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During the past four yeors gold has sustained a most seriovus fe:)
vultue, Tested by price levels in Jeading markets, it has Jost awo::
one-hulf of its purchasing power since thc bogimming of the nuarop2ar war.
Never before in its history has gold experionceé any such change of vnlae
" } xin a short period of time. ileresver, this great decliue in its vaiwe ra”
not been ocassiocned by an increase in ;ts production. Whilé tae valae of
g>ld has been falling, its production hus been declining. (The decline for
the year 1917 being an smount equal to 7 per cent of the gold Huatpat of
1916, the estimated production for 1918 being 9 per cent below that of
1917.) Contrary 5 previous experience it is theAfall in its value that

has occagioned the fall in its production. Gold mining has become un-
purchasiag
profitable, except for the best situated mines, because >f the diminishoc;,
power >f the dollar.
So serijus a decline in the vad ue of the standard is naturally cal-

X culated to awaken concern, Unless the decliﬂe’is to be treated as a transi-
tory phenomenon, there would be reusonable grsund for dissatisfaction with
the continued use of the gold stundard. Such dissatisfactiun was woiced

N aven before 1914, besause o>f the instability that was exhibited by/;?id
standard. It is not surprising, therefors, that in view of the spectacular
decline of the past four years, questian should have been raised us to the
desirability of the gold standard, at any rate, unless soms method of pro-~

J viding compensation against its fluctuations should be muide a part of it.
Looked at from this point of view the immediate .oroblem presented

- by the g£old stundurd is that of restoring its lost vziluc and insuring

the stability of that value. But  this is not the oniy anxiety

that has becn occasioncd by the peeculizr behawior of gold ~
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Fear has often times besn sxpressed that the vast financial -and credit struc-
ture that has been built up on the gold basis during the last four years is
insecure because of an inadequate gold reserve, a condition which it is said
threatens to becoms worse with diminishing production of gold. The gold
standard, it is said, has been put in jeopardy because of the insufficient
supply of gold and heroic measurss must, it is said, therefore, be taken to
stimulate the production of gold. The particular weasures suggested for this
purpose are the exeﬁption of gold-wining from taxation, thé granting of
bounties to gold producers, and as a wuch more radical procesding, the d iminu-
tion of tha gold contsnt of coins.

1.

Gold has fallen in its purchasing power, because it has shared the fats
of paper from rising prices. Prices at wholesale are up about 100 per cent
or more in leading warksts in countries where the gold standard still obtains.
Why are prices up, and are they destined to stay up? Thsse are obviouslf
questions that must be answered in undertaking to estimate the prospect of
gold. Prices bsgan to go up in the United States about the end of 1915, partly
in consequence of heavy demands for goods for use in the belligsrent
countries of Europe, and partly in consequence of the easy credit conditions
thzt prevailed in the United States, and the growing abundance of money

following the steady inflow of gold from Europe ihlpayment of purchasés:wade

hers. Thzt movement continued through the year 1916, and into the year 1917.

Prices steadily continued to rise. They have gone on rising since we entered
the war, being now about 100 pcr cent abovs the Juns 1914 level for wholesale,
and 73 per cent for retail prices,

Not until much patisnt a2nd exhaustive investigation has bsen made can it
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be determined, with anything liks satisfactory accuracy, to what extent the
great rise of prices, which has taken place in the last four years, is to
be explained by relative shortage of leading materials and commodities, and
to what extent it is due to the artificial abundance of money. No doubt, both
s factors have been at work, and the high prices which have prevailed are partly
to be regarded as indicating "scarcity values" and partly as indicating
inflated prices . T8e scarcity prices will, no doubt, correct themselves and
disappear as industry returns to a normal condition, Inflated prices, how-
ever, present a more difficult position; Their corrective must be sought
wainly in a diminution in the volume of purchasing power, and must come in
the U%ited States mainly in the liquidation of war business and war borrowe
ings.
The expansion of circulating bank—déposit credit in the United States
during the past four years may be conservatively estimated at from 40-50
) per cent. The amount of securities issued by the Government in the process
of negotiating‘¢h3 grsat war loans -~ in the form of bonds and certificates
of indebtedness -~ which there is good reason for believing have not yet been
+ absorbed by permanent investwent, way be cstimated at betWeen five to six
billions of dollars. .
A considsrable part of our expanded credit and currency structure is
thersfore undoubtadly to be accountsd for by the large volume of war se-
; curities being carrisd by or in the banks. It is the considerable addition
to the volume of our currency and circulating bank credit thus occasioned that
v explains much of the rise ofprices that we have besn experiencing.
In the United States pricss are gold prices, all of our paper currency
being interchangeable with gold, and therefore, at a parity with gold. In
f part, gold prices have risen because of the abundance of gold, our stock
having been increased by wore than one thousand millions of dollars since 1914.
Digitized for FRASER

http://fraser.stlouisfed.org/
Federal Reserve Bank of St. Louis



209
-4 | X-1334

But it is not the dirsct, but the indirect effect of this gold that has sus-

7

tained the upward flight of prices. It is the great volume of circulating credit

and currency based upon it that has put or kept prices up.

