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I. WHERE DOES MONEY COME FROM? 

F
ORTUNATELY for the layman, it is not necessary to under

stand all the involved theories of money and banking in 

order to see clearly what inflation is and what it can do. A firm 

grasp of certain elementary principles will provide the working 

knowledge required. However, this must be so welt established 

that no propaganda artist cleverly using words with elusive mean

ings can make the facts of our monetary experience seem other

wise than what they are. 

In general, there are two important difficulties encountered 

by the layman when he attempts to understand the experts in 

almost any subject. The first is the repeated stumbling over un

familiar words and phrases; but this difficulty can ordinarily be 

overcome by a little attention to definitions, unless the experts 

themselves are careless in using their special words. The second, 

and a greater difficulty, is the frequent use of common words that, 

when placed in different phrases and sentences, of ten have en

tirely different meanings. This pitfall is one that all too fre

quently traps the expert as well as the layman, usually with most 

unfortunate results. 

A specific illustration will emphasize the important difficulty 

just mentioned and at the same time clarify one aspect of our 

problem. People who have savings deposits customarily think and 

speak of them as "money in the bank." These individuals also 

use the word "money'' to signify the paper currency that happens 

to be in their pockets. However, only a moment's clear thinking 

is required for one to realize that there is a vital difference be

tween the things that "money" refers to in these two uses of the 

word. A savings deposit is merely the bookkeeping record of 

funds that the depositor once gave to the bank, which presumably 

has long since invested (spent) the sum involved. On the other 

hand, currency in one's pocket is immediately available for the 

purchase of any goods or services being offered for sale. . 

It is true that one can ordinarily withdraw currency from the 

[ 5 ] 



bank by giving up one's savings deposit book, but it is plain that 

such an exchange is possible only because someone else is deposit

ing currency when or just before such a withdrawal is made. In 

effect, the withdrawing depositor sells his share of the mortgages 

and bonds owned by the bank to a new depositor who gives up 

currency that he might otherwise have spent directly. In short, 

when "money" is used to ref er to both savings deposits and cur

rency, one is using the same word to mean both the purchasing 

medium and the article purchased. It is hardly surprising that such 

usage of words frequently results in the most exasperating and 

ridiculous errors in reasoning about money matters. 

It is already apparent that this word "money" is a slippery 

and elusive term. The greatest care must be used lest in one con

text or another it assumes shades and varieties of meanings that 

would hopelessly confuse this attempt to explain what is essen

tially a simple matter. Therefore, we must now ask, What is 

money? 

What ls Money? 

For the purposes of this discussion a short definition will 

serve. Money is anything normally accepted as payment (for 

goods sold or services rendered) that does not require later action 

by the purchaser in order to complete the business. In somewhat 

different words, money might be described as that which is com

monly regarded as a purchasing medium, the acceptance of which 

customarily relieves the buyer of any further obligations con

nected with that transaction. 

Many readers may feel that, having given this definition, it 

would now be safe to use the word "money" throughout the dis

cussion that follows. However, we have learned from sad ex

perience that not even the experts can be relied on to keep the 

specified meaning always in mind when the word "money" is 

used. We are therefore convinced that, because of its diverse 

meanings and connotations to many people, the word "money" 

has become unsuited for scientifically accurate discourse. After 

introducing the subject, as has been done here, we have simply 

discarded the word from our :vocabulary except for occasional use 

when we feel that it cannot possibly be misunderstood. 
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Of course, the concept of "money," as we have defined the 

word, cannot be abandoned, because it is the fundamental con

cept of monetary theory. It would be awkward to use the entire 

definition each time that the concept or idea of "money" is being 

discussed; therefore, we have adopted the phrase "purchasing 

media" as a convenient label for the idea described in our defini

tion of "money." There are legitimate objections to the substitu

tion of such a polysyllabic phrase as "purchasing media" for the 

short .and familiar word "money"; but we believe that the small 

effort required for readers to become familiar with the phrase 

"purchasing media" will be more than compensated for by a 

better gr.asp of the fundamental principles discussed. 

Sources of Purchasing Media 

The purchasing media available to the public here in the 

United States include all coins, the paper currency (consisting 

largely of silver certificates, gold certificates when issued, and 

Federal Reserve Notes), and checking accounts (or, .as the banks 

label them, demand deposits) . Most readers have had experience 

with all of these purchasing media and know that they do come 

within the definition already given. It will be apparent that prom

issory notes are not purchasing media, but are a promise to deliver 

purchasing media at a future date. Similarly, the retailer who 

orders goods from the wholesaler does not make use of purchas

ing media when, on receiving the goods, he gives an implied 

promise to pay in the future by requesting that the goods be 

charged to his account. All purchasing media in use, or which 

someone holds available for use, have come from one of the 

sources described in the paragraphs that follow; .and all new pur

chasing media that may be created will probably come from one 

of these sources. 

The first and most important source of purchasing media is 

the money commodity. In the present industrial civilization, the 

money commodity is gold. In fact, the qualities of this commodity 

that make it a desirable money have been recognized for thou

sands of years. Only during the past century, however, has gold 
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become the money commodity for such a large portion of the 

world's population as now uses it. 

In spite of the so-called departure from the gold standard, 

gold is still the money commodity of modern civilization. It is 

unnecessary here to trace its history, or to forecast its remote fut

ure. It is enough for our purposes at this time that existing gold 

held as monetary reserves of the various banking systems is actu

ally being used as purchasing media, and that new gold, except 

that used in industry and the arts becomes purchasing media, al

though it may circulate in an altogether different form than the 

gold coins that were formerly available. 

Gold produced in this country or imported is ordinarily sold 

to the United States Treasury. The seller receives a check drawn 

on the Treasury's account; and, except when a gold sterilization 

policy was in effect for several months after December, 1936, the 

Treasury counterbalances these drafts against its checking account 

by depositing certificates representing the gold with the Federal 

Reserve Banks. The effect, is the same as though the Treasury 

had first deposited a certificate representing the gold in the Fed

eral Reserve Bank, and had then drawn a check .against that bank 

in the amount of the value of the new gold. When the seller of 

the gold deposits the Treasury check for credit to his own account 

in his local bank, his demand deposit is thereby increased. The 

local bank in turn deposits the Treasury check in the nearest Fed

eral Reserve Bank, and thereby increases its reserve account. 

It is plain that purchasing media equivalent in value to the 

gold sold to the Treasury are made available to the seller; and that 

when he uses it to buy something desired, it passes on to someone 

else and thus remains in circulation. Furthermore, if the reserves 

of the member bank involved are increased by the new credit to 

its deposit at the Federal Reserve Bank, the member bank is 

tempted to expand its loans or investments, in order to use the 

excess reserves profitably, thereby increasing still further the pur

chasing media in circulation. 

The Second Source 

A second source of purchasing media is the commercial lend

ing function of a commercial banking system. As everyone knows, 
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the borrower whose note is discounted receives a credit to his de

mand deposit (checking account) that is not previously deducted 

from someone else's account. He therefore has at his disposal 

new purchasing media over and above that previously existing. 

The third source of purchasing media is also the commercial 

banking system, but it involves different procedure on the part of 

the banks than that just mentioned. This is the creation of new 

purchasing media based on goods, real estate, or securities that 

have tangible value or represent tangible values, often much 

greater than the purchasing media created, but that are not offered 

on the market during the period of the loan. This is what we 

have elsewhere described as an investment-type asset of the bank

ing system, and it is probably unnecessary to deal with it in 

greater detail here.1 

Perhaps there should also be included in the third classifica

tion the governmental monetization of any commodity other than 

the money commodity. The silver monetization program is a 

specific example. Although part of the silver certificates issued 

represent no tangible value (inasmuch as the market value of 

silver is much less than the amount that the Treasury is paying.), 

a portion of the silver certificates issued may properly be regarded 

as secured by tangible value. However, the silver is not being 

offered on the market by the Federal Government simultaneously 

with the issuance of the silver certificates, and the net result is 

therefore an inflationary addition to purchasing media, making 

possible increasing demand without a counter-balancing increase 

in the supply of goods offered for sale. (To the extent that the 

silver certificates issued are in excess of the actual market value 

of the silver, this source of purchasing media falls into the fourth 

classification.) 

The fourth source of purchasing media is the thin air; or to 

refer to something more tangible, the printing press. Government 

promises to pay have frequently been used as purchasing media, 

and they have been accepted at some value primarily because of 

the implied promise to tax. Of course, it has usually developed 

that the promise to tax was never made good. 

'"Cause and Control of the Business Cycle," by E. C. Harwood. 
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Turning now to the accompanying chart, it will be noted that 

the four principal sources of purchasing media are differentiated 

by contrasting symbols that make it easy to visualize the situation. 

The data shown are for bank call dates during each year prior to 

June, 1933, and monthly thereafter. 

Gold as a Source of PU1·chasing Media 

It is apparent from the chart that the money commodity is 

the source of the relatively stable portion of our circulating pur

chasing media. Just prior to the World War, the total was ap

proximately $2,000,000,000. Subsequent changes prior to early 

1934 were gradual, for the most part; but in that year there was 

a sharp upward movement resulting from the immediate influx 

of gold at a higher price per ounce following devaluation of the 

dollar; and the trend has been sharply upward since that time. In 

this connection, it is important to realize that approximately 

$1,800,000,000 of the $2,000,000,000 profits to the Government 

resulting from devaluation has not yet been placed in circulation; 

$200,000,000 of the devaluation profits was taken for the uses of 

the stabilization fund, but the remainder lies inert and unused in 

the Federal Treasury. It may be used at some future time, but 

there is no present indication when it will be added to our cir

culating purchasing media. 

The increased gold production in this country and through

out the world, together with continued imports of the yellow 

metal, indicate that the upward trend in evidence for the past six 

years will probably continue for some time to come. A temporary 

reversal of this trend may occur if some of the "hot money" sent 

here from various European countries is withdrawn for use 

abroad. However, it is more probable that such withdrawals 

would cause only a temporary leveling off of the upward trend, 

rather than an actual reversal of it. Until prices in general, in

cluding the cost of equipment and wages in the gold industry, 

have risen sufficiently high to discourage gold production some

what, the upward trend of purchasing media derived from the 

money commodity will probably continue. 
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Commercial Loans 

During most of the period covered, commercial loans of the 

banking system have been the most important of the four sources 

of purchasing media. In the early years of the World War when 

business in this country was speeded up by orders from abroad, 

commercial loans expanded rapidly. There was a leveling off dur

ing the period of our participation in the conflict, and then a re

sumption of the rise during late 1919 and early 1920. 

During the period from early 1922 to late 1926, purchasing 

media derived from commercial loans tended to expand, albeit at 

a relatively· slow rate. Subsequently, except for the peaks reached 

in December, 1928 and December, 1929, there was a tendency for 

commercial loans to contract, probably in part because the increas

ing quantity of inflationary purchasing media in circulation made 

it unnecessary for businesses to :finance operations in what had 

formerly been the normai manner. Of course, during the depres

sion years the contraction in purchasing media from commercial 

loans continued at an accelerated rate. 

It will be noted that the change from June, 1932, to June, 

1933, in this and the remaining two classifications of purchasing 

media sources is shown by dotted , lines. The reason for this is 

that the commercial banking system of the nation was in such an 

unsettled condition that the statistical information available was 

unsatisfactory. 

Under ideal circumstances, the available purchasing media 

would all be derived from the money commodity source and com

mercial loans. Then, all purchasing media that appeared in the 

markets for goods and services would in effect be tickets repre

senting tangible wealth (either gold or other goods) that was 

being offered for exchange in the market, and the buying and sell

ing processes would be nearly as simple as direct barter. Provided 

there was no counterfeiting of tickets (purchasing media) there 

would necessarily be a potential balance between demand for all 

goods and the supply of them. However, something very much 

like counterfeiting iactually does occur, as will be explained in the 

next chapter where the third and fourth sources of purchasing 

media are described in detail. 

[ 12 ] 



II. WHAT IS INFLATION? 

P
ROBABLY no word appearing frequently in the headlines 

is more abused by being less understood than "inflation." 

This is often the fate of common words that are chosen by scien

tists to carry a burden of special meaning. Even Webster's latest 

edition is not very helpful from the point of view of the layman 

who wants to find out what this process is that is so stoutly de

fended by its friends and so severely criticized by its enemies. 

That it is dangerous not to have an adequate understanding 

of inflation is amply demonstrated by mistakes that have been 

made in the past and others that may be made in the future. For 

example, one group of academic economists used to place empha

sis on rising prices as the principal criterion of the condition 'they 

chose to label inflation. Unfortunately for their record as 

prophets, the great credit inflation of the 1920 decade, which 

culminated in the crash of 1929, was not accompanied by rapidly 

rising prices for wholesale commodities. Consequently, they were 

deceived as to the underlying soundness of the situation. One of 

their number even asserted, on the eve of the stock market crash, 

that security prices were on a permanently higher level. 

It is sometimes said that inflation simply refers to boom 

times in business, but this likewise is too limited and inaccurate 

a definition. Occasionally, inflation is used to designate some par

ticular maladjustments between prices in certain fields. This is 

perhaps the least accurate of all the meanings mentioned. Prices 

for various groups of commodities may vary widely because of 

conditions in no way connected with inflation, unless the term is 

to be broad enough to include the effects of the weather, monop

oly price boosting, and many other influences that might have the 

effects mentioned. 

In spite of the foregoing varied meanings of the word, and 

others that it seems unnecessary to mention, it is probable that 

most people connect inflation with monetary policies. they realize 

that it is a condition found only in the countries that have ad-
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vanced beyond the stage of crude barter, .and that it is somehow 

dependent on the functioning of the money and credit systel?. It 

would be granted by most economists as well that inflation is a 

money-credit phenomenon in the sense that it is made possible 

by the exchange mechanisms developed in order to facilitate the 

distribution of goods in modern economic society. However, this 

does not provide a satisfactory definition of inflation. Only by 

establishing a satisfactory definition can we certainly avoid the 

many pitfalls in the path of those who neglect this .first essential 

in the scientific approach to any problem. It will pay to build our 

understanding of the subject on a firm grasp of fundamental prin

ciples. 

In the preceding chapter, the sources of purchasing media 

were described briefly. However, some readers may not be suffi

ciently familiar with banking operations to understand how bank 

credit serves as purchasing media. Inasmuch as from 90% to 

95% of the business transactions are completed by the sending 

of a check with a resulting transfer of bank credit, it is apparent 

that variations in this particular medium of exchange are of es

pecial significance. 

Use of Bank Credit 

It is the function of a commercial banking system to place in 

circulation the purchasing media needed to represent goods that 

have been produced and are on the way to market. A typical ex

ample is provided by an automobile manufacturer who has com

pleted several cars and loaded them for railroad delivery. Because 

he will probably .find it necessary to pay wages and some of his 

current bills before the automobiles concerned are sold to the 

public, he will ordinarily obtain a loan from his banker. The legal 

technicalities involved may vary in different cases, but the under

lying principle remains the same. If the manufacturer uses a draft 

secured by the bills of lading, he can obtain credit to his checking 

account as a result of this loan by his bank. On the other hand,. 

there may be no legal attachment on the particular shipment in

volved. The banker may merely discount the manufacturer's note, 

accepting without question his statement that cars are being ship

ped in accordance with orders received. The proceeds of the note 
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would, of course, be credited to the checking account of the man

ufacturer. (It should be noted that this credit to the manufact

urer's checking account is not deducted from some other deposit, 

but is an addition to the sum' total of checking accounts in use.) 

By writing out checks on this demand deposit, th·e manu

facturer pays wages, taxes, and various other expenses. The de

posit is transferred by this process to other individuals and busi

nesses. Eventually, the purchasing media thus placed in their 

hands reaches the market place for goods. At that time, either the 

same purchasing media, or bank credit to a corresponding amount 

that has been placed in circulation to represent other goods pro

duced, is used to buy the automobiles that presumably have like

wise reached the market. When the manufacturer gets the re

ceipts from sales in the form 0£ checks drawn on the accounts of 

many individuals, he has them credited to his own account, there

by building up that demand deposit to such a size that he can 

then repay the original loan by having it charged against his 

account. 

Prices1 Profits, and 011tp11t .A;jjected 

It is seen, therefore, that much of the purchasing media in 

use is bank credit that has been originated to represent current 

production. In the form of checks it then becomes wages and sal

aries and other incomes to the individuals having a right to share 

in this production, thence flows to market and finally returns 

to the banker who started the process, there to be retired from 

circulation. In view of the fact that new loans and therefore addi

tions to demand deposits are being made daily, and that old com

mercial loans of this character are also being repaid currently, the 

purchasing media in circulation should be pictured as a fl.ow that 

is continually being added to as production goes on, and is con

tinually being drawn upon and retired as goods are sold. 

