Not only was the war probably
lengthened by this means, but the increase in money supply
was accompanied by increased prices.

Table IV displays the percentage change in prices and
narrowly defined money supply (currency in circulation
plus demand deposits) that occurred in five major countries

over the war years.
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Table IV

Changes in Money Supply and Prices 1913-1919

- ———— - o - ———— ————t——— —— - - - - -

Country Money Supply Wholesale Prices
% Increase % Increase
United States 73 106
Japan 123 115
Great Britain 144 157
France 265 230
Germany 726 703

- ——————— -t - ——— A Mt o _ T ——————— ———— - ————— -

(Data Source:59 :33)
The victorious and neutral nations made preparations
to return te the gold standard at the end of the war.
Germany, however, launched upon a paper money hyperinflation
that by 1923 reduced the mark to one-trillionth of its pre-
war purchasing power ( 7 :39).

Developments Following World War I. The United States

had acquired substantial amounts of European gold during the
war, but delayed resuming convertibility for almost a year
after the war's end. Britain was not ready to return to
gold until the end of 1925 and France delayed until 1928.
Both financial and political factors were responsible for
the slow return to gold in most countries and some, primarily
through resort to additional expansion of currency and credit,
were never able to reestablish convertibility.

In resuming convertibility the United States actually
returned to a full gold coin gtandard as specified in the
Gold Standard Act of 1900. This meant that gold coins were

the standard money and United States notes, called "goldbacks,"
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accordingly bore such legends as:
THIS CERTIFIES THAT THERE HAVE BEEN

DEPOSITED IN THE TREASURY OF THE UNITED
: STATES OF AMERICA TEN DOLLARS IN GOLD COIN ﬁ

PAYABLE TO THE BEARER ON DEMAND

In effect, the note was a warehouse receipt for a
citizen's money, deposited at the United States Treasury for
; the sake of convenience and safety. The dollar at that time
was one twentieth of a troy ounce of gold. The price of
gold was not twenty dollars per ounce; twenty dollars was

one ounce of gold and this remained true until 1933.

England, on the other hand, did not return to a gold

coin standard but to a bullion standard. English citizens

could claim their gold but only in the form of heavy bars. 4

Since a person of average means could hardly afford one bar--
and having acquired one would find it difficult to store,
transport, protect, or exchange--such a standard tended to
discourage both circulation of the monetary metal and bank
runs.

The bullion standard was not an incidental choice on
the part of England but was born in the attempt to establish
parity of the pound with gold at prewar levels, or in terms ‘
of the dollar, at $4.86. This implied a reduction in the
supply of money substitutes and in prices, which was very
difficult to achieve. 1In fact England was not able to main-
tain the former parity beyond 1931 at which time convertibility
was again suspended.

Most countries able to return to gold after World War I

adopted the gold exchange standard. Under such an arrangement
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the currency of one country is convertible into drafts pay-

1 able in the currency of another country that is on a gold
bullion or coin standard. The international monetary stand-
ard, after the Genoa Conference of 1922 was, in fact, a gold
exchange standard with the dollar and later the pound serving

. as the basic convertible currencies. A standard of this

sort permits in effect "double counting" of gold, as foreign

4 currency is issued on the basis of the convertible currency
which, if kept at par in the domestic market, represents a
claim on total domestic gold stock. Thus two claims to the
same quantity of gold can exist and the international supply
of currency can be effectively doubled (71:26).

In 1931, following the collapse of several prominent

European banks, England went off the gold standard just two
days after the Governor of the Bank of England gave assurance
the standard would be maintained. American banks suffered
losses from the European failures and these losses together
with the suddenness with which England abandoned gold, created
doubt about America's ability to maintain a convertible dol-

lar (67:228).

Concern about the Government's ability to redeem currency
apparently became widespread among Americans shortly after
the stock market collapse in 1929, for gold coins began
noticeably to disappear at about that time. In 1932, millions
of ten and twenty dollar gold coins were minted but quickly
vanished while the public clamored for more. The Treasury

B | finally abandoned attempts to meet the demand and ceased
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minting gold coins in 1933 (9 :109-111). Gresham's Law
(page 47 ) was apparently still operative.
The Gold Reserve Act of 1934. 1In January of 1933

foreigners withdrew a large amount of gold from the United
States and many Americans began withdrawing their money from
banks to be stored at home or in safety deposit vaults. By
mid-February, one state after another declared a "bank
holiday:" Dbanks were closing everywhere. On March 6, Pres-
ident Roosevelt, citing as authority an act which had been
passed during World War I, declared a state of emergency
and ordered the closing of all banks.
President Roosevelt's emergency proclamation described
the existing problems as follows:
WHEREAS There have been heavy and unwar-
ranted withdrawals of gold and currency from our
banking institutions for the purpose of hoarding;
and
WHEREAS continuous and increasingly extensive
speculative activity abroad in foreign exchange
has resulted in severe drains on the Nation's
stocks of gold; and
WHEREAS it is in the best interests of all
bank depositors that a period of respite be
provided....
The text of the Presidential Proclamation clearly implied
that the United States of America, the world's economic
giant, had been brought to grief by a group of hoarders and
speculators.
Only one month after the above proclamation an Executive
Order was issued demanding the surrender of gold coin, gold-
backs, and bullion to the Federal Reserve System. Failure

to comply with the order was punishable by a ten-thousand
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dollar fine or ten years in prison, or both. A subsequent
Executive Order banned all exports of gold, making it clear
that the United States did not envision an early return to
convertibility.

Within three months of the embargo on gold exports, the
gold exchange value of the dollar had decreased by fifty per
cent and subsequently underwent large fluctuations as inter-
national currency traders attempted to guess United S