s II

Are prices to be kept up; can thoy be kept up, and will tlhey bs kept up 7
The fate of gold and the gold standard will depend mainly upon the answers
given to these gusstions. More than this, the character of the whole post-war
period, and the naturs and length of the readjustments which it is admitted must
be worked oﬁt, will depend upon these answers.
Gold will not recover its lost purchasing power un%til prices decline.
Financial, credit and business relationships, which have been thrown into
confusion by reason of the rise in prices will not be étraightened out until
the price situation is rectified. But the price situation will not be rectified
} until the expansion of our currency and credit attributableuto.the buying of
war sacuritiss on credit has been climinated, and the volume of credit and
currgncy has oncs wore besn brought bvack to a normal economic volume - that
¢ is to say, a volume corrssponding to the needs of industry and trade for the

production and sxchange of goods at norwal values.
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The only reascn for doudbting whether the existihg gold stock of the

leading Western countries is sufficient to hold out the expectation that

the wonetary practices associated with an effective gold standard can soon
‘ | be resumed, is the doubt as to what the attitude of the leading countries
of the comuercial world will be toward a continuance of the present inflated
price structure. The whole conwercial world is on an inflated basis. THe
situation is worse in sowe countries than in others; in sowe the inflation
is a gold inflation, in others, it i§ a paper inflation, but in all a situatim
has been produced, either by reason of the abundance of gold or the abundance
of paper and credit currency, that calls for much the same sort of general
treatment, unless the present inflated level of prices is to be continued
by acquiesence of the leading countries. It is doubtful whether any one
? country could move very far or very rapidly without affecting others in ways
that would probably bs regarded as detrimental and inimical. The problem is,
therefore, an international or world problem and the same may be said of
the problem of gold., Gold will not recﬁver its 1ost value until the present
inflated prices.disappear. Action by any one country, howsver, in proceedingv
to rectify its price situation would probably do much to focus international
attention on the problem and to suggest the advisability of taking similar
action. Indesd, the recent reports of the British Committee on “Currency and
Foreign Exchanges Aftsr the War and of the Committee on Finaneial Facilities
of Trade After the War show that the matter is having the studied attention
of the most competsnt authorities in Great Britain and that there is

unanimity in the opinion that the restoration of an effective gold standard
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is one of tho best forws of protection against a further increase of in-
flation. And, it way be added, it is one of the best remedies for the inflation
which already exists.

If policies and views in our own and other leading commercial countries
run in favor of reducing price levels by a process of liquidation and
contraction, there is nothing at all to fear from the present diminished
production of gold. The restoration of the goldvstandard and the monstery
practices associated with it in the leading gold standard countries could
soon be resumed, thus restoring gold to the oxercise of its important pro-
war function, namely, that of regulating through its international flow,
price levels in the different countriss in accordance with intermational
conditions of demand and supply, a function which has been prstty much in
abeyénce throughout the last four years. But even if only woderate progreés
should be made in liquidation of war credit and much of the present in-
flation in the Western world be continued, there is nothing in the present
diminished production of gold that nsed awaken concern, least of all in the
United States.

Mich as I believe that the permanent economic interest of the United
States and of the nations with which we have been associated require that
the inflationism produced by the war should be cured by a diminution of
banking liabilities, I still believe that the supply of gold possessed and

K controlied by them is large enough to supply a banking reserve adequate to
maintain an effectivé gold standard; if the supply be redistributed, and
providing some of the mnnetary practices begun during the war, which have
resulted in a great econowy in the use of gold, be continued and the light
throwm by ths expsrience of the war upon the ability of a given unit of
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metallic reserve to sustain a much larger volume of credit than was assumed

in pre-war days, way be taken as a guide in the future.. -

T11.