It is obvious that if there be added to the flow of circulating 

purchasing media substantial amounts in excess of that required 

to represent goods produced and on the way to market, and vari

ous individuals are willing to spend these funds that become 

available to them, the effects on prices, profits, and eventually 

on production are certain to be far-reaching. 
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The Investment-Savings Process 

The banking system in this country performs another im

portant function, the receipt and investment of savings, which is 

quite different from the commercial loan function. Various indi

viduals receiving incomes as their shares of current production 

may decide, for one reason or another, to save a portion. They 

either invest that part of their funds themselves or place it on 

deposit with the banking system\ in the form of a time or savings 

deposit. When the latter is <;lone, the bank involved then buys 

bonds or mortgages with the purchasing media thus placed at 

its disposal, or otherwise lends the money to some individual or 

business desiring to procure new capital. The assets acquired by 

the banking system in performing this economic function are 

bonds, or borrowers' notes secured by real estate or other collat

eral. 

Excess Credit Abuses 

Because the banking system has been performing both of the 

functions above described, and especially because of the attention 

given to adequate collateral as security for savings that have been 

invested, there has been a tendency on the part of bankers as a 

group to depart from the strict procedure called for with respect 

to the cowmerdal part of their business. Having gradually ab

sorbed the id.ea that the safety and propriety of a given loan are 

governed by the a<lequacy of the collateral, bankers have come to 

disregard the limitation that should exist with respect to loans of 

an investment character. Bank credit has been provided for capital 

purposes through the process of investing -more than the savings· 

deposits plus capital funds of the banking system. Loans thus 

made on real estate and securities have resulted in net additions 

to the total of demand deposits (checking accounts) and conse~ 

quent excesses of purchasing media. in circulation over and above· 

tha,t needed to represent goods coming to market. 

It will be obvious that, if purchasing media be made avail

able to individuals and businesses by such methods, the funds 

will normally be used. Therefore, those concerned will be buyers 

of goods in the markets of the country to a greater extent than 

would have been possible had there be~n no excess. purchasing: 
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media placed in circulation. The result is a temporary excess of 

demand with respect to supply, a condition that sooner or later 

leads to at least some of the effects already mentioned. 
I 

The more obvious method of putting excess purchasing 

media in circulation by operating the printing presses is well 

understood by everyone. It is not so easily seen that printing gov

ernment bonds and having the banks create new checking ac

counts for the Treasury in payment for them is very much the 

same type of thing .as printing dollar bills directly. However, 

readers who have followed through the foregoing discussion of 

excess credit originations by means of loans on real estate and 

securities in excess of savings deposits will realize that loaning 

on government bonds or buying them direct from the Treasury 

to an amount greater than the savings available for such purposes 

is the same kind of action with minor technical differences. 

We therefore define inflation as the condition arising when 

purchasing media (currency and credit) is made available to the 

public at .a faster rate than goods are made and brought to market. 

Inflation therefore causes a lack of balance between the purchas

ing media made available to and used by the public, and the nor

mal value of goods offered in the market. Excess, or inflationary, 

purchasing media make possible greater demand when there have 

been no corresponding additions to supply, with a resulting dis

turbance of equilibrium, which is of course re.fleeted in the price 

level (at least of some goods or services) . 

Sources of Inflationary Purchasing Media 

In the preceding chapter, the various sources of purchasing 

media were described and a chart was presented that shows the 

amount of purchasing media available from each source since 

1914. The possibility of deriving inflationary purchasing media 

from each of the several sources will now be explained. 

It is clear that production of the money commodity (gold) in 

this country or the importation of it cannot be a form of inflation 

(as we are using the word) if there is no net addition to total 

purchasing media in use as a result. This is the situation when 

the Treasury is following a "sterilization" program and is borrow-
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ing current savings with which to purchase newly mined or im-

. ported gold. However, suppose that the Treasury is not attempt

ing to sterilize gold, or that, even though it is following a steri

lization program, the funds borrowed with which to purchase 

gold .are new credits created by the commercial banking system; 

is the process inflationary in either of these eventualities? 

It is conceivable that new gold produced in this country, and 

gold imports, may be very great. This has been the situation dur

ing the past few years, when more than $12,000,000,000 of gold 

(exclusive of devaluation profits) has been added to our mone

tary stocks. Presumably, the resulting increased purchasing media 

must have exerted an effect on the demand side of the exchange 

equation, with a resulting effect on the price level. Does this mean 

that the process has beeq inflationary, and that its continuation is 

also inflationary? 

The increased gold production, together with gold imports 

during recent years, has been a direct result of the devaluation 

process. Devaluation is a change in the measuring rod, so to 

speak; an arbitrary alteration of the gold content of the dollar. 

Although devaluation has greatly increased total purchasing 

media in use, and although many of the effects of devaluation are 

similar to the effects of inflation, we would not consider a change 

in the gold content of the dollar the same in fundamental mone

tary principle as the emission 0:6 dollars having no intrinsic value 

or no counterbalancing value in the market place. There is a 

fundamental distinction between changing the value of the 

counter and counterfeiting it, inasmuch as the former action must 

lead to a permanent realignment of values in terms of the counter, 

whereas the latter causes a change in other values only during 

that period when the fraudulent or inflationary counters are ac

cepted at face value. The evidence of history indicates that infla

tionary values are never permanent. 

Insofar as the effects to be anticipated are concerned, it is 

also desirable to keep in mind the distinction between devaluation 

undertaken in the .absence of inflation and a devaluation forced 

by an inflation that has so distorted value relationships that the 

deflation which would be necessary to restore normal values is 
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politically inexpedient. In the former situation, powerful forces 

are set in motion, tending to increase total purchasing media in 

use and raise prices; whereas, in the latter instance, nothing is 

done except to admit as a fact that which has already occurred. 

Sometimes, when a government has formed the devaluation 

habit, devaluation and inflation progress simultaneously. This was 

the situation recently in Germany, Japan, and France. In such 

instances, the successive dev:aluations confirm and make irrepar

able the damage done by the inflationary progression, as it robs 

the widow and orphan, if continued makes life insurance protec

tion a delusion, and condemns the industrious and thrifty citizen 

to poverty and insecurity. 

Inflation from the Other Sources? 

Surprising as it may seem to many readers, there is no gen

eral agreement concerning the volume of new commercial credit 

that may properly be created, assuming a given monetary gold 

stock, without causing inflation. In other words, the required re

serves of the banking system are a matter of guesswork based on 

wholly unsatisfactory trial and error experience. Apparently, there 

is some point beyond which even truly commercial loans may in

crease purchasing media to such an extent that there would be 

inflation. However, there is no proof that inflation has ever re

sulted from this practice in the past, and on the whole it seems 

improbable that it will in the future. (Business loans for the ac

cumulation of speculative inventories are not commercial loans in 

the sense that we use the phr.ase.) 

Much of the Government deficit financing during the past 

few years has been inflationary. The mechanism of issuing bonds 

and having the banking system create new credit with which to 

buy them neither adds tangible value to the bonds nor subtracts 

from the inflationary aspects of the procedure. It is the regularly 

accepted mechanism by means of which racketeers in govern

ment hoodwink the rest of their fellow citizens. (It is said that 

every mark's worth of the literally thousands of tons of paper 

money printed in Germany during the great inflation was backed 

by government bonds.) 
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There is an important point in connection with purchasing 

media from the third and fourth sources described in the preced

ing chapter that should be clarified. In the first place, readers will 

realize that purchasing media from either of these sources are 

inflationary. When a government printing press inflation is under

taken by the roundabout process of printing Government bonds, 

which are then handed to the commercial banking system in ex

change for new credits to the Treasury's checking account, the 

Government bonds of course appear as part of the banking sys

tem's investments. Consequently, the excess of investment-type 

assets, with respect to savings-type liabilities of the banking sys

tem, includes both sources of inflationary purchasing media. Prac

tically, therefore, these two classifications are simply subdivisions 

of the principal source of inflationary purchasing media. The sub

division is based on the distinction between inflationary credit ex

tensions backed by assets that have some tangible value (such, 

for example, as the railroad properties that are security for rail

road bonds, or real estate security for a mortgage) and other in

vestment-type assets that have no tangible backing whatsoever. 

It is important to realize that, insofar as the degree of inflation 

is concerned, there is not the slightest difference in principle be

tween the purchasing media from these two sources. This is some

times difficult for many people to understand because they feel 

that new purchasing media, provided it is backed by some tang

ible asset, should not be considered inflationary. The vital distinc

tion is, as we have previously mentioned, that the tangible asset 

involved is not being offered on the market during the period of 

the loan, as is the case with the ordinary commercial loan. When 

investment-type assets of this nature exceed the savings-type lia
bilities of the banking system, there is inflation directly in propor

tion to the excess. 

1t is obviously important to know when inflation exists and 

how much of the purchasing media available frotn time to time 

is inflationary. The measuring device that we have used with 

matked success for several years is the subject of the next chapter. 
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III. AN INDEX OF INFLATION 

I
NASMUCH as any excess or deficiency of credit purchasing 

media must appear in the demand deposits (checking ac

counts) of the banking system, it is plain that the savings banks, 

which do not handle checking accounts, can be left out of con

sideration. It is necessary to include all commercial banks in the 

country. 

Fortunately, although data for every commercial bank are not 

so frequently available as is desirable, the weekly reports of the 

Reporting Member Banks of the Federal Reserve System provide a 

basis for satisfactory estimates. As of the periodic bank call dates 

(usually four times annually) it is possible to obtain the data for 

all member banks of the Federal Reserve System· and check to 

make certain that the estimates based on weekly data are not wide 

of the mark. Although many commercial banks are not members 

.of the Federal Reserve System there are two means of adjusting 

the estimates. The reports covering all banks included in the de

posit guarantee system and the annual reports of the Comptroller 

.of the Currency provide the data required. Inasmuch as the greater 

part of demand deposits are found in the member banks of the 

Federal Reserve System, there is little likelihood that advance 

estimates for all commercial banks will be far wrong. 

The absolute amount of the excess purchasing media in cir

.culation can be determined by subtracting from the total of in

vestment type assets the liabilities such as time deposits and cap· 

ital funds that justify those assets. The difference found consti

tutes a net addition to the total of demand deposits (checking 

.accounts) that is not representative of goods en route to market. 

Therefore, when such an excess is found, inflation exists. The 

.trend of this difference, if upward, indicates further inflation and, 

if downward, indicates deflation. 

It is necessary to make certain allowances for items not yet 

mentioned and it is also well to keep in mind the limitations of 

the Inflation Index. Although it is of great value, it is not a per-
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feet forecasting device that will eliminate all uncertainties of the 

future as far as its users are concerned. In subsequent paragraphs 

we shall deal at greater length with the other factors involved 

and the limitations of this index. 

The Data Shown 

The Harwood Index of Inflation shows the dollar amount of 

purchasing media in excess of that needed to represent goods pro

duced and en route to market. The form of the Index shown in 

the chart on page 22 is called the ratio form, because it is com

puted by dividing all purchasing media (checking accounts plus 

currency.) in use by the net amount of such purchasing media 

after subtracting the inflationary excess. The curve is discontinu

ous during the period of nine months preceding the bank mora

torium because of inadequate data and the chaotic conditions re

sulting from the numerous bank failures. 

The absolute data for the Index of Inflation are the actual 

totals of inflationary purchasing media in circulation from time to 

time. Adjustments are made to allow for the hoarding of purchas

ing media by individuals and for the hoarding of demand de

posits by the Government. (This occurs when the Treasury re

ceives credits to its deposits in the commercial banks as the result 

of tax payments or the sales of Government securities, and, in

stead of spending the funds received immediately, distributes the 

expenditures over a period of several weeks or months. Until such 

time as the Government has passed the purchasing media along 

to the public, it obviously can have no effect on business activity.) 

The ratio form of the Index is intended to show the relative 

importance of the absolute data. It is assumed that inflation is of 

significance, not merely because of the dollar total of purchasing 

media involved, but because of the relationship between that total 

and all purchasing media in use. Our method of showing the de

sired relationship is to subtract from the total purchasing media 

available to the public the absolute data calculated as described 

above. The balance remaining is presumably the amount of pur

chasing media that would be in circulation in the absence of the 

existing degree of inflation. Total purchasing media available to 

[ 23 ] 



the public is then divided by the total of purchasing media that 

would be in use i£ all inflationary purchasing media were elimin

ated, and the quotient is stated as a percentage index number. In 

other words, the ratio form of the Index shows total purchasing 

media available to the public as a per cent of that which would 

be in circulation if the inflationary purchasing media were sud

denly withdrawn. 

HARWOOD INDEX OF INFLATION, RATIO FORM, 
ABSOLUTE DATA, AND INDUSTRIAL PRODUCTION 
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Ref erring now to the chart above that presents the three 

curves, it will be observed that the absolute data and the ratio 

form of the Index of Inflation in gener.al parallel each other. It 

will also be noted that major turning points have appeared in the 

inflation indexes in advance of corresponding changes in the In

dustrial Production Index. 

The explanation of the diverging and converging trends 

found in the two indexes of inflation is interesting in itself, and 

an understanding of them facilitates analysis of the present situa- · 

tion. It is apparent that the first marked convergence occurred 

during 1936 and early 1937. The ratio form of the Index reached 

its peak at the end of February, 1936; whereas the absolute data 

reached its high in November, 1936. 

Although the dollar total of inflationary purchasing media 

in circulation was steadily increasing throughout the latter part 

of 1936, the ratio form: of the Index rose only a few points from 

the low reached at the end of March in that year and at the end 
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of December had declined well below the peak reached in Feb

ruary. This apparently paradoxical situation occurred because 

there was a great inflow of purchasing media in the form of gold 

from Europe and Japan during those months. Primarily as the re

sult of the continued and rapid gains shown by the purchasing 

media total, the inflationary purchasing media in circulation, al

though steadily increasing, gr.adually became less important in 

relation to all of the purchasing media in use. 

During the deflationary interlude that was marked during 

most of 193 7, the absolute data curve diverged from the ratio 

form of the Index. This merely reflected the fact that total pur

chasing media in use did not decrease so rapidly as inflationary 

purchasing media were withdrawn from circulation during the 

deflationary period. 
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IV. DEVALUATION 

D
EVALUATION, or clipping the coinage, as the process 

was called in the days of the Robber Kings, is a subtle 

form of taxation. Like most other taxes, those imposed by this 

insidious method will be borne by the Forgotten Man. 

That modest citizen referred to in Sumner's graphic phrase 

may be called the average man. He works for .a living; is in

dustrious .and thrifty, saving for the proverbial "rainy day." Life 

insurance is his bulwark against the major uncertainty of exist

ence. He builds slowly but surely, not expecting great profits; and 

strives to give his children a better chance in life than was his lot. 

Above all, he pays the taxes. 

The effects of devaluation and more inflation on the Forgot

ten Man, who is the warp and woof of our civilization, are of 

vital significance. He has a right to know what these things 

mean. 

Taking Gold from the Dollar 

Technically, devaluation is reducing the amount of precious 

metal in the dollar, but this is only the first link in a chain of im

portant effects. The initial act may exert its influence on the 

economic scheme in one or more of three different ways. It will 

be simpler to discuss each of them in turn, although they may all 

be in operation simultaneously. 

In the first place, the fact that the gold content of the dollar 

is reduced necessarily means that newly mined gold will be worth 

a larger number of dollars than it would otherwise have been. 

Newly mined gold, in so far as it is used for monetary purposes, 

becomes purchasing media fl.owing in the channels of trade. It is 

apparent that the annual additions to the flow of circulating 

money or purchasing media are being increased as a result of 

the 'devaluation of the dollar. Contrary to popular belief, the 

gold buried in vaults at Fort Knox, Kentucky, is actually circulat-
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ing as purchasing media in the form of paper currency or new 

checking accounts, which represent the gold.' 

The second means by which the devaluation process may 

affect price relationships depends on the use made of the profit 

on existing stocks of gold. Because of the action taken by Con

gress, it is now generally understood that there was a profit of 

$2,800,000,000 or more on the gold held by the Federal Govern

ment or its agencies. This enormous sum of money may be used 

merely by issuing gold certificates, backed by that portion of the 

gold no longer needed to secure other circulating currency. When 

the Government uses this volume of purchasing media, there will 

be an addition to the purchasing media already in use. If this 

fund is used within a fairly short period of time, it may have 

a marked stimulating effect on prices. 

Enormotts Credit Expansion May Follow 

In the process of spending this profit on existing gold re

serves, the Government will presumably deposit certificates in 

the Federal Reserve Banks and draw checks against the amounts 

thereby established. As payments are made to the citizens of the 

country or to v:arious businesses and institutions, these govern

mental credits or deposits in the Federal Reserve Banks will be 

transferred to other banks throughout the country. The result 

will be greatly to enlarge the reserves of banking institutions, 

providing them with more than is required by law. Should they 

decide to spend these excess reserves or to invest them, the re

sult will be to increase demand deposits, which are themselves 

used as purchasing media when circulated by the checking 

process. 

Will Boost the P1'ice Level 

That devaluation will affect the price level is certain. It is 

impossible to foresee at this time whether all of the methods 

described will be in operation. Therefore, there is some doubt as 

to the rate at which the rise in prices may occur. It is more im

portant, however, to know how far the rise will probably go. 

A reasonable estimate of the price level to be expected can be 

1This is explained more fully in "Current Economic Delusions and Their 
Probable Future Effects," another Institute publication. 
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made after first considering what prices would have been in the 

absence of the devaluation process. 

It is now generally recognized by economists that the price 

rise during the World War was one effect of the enormous credit 

inflation carried on by the principal combatant nations at that 

time. Furthermore, it is now understood, and proved by research 

recently completed, that the price level from 1922 to 1929 was 

also artificially supported by the process of inflation. 

In view of the fact that some observers have feared that 

declining prices after 1929 were attributable to a real shortage 

of gold in the world, certain important facts should be made 

clear. Gold production just prior to the World War was ap

proximately 22,000,000 ·ounces per year. Of course, high prices 

caused by inflation during the war and the decade of the 20's 

greatly discouraged production of gold, inasmuch as costs of 

producing gold went up with other rising prices. In 1932, how

ever, gold production exceeded pre-war levels; and in 193 7 pro

duction was more than 36,000,000 ounces. Without going further 

into technical details of the subject it may be asserted that the 

normal price level, had the old valuation of the dollar been re

tained, would have been in the neighborhood of 90% of pre

war prices." 

Computation of the price level to be expected as the result 

of devaluation is a simple process. Inasmuch as the gold content 

of the dollar has been reduced to 60/lOOths of its former 

amount, its value in terms of goods presumably will be de

creased similarly; in other words, prices in general may be ex

pected to increase by the reciprocal of this fraction. Multiplying 

90% of pre-war prices by 100/60 gives the value 150 as the 

index number or per cent that prices will be in terms of pre-U'ar 

levels. This is slightly higher ( 5%) than the average price level 

for 1926. (The 1926 level of prices was arbitrarily designated 

as the 100 index number, or 100 per cent level when the United 

States Bureau of Labor revised its index number in 1927.) If 

the dollar is later reduced to 50/lOOths of its former weight, the 

•The reader who desires to study this more in detail is referred to "Explana
tion of Basic Charts," sent with a trial subscription to Research Reports. 
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price level to be expected will be 90% x 100/50 or 180% of 

pre-war levels.) 

Othe1· Results to Be Expected 

Thus far, we have been discussing the effect on prices, and 

have been using the United States Bureau of Labor Index: of 

Wholesale Commodity Prices. This is an average of more than 

700 different items. It does not follow that the effects of devalua

tion will have an identical influence on all the different classes 

of prices. Therefore, it is of some importance to discover what 

ones will be affected most. 

One class of producers is in an especially favorable 

position as far as the prices of their products are concerned. The 

natural resource commodities fall in this classification. 

Because union labor will, of course, attempt to force wages 

up at least as fast as prices rise, .and also because some industries 

now benefit by the same monopolistic conditions fostered dur

ing the lifetime of the defunct NRA, various manufactured com

modities will likewise rise faster th.an the average level of 

prices. 

On the other hand, prices of form products may not rise so 

rapidly. During the World War inflation, the reverse situation 

occurred, but conditions now are vastly different. The drain on 

the manpower of W estem Europe as armed forces were aug

mented, and the actual destruction of crops and farms by con

tending forces, combined to create a shortage of food and other 

agricultural products such as leather and cotton. Today, the 

situation may at first seem similar, but it must be remembered 

that we have more crop productive capacity than we seem likely 

to use in the immediate future, especially in view of widespread 

restrictions on international trade. 

A Rising Cost of Living 

The Forgotten Man is especially interested in the effect of 

this price-raising process on the cost of living. During the World 

War he saw rents, food, clothing, and the prices of other neces

sities sweep upward much more rapidly than he could obtain 

adjustments in his salary or weekly wage. Records that have 
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been carefully compiled show that such a representative salaried 

group as the instructors in several state universities found the 

buying power of their salaries seriously reduced for years at 

that time. It was nearly a decade after the rise began before they 

were able to obtain some measure of adjustment and regain 

their pre-war standards of living. 

CHART IV 

COST OF LIVING 
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The cost of living index prepared by the National Industrial 

Conference Board is shown in the accompanying chart. (Ad

justed for 1914 = 100.) It is interesting to note that the cost of 

living nearly doubled in the five years beginning with 1915. All 

during the decade of the 20's it remained at inordinately high 

levels, more than 60% above the pre-war base. The price read

justments that accompanied the 1929-32 depression brought a 

partial correction of this situation, with the result that, in 1932, 

the cost of living was only 27% above the pre-war level. How

ever, it has been moving upward during recent years, and de

clined less than 3 per cent during the short but severe depression 

of 1937-38. 

It is possible to compute the level to which the cost of liv

ing will probably rise under the influence of the devaluation 

policy. In 1932, wholesale commodity prices were at approximate

ly 90% of pre-war levels. This is the same value that was used in 

computing the probable future level of these prices. In view of 

the fact that the cost of living was still as high as 127, in 1932, 

it is not unreasonable to suppose that, when the effects of the de

valuation process have been fully realized, the cost of living may 

approach 100/60 x 127, or 212, .as compared with a pre-war level 
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of 100. This is even higher than the peak year of 1920. It may be 

considered fairly certain that the cost of living will move toward 

the 200 level within the next few years. 

And Other Ugly Possibilities 

We have thus far discussed only those effects of devaluation 

that seem certain. There has been no attempt to exaggerate them 

or to paint the darker raspects of the picture. However, it may be 

wise to consider the even more ugly possibilities involved. If a 

period of inflation, similar to that by means of which the World 

War was financed, is superimposed upon the normal effects of 

the devaluation process, how far can that process go? It is not 

possible to be precise, but it is not unreasonable to assert that 

prices may become twice as high as they were in 1929. Probably, 

the maximum level to be feared in the absence of still another 

devaluation of the dollar is 300 per cent of pre-war levels. Of 

course, this would be temporary, and in the depression period 

that followed, prices would be readjusted downward. 
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V. HAS THE DANGER OF INFLATION PASSED? 

T
HE devaluation of the American dollar came at a time when 

the New Era inflation had been completely deflated. By the 

summer of 1932, the inflationary purchasing media created by 

monetizing common stocks, real estate mortgages, etc. had been 

thoroughly liquidated. The banking system of the country had 

been restored to a nearly sound condition, and, in the fall of that 

year, a: normal recovery was in progress. 

The evidence now av:ailable clearly indicates that certain in

dividuals knew, as earlyi as January, 1933, of the President-elect's 

determination to abandon the gold standard and manipulate the 

currency. Just what effect their foreknowledge :and efforts to profit 

thereby had on the banking situation, it is impossible to say. The 

hoarding of gold by the American public in February, 1933 (a 

most unusual phenomenon in this country) suggests that far 

more than fear of local bank failures was behind the panic move

ment. However, the fact that such a large proportion of the banks 

could be reopened almost immediately is conclusive proof that 

the New Era inflation had been thoroughly liquidated. 

Devaluation, then, was a step taken not to confirm and per

petuate an inflationary level of prices, but to "reflate" the low 

price level of that period. Instead of a step calculated to prevent 

a ruinous deflation (as would! have occurred in France after 1926 

if there had been an attempt to value the franc at its pre-war 

weight) , the New Deal' s devaluation of the dollar was a deliber

ate effort to manipulate the price level. Therefore, a substantial 

rise in wholesale prices was to have been expected regardless of 

,any inflation via budget deficits. This rise in the level of whole

sale prices has not yet reached the normaL adjusted for the lower 

gold content of the dollar, although a close approach to that level 

occurred early in 1937. 

It is also necessary to keep in mind the fact that the drastic 

liquidation following the New Era inflation resulted in abnorm

ally low prices for common stocks, real estate, and othe.t:' equities. 

[ 32 } 



This means that a substantial recovery was justified merely as a 

result of resuming normal business. Common stocks may also be 

expected to reflect the effects of devaluation, so that inflation's 

effects will be superimposed on the increased prices due to de

valuation and recovery. 

Most business men, at least, realize that a dynamic, progress

ive economic system involves some degree of instability. There 

are many factors that tend to cause irregularity of production and 

distribution. A substantial degree of inflation makes it possible 

for what might be called the basic unstabilizing factors to gain 

increased power and momentum with the result that business 

cycle movements are distorted during a period of inflation. In the 

absence of inflation of any kind, such cyclical changes would ap

parently be restricted to minor proportions. It Wias the presence 

of a substantial degree of inflation in our economic mechanism 

that made it possible for the 1935-38 recovery and collapse to 

reach extreme proportions. 

These thoughts lead to the question, In what stage of infla

tion is the United States today? The inflationary progression that 

began in 1933 was brought to a halt in 1936, and a few months 

later was followed by a deflationary movement. The Board of 

Governors of the Federal Reserve System approximately doubled 

the reserve requirements of Member Banks in a series of advances 

during late 1936 and early 1937. Apparently this was an import

ant factor in reversing the inflationary progression; but the de

flation ran its course, and the inflationary progression w.as re-
sumed. . 

Even if the Federal budget were balanced, it would not mean 

that the dangers of inflation had passed. France actually had a 

budget surplus in 1926, rand the deficit during 1925 was negligible 

in amount, yet the Explosive Stage of inflation i!li France came in 

1926. In view of the unemployment relief expenditures and 

greatly increased allotments for the national defense, it now 1ap

pears. certain that the spending during the next fiscal year will be 

greater than ever before, with the possible exception of 1936 

when the Veterans' Bonus was paid. Continued monetization of 

Federal deficits is therefore assured during the months immedi

ately ahead. 
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CO'lnparisons with the French Situation 

The inflationary progression that began in 1933 has been 

similar, in many respects, to the war and post-war inflation in 

France (1914 to 1926). The two are especially alike in that large 

government deficits were being incurred for reconstruction pur

poses" The early part of the French inflation was due to the war; 

but, after the armistice, expenditures continued on a large scale 

in order to rehabilitate the devastated areas. 

The attitude of the public in each of the countries is like

wise similar. In the United States, there is the expectation that 

future recovery and larger business profits will provide the where

withal to liquidate the mounting total of debt. It is already known 

that the French hope of vast reparation payments was an illusion, 

and it is probable that the expectation of sufficiently great busi

ness profits to pay for the present spending spree without greatly 

increased taxation will likewise prove to be an illusion. 

In France, the combined expenditures of the national and 

local government agencies have recently been 1approximately 35 

per cent of the national income. On the other hand, in the United 

States such expenditures have been about 32 per cent of the na

tional income. The difference in favor of the United States is 

alarmingly small, espedally when it is remembered that the na

tional defense program will greatly increase expenditures. 

Budget Deficits Compared 

Another feature of interest is the relative magnitude of the 

budget deficits accumulated during recent years. In France, there 

has been !a succession of budget deficits, which have been largely 

responsible for the flight from the franc and the reduction of that 

monetary unit to about 40 per cent of the value established as the 

result of the Poincare stabilization in 1926. During the years 1930 

to 1936, inclusive, the accumulated budget deficit total for Fr:ance 

was about 35 per cent of the1 average national income. Surprising 

as it may seem to most readers, the accumulated budget deficit 

for the Federal Government alone in the United States during 

this same period was nearly 42 per cent of the average national 

income. 
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A :final comparison is both interesting and instructive. Be

cause of the inflations, defl:ations, and devaluations that have 

occurred in England, France, and the United States since the years 

before the World War, ordinary :financial comparisons may be 

misleading. However, by adjusting the monetary expenditures for 

changes in the price level, an enlightening comparison between 

present and pre-war governmental expenditures is practicable. In 

terms of what these expenditures would buy in goods, the ex

penditures of the English and French national governments in

creased 400 per cent and 374 per cent, respectively, from 1913 to 

1937. Expenditures of the Federal Government alone in the 

United States have increased 933 per cent during this same period. 

It may seem absurd even to consider the possibility of com

plete repudiation in this country. We are prone to feel that the 

United States is somehow different from the rest of the world, 

that our citizens are of a more solid and substantial sort, and that 

their long training in democracy has made them better able to 

handle such questions. 

This may be true, but it is important not to overlook the in

sidiously deteriorating effects of long continued inflation. Ever 

since the Federal Reserve System became operative, with minor 

exceptions, this country has suffered from an easy money policy. 

The resultant standing invitation to inflation has twice been ac

cepted, and we are now embarked on 1a third repetition of the 

process. 

The effect of a period of inflation, especially if it be pro

longed as was the one during the decade of the twenties, is to sap 

the moral :fiber of the people. Those who have been industrious 

and thrifty are surpassed by the nimble speculators :and the bright 

young men who know enough to throw overboard the precepts of 

their fathers without having the wisdom to realize what the in

evitable end must be. People in general are led to believe that 

their efforts are worth more to the community than they actually 

are, with the result that the period of depression following is 

fertile ground for the cultivation of panaceas that are in essence 

a repetition of inflationary fallacies. 
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Can Inflation Be Controlled? 

The Federal Reserve Board, under the authority of the 

Banking Act of 1935, reduced reserve requirements on April 16, 

1938, thereby reversing its former policy; and established the fol

lowing scale of reserves against deposits: 

22% per cent on demand deposits at banks in central reserve 

cities. 

17¥2 per cent on demand deposits at banks in reserve cities. 

, 12 per cent on demand deposits at "country" banks. 

5 per cent on time deposits at all banks. 

There are now available nearly $7,000,000,000 of excess re

serves in the banking system. These will permit an enormous ex

pansion of bank credit, even though an average of $1 of reserves 

must be maintained for every $6 to $7 of bank credit extended. 

The Federal Reserve authorities themselves have been much 

disturbed about the present situation. More than a year ago, when 

excess reserves were less than half today's total, the Federal Re~ 

serve Board, in its 1938 Annual Report, said, "In view of the 

many changes in bank assets and in money market conditions that 

have occurred in recent years, only experience can determine at 

what level of excess reserve banks will be responsive to Federal 

Reserve policy. It is clear, however, that the present and prospec

tive volume of excess reserves may at some time become the basis 

of an injurious credit expansion. If this should develop, the Fed

eral Reserve System with its present powers might not be in a 

position to carry out the mandate of Congress to prevent such an 

expansion." In spite of the great increase in excess reserves, noth

ing has been done as yet to strengthen the ability of the Federal 

Reserve system to cut short a serious credit inflation. 

The Danger Has Not Passed 

Although a substantial part of the effects of devaluation have 

already been seen, there is unquestionably more to come. The 

continuing pressure of excess reserves is a direct result of the 

great gold inflow, which is in turn largely attributable to the de

valuation o.£ the dollar. Apparently this pressure, tending to gen

erate a credit inflation or to facilitate one started from any other 
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source, will become greater rather than less during the years im. 

mediately ahead. 

The vast rearmament program is, in effect, a third great 

spending scheme that will apparently be financed in large part by 

inflationary methods. Taxes will presumably be increased, but it 

is doubtful that the inflationary effects of huge budget deficits' 

will be counterbalanced thereby, even if an attempt is made to 

restore fiscal sanity in Washington. · 

Finally, it should never be forgotten that the maximum' 

effects of inflation often appear long after the initial injection of 

inflationary purchasing media into the channels of trade. This 

aspect of the subject is so important that the next section has been 

devoted to a comprehensive analysis of inflation's timing. It is a: 

section well worth careful study, because the facts just discussed 

clearly indicate that, far from the danger of inflation having 

passed,, it is perhaps greater now than at any time since the New 

Era boom of 1929. 

[ 37 ] 



VI. INFLATION'S RECORD 

T
HE arts of clipping and debasing coinage can be traced 

back to the earliest metallic currencies. However, there 

was apparently a period of several hundred years prior to the 

disintegration of the Roman Empire during which deliberate de

basement of the gold coinage was an unusual occurrence, and 

w.as confined to those times, especially during the later years of 

the Empire, when the management of practically all the affairs 

of state indicated that the government was either corrupt or un

intelligent. The record is greatly complicated by the fact that 

both silver and gold were used at .tatios fixed from time to time 

in various parts of the world. The coinage of gold was for several 

centuries a jealously guarded prerogative of the emperor. At that 

time, gold was also generally considered sacred treasure; and the 

unauthorized coinage of gold was regarded as an offense against 

the gods, as well as a form of treason. 

The silver coinage of the world, during even the best periods 

of the Roman Empire, led a much more hazardous life. Clipping 

was practiced to such an extent that most of the transactions in

volving large sums were probably based on the actual weight, 

rather than a count, of the coins involved. Although banking 

and credit instruments were in use prior to the fall of Constan

tinople in 1200, and shares in commercial enterprises were some

times held by many people, the development of the money-credit 

system was far from comparable to that existing toaay. Further

more, there is no adequate record of prices that would make it 

possible to ascertain the varying values of either the coinage in 

use or :fixed quantities of the precious metals by weight in terms 

of a group of other commodities. Consequently, there appears 

to be but one useful inference from a knowledge of Rome's ex

perience. This is that devaluation .and debasement of a coinage 

indicate that the government is either corrupt or unintelligent. 
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The Middle Ages 

Within the century after the fall of Constantinople, coinage 

of gold was undertaken by several European nations and trading 

centers or city-states. One of the earliest of these coins was the 

florin, said to have been first minted in Florence in 1252. How

ever, prior to that time, and in fact for three centuries thereafter, 

silver rather than gold was the principal money-commodity used 

in Europe. 

In spite of the most rigid laws against counter£ eiting, 

clipping, and debasement of the coinage, the history of the many 

coins in use throughout Europe during the years from 1300 to 

1600 was in most cases a record of successive devaluations or de

basements. In Germany, Bernard of Ascania debased the coinage 

of his realm, on the average, three times annually during his 

reign. The circumstances attending these many changes in the 

weight or fineness of the various coins, together with the results 

insofar as they ar~ known, are instructive. 

In many, perhaps most, instances, the rulers who debased the 

coinage rationalized their conduct in much the same manner 

that Mr. Roosevelt's proclamations have attempted to rationalize 

our devaluation of the dollar. They were wholly unable to appre

ciate that integrity and intelligence would have been far more 

conducive to their welfare and the commercial welfare of their 

states than any possible manipulations of the coinage. 

Of course, the general practice was for each ruler who had 

debased his coinage to try to force the acceptance of the new 

coinage by count rather than by weight and fineness. Such at

tempts invariably proved ineffective, with the result that there 

was a tendency for men to hoard or use for purchases outside the 

country the coins that were nearest to the full weight and fine
ness. In other words, the operation of Gresham's Law quickly 

drove out of circulation the good or the better money, replacing 

it by the bad. 

The e:ff ect of these successive devaluations was to reduce the 

coins available for circulation and greatly hamper trade. The 

natural and inevitable results of each successive debasement were 

to make the next step in the progress toward a worthless coinage 
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seem all the more necessary. The sovereign of course profited by 

the direct amount of the increased outflow from his mint, but 

this was more than counteracted by the demoralization of com

merce and consequently impairment of the citizens' taxpaying 

capacity. By far the most of the kings and petty princes who 

reigned during that period never realized that honesty with re

spect to the coinage was not only the best policy; it was (and still 

is) the only policy that could succeed in the long run. 

Debasement vs. Prices 

Peculiar conditions prevailed during the three to four hun

dred years following the first coinage of gold florins in Florence. 

In England, for example, it now appears probable that all im

portant purchases were made virtually on a barter basis, with the 

silver coins, .and gold if available, weighed and handled as so 

much metal. On the other hand, many less important transactions, 

and of course all of those which the decrees of a king could influ

ence, were handled by counting the coins used. Thus it was ap

parently customary, at least in some places and for a substantial 

portion of the time, for wages to be paid by counting silver 

coins, rather than weighing them. On the other hand, vyhen, for 

example, one of the universities purchased a special service of 

silver plate, the record of the price paid plainly indicates that a 

theoretical money of .account (which had long since been re

duced to a much smaller actual weight) was used; a fact indicat

ing that the coins involved in that transaction were weighed 

rather than counted. 

Beginning with the fourteenth century, there. are records of 

commodity prices .available that are sufficiently comprehensive 

to justify broad conclusions. It is apparent that debasement of the 

coinage and devaluation were reflected fairly promptly in the 

internal prices of England. It is not practicable to determine 

the time required within close limits, but from ten to twenty 

years was sufficient to cover the internal price adjustments to an 

altered monetary unit. 

The Mississippi Bubble 

Since the last half of the seventeenth century, there have 
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been many devaluations of currencies, but in all of the countries 

where banking· systems had developed, such action was usually 

preceded by .a paper money or credit inflation. Although none of 

the instances offered circumstances precisely similar to those 

that have existed in this country since 1933, they warrant brief 

mention because they show the difficulties involved in attempting 

to control inflation, once the process is well begun. 

The Bubble period of the early 1700's has become famous 

for the rise and fall of the Mississippi Bubble scheme in Fr.ance 

and the similar course of the South Sea Bubble speculation in 

England. In France, when John Law appeared on the scene, the 

king, like so many of his predecessors, was deeply in debt and 

could see no possibility that even increased taxes would provide 

an honorable escape from his predicament. 

John Law, the itinerant Scotch gambler, proposed that a 

bank be started that would assume most of the public debt and 

provide a circulating medium in the form of its notes. (The 

principles involved were very much the same as those on which 

the New Deal's spending spree has been based.) For a time, 

these circulating notes of the new bank were accepted for more 

than their par value because of the prevailing condition of the 

mutilated coinage and the urgent needs of business for a cir

culating medium. 

Not satisfied with his first ideas, John Law proposed a com

pany for developing the French holdings in the New World. As 

the activities of the company broadened, new issues of shares 

were made and substituted for the earlier ones. The later issues 

were in larger volume and at higher prices, and of course the 

latter feature led the public to believe that a purchase at any 

price would soon be made profitable by a new issue at even high

er prices. 

The speculative mania that followed needs no detailed de~ 

scription to those who witnessed the bull market of the 1920's in 

this country; and of course the Mississippi Bubble scheme, like 

all others of its kind, came to the inevitable end. The shares of 

the company tumbled from the dizzy heights that had been 

reached; and the bank, in an effort to halt the stampede, greatly 
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expanded its note issue, which had already been over-extended. 

Rapid depredation of the bank's notes followed in the wake of 

the declining shares. 

In spite of the most drastic penalties and all the coercion 

that an absolute monarch was able to apply, the depreciation 

of the bank's notes could not be halted; and they eventually be

·Came practically worthless. 

Revolutionary Shin Plasters 

At the time of the American Revolution, the colonists had 

little income although the country had great undeveloped re

sources. The expensive business of carrying on a war could not 

be financed through taxation by any means then available to the 

Continental Congress. No banking system had been developed in 

the Colonies, and the new nation was forced to issue promissory 

notes in the form of unsecured currency to pay for war supplies. 

Because the survival of the government was questionable at best, 

these notes were not long accepted at face value. From the point 

of view of the man whose income was in continental currency, 

or what were popularly called "shin plasters" at the time, the 

cost of living soared to unbearable heights. (Further brief com

ment on this inflationary period will be found in Chapter IX.) 

The Rhode Island Bank 

The experiences of the Rhode Island Bank off er the next 

example that merits attention. Convinced by the pressure of hard 

times that the sole requisite for prosperity was a larger circulat

ing medium, the citizens of Rhode Island were easily persuaded 

to undertake a land bank scheme. The notes that the bank was 

authorized to issue depreciated almost from the date of issue. 

At first, the public attributed the rapid depreciation of the bank 

notes to the avarice of merchants, rather than to any fault in the 

new banking system. (A similar reaction on the part of the pub

lic toward the meat packing companies was, at first, one result of 

the New Deal inflation and livestock destruction programs.) 

The Legislature of Rhode Island during the l 780's passed 

forcing acts, by means of which it was expected that the new 

currency could be made to circulate at par. Every conceivable 
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effort was made to prevent rising prices, which have always, 

and necessarily always will, follow a depreciation of the curren

cy. These measures were of course unsuccessful. 

The Assignats 

How little the public learns from the lessons of history is 

well illustrated by the classic example of paper money inflation 

during the French Revolution. Many people who had early 

recollections of the terrible disaster that followed the explosion 

of the Mississippi Bubble scheme were still living when France 

embarked on its second great inflation of the eighteenth century. 

The bigotry of Louis XIV and the shiftlessness of Louis XV had 

damaged French industry and almost bankrupted the State. The 

Treasury was practically empty, and most of the nation's wealth 

was in the hands of privileged classes. Consequently, one of the 

first acts of the Revolution was to seize the Church property in 

the fall of 1789. Over the protests of many thoughtful states

men, who urged that the lessons learned in the days of Lawism 

should not be lightly disregarded, an issue of paper money se

cured by the Church lands was decreed by the ·National Assem

bly in December, 1789. A few months later, a second issue fol

lowed, and eventually the notes were printed in smaller denom

inations to meet the increasing demand for circulating currency. 

It was not long before the continuing large issues and 

the failure to destroy all of the paper currency turned in for land 

resulted in the familiar spiral of rapidly rising commodity prices, 

the disappearance of metallic coin, and many restrictive measures 

intended to force acceptance of the paper money and to punish 

the profiteers. Even the death penalty was invoked for those who 

purchased gold or silver at a premium. 

The conditions resulting from this continual depreciation of 

the monetary unit were described by Professor Perry as follows: 

rrThis example is significant because it 'Shows the powerlessness 

of even the strongest and most unscrupulous government to 

regulate the value of anything. The assignats were depreciating 

during the very months in which Robespierre and the Committee 

of Public Safety were wielding the power of life and death in 
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Franc~ with. terrific energy. They did their utmost to stop the 

sinking of the Revolutionary paper. But valu'e knows its own 

laws, and followlS them in spite of decrees and penalties." 

In addition to these examples, the wildcat banking in the 

United States during the early 1800' s (see also Chapter IX), 

and the difficulties of the Argentine Mortgage Bank and 

National Bank from 1873 to 1885, were important experiences 

with inflation. 

Although these and other lessons from history offer an al

most infinite variety of circumstances, time, and place, there is 

one important conclusion that can be drawn from them. It is 

that commodity prices will reflect debasement of the coinage, de

valuation,, and inflation, eventually, regardless of the edicts of 

kings, the drawing and quartering of merchants, and all other 

measures that can be taken with the single exception of a com-

plete reversal of the inflationary program. · 



VII. THE STORY OF INFLATION 

IN GERMANY 

T
HE sequence of events that resulted in the destruction of 

the old mark and the ultimate introduction of a new gold 

mark is interesting. 

If the Allies had not imposed reparation terms of impos

sible severity on the German nation, a deflation similar to that 

in other European nations involved in the War might have oc

curred. However, reparations to the amount of $57,000,000,000 

superimposed upon the existing war debt of Germany made the 

Government's insolvency inevitable. As an example of the ex

treme lengths to which a government-forced inflation can go in 

.a highly organized nation, Germany's experience has no rival in 

modern history. 

The rising prices that preceded the inflation were caused in 

part by acute shortages of farm products and raw materials. 

Prior to the War, Germany had developed as an industrial na

tion dependent in part upon imports for her food supplies and 

raw materials for manufacture. Finished goods were exported to 

pay for these imports. After the War, the Allies demanded 

reparations in the form of gold, commodities, .and services. Con

sequently, the amount of such resources available for necessary 

home consumption soon became inadequate. 

Rising commodity prices naturally caused an increasing de

mand for currency. This was supplied by the Reichsbank in suc

cessively greater amounts, which were used in part for :financing 

government deficits. When doubt of the mark's value became 

the dominating influence in its downward course is difficult to 

determine, but it is plain that this factor was of growing import- · 

ance after 1920. 

During the post-w.ar years prior to 1922 the printing press 

was resorted to cautiously. In 1919 the issue of new marks in

creased the amount outstanding by approximately 50%. ·In 1920 

the issue of additional marks again increased the total outstand-
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ing by about 50%. In 1921 there w.as a similar rate of increase 

in the paper currency. 

During this period, wholesale prices were rising more rapid

ly than the paper currency increased. The astonishing rise in 

prices seemed to make necessary larger and larger outpourings 

of paper currency by the Reichsbank. By December of 1922 the 

volume of paper marks had reached ten times the amount out

standing twelve months earlier. 

During 192'3 marks were issued in such rapidly increasing 

quantities and denominations that by December the currency cir

culation was approximately 230,000,000 times the amount out

standing in January. In the meantime, wholesale prices had ad

vanced at about double this rate. The.re is possibly some truth in 

the assertion that the Reich deliberately expanded the currency 

to a greater degree than necessary in order to thwart the attempts 

of the allies to collect reparations. However, it is extremely 

doubtful that, by the end of 192'2, any action which the Ger

man Government could have taken would have been successful 

in averting the ultimate collapse of the mark. 

The German inflation has been referred to both as a mone

tary inflation and as a credit inflation. In order to point out the 

slight difference between the two types in this instance, it seems 

worth while to describe the process. The nearly infinite volume 

of marks came into circulation by methods not unlike those fol

lowed during the New Deal's great spending sprees. 

The German Government issued short-term Treasury notes, 

which were discounted at the Reichsbank. In payment for the 

notes the Government received Reichsbank notes which were 

used as currency and became purchasing media, as checking ac

counts do here in the United States. A similar process in this 

country would be the sale of government notes to the Federal 

Reserve Banks in return for Federal Reserve notes and the dis

tribution of these notes by the Government for relief purposes. 

To the average German, the whole difficulty seemed to be 

a devastating rise in the cost of living; it did not occur to him 

that his familiar currency was rapidly losing all value. The 

process was not generally understood, even after all the old 
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CHARTV 

TREND OF WHOLESALE COMMODITY PRICES AND AMOUNT 
OF CURRENCY IN CIRCULATION IN GERMANY DURING THE 

INFLATION PERIOD 
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*In order to complete this curve of commodity prices at the same scale to 
December 1923, the chart above would have to be extended vertically a distance 
of 298,674 miles. In December, 1923, commodity prices were 1,261,600,000,000 
times their 1913 level. 

**To indicate graphically the increasing number of marks in circulation from 
December 1922 to December 1923, a projection above the present chart of 
19,368 miles must be made if the same scale is used, for at that time the 
amount issued was 81,810,000,000 times the total outstanding in 1913. 
These figures illustrate the almost inconceivable extent of the mark's deprecia· 
tion. They also show that the currency in circulation became inadequate for. 
the purpose of carrying on the normal exchange of good~ and services: It is 
this aspect of inflation that usually proves so surprising to those who imagine 
that more currenqr and credit in circulation will facilitate trade and better dis· 
tribute the country's wealth. 
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paper currency had been repudiated and the new mark with a 

definite gold value had been established. 

E.ff ect on Bond'S and Savings Accounts 

The number of gold clause bonds outstanding in Germany 

at the beginning of the great inflation was negligible. Therefore, 

private, as well as government interest-bearing securities were 

heading toward. complete repudiation, although the German 

bondholder did not realize this in the early stages of the inflation 

program. 

As inflation developed and men of wealth sought protection 

against its effects, internal bonds were sold and attempts were 

made to export capital to foreign countries. With the continu

ing depreciation of the mark, bonds were offered at low

er and lower prices. In the case of callable bonds, the indebted

ness of the companies could be wiped out at negligible expense. 

In the case of bonds that could not be called, part of the real 

. value remained but was of little use to the holder as long as the 

mark was depreciating. Of course, interest was paid only in 

nearly worthless marks. 

For those who held savings deposits, the consequences 

were even worse. The deposits represented no definite claim on 

. capital, and the entire savings ·of the German nation so invested 

were lost. As in the case of bondholders, depositors did not wait 

· for complete repudiation of the mark. They withdrew their de

posits more rapidly as depreciation of the mark progressed, so 

that at the end of the inflationary period there were less than 

two million savings accounts in Germany as compared with 
twenty-three million before the War. 

As depositors began to realize that their life savings were 

becoming worthless, they closed their accounts and hastened to 

purchase whatever was available in the form of tangible assets. 

The banks, faced with large withdrawals, tried to liquidate 

bond and mortgage investments and finally became holders of 

short term paper to the extent of their remaining funds. 

Efjects on Insurance and Trust Funds 

Probably more has been written about the effect of the Ger

man inflation on insurance than upon any other form of invest-
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ment. The insurance companies did not suffer complete annihila

tion, partly because of their real estate holdings. When the mark 

was finally stabilized, there remained one-fifth of the number 

of policies _that were outstanding before the inflation. The as

sets of the companies that had written these policies had depre

ciated to but 6Vz% of their previous value. Investments (largely 

bonds), which had constituted most of the assets, had shrunk to 

4.4% of their earlier value. Real estate retained more than 40% 

of its former worth. It is obvious that had these companies pos

sessed larger real estate holdings they would have emerged from 

the inflation in a relatively favorable condition. 

Beneficiaries who had counted on a sufficient fund from 

life insurance policies to maintain them during the rest of their 

lives received scarcely enough to provide food for one day. 

Finally, it has been said that the cost of a postage stamp needed 

to send the death certificate to the insurance companies was 

greater than the face value of the amount received from a large 

insurance policy. 

Trust funds and endowment funds, because of their diversi

fication did not suffer complete extinction. A study of inflation 

made by Philip G. Wright for the Duke Endowment reveals that 

approximately 12% of such funds remained intact after the in

flation was over. 

The effect of this drastic shrinkage of assets was disastrous. 

to the individual and to the charitable organizations depending 

on such funds for income. Many hospitals and charitable homes 

were forced to close, leaving the state to assume the entire bur

den of caring for the indigent sick .and aged. 

Real Estate 

It has been urged by proponents of inflationary devices that 

by such means farm and other real estate owners can be relieved 

of the pressure of debt. Their equity in the properties is as

sumed to rise in proportion to the depreciation of the monetary 

unit. No matter how reasonable this may seem in theory it does 

not appear to work out so well in fact, not at least in the event 

of as drastic an inflation as the German one. 
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Mortgages representing, before depreciation of the mark, a 

substantial proportion of the value of a property could be liqui

dated during the :final phase of the inflation for the price of a 

barnyard fowl. Yet the owners who were thus simply relieved of 

debt found themselves later unable to pay their taxes and were 

often forced, after stabilization, to incur greater debts than ever 

in order to retain their properties. 

Those who foresaw the ultimate effects of the inflation and 

purchased real estate as a hedge probably fared somewhat better 

than did the investor in bonds. However, the real estate owner 

was beset by many difficulties. The burden of taxes became 

greater and greater. Laws provided severe penalties for increas

ing rents, and eviction proceedings were suspended. The city 

landlord was unable to obtain sufficient rent to pay his taxes, and 

the cost of repairs and maintenance was so great as to be pro

hibitive. 

The owners of farm property were more fortunately sit

uated; because, although they could no longer purchase clothing 

and other manufactured goods, they at least had the means of 

providing themselves with most of their food. Here again, how

ever, the farmers, particularly those within reach of urban centers, 

were in a hazardous position. 

During the later stages of the inflation when the mark was 

suffering a day-to-day deterioration in value, the farmers found 

that any products taken to market could be exchanged only for a 

worthless paper currency. They therefore refused to ship or carry 

their products to the city markets. The urban workers, faced 

with starvation, marched out of town in small armies and seized 

cattle, looted barns, and even dug the potatoes from the :fields. 

Common Stocks 

The effect on those who hedged against inflation by pur

chasing common stocks was not at all uniform. The value of 

stocks in a period of inflation, just as at any other time, depends 

partly on earning power. The value of German stocks, there

fore, reflected the profits of industry. 

During the inflation, German industry was stimulated by 
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the flight from money into goods. In spite of this development it 

was difficult to make profits. Although the goods made in one 

month might be sold at a handsome profit in the next, the cost 

of labor and materials to replace the goods sold increased so 

rapidly that it was almost impossible to obtain working capital in 

order to continue production. The smaller industrial establish

ments were especially handicapped by such circumstances. 

At this time, industrialists with initiative and daring seized 

the opportunity to create large cartels or trusts such as the vast 

mesh of corporate enterprises developed by Hugo Stinnes. These 

amalgamations were created with the help of borrowed money, 

and many of them became insolvent when the mark was stabilized 

and the speculative orgy accompanying the inflation was brought 

to an end. 

Thus the experience of owners of common stocks was 

varied. Those who invested in the equities of the huge inflation 

combines received a satisfactory income while the inilation was 

in progress but, in many instances, lost their capital when the 

structures based on borrowed capital collapsed. Those who in

vested in the stocks of smaller companies were often unable to 

obtain an income from the businesses during the inflation but 

possessed a valuable asset a few years after the mark had been 

stabilized when the prices of industrial stocks in general rose 

rapidly. 
Social Effects 

The most serious aspect of the German inflation was its 

effect on the youth of the nation. All the precepts of the in

dustrious and thrifty generations responsible for Germany's in

dustrial greatness proved to be signposts on the road to disaster 

during inflation. Within the short span of a few years the shrewd 

shyster and skillful speculator climbed to the seats of economic 

power. The former middle class of skilled artisans and low salar- · 

ied men was reduced to poverty, their life savings stolen by the· 

subtle processes of inflation and delivered to the speculator class. 

Under such circumstances, it is not surprising that hard 

work and thrift fell into disrepute. The rising generation learned' 

all the rules of economic life in reverse .and can hardly be blame~ 
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for failing to see that· the topsy-turvy conditions of the world 

were but temporary. 

Unfortunately, the effects on Germany's generation of youth 

have not proved to be so temporary. It seems certain that much 

of what has since happened in that country can be traced direct

ly to the devastating influences of the great inflation. 
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VIII. INFLAT10N'S CONSEQUENCES IN FRANCE 

F
RANCE'S experience with inflation is of especial interest 

for several reasons. In the first place, the reconstruction 

efforts after the War were somewhat similar to the program of 

public works by means of which we attempted to cure the de

pression in this country. Secondly, the process of inflation was 

:finally halted before it had gone to the disastrous extremes 

reached in Germany, and it now seems probable that the ultimate 

results in this country will be similar in that respect. Finally, the 

method of creating inflation, namely, via government deficits 

.absorbed by the banking system, is precisely the method followed 

in the United States during the New Deal spending programs. 

Several articles and a few books dealing with inflation and 

its consequences in France have already appeared. Many of them 

emphasize the period after the War, as though all the inflation 

were concentrated in those years. This has resulted in the accept

ance of misleading conclusions as to the fate of commodities, 

common stocks, and real estate during an inflationary progres

sion. It is one thing to seek protection from the effects of inflation 

after they have already become marked, but it is a somewhat 

.different problem when the inflationary progression is in its 

earlier stages. 

For example, it has been argued that common stocks are not 

satisfactory protection against the effects of inflation, because 

the prices of such securities in France increased only about 50% 

in value between 1922 and 1928. It will be dangerous indeed to 

assume that the situation in this country during the next few 

years will be similar. In 1922 business in France was booming 

,and industrial stock prices naturally reflected that condition. 

Depreciation of the Franc 

In order to be complete, a discussion of the inflation of the 

French franc must include the War period, for the cycle began 

in 1914 and continued until it ended in the panic of July 1926. 
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(The later depreciation of the franc, from 1931 to date, 1940, 

will have consequences that cannot be discussed here, because the 

additional complications of the new war in Europe cannot yet 

be foreseen.) The depreciation of the franc was characterized by 

several distinct phases. The .first included the War period, dur

ing which the Government borrowed heavily from the Bank of 

France, and likewise borrowed the savings of the people. Both 

wholesale and retail prices rose rapidly during this period, al

though the franc in terms of foreign exchange was relatively 

stable. 

At the close of the War, the total French debt had increased 

from approximately 33,000,000,000 f. to 170,000,000,000 f. 

Similar large increases of the national debts had occurred in 

Great Britain and the United States, but after peace was estab

lished the governments of those nations soon achieved a balance 

between income and expenditure. In France, there was an insist

ent demand for large sums to meet the cost of reconstructing 

devastated areas. These expenses were financed with the help of 

the banks by the process of selling government securities to meet 

continuing government deficits. France at this time expected that 

reparation payments by Germany would eventually be greater 

than these deficits. During this period industry and business in 

general were active largely because of the government spending 

program. 

After several years of repeated government deficits the total 

public debt had increased from 170,000,000,000 £. at the end of 

the War to 317,000,000,000 f. in 1924. In the meantime, it had 

become evident that the German nation could not be forced to 

pay the bill. Furthermore, the economic collapse of Germany 

opened the eyes of the more intelligent in France to the reck

less policy that was being pursued by their government. 

An effort was then made to halt the progress of inflation. 

For a time the government's credit was bolstered by British and 

American loans granted on the promise of the French govern

ment to increase taxation and reduce expenses. However, the 

political situation thwarted these attempts to rehabilitate French 

finances. The French people would not tolerate the high rate of 
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taxation needed to balance the budget. Popular opinion in the 

nation forced the Chamber of Deputies to abandon the conser

vative monetary policy that it had attempted to adopt and to 

obtain revenue from new issues of short term notes, rather than 

levy additional taxes. As soon as it became obvious that the Gov

ernment was reverting to its former spendthrift policy, depreda

tion in the market price of government securities followed. 

It was not until this collapse in government credit occurred 

that the Government resorted to the printing of paper currency. 

As soon as this process was comprehended by the people, a real 

flight from the franc began. Speculation became rife. In spite of 

government prohibitions, capital sought sanctuary in foreign se

curities. Although this phase of the inflation did not reach the 

absurd proportions that it did in Germany, where currency was 

spent for anything tangible irrespective of its usefulness, an 

acute money panic developed in the Bourse and in other French 

money centers. 

During this phase of the French inflation, the Chamber of 

Deputies was in constant turmoil seeking ways to stop the drastic 

depreciation of the franc. The nation's electorate, which in 1924 

had rejected representatives of a conservative monetary policy, 

had now become so alarmed at the monetary situation that Mon

sieur Poincare, who represented the sound money bloc, was 

chosen. to form a cabinet. 

No sooner was this accomplished than confidence in the 

franc, based on the promise to balance the budget, was restored, 

and although actual devaluation at a rate fixed by law did not 

occur until 1928, the franc, after rising from two cents on the 

dollar in foreign exchange to somewhat over four cents, remained 

stable at that price during the intervening period. 

E.ff ects of Inflation in France 

In order to determine the best means of avoiding the 

disastrous effects of inflation, it will be helpful to measure its 

effects on values in France from 1914 to 1926. Only those forms 

of wealth that were widely possessed and easily obtainable 

should be considered from this point of view. 
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CHART VI 

BASIC INDEXES IN FRANCE IN 1928 EXPRESSED IN PER CENT 
OF 1914 VALUES 
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Of course, the surest form of protection would have been 

provided by hoarded gold. However, inasmuch as gold quickly 

disappeared from circulation at the outbreak of the War, it was 

unobtainable in any quantity for use as a hedge against inflation. 

Another medium for protection against the effects of inflation 

was the purchase of foreign securities. However, the export of 

capital was forbidden, and purchases of foreign securities, made 

largely by the wealthy, had to be accomplished by evading the 

efforts of the Government, especially during the War, to obtain 

foreign balances for the purchase of munitions. In fact, during 

the War the French people were urged to make available their 

holdings of foreign securities. However, those who were able to 

purchase American stocks in 19,21 and 1922 avoided the losses 

suffered by most holders of French securities. 

Those who were best protected from the effects of the in

flation were the holders of commodities. Wholesale commodity 

prices during the course of the inflation cycle increased by more 

than 750%. Although it is probable that few held commodities 

during the entire period, any who did almost completely avoided 

the effects of the franc's depreciation. An analysis of the rise of 

wholesale commodity prices indicates that substantial advances 

occurred in raw materials such as cotton and wool and in copper 

and other non-ferrous metals. The average rise in prices of min

erals from 1914 to 1926 was 925%; that of textile materials more 

than 1000%. Larger increases occurred in the prices of grains, 

approximately 700%, than in the prices of animal products; the 

gains in the latter group were limited to approximately 450%. 

The prices of products in the luxury class, such as sugar, coffee, 

and cocoa, advanced to approximately the same extent as did the 

general commodity price averages. 

Industrial stock prices rose substantially during the final 

phase of the inflation. As can be seen by Chart VI, however, an 

increase of 315 % in stock prices nevertheless represented a loss 

to the investor in terms of gold values. Industrial activity during 

the whole period of the inflation continued at a high rate. Dur

ing the War French industry was operated at capacity for the 

manufacture of War materials. Soon afterward the large re-
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habilitation operations sustained industrial activity. Again dur

ing the speculative phase of the inflation, when prices were ris

ing rapidly, industrial activity was stimulated. The proportion 

of industrial to agricultural activity in France is not so predom

inantly in favor of the former as it is in England and the United 

States. For this reason the ameliorating influences of this activity 

were not so great as they presumably would be here in the United 

States. 

Holders and purchasers of real estate in France during the 

inflation were in a much more advantageous position than the 

holders of fixed income securities. Although averages of real 

estate values are difficult to obtain, analyses of holdings by the 

large life insurance companies offer a fairly satisfactory indica

tion of the effects of inflation on this form of wealth. It was 

found that although the sale value of real estate depreciated 

nearly to the extent of the depreciation of the franc, income from 

real estate in relation to prices was maintained to a far more sat

isfactory degree than income from bonds. To a certain extent, 

the landlord was faced with the same difficulties encountered by 

landlords in Germany during the inflation in that country. Laws 

were passed to prevent rent increases and evictions. However, 

rents had advanced before the passage of these laws, so that the 

return to the landlord was more favorable than it otherwise 

would have been. 

The depreciation of securities yielding a fixed income was 

marked. The value of the interest was reduced to one-fifth of its 

pre-war worth, and the face value of such securities depreciated 

to an even greater extent than might seem warranted by this loss 

in the coupon value. The reason for this was that interest rates 

soared during inflation, with the natural result that market values 

for fixed income-bearing securities were lowered. At the time of 

the most acute weakness in the securities of the Government, 

some classes of French loans sold at prices as low as 10% of par 

value. 

Of course, the value of savings deposits depreciated with 

the fall of the franc. Although German savings were rapidly 

withdrawn from the banks during the latter part of the period 
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of inflation, in France this did not occur except during the panic 

of 1926. At other times, savings deposits in terms of francs were 

increasing, but of course their real value suffered drastic shrinkage. 

~ * * * * * 
For the benefit of those whose primary interest in the French 

situation is to find a satisfactory means of hedging against in

flation, further explanation seems desirable. France is not a highly 

developed industrial nation including many large corporations. 

In general, manufacturing operations there are on a much small

er scale than they are here, and the industrial stock averages 

mentioned in the earlier part of this article are hardly compar

able to any of the well known averages intended to portray the 

movement of stock prices on the New York Stock Exchange. 

Furthermore, an average conceals within itself the diverg

ing movements of individual securities and groups of securities 

representing special industries. For example, the French mining 

stocks rose sufficiently in price to protect holders from the effects 

of the French inflation, whereas this was not true of the industrial 

stock averages. 

Another factor not taken into consideration by the use of 

averages is the dividend return during the inflationary period. 

Many of the industrial stocks whose prices did not fully protect 

the holders thereof against the effects of inflation nevertheless 

paid substantially greater-than-normal dividends. 

It should also be noted that, in comparing the rise in com

modity prices with the change in the value of industrial stocks, 

consideration should be given, to the fact that the holder of com

modities derived no income therefrom. During the fourteen 

years of inflation's progress, interest at :five per cent compounded 

would have doubled the capital involved. 
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IX. UNITED STATES EXPERIENCE 

WITH INFLATION 

D
URING its short history the United States has experienced 

inflation in several forms. There have been five major in

flations in this country. Two have been the result of paper money 

printed in order to .finance great wars. Three have been credit in

flations, one of which was of the government-forced type. All 

five are discussed briefly in the order of their occurrence. 

Continental Currency Inflation 

During the early struggles of the American colonies for in

dependence, supplies and munitions for the revolutionary army 

had to be obtained at all costs. In 1775, the only money on this 

side of the Atlantic, except English and European currency, had 

been issued by some of the individual colonies in spite of Eng

lish laws prohibiting such action. The Continental Congress 

authorized the printing of paper currency backed by the integrity 

of the Congress and the value of public lands. The extent of the 

latter was unknown and title to them depended on the success 

of an untrained military force in establishing ownership by revo

lution. 

Once the Continental Congress started printing its currency 

for the purpose of paying the soldiers and buying supplies for 

them, it was necessary to increase the volume of such currency 

issues to counterbalance their decline in value. The deprecia

tion of the Continental currency, as this paper money was called, 

in terms of commodities and gold, of which there was a meager 

supply in the new nation, proceeded rapidly. Within three years 

of the :first issue, food costs had risen to such fantastic prices as 

$1500 for a barrel of flour, $12.00 for a pound of butter, and 

even relatively higher prices for luxury items such as tea and 

coffee. Barter generally replaced currency as a means of exchange 

among the civilian population. 

After four years of war the new government succeeded in 

accumulating some specie by means of requisitions on the states, 
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and additional amounts were obtained from France and other 

European nations. This made possible the redemption by Con

gress of the Continental Currency at a fortieth of its face value 

in 1780, and marked the culmination of the "shin plaster" in

flation. 

The circumstances under which this inflation was created 

made it the most justifiable government-forced inflation in our 

history, but its effect upon those who accepted the currency in 

return for goods was no less severe on that account. 

Wildcat Banking 

In order to understand the inflation that accompanied the 

era of "wildcat" banking, it is necessary to refer to the operations 

of the Second Bank of the United States, which attempted to 

regulate the national banking system (then composed largely of 

state banks) to insure their operation on a conservative basis. 

Because of the deflationary policies pursued by this bank, the in

stitution became unpopular and was made a political issue in the 

presidential campaign of 1832. Jackson, who was opposed to a 

central bank, won the election and refused to renew the bank's 

charter. 

This action in effect freed the state banks, and they indulged 

in a vast credit expansion, for there was a golden opportunity to 

profit by lending ae high rates of interest to those engaged in the 

speculative development of the West. Loans by state banks, 

largely for western land speculation, increased from $137,000,000 

in 1829 to $324,000,000 in 1834, to $458,000,000 in 1835 and. 

to $525,000,000 in 1836. 

This particular speculative bubble was pricked in 1837 by 

an order of the Government making mandatory the payment of 

specie for purchases of public land. Inasmuch as most of the 

land speculation was being carried on with bank credit, panic 

immediately ensued, and there was a rapid and drastic deflation 

involving the failure of many banks. 

The effect of this inflation on commodity prices was not so 

great as it might have been, because the population was still 

small compared with the nation's undeveloped resources, and 
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supplies were abundant. However, prices rose about 30 per cent 

in:. the brief period of two years. 

The panic of 183 7 was followed by another inflation in 

milder form carried on largely by speculation in cotton. State 

banks were not adequately regulated and soon began the ex

tension of new credit. Wildcat banks were still being formed. 

These banks owed their name to the practice of locating them in 

inaccessible places, which the bank commissioners had difficulty 

in reaching. Because these localities often were frequented by 

wildcats the name came to be humorously applied to the banks. 

When the bank commissioners started on a journey to make an 

audit of the condition of an individual bank, specie would be 

sent ahead from other banks co-operating in the fraud, so that 

when the commissioners arrived they would discover that the 

bank had adequate coverage for its deposits. It has been said that 

the commissioners even recognized the same gold coins as they 

appeared in several different banks during their rounds but 

found proof of fraud to be difficult. 

Civil War Greenbacks 

The policy of :financing the Civil War by fiat money was 

adopted, because, at the outbreak of hostilities, the Government's 

credit was low and banks were reluctant to absorb Federal 

bond issues even at high interest rates. The Secretary of the 

Treasury urged Congress to create a system of national banks in 

order to facilitate government financing by means of bond issues. 

However, Congress first decided to try an issue of legal tender 

notes; which, because of their vivid color, were soon known as 

greenbacks and almost immediately became worth less than their 

face value in gold dollars. ·. 

Although the major cost of the war was defrayed by funds 

received from the sale of bonds, which the Government disposed 

of through the national banks later established, the inflationary 

character of the greenbacks was instrumental in doubling com

modity prices during the war period. The total cost of the Civil 

War was approximately $2,500,000,000 of which only $450,000,-

000 was obtained by the issue of flat currency. The remainder 

represented issues of government bonds. 
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CHART VII 

INDEX OF COMMODITY PRICES AND GOLD VALUE OF 
GREENBACKS INDEX DURING THE PERIOD OF THE LEGAL 

TENDER INFLATION 
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The greenbacks were inflationary currency, an addition to 

that already sufficient to furnish circulating media for the nation's 

commerce. Together with credit inflation, they created a degree 

of inflation comparable to that present in this country during the 

World War, and their effects on commodity prices were approx

imately the same. As in the case of any inflation, be it of the 

war-time government-forced type or a private credit inflation, 

the Civil War period was accompanied by speculation on a large 

scale. In this case it assumed the form on speculation in war sup

plies. 

The effect of the issue of greenbacks is illustrated by Chart 

VII which shows the extent of the dollar depreciation and the up

ward movement of commodity prices. 

At the close of the Civil War, commodity prices broke 

sharply and continued to decline for twenty-four years. During 

this time specie payments, which had been suspended at the be

ginning of the war, were not resumed. It was not until January 

1879 that the Treasury began the redemption of greenbacks in 

gold. 

Liberty Bond Inflation 

Upon our entrance into the World War, the Federal debt 

was small, but the enormous calls upon the Treasury to :finance 

the Army made it necessary to raise several billion dollars al

most overnight. Of course, this could not be accomplished solely 

by taxation; therefore, the Government endeavored to obtain 

funds by selling bonds to the public. 

It was soon found that the current savings of the country 

were inadequate to supply funds as rapidly as needed. In pref

erence to increasing taxes greatly the Government resorted to the 

expedient of selling its bonds to the banks. The banks, having 

large reserves provided by Federal Reserve Bank purchases of 

government bonds, credited the Government's account with the 

purchase price of the bond. The Government drew checks against 

these accounts to make payment for war supplies. These govern

ment checks were redeposited in the banks and the excess credit 

involved functioned as purchasing media in the channels of 

business. 
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This process was continued to meet the costs of war, and 

more Liberty Bonds were issued. As the volume of inflationary 

circulating media increased, prices rose thereby making even more 

revenue necessary in order to continue war disbursements. Be

fore our entrance into the War, the gross Federal debt was $1,-

225,000,000. At the close of the War this had increased to ap

proximately $25,500,000,000. A large part of this debt had been 

absorbed by the banking system, and the excess purchasing media 

in circulation remained after the War was over. 

New. Era Credit Inflation 

Excess speculative activity is vitally different from ordinary 

speculation in that creation of the new risks involved may, for a 

considerable period, increase the probability that such undertak

ings will prove profitable. In other words, excess speculation 

may help to create the boom that it anticipates. 

In the stock market boom of 1926-1929, there is a clear ex

ample of the result just mentioned. The rise in stock prices in

vited further speculation for the rise. Those who came into the 

market were borrowing large sums from the banking system, 

funds that were, for the most part, newly created for the pur

pose; with the result that the speculative profits actually financed 

a boom in business, which appeared at the time to justify much 

of the bull market in securities. The process was cumulative in 

effect, as long as the banking system was ready to create new 

credit, which first became purchasing media for securities, then 

profits for the speculator, and finally appeared in the channels 

of business as an unexpected demand for many types of goods. 

There were several striking abnormalities of the boom period 

that ended in 1929. The stock market rise was unquestionably 

one of them. Another was the extreme prosperity of the con·· 

struction industry. The third was the country-wide land boom, 

which reached extravagant proportions in Florida and in some 

of the larger cities of the nation. 

The stock market boom fed upon credit. It required ever

expanding brokers' loans and loans by banks throughout the 

nation to individuals who were speculating with the help of 

their local banks and to those trading on margin in Wall Street. 
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The construction boom likewise required easy money. Only 

the availability of enormous sums at artificially low rates of in

terest could have made possible the speculative building that 

featured the New Era. For the creation of enormous apartment 

hotels and apparently unnecessary office buildings in the principal 

cities, large sums had to be accessible to individuals with grandi

ose ideas. 

The land booms throughout the country, carried to harm

ful extremes in Florida and in some other parts of the nation, 

were likewise made possible by easy money. In the absence of 

excess credit, and plenty of it, such booms would have died 

a-barning. 

It is seen therefore that a necessary prerequisite to the strik

ing abnormalities of the New Era was the .availability of bank 

credit on an enormous scale at low rates. How was it that so 

much easy money was available? The answer is to be found in 

Federal Reserve policy during those years. 

It may be recalled that business and commodity prices were 

gradually slumping in the spring and early summer of 1924, and 

that in the last six months of the year, apparently with the object 

of supporting the price level, the Federal Reserve Banks purchased 

securities on a large scale in the open market. This created ex

cess reserves for the Member Banks, and made it possible for 

them to invest and to lend far more than the savings at their 

disposal. In 1927, when business activity .and prices had again 

begun to slump, another dose of credit inflation was injected into 

the banking system by the Federal Reserve open market pur

chases of securities. As in late 1924, nearly a quarter of a billiOn 

dollars was thereby added to the reserves of the banking system. 

Effects of New Era Inflation 

This process called in:flation has interesting and important 

effects on the business world, and therefore on the average man. 

The excess of demand for goods made possible by newly created 

currency .and credit sooner or later means rising prices and 

what may be termed windfall profits to business men in general. 

In other words, the business world :finds that it is making unex-
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pected profits because of influences entirely outside its own con

trol. Actually, few business men understand the underlying cause 

of their temporary good fortune at such times; consequently, they 

develop an unjustified confidence in their own ability. 

During such a period, speculation flourishes; and if the 

process is continued long enough, so that its effects permeate all 

phases of economic life, there is an insidious growth of the ever

present desire to get something for nothing. Optimistic hopes are 

so often fulfilled by the course of events during an inflationary 

progression that men in all walks of life come to feel that they 

are entitled to much more for the effort they are giving than it is 

possible for them. to get in the long run. The younger generation 

during such times sees the precepts expounded by their fathers 

violated with impunity, and from this deduces that all the wis

dom of the past is so much "bunk." Customs that have de

veloped through the years are tossed aside, even though some 

of them may have real value, in the rush to sweep away the cob

webs of old fogyism and clear the path of progress toward a 

bright "new era." When the inevitable aftermath arrives, those 

who have been most influenced by inflation's effects are unfitted 

for grappling with the stern realities of life. These maladjusted 

individuals readily become the dupes and the supporters of pro

fessional peddlars of the "more abundant life," as the recent 

history of several countries, including the United States, has clear

ly shown. 
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X. WARNING SIGNALS OF THE EXPLOSIVE 

STAGE 

B
ECAUSE charts can present significant data more clearly 

than can printed words, we have included a series of 

charts that are believed to be the most complete assembled in one 

volume on inflation. In subsequent portions of the discussion 

where these charts: are mentioned, the figures in parentheses indi

cate the pages on which the charts referred to will be found. 

Explanation of the Charts 

It seems desirable first to discuss the type of chart used, in
asmuch as an understanding of its characteristics is essential. 

The charts are on a logarithmic, or ratio scale. Lest the reader 

conclude that they will be too complicated for him to understand, 

it should be noted that there is nothing essentially complex about 

the logarithmic chart, in spite of its imposing title. Fortunately, 

it is not even necessary to have any knowledge of logarithms in 

order to understand a logarithmic, or ratio, chart. 

Ordinary charts, whereon the data are plotted on an 

arithmetic scale, are intended to present simple comparisons be

tween the facts involved. The data in many charts thus plotted 

could equally well be shown by bars of different length, as they 

are sometimes presented in the familiar bar diagram. However, 

the ratio chart is intended to show altogether different relation

ships. Such charts are useful, not for comparing quantities at suc

cessive times, but for comparing rates of change during a given 
period. · 

Ratio charts may be explained in two ways, depending on 

the reader's point of view. The explanation that follows dis

cusses both viewpoints. 

In glancing at .a chart, one expects that equal distances will 

have the same meanings. On the arithmetic chart, equal vertical 

distances, wherever they may appear, do indicate equivalent 

changes in the amounts shown. However, on the ratio chart equal 
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vertical distances indicate equal ratios between the data shown. 

In other words, if one were looking at an arithmetic chart, he 

would expect to find that an increase of, say, ten units occupied 

the same vertical distance on the paper, wherever it happened to 

be plotted. On the ratio chart, however, a ten per cent change in 

the second quantity plotted, with respect to the first shown, will 

be indicated by the same vertical distance between plotted points 

wherever they happen to be on the chart. 

The ratio chart may also be considered from the viewpoint 

of the comparisons desired. The point to be remembered is that 

rates of change during a given period are the vital feature. Ob

viously, this relationship cannot be readily grasped by in

spection of the ordinary arithmetic chart. That this is true can 

be seen if it is remembered that the change from ten at one time 

interval to twenty .at the end of the next recorded interval would 

have the same vertical spacing as the change from one hundred 

to one hundred and ten. Yet, in the first instance, the rate of 

change has been :a one hundred per cent increase, whereas, in the 

second, the rate of change has been an increase of only ten per 

cent. 

From what has just been said, it will be realized that the 

line connecting any two points on an arithmetic chart has no 

particular significance. It is the vertical distance between the 

points in which the reader is interested. On a ratio chart, how

ever, a line connecting any two points has real significance, and 

in fact it is the slant of this line that is of primary importance. 

(In studying the timing of inflation, it is desired to ascertain 

when the effects have appeared immediately and when they have 

been delayed. In particular, when considering the movement of 

commodity prices, for example, whether or not the rate at which 

prices moved upward corresponded to. the rate of inflation is the 

vital question.) 

The Index of Inflation 
On each of the charts in this section, an index of inflation 

is shown. In principle, these indexes of inflation for the several 

countries are similar to the Harwood Index of Inflation, which 

was explained in Chapter III. 
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When inflation is not of the obvious printing press cur

rency type, it is usually a credit inflation financed by mean-S- of 

the banking system. The ordinary business boom has almost in

variably included some degree of credit inflation. This has in

volved the monetization of common stocks, real estate, or other 

capital assets by commercial banks. 

A government-forced credit inflation is essentially the same 

in principle as a private credit inflation, but the government, 

rather than business men and speculators, does the borrowing. 

By forcing its bonds on the banking system, the government ob

tains credits to the Treasury account, which are then passed into 

the channels of business by writing checks to pay for govern

ment expenditures. When governme~t deficits are so large that 

current savings cannot buy all of the government bonds sold, it 

follows that the banking system's credits to the Treasury's check

ing account are inflationary. 

In an effort to find sufficient data to prepare an index of in

flation for all the important industrial nations of the world, the 

banking statistics available were examined. Unfortunately, there 

are no adequate data for the preparation of indexes of inflation 

in any other country (with the possible exception of Canada) . 

Consequently, it has been necessary to obtain the results shown 

as an index of inflation by indirect methods which, fortunately, 

give a satisfactory approximation to the facts. 

In the German, French, and United States Civil War infla

tions, we know that much of the inflationary purchasing media 

forced into the channels of business was the direct result of enor

mous government budget deficits. Bonds representing these 

deficits were delivered to the banking systems of the various 

countries in exchange for credits to government checking accounts 

or for circulating notes. In the later stages of the German in

flation, the notes were printed directly by the government, and 

by many other agencies. 

Although there is no record of the additional savings in the 

form of time deposits of the respective banking systems that 

were available to purchase government securities in each of the 

three instances mentioned, estimates have been made allowing 
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for the maximum savings that might reasonably have been ex

pected. Except during the Civil War period in the United States, 

the volume of savings available to absorb government bond is

sues was negligible in proportion to the enormous government 

deficits. Consequently, any errors in the savings estimates can 

have had only a minor effect on the indexes of inflation shown. 

There is one element left out of consideration in preparing 

the indexes of inflation presented for these three instances. It is 

the private credit inflation resulting from business booms and 

speculation within the countries concerned. It is known that there 

was speculation on a substantial scale during the World War 

and afterward in Germany and France. No doubt, there was 

substantial private credit inflation. In Germany and France, how

ever, the inflation resulting from enormous budget deficits was 

so great that private credit inflation was relatively minor. The 

same cannot be said of the Civil War period in this country, for 

which the index of inflation shown is .admittedly much less ac

curate. 

The indexes of inflation for Germany, France, and the Civil 

War period in the country are therefore the result of accumulat

ing the budget deficits throughout the respective periods and 

subtracting at each date shown an estimate of accumulated sav

ings available for the purchase of government bonds. The figures 

have also been corrected for debt repayment by the respective 

governments. In other words, the budget deficit total is a net 

amount after allowing for sinking fund operations. 

For the World War period in the United States and the 

New Era that ended in 1929, we have the more accurate informa

tion provided by the Harwood Index of Inflation. This index, 

based directly on the pertinent data, automatically eliminates the 

inaccuracies mentioned above. In concluding this aspect of the 

discussion, it is desirable to emphasize that the indexes of in

flation for Germany and France are substantially correct as far as 

their orders of magnitude are concerned. Including the private 

credit inflation and deflation during the period would introduce 

a substantial degree of irregularity in the curves. However, it 

would not alter the trends shown. 
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The Civil War index is admittedly open to question. It is 

the best approximation practicable, but the results indicated 

should be used cautiously. 

TIMING 

For the purposes of this discussion, an inflationary progres

sion has been divided into three phases. The first has been 

labelled the Early Stage. It is characterized by a tendency for the 

effects anticipated to lag far behind the degree of inflation devel

oped. The second phase, called the Critical Stage, is the period 

during which the rate of reaction to inflation turns sharply up

ward. The third, designated the Explosive Stage, is the period 

during which speculation becomes virtually uncontrollable, or a 

flight from the monetary unit is in, progress. 

THE EARLY STAGE OF INFLATION 

The purpose of studying each of the three phases of infla

tion in some detail is to discover any general laws or results that 

can confidently be expected in all cases. It is assumed that the 

reader is interested in applying what can thus be learned to the 

present inflationary progression in this country and any others 

that may follow. 

Get'many 

Referring now to charts VIII and IX (71 and 73), it will be 

observed that the Early Stage of inflation in Germany extended 

ov~r a long period. Prior to 1922, the most mark;ed increase in the 

in4ex of inflation occurred during 1915. During the latter part 

of 1916 and during each of the succeeding years through 1921, 

the rate at which inflation increased steadily diminished. 

In spite of the sharp upward trend of the government

forced inflation, which was the result of enormous budget deficits 

in connection with war expenditures, neither wholesale prices, 

the cost of bread, nor stock prices turned upward sharply until 

the latter half of 1919. Careful study of these relationships re

veals the peculiar value of the ratio chart. The divergence of the 

trends, comparing the index of inflation trend with the others 

shown, is obvious, and the end of the Early Stage is definitely 

marked. 
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France 

Charts X and XI (75 and 77) present the data for France. 
Judging by the trends of the curves shown, the Early Stage of 

the French inflation extended into 1922. There is some question 

whether the middle of 1919 should be regarded as the end of 

the Early Stage. For approximately one year, beginning at about 

that time, the effects of inflation were reflected in sharp upward 

trends of commodity prices and securities. However, inasmuch 

as the peak of wholesale commodity prices in 1920 came only 

slightly above the trend line indicated from 1914 through 1918, 

the brief post-war boom may be disregarded for our purposes. 

If the Early Stage of inflation in France be considered as 

extending from 1914 through 1921, a brief explanation regarding 

the fluctuations shown for the years 1919, 1920, and 1921 is de

sirable. Immediately after the Armistice there was a general ten

dency for business men to assume that the war prosperity would 

collapse. Without the government's enormous purchases to carry 

on the war, it was supposed that drastic readjustments would be 

necessary. This condition was general throughout the world, and 

it resulted in a temporary let-down of industrial activity and 

speculation in all of the major industrial nations. However, 

actual expenditures by the various governments were not cur

tailed so promptly, with the result that there was, in all of the 

nations concerned, a brief post-war boom. 

In Germany, the collapse of the post-war boom resulted only 

in a leveling-off of commodity prices and a somewhat slower rise 

in security prices for a few months. In France, on the other hand, 

the collapse of the post-war boom with the consequent deflation 

of a sq.bstantial private credit inflation resulted in a downward 

trend of prices for nearly two years. 

These changes occurred in spite of a continuation of the 

budget deficit inflation by the governments of Germany and 

France. Therefore, it is apparent that there may be a private credit 

inflation and subsequent deflation during a major inflationary 

progression of the government-forced variety. 
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World War 

The index of inflation shown on charts XII and XIII (79 

and 91) is markedly different from those on the earlier charts. Its 

wide variations during the brief period considered contrast 

sharply with the smooth curves shown for the indexes of inflation 

for Germany, France, and the Civil War. The reason for this 

irregularity of the index of inflation curve is that it includes the 

record of private credit inflation and deflation. 

Of course, during the war period in this country, the infla

tion via federal deficits was the dominating force. Its importance 

is reflected in the major trend of the index of inflation during 

those years. In order that this major trend of the inflationary 

progression may be more readily visualized, a trend line for the 

index of inflation has been sketched in lightly on charts XII and 

XIII (79 an~ 91). 

Taking into consideration the primary trend of the index of 

inflation, it is apparent that the Early Stage of the World War 

inflation extended from 1917 through early 1919. During this 

period all of the price curves shown moved upward much less 

rapidly than the index of inflation. 

Parenthetically, it may be well to mention that commodity 

prices and the cost of living had risen substantially above their 

1913 levels before the United States entered the World War. 

This was apparently caused by the fact that Europe was disgorg

ing its own hoards of gold and diverting to this country most 

of the gold produced in the world in order to obtain necessary 

food .and implements of war. (During 1915 and 1916, net gold 

imports were nearly $1,000,000,000.) Probably, there were other 

influences involved, but a complete analysis of them would wan

der too far afield from the immediate object of this inquiry. 

New Era 

The New Era inflation, as will be seen by reference to 

charts XIV and XV ( 8 3 and 8 5) , is by far the most complicated 

of the various inflations studied. In the first place, the cost of 

living and wholesale commodity prices were high, and varied 

only slightly throughout the entire period. Judging by these 
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factors alone, one might have supposed that there was no infla

tion, and many observers were thus deceived. This paradoxical 

situation, an inflationary progression apparently not reflected in 

commodity prices and the cost of living, has been satisfactorily 

explained by both Walter F. Eade and E. C. Harwood. Their 

studies of this problem, although independent and different in 

approach, were mutually confirming. Briefly, they have demon-
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strated1 that in the absence of the New Era inflation both whole

sale prices and the cost of living would have followed downward 

trends such as those which prevailed after the War of 1812 and 

again after the Civil War in this country. The increasing diver-

'"Mathematical Analysis of Post-War Price Falls," by Walter F. Eade, 
The Annualist, August 26, 1932. 

"Cause and Control of the Business Cycle," by E. C. Harwood. 
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gence of wholesale prices and the cost of living from their nor

mal post-war trends during the New Era inflation was in reality 

an upward movement with relation to the respective normals. 

However, at least as far as the charts shown herein are con

cerned, neither wholesale) commodity prices nor the cost of liVing 

provided any obvious clue to the various stages of the inflationary 

progression. 

Although the end of the Early Stage is admittedly not 

clearly defined, it has seemed reasonable to consider it the period 

prior to the middle of 1927. At that time, industrial .and some 

other securities started on their sharp upward movement at a 

rate definitely exceeding the trend indicated for the index of in

flation. 

Duration 

In order to summarize this information so that comparisons 

can be more easily made, there appears below a brief table with 

the duration of the early stage of inflation given in months for 

each of the five situations studied in detail. 

EARLY STAGES OF INFLATION 

TABLE I 

Duration, in months 
Type 

Germany 54 Government-forced 

France 60-84 Government-forced 

Civil War, U.S. 24 Government-forced 

World War, U.S. 20 Government-forced 

New Era, U.S. 60 Private Credit 

It is apparent from the foregoing that the Early Stage of 

inflation may occupy a period as brief as 20 months, or it may 

extend over sever.al years. It is especially important to note that 

the Eady Stages of even the relatively severe inflations in Ger

many and France lasted 54 and 60 or more months, respectively. 

The question naturally arises: why these widely varying differ

ences in the periods covered by the Early Stages of inflation? 

It is evident from the third column of the table above that 

one difference between the various inflationary progressions un. 
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der consideration was the method of their formation. During 

the goverrunent-forced inflations, it is only natural that private 

speculation should have lagged until it became evident that in

flation would "take." On the other hand, the inflation that was 

made possible primarily by private speculation and booming 

business was naturally reflected more immediately in the various 

price indexes that have been used. 

CHART XIII 
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Other Reasons for the Time' Lag 

In addition to the factors mentioned that in all probability 

were instrumental in causing the delays noted, there is another 

factor that enters into all inflationary progressions. This is the 

time required for even a small degree of inflation to have its 

·effects on business. A detailed follow-through showing the actual 
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use of inflationary purchasing media injected into the channels 

of business will perhaps make this point clearer. 

In a government-forced inflation for example, the purchas

ing media involved are normally in the form of credits to the 

Treasury's checking accounts. This would appear in our index of 

inflation as soon as government bonds had been sold to the bank

ing system and the resulting government deposit had been spent. 

Of course, the first step is for the government check made 

out to some business concern or individual to be deposited for 

credit to a privately owned checking account. This may not have 

been the .first step, in the sense of having been the :first oppor

tunity for this inflationary purchasing media to affect prices, be

cause government purchases made may have resulted in an in

creased demand for goods. However, a large portion of govern

ment funds is paid to individuals as salaries, or to businesses for 

services rendered. 

The individual or business receiving the inflationary pur

chasing media may normally turn over its bank deposit very 

rapidly. For most individuals, however, the turnover of their 

checking accounts is closely related to the time period covered by 

their salary checks, from obvious necessity. For businesses, the 

turnover of checking accounts is usually related to the inventory 

turnover of the business concerned. The reason for this is like

wise obvious. 

Inasmuch as few businesses have a complete inventory turn

over once a month and most salaried individuals are paid not 

oftener than twice monthly, it is probably a safe assumption 

that one month or more is required for the turnover of the in

flationary purchasing media forced into circulation. 

Another factor that should be considered in this connection 

is that a large part of production is agricultural. The individuals 

engaged in it have an inventory turnover once annually. During 

the remainder of the year, they are preparing for their crop, car

ing for it, harvesting, and selling it. Obviously, the turnover of 

inflationary purchasing media in their hands may be very slow. 

These facts explain why inflation must take time. Only 
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when the Explosive Stage has been reached can the effects of 

inflation be expected to outrun the degree of inflation itself. 

O:bvious Lessons 

The obvious lessons for those who are faced with the neces

sity of living through a period of more or less drastic inflation 

in this country may be summarized as follows: 

1. Inflation takes time. It should not be assumed that be-
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cause the effects seem to lag the predictions of those who are 

concerned about it that the prophets are wrong. 

2. It is also clear that the action of commodity prices and 

security prices during the Early Stage of inflation provides no 

clue to what may be expected subsequently. In the most severe 

inflation of those included in the study, commodity prices were 

relatively the last and the slowest to move during the Early 

Stage. 
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3. It is to be expected that the Early Stage of a govern

ment-forced inflation will reflect the timidity of investors and the 

perplexity of business men, with the result that, unless there is 

some other factor inviting speculation or creating price changes 

in one field or another, a government-forced inflation tends to 

develop slowly. 

THE CRITICAL STAGE 

The Critical Stage of an inflationary progression is that 

period during which the rate of reaction to the inflation, as 

evidenced by various price indexes etc., turns sharply upward. In

asmuch as these terms imply comparison, it has seemed reason

able to consider a sharp upward trend of prices to be one that is 

inclined upward more steeply than the index of inflation during 

the period considered. In other words, it is conceivable that a 

given upward trend of prices might be considered sufficiently 

marked to justify calling it the Critical Stage of one inflation; 

yet an upward trend equally sharp in relation to the horizontal 

lines of the chart might not be part of the Critical Stage during 

another inflation. The upward price trend under consideration 

should always be compared with the trend of the index of in

flation. 

Germany 

The Critical Stage of inflation in Germany extended from 

July, 1919, through early 1921. (Reference to charts VIII and IX 

71 and 73) will be helpful in connection with the discussion that 

follows.) 

The movement that marked the beginning of the Critical 

Stage was the sharp upturn in wholesale commodity prices dur

ing 1919. This upward spurt continued for nearly a year before 

leveling off during the brief collapse of the post-war boom. 

Finishing industry and mining stocks turned sharply up

ward shortly after commodity prices began to rise. Trade and 

transport common stock price changes lagged the movement of 

the finishing industry and mining stocks, and were much less 

marked during this critical stage. 

The cost of bread was the last of the items shown to turn 
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upward sharply. (In this connection, it should be noted that 

adequate data for the cost of living during the period prior to 

1920 were not available. The cost of bread was the best indicator 

of the cost of living that could be obtained for the purposes of 

this analysis during the first five years of the German inflation.) 

France 

The Critical Stage of the French inflation began in 1922 

and was featured by a sharp upward trend of textile stocks. All 

CHART XV 

NEW ERA INFLATION VS. SECURITY PRICES ...... ..---...,----,.--.,.----.---..-----.-----,.----.---., 

three of the stock indexes shown on chart XI ( ) started up

ward in the latter part of 1921. Railroad stocks exhibited the 

sharpest upward trend for the first few months, but the Critical 

Stage of inflation was marked by an extreme divergence of the 

textile and railroad stock prices. 

Wholesale commodity prices did not reach their post-war 
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low until early 1922. The cost of living continued downward, in 

general, for six months after that, and subsequently lagged 

throughout the Critical Stage. From 1922 on, all of the various 

price indexes, with the exception of the railroad stocks during 

the last three years shown, moved upward much more sharply 

than the index of inflation. 

It is important to note that, in both the German .and French 

inflations, the Critical Stage came several years after the marked 

upward trends shown for the respective indexes of inflation, and 

that the increased inflation forced by government budget deficits 

was relatively small during the entire critical stage. 

Civil War 

The Critical Stage of the Civil War inflation was re.fleeted 

primarily in wholesale commodity prices and only to a limited 

extent, even there. It began in the latter part of 1S63, and ter

minated in early 1865 when the definite probability of success 

for the Union forces resulted in a general liquidation of the 

private speculation in commodities that had been in progress. 

World War 

The Critical Stage of the World War inflation began in 

early 1919 and was marked :first by a sharp upward trend of in

dustrial stock prices. Railroad stocks turned upward early in the 

year, but failed to extend their gains above the highs of 1918. 

Mining and smelting stocks, on the other hand, moved sharply 

upward, well above the 1918 highs, but turned downward before 

the peak for industrial stocks in general. 

The cost of living lagged the upturn in wholesale com

modity prices, and was the last of the price indexes shown to 

turn upward during the Critical Stage. This stage lasted from 

early 1919 to July, 1920. However, security prices turned down

ward much earlier than either wholesale commodity prices or the 

cost of living. 

As in the Civil War inflation, the World War inflation did 

not include an Explosive Stage, unless the decided upward 

movement of commodity prices from late 1919 through early 

1920 be considered as marking that phase of the inflationary 
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progression. The deflationary program adopted by the Federal 

Reserve System, together with the government's refusal to con

tinue an enormous spending program, cut short the infl:ationary 

progression at that time. 

New Era 

The Critical Stage of the New Era inflation began in late 

1927 and was marked, as far as the curves on charts XIV and 

XV (83 and 85) :are concerned, by the sharp upward movement 

of mining and smelting stocks and the general run of industrial 

securities. 

The apparent failure of wholesale commodity prices and 

the cost of living to reflect the inflation under way has already 

been discussed. 

Duration 

As in the discussion of the Early Stage of inflation, a table 

presenting a comparison of the lengths of the Critical Stages 

has been prepared. 

TABLE II 

CRITICAL STAGES OF INFLATION 

Duration, in months 

Germany 

France 

Civil War, U.S. 

World War, U.S. 

New Era, U.S. 

Type 

36 

42 

20 

16 

12-24 

Government-forced 

Government-forced 

Government-forced 

Government-forced 

Private Credit 

Unfortunately, both the absence of necessary data and the 

limitations of economic analysis make it virtually impossible to 

assign definite reasons for the wide variations in the periods in

dicated above. Many different and, in some instances, conflicting 

forces were at work. However, these circun;isrances were so varied 

and are so unlikely ·to recur according to the pattern exhibited 

in any of the instances shown that it would be misleading to 

extend these analyses too far. The only safe conclusions seem 

to be: 

1. The Critical Stage of inflation likewise takes time. 
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There is no record of an abrupt transition from the Early Stage 

to the Explosive Stage of an inflationary progression. 

2. There is no certainty that an upward movement in 

wholesale commodity prices will precede similar movements in 

the stock market when the inflation reaches a critical stage. The 

record plainly shows that both have occurred. 

3. It may be expected that the cost of living will be one 

of the last of the indexes to turn upward sharply during the 

Critical Stage. 

THE EXPDOSIVE STAGE 

The Explosive Stage of an inflationary progression is the 

period during which speculation becomes virtually uncontrollable, 

or a flight from the monetary unit is under way. During this part 

of the process, what might normally be considered the effects of 

inflation precede and are greater in magnitude than their ap

parent cause, as reflected in the index of inflation itself. The 

explanation of this paradox is to be found in the fact that, dur

ing the Explosive Stage, the public's reaction becomes motivated 

not by rational analysis but by mob hysteria. 

Germany 

Germany's experience is especially interesting because it is 

the only instance of ruinous inflation in a modern industrial na

tion. As everyone knows, the pre-war monetary unit of that 

country finally became worthless. This likewise involved repudia

tion of its bonds by the government. Ref erring to charts VIII and 

IX (71 and 73), it will be observed that the Explosive Stage of 

the German inflation began in late 1921 and continued to the final 

collapse in 1923. This phase covered a period of nearly 24 months 

in spite of its extreme rapidity of movement during the later 

·stages. 

Wholesale commodity prices were the first to signify the 

Explosive Stage, and they led the upward progression of all the 

other curves shown. The cost of living was a close second, and 

it w.as the only other item of those indicated on the charts to· 

precede the rise in the index of inflation during that period. 

It is noteworthy that common stocks of all three groups 
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shown (chart 73) failed to increase in value as rapidly as whole

sale commodities and the cost of living rose. 

In order to ascertain the immediate causes of the beginning 

of inflation's Explosive Stage in Germany it is necessary to turn 

to other facts than those portrayed on the charts. During 1921 

large cash reparation payments were made by Germany. By the 

end of October, approximately 1,000,000,000 gold marks had 

been transferred. 

Early in 1922, a schedule of payments calling for 31,000,000 

gold marks every ten days was agreed upon. Later in the year, 

this was changed to 60,000,000 marks monthly in gold, and 120,-

000,000 marks to be paid in kind. It is easy to understand how 

these large payments placed an impossible burden on the German 

economic mechanism. Within five or six months after the second 

arrangements had been agreed upon, it became apparent that 

German finance could not stand the strain. Reparation pay

ments were the primary difficulty. During 1921, taxes collected 

by the German government were equal to more than ninety per 

cent of domestic expenditures. This was hardly a serious budget 

deficit, especially in comparison with the percentage deficits of 

other European nations at that time. However, reparation costs 

for the German government were nearly eqrual to all other ex

penses combined, and obviously constituted the barrier that 

effectually prevented Germany from restoring stability to her 

economic structure. 

In the final weeks of the Explosive Stage, paper marks were 

being issued by municipalities, private businesses, and other un

authorized agencies. Probably no one knows the total face value 

of all of the paper currency issued at that time. It is known to 

have reached astronomical proportions, far beyond the compre

hension of anyone who has only recently become used to read

ing of billions with equanimity. 

The Explosive Stage was marked both by extreme specula

tion and by a flight from the monetary unit. No doubt, it would 

have been difficult in most instances to have decided which was 

the active factor. Housewives finally had to obtain their hus

band's pay at the factory doors and rush to the local markets 
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in order to convert the money into goods before it shnank in 

value. Ultimately, merchants refused to sell their remaining 

goods in stock except at extraordinary prices, for fear that they 

would be unable to replace them. 

This situation probably accounts for the failure of stock 

prices to keep up with the movement of wholesale commodities 

1and the cost of living. Business organizations were unable to ob

tain sufficient working capital. Even though they were apparently 

doing business at !a profit, they found that receipts from goods 

sold were inadequate to pay the ever mounting costs of raw 

materials and labor for the next cycle of production. Consequent

ly, many apparently profitable businesses became bankrupt when 

their books showed that they were making more money than 

ever before. 

France 

Of course, the Explosive Stage of inflation in France was 

not comparable either in magnitude or duration to the similar 

period in Germany. It began in late 1925 and lasted only a few 

months; the turning point came in July, 1926. 

It happened that the value of the franc, in terms of foreign 

exchange, was !a more sensitive indicator of the Explosive Stage 

of inflation than any of the price changes shown on charts X 

and XI (75 and 77). This was because there was much specula

tion in foreign exchange. Naturally, large financial interests 

who had gambled on the decline of the German mark turned 

their attention to the franc in the hope of reaping a golden har

vest by selling short. 

There were at least two periods prior to the Explosive Stage 

when international speculators sold the franc in such quantities 

as to arouse general fear that a collapse was imminent. How

ever, in each of these instances, 1920 and 1924, the franc re

gained its equilibrium !after a short period. In the first year men

tioned, this was largely due to the collapse of the post-war boom 

in most of the industrial nations of the world. The disappoint

ment of the speculators in 1924 was apparently traceable to the 

£act that they were anticipating by too long a period the effects 
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of continued budget deficits .and were "caught short" by the 

government's drive against speculators at that time. 

During 1925, especially during the latter part of the year, 

and continuing into 1926, the speculation in foreign exchange was 

dominated by small purchases. It became evident that business 

men and the well-to-do peasant class were withdrawing their 

savings from banks in order to convert them into foreign cur

rencies. During 1926 this movement developed into a run on 

the savings deposits of the nation. Presumably, this had an im

portant effect on subsequent efforts to stabilize the situation by 

government and banking officials. 

In April, 1925, there were revelations of a startling nature 

regarding the concealment of advances by the Bank of France 

to the state. It was also brought out that note circulation had 

been permitted to exceed the legal limit. Subsequently, it became 

necessary to increase the legal limit for advances from the Bank 

of France to the government four times during 1925. In fact, 

there was one period in December of that year when it appeared 

that the government might actually default on the three to ten 

year bonds maturing at that time. 

Cabinet turnovers occurred in rapid succession during 

1926. The situation w.as similar to, but somewhat more kalei

doscopic than, the changes that occurred in France during the 

years from 1933 to 1938. The :final crisis was reached with the 

overthrow of Herriot's government on July 21, 1926. In the 

preceding :five days, the franc had declined nearly twenty per 

cent in terms of foreign exchange. The man in the street who had 

any savings was now fully aw.are of the dangers involved, and 

there was an angry mob •awaiting the departure of the Deputies 

from the session on July 21. 
With the accession to power of Poincare, Herriot's successor, 

public confidence returned. Taxation was substantially increased 

and it became evident that the Explosive Stage of inflation in 

France had ended. 

In seeking for the differences between the two situations 

that account for the failure of the French inflation to continue 

until there was complete repudiation of the currency as in Ger-
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many, two major differences are found. In the first place, the 

gold reserves of the Reichsbank were virtually exhausted during 

the war and post-war inflation in Germany. The situation was 

different in France, where the gold reserve of the Bank of 

France at its lowest was 1approximately 5,500,000,000 francs, 

nearly ten times as large as the Reichsbank reserve during the 

Explosive Stage of inflation in Germany. 

The second important difference between the two nations 

was that Germany w~s saddled with a burden of reparations 

payments. Although French expenditures exceeded the govern

ment income, this was traceable not to the exactions of a victori

ous enemy, but to the incapacity of the government to manage 

its own affairs. It was a condition that could be remedied, once 

the public understood what further budget deficits meant to 

them. To the German people, it is probable that the situation 

seemed hopelessly beyond their powers to remedy. 

Civil War 
The Civil War inflation did not include an Explosive Stage. 

This may be attributed to several factors. 

In the first place, there had been large discoveries of gold 

in California about a decade prior to the war, and substantial 

exports of gold had continued during the war period. These 

were sent directly from California to Europe and served to bolster 

up the credit of the Federal Government in foreign financial cen

ters. There was never any powerful group of international specu

lators engaged in bearing the American dollar. 

Although the Civil War expenditures were large in com

parison with earlier expenses of the Federal Government, they 

were not so large in proportion to national income as the costs 

of the World War. There was also a more determined effort to 

provide for the costs of the war by taxation, especially during 

the later stages. 

The shortages of various commodities invited hoarding and 

some degree of speculation. However, the Union successes be

ginning in January, 1865 proved to the public that the war would 

shortly be over with victory for the Federal Government. There 
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followed an attempt to liquidate the speculative inventories of 

various commodities that had been accumulated, with the result 

that prices declined and all danger of .an Explosive Stage of tl:ie 

Civil War inflation passed. 

World War 

As in the Civil War period, the World War inflation did 

not include an Explosive( Stage. For a time in late 1919 and early 

1920~ when commodity prices were skyrocketing, it appeared that 

speculation might become uncontrollable, and that there might 

be a mo.re disastrous termination of the World War inflation in 

this country. That there was no Explosive Stage during this in

flation can be directly tattributed to the deflationary policy 

adopted by the Federal Reserve System and to the government's 

prompt attempt to balance the budget. Security prices turned 

downward late in 1919. The drastic effects of the Federal Re

serve System's deflationary policy can best be realized by ·a glance 

at the index of inflation itself for the year 1920, as shown on 

charts: XII and XIII (79 and 81). 

New Era 

It is an open question whether the period beginning in late 

1928 and extending through 1929 should properly be classified 

ras an Explosive Stage of the New Era inflation. Because com

modity prices and the cost of living failed to participate in the 

movement, it may be argued that the New Era inflation, like the 

Civil War and World War instances, did not include an Explo

sive Stage. 

Of course, it is not material how one chooses to label the 

last few months of the New Era inflation. However, it is im

portant not to overlook the characteristics of the speculation in 

common stocks that was the most marked phenomenon of that 

period. As far as the attitude of the public was concerned and the 

existence of mob hysteria, there is no doubt that this should 

properly be considered an Explosive Stage. 

WARN.LNG SIGNALS OF DISASTER 

From a survey of the examples given in the earlier part of 

this chapter, it is apparent that inflation may lead to any one 
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of three eventualities. One, the extreme possibility, is complete 

repudiation of the monetary unit and of government bonds, as 

occurred in Germany. Another is partial repudiation, usually in 

the form of devaluation of the monetary unit. The third is mere

ly collapse of a speculative boom with, of course, a depression 

during the period of deflation, its severity depending upon the 

degree of inflation reached. 

In this section, it is proposed to discuss first the circum

stances which, judging by the record of history, are conducive 

to the various outcomes mentioned above. Following that, the 

wiarning symptoms of inflation's Explosive Stage will be re
viewed. 

Circumstances Conducive to Complete Repudiation 

Only one of the five cases presented in detail herein resulted 

in complete repudiation of the monetary unit and government 

bonds. The most obvious conditions, which certainly had .a sub

stantial bearing on the outcome, are discussed briefly below. In 

addition, other instances of complete repudiation by various 

countries are likewise commented upon. 

As a result of the World War, Germany suffered not only 

a serious military defeat, as everyone knows, but an even greater 

commercial defeat in that she was stripped of her colonies and, 

for several months after the termination of active hostilities, her 

commerce was still restricted by the blockade. These conditions 

naturally resulted in a loss of commerce, .and especially of that 

intangible factor called morale, or confidence. The subsequent 

reparations exactions added another burden to a nation already 

surfeited with disaster. 

Largely as a result of the emergency purchases of food 

from other nations, and reparations payments, Germany's gold 

reserve declined from approximately 2,300,000,000 marks in 

1918 to 500,000,000 marks in 1923. The resulting small pro

portion of gold reserve to currency in circulation was an :ad

ditional circumstance making complete repudiation virtually the 

only way out. 

Inflation in Germany became pronounced in 1915, and 
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progressively increased for nearly eight years before reaching the 

Explosive Stage. Obviously, this prolonged period of inflation 

with its continuing destruction of normal value and price rela

tionships helped set the stage for the final debacle. 

The resort to the printing press as a means of :financing gov

ernment deficits was likewise conducive to complete repudiation. 

This too-easy method of securing funds has almost invariably 

proved, like strong drugs, to be habit-forming in the extreme and 

beyond the power of the user to control. (The Civil War green

backs, issued only to a strictly limited extent, were one of the 

rare exceptions.) 

Although the experience of Germany was the only one of 

the five that resulted in complete repudiation, there have been 

other instances of such action in modern history. The Revolution

ary "shin plasters," or Continental currency, were a typical ex

ample. The circumstances above mentioned apply likewise to that 

instance where complete repudiation was the final result. It is 

true that the Revolutionary forces finally won, but it was only 

after the loss of many battles, commercial losses, and a loss of 

morale on the part of a large portion of the population. The 

final victories were not a sufficient change in circumstances, and 

of course could not restore the resources that had been devoted 

to the war. 

During the Civil War, the Confederate states :also embarked 

on an inflationary progression. In the end, their currency and se

curities were completely repudiated. In that instance, the circum

stances were similar to those found in Germany. However, the 

period of the Civil War was sufficiently great so that the Con

federate inflation during that time surely falls into the classifica

tion of a prolonged inflation, although it was the complete 

military defeat that apparently proved to be the deciding factor. 

Conditions Leading to Devaluation 

Of the five instances studied, France provided the only ex

ample of devaluation immediately following an inflationary 

progression. True, the inflationary progression known as the 

New Era in this country was responsible for the circumstances 
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that led to devaluation here. However, devaluation was not 

forced on the United States by the circumstances then existing; 

whereas France had reached the point, by 1926, where devalua

tion had become a necessity. 

Prolonged inflation is an important circumstance leading to 

devaluation. The time factor is a vital feature, inasmuch as an 

inflationary progression of short duration does not involve the 

distortions of business, accumulation of new debts, and other 

influences that make devaluation politically expedient in a 

democracy. 

If, during an inflationary progression, the public debt bur

den is greatly increased, this is another circumstance that invites 

devaluation. Such was the situation in France, and the fact that 

the war-time indebtedness incurred by the United States was 

greatly reduced during the New Era inflation probably accounts 

for the absence of agitation for devaluation until long after the 

end of the inflationary progression. 

If, during ,an inflationary progression, the government con

cerned has exceeded· any statutory limitations placed on its in

debtedness, or if it has condoned similar violations of statutory 

requirements by the central bank or banks of issue, this is like

wise conducive to devaluation. That is a simple means of restor

ing legal reserves, at least, especially when there is some possibil

ity that the public can be deceived thereby. 

Circttmstances Leading Only to Collapse 

Three of the examples given resulted only in a collapse of 

the inflationary progression (if the recent devaluation in this 

country be regarded as an arbitrary experiment, rather than a 

direct result of the New Era inflation). This type of ending for 

an inflationary progression is by far the most common, inasmuch 

as it was the usual outcome of every boom period during the 

nineteenth century, both in this country and in the industrial 

nations of Europe. 

Legal limitations on bank reserves at no time far removed 

from the reserves actually in hand is one circumstance tending 

to limit an inflationary progression, and therefore to confine its 

[ 96) 



results to collapse of the accompanying specu1ative boom and an 

ordinary depression. Since the beginning of the World War, 

because of the monetary manipulation undertaken in nearly all 

nations, the ordinary business cycle boom with its subsequent 

collapse due to the limitations of legal reserves has become a 

rare phenomenon. 

The absence of a government-forced inflation is a circum

stance conducive to mere collapse of the speculative boom, rath

er than the more serious outcomes previously discussed. This is 

strikingly shown by the New Era inflation. 

Warning Symptoms 
In attempting to judge what the outcome of an inflationary 

progression will be, it is necessary to take into consideration the 

circumstances such as those just discussed and, in addition, to 

study the warning symptoms that may appear. Unfortunately, 

there is no assurance that any particular smyptoms will recur 

in any particular inflationary progression, but at least some of 

those mentioned below are sure to be evident. 

Hysterical speculation is the symptom of a marked degree of 

inflation that can confidently be expected. It is hardly feasible to 

forecast what the principal medium of speculation will be, inas

much as all sorts of things from tulip bulbs to common stocks 

have at one time or another been the chosen object of specula

tive enthusiasm. 

The foreign exchange rate has in most instances been a 

guide to the imminence of inflation's Explosive Stage. This was 

true in the experience of Germany and France. It has not pre

viously been discussed in detail because it will probably not be 

a satisfactory warning symptom of the inflation at present under 

way in the United States. The rest of the world is in such an un

fortunate state that our currency can become seriously unsound 

without being less desirable than the currency of most other na

tions. 

Another symptom that inflation is becoming dangerous is a 

large proportion of short term borrowing by the government. 

When this occurs simultaneously with large budget deficits, it is 
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a reasonably safe conclusion that a crisis at least of some im

portance will occur when the short term loans are due. At that 

time, the government may be seriously embarrassed and may re

sort to the printing press, a definite advance toward disaster. 

Attention has been called to the Critical Stages of the 

various inflations shown. These have been marked by sharp up

ward movements of the various indexes, and it is safe to con

clude that similar drastic changes will occur in either security o.r 

commodity prices in this country during the Critical Stage. In 

this connection, it is interesting to note that a divergence of 

railroad stocks from the upward trend of industrial and mining 

stocks has proved to be a definite symptom of severe inflation. 

In discussing the !application of the foregoing to the in

flation under way in the United States, it is important to remem

ber that the complete pattern of circumstances seen during one 

inflationary progression is not likely to be repeated within a 

short period. Consequently, it would be unreasonable to expect 

that iall of the circumstances and warning signals of any or the 

inflations shown will recur as a guide to the American citizen 

during the next few years. Furthermore, there are important 

circumstances connected with the recent experience of this coun

try that must first be understood before attempting to apply 

these criteria. These circumstances, developments since 1933, are 

discussed in the next chapter. 
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XI. PROBABLE EFFECTS OF RECENT DEVELOPMENTS 

F
OR the purposes of the discussion that follows, it is sug

gested that the reader refer to the chart that shows both the 

ratio form of the Index of Inflation and the absolute data. (See 

page 24). As is plainly indicated there, a major inflationary pro

gression began in late 1933, shortly after the New Deal monetary 

experiments began. 

The actual amount of inflationary purchasing media forced 

into circulation steadily increased, with minor interruptions, until 

late 1936. However, it will be noted that the ratio form of the 

Index of Inflation reached its peak in the early part of that year. 

For those who expect to watch the trends portrayed by this Index 

of Inflation, an understanding of the reasons for this difference 

is obviously important. 

Although the dollar total of inflationary purchasing media in 

circulation was steadily increasing throughout the latter part of 

1936, the ratio form of the index rose only a few points from the 

low reached at t11e end of March in that year, and at the end 0£ 

December it had declined below the peak reached in February. 

This apparently paradoxical situation occurred because there was 

a great inflow of purchasing media in the form of gold from 

Europe and Japan during those months. Primarily as the result of 

continued and rapid gains shown by the purchasing media total, 

the inflationary purchasing media in circulation, although steadily 

increasing, gradually became less important in relation to all of 

the purchasing media used. 

During the deflationary interlude that marked the closing 

months of 193 7, the absolute data curve diverged from the ratio 

form of the index. This merely reflected the fact tha.t total pur

chasing media in use did not decrease so rapidly as inflationary 

purchasing media were withdrawn from circulation during the 

deflationary period. During 1938 and 1939, the curve of the ab

solute data continued to rise, although the curve of the index in 

ratio form remained subsbantially unchanged. 

[ 99 ] 



During the period after March 1939 when the curve of the 

absolute data was advancing more rapidly than the curve of the 

ratio form of the index, the aggregate purchasing media available 

to the public was augmented by $5,000,000,000 of gold, almost 

entirely as a result of the inflow of the metal from European 

countries. This great accumulation of purchasing media, repre

senting additions to the Nation's monetary stock,, minimized the 

importance of the inflationary purchasing media in relation to the 

total and explains the reason for the divergence in the trends of 

the index in ratio form and the absolute data during the next 

several months. 

Since April, 1938, the amount of inflationary purchasing 

media available to the public has steadily increased, except for a 

brief reversal of trend from November, 1938, to March, 1939. As 

the chart on page 11 plainly shows, the injection of inflationary 

purchasing media plus that from other sources has pushed the 

combined total to an all-time high. 

Many people obviously do not realize that in late 1936 and 

early 1937 we were apparently entering the critical stage of an 

inflationary progression. It may be recalled that, in the short space 

of a few months, the price of copper increased nearly 50 per cent, 

commodity prices in general moved upward 1about 10 per cent, 

and there was a sharp increase in the cost of living. Even the 

prices of such mass production articles as automobiles were 

affected by the general upward tendency of prices and manu

facturing costs at that time. 

Fortunately, the critical stage of that step in our inflationary 

progression was cut short before it had gathered momentum. 

Nevertheless, the deflationary interlude during late 1937 and early 

1938 was exceptionally severe and required many painful eco

nomic readjustments. If the logical lesson had been learned from 

that experience, if money juggling had been promptly abandoned, 

the depression of 193 7-38 would have been a small price to pay 

for the practical educational benefits involved. 

However, the New Deal chose to disregard the danger sig

nals and to embark on a resumption of the inflationary spree. A 

second great lending and spending program was begun in July, 
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1938, but the continuing budget deficits did not have as extreme 

an inflationary effect 'as they did earlier, because much of the 

Government :financing in 1938 and 1939 was absorbed by private 

savings. (It will be recalled that deficit financing is. not inflation

ary if the funds used are obtained by selling bonds to the public 

or to institutions that have savings to invest. Such financing be

co~es inflationary only when the bonds sold are taken by the 

Nation's commercial banks in greater quantities than the savings 

they have available for such purposes.) 

Now, however, the Government spending is to be greatly 

increased in order to carry out the vast rearmament program. Ir is 

already apparent that the deficit for the next fiscal year will be 

nearly as great as, if not greater than, that incurred in 1936, the 

year when the soldiers' bonus was paid. It seems certain that the 

inflationary purchasing