Following the classic exawpls of England, the gold standard countries
pretty generally pursued the policy of waintaining a considerabdble volume of
gold coin in actual circulation.'No gold standard without a gold currency!
reprosented the orthodox view. During the war the policy of concentrating the
gold scattered in the channels of circulation and the pockets of the people
into great reserve institutions has been systematically followed with the
results that are reflected in th:z vast increase in the gold holdings of our:.
Federal Reserve Banks and wany of the central banks in other countries at a
rate fér in excess of the annual ocutput of gold frow the wines. Gold hold-
ings of the world's fifteen principal banks of issue increased frow $3,646,-
020,000 in July 1914 to $6,258,0CC,000 in Novembsr 1918, a gain of
$2,630,000,000 or more than $800,C00,C00 in excess of tha total new gola
taken frow ths mines during this period. It does not seew probablg that,
for many years to come, if ever, there will be a return to the 0ld practice
of maintaining a large body of gold in circulation. The gold, which has been
concentrated in the great reserve and note-issuing banks, is likely to be
kept there. The gold standard will henceforth be disasso¢iated from a wide-
sprsad usc of gold in circulation. The problem of maintaining an effective
gold standard, thsrefore, becowes mors than ever a problem of banking, and
especially ons of the wanagemsnt of the ressrve.

Considering ths great importance of the subject and the length
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and variety of the exporience, it is surprising how little therc is that
<. can be called a science of banking reserves. Not only has therc been
great diversity of practice among leading gold standard countries with
reference to reserves but there huas 2lso been more or less diversity of
opinion on the subject in each of the principal countries. Llore than
that, if we compare the fifteen years preceding the outbreak of the war
with earlier periods of similar length, we find that therc was a marked
tendency of reserve ratios to rise with the incrcase in the production of
gold since the beginning of the century. MNMore and more have the great banks
become repositories of gold, a large part of the new gold taken fram/ggges
having found its way into the barks there constituting more or lgss of a
dead asset. Reserve ratios in leading banking systems seldom ran so
uniformly high as during the period  °1900-1914; indeed, they wcre s0 high
. as probably to be regarded from an economic point of view zs in excess of
reagmnable requirements.
The contingencies ogainst which o banking reserve of gold was re-
quired in pre-war times may be set down as three:

(1) To maintain the parity of internal circulation with gold
by freely providing gold to meet a foreign drain;

{2) The psychological function of inspiring confidence in the
strength, stability und safety of a country's finaneial
and credit system; und ‘

(3) To provide . store of purchasing power for use in times of
nuetional emergency, such as war. :

Of these fanctions, the first is by far the most important from
2 banking and ecomnomic stundpoint. . It must be mainly by its obility
to provide gold f urmeeting und thereby correcting an zdverse balance
e of trade that the aéequacy of the banking reserve curried in any country

of centralized reserves must we tested, It is of course through the
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medium of chunges in the amount of its banking reserve - flowing out and
flowing in and increcsing when the »uolonce -is favorable -
diminishing when the balance is gdvetse;../ that the general price level
in gold standard countrieé.is kept in proper relation to the Wdrld level
of gold prices, - prices falling as an adverse balance is iﬁ”process of .
correction through an outflow of gold and rising as a favorable bglance is
in préoess'through an infl@&.. Looking at the mattéf of reserves from the
point of view of the price level and of the adjustment of the volume of a
-country’'s credit and banking currency to what is néceésafy to maintain
‘prices at their proper economic level, this may'ﬁé déécribgd as the hbst
important economic function of a nation's banking reserve. The gold of
the world and the new gold as it comes from the mines'- is constantly in
- process of distribution and redistributian. It is thus that the inter-
national price level is maintained or restored in accordance with the
underlying conditions governing the equation of ihﬁernationdl demand and
‘supply of the different countries. As such, the gold reserve is an .
. economic regulator of.the first importamce. It is a method of testing
the character and volume of a couhtfy*s‘credit and cdrrency and so keeping
"1t from getting out of liﬁe'with its eaonomic requirehénts; pérticularly
in relation to world conditions. As regards this function of a regulato},
it seems obvious that it is not the absolutg level of the reserve ratio-
that is significunt but the variationé in it which take place; The declina
of an azbsolutely low reserve-ratig will serve just as well to indicate an
undue growth of banking lisbilities - "as the decline of a higher onev.
Indeed there is mich warrnat, especially in view of recent war experiences,
to justify the opinion that & reserve of moderate height is u more sensitive
indicator and therefore a betiter .regulator of banking operations ‘than one of

greater height.
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With respect to the function of providing gold to meet foreign demands,
it is the absolute quantity of gold held under banking control, rather than
the reserve ratio, thot counts. The concentrution, therefore, of the bulk
'5f the stock of monetary gold in <1l the 1eqding countries under banking
control means a great oxtension of the facilities for the international
mobilization of gold - the loss of ¢ given amount from o large reservoir of
gold bulking as a lesser loss than from a smaller reserve, even though
the reserve ratio in the latter case was in first instance higher thuan
in the former. The gold strength, for exumple, of the Federal Reserve
System internationally considered is to be found in our holdings of more -

' than two thousand millions; quite irrespective of what the resorve percent-
age of tho system as a whole might be. The 1loss of what in pre-war‘days

N would have becn considered a very serious drain can now be faced with
equanimity.

With respoect to the national emergency function of the reserve -
that is, muking provision by the accumulation of something like a national
hoard against the vague contingencies of international politics - much
will depend in the future upon the basis oxn which the «ffuirs of the world
are tod be.re-ordered as i rasult of the peace settlemenmt. If the Leugue
of NWations, the reduction of armaments and thé like bec me realities, then

o the accumulation of hoards of gold under the impulse of national fears
or ambitions must be suffered t9 go the way of other outworn practices.
Thus will the functions >f banking reserves be reduccd more nearly to the
purely economic requirements and reserves which huve been thought t> be

: inadequate be quite adcquate.
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As regards the vague function of inspiring public confiderce, the
matter is mainly one of psychology. 4 reserve is adequate if it is thought
to be adequate. The events of the last four years have thrown the matter
of the importance of a fanking rescrve from the psychological standpoint
into a d;minishing perspective. Not the least of the remarkable financial
by-products of the war has been the ease with which popular expectations,
éonfidence and practices have adjusted themsel%és to the substitution of
fiduciary notes for gold currency. That the spirit of patriotic fervor
in war times has had much to do in indacing this change of attitude is
unqueéﬁioned. The fact that, even in countries which suspended spccie
payment, therc has been no.premium on gold or discount on puper has alsb

; had much to do With breeding a spirit of indifference. It seems not
unlikely that a permanentlimpression has been made upon monetary habits .
as a result of the war, which will give to the large reserve as a means
of inspiring confidence in the integrity and solidity of a country's
financial system; a steadily diminishing importance, Suggestion and
éducatiﬁn»have‘mhch to> do with this sort of matter. " Just as prejudice,
ignorance and habit had much to do with reserve ideas and practices before
the Europeah War, now that a definite break with the pést hus been made
new ideas and more economical practices will stand a better chunco of
acceptance. A congiderable revision >f monetary and reserve pructices
seems not an ﬁnlikbly result of the finuncial expcerience of the war.

_ and the immediate nccessities of the after-war situatione
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Ehé b;iféa Sfatéé ;s iﬁ aﬁ exéeﬁéional position for taking the
initiative in revising banking practices along more economical and rational
linss:

(1) because of our assured creditor position:
(2) becauss of our unprscedonted gold position;
(3) because of our great banking and financial strength.

We are a creditor nation. to the extent, if not at the moment at no
distant tiwe in the future, of five hundred million dollars a year. We have
increased our stock of gold since the beginning of the European War by fully
50 per cent. At ths same time by the Federal Reserve Act, we have reorganized
our banking reserve in such a way as greatly to economize its use, waking
our banking position as a whole ons of far greater strength and safety than
ever before. More than two thousand millions of gold concentrated in the hands
of ths Federal Reserve Banks constitutes the greatest gold reservoir the

world has ever known.,
We are, therefore, in a matchless position to assume the function of a

freec-gold markst, a function which ths world in the process of econowic

read justmwent and recovsery will sorsly nssd. There must somewhere be a warket

in which claims can be cashed in gold with a certainty that gold will be

forthcoming for foreign shipment, Whatever pight be said in justification

of the esmbargo on gold shipments, which the United States in comron with the
‘*: other belligerent nations, have practiced as a matter of admitted military

necessity, the embargo should be lifted at the earliest practicable moment -

that is, as.soon as our international financial rslationships are such that

are
we/no longsr under the necessity of taking c¢are of adverse balances of the
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nations with which wve have been associated in the war arising out of their -
trade with neutral countrises.

We must deal with our great gold stock in a spirit of liberality.
We have far more gold than we nesd to do our money and banking work. The
surplus was obtained from other countries largely befause of their
necessities. Thsy need it back in order to effect the restoration -
of their finances, wore particularly to insure the resumption and main-
tenance of gold payments. We should not hesitate to part with much of
it if we could havs the assurance that the countries receiving it would
procesd to 1lift their ewbargoes and restrictions and deal in the future
' with gold in the spirit of the new intsrmational reciprocity which is

expected to be one of the consequences of the war.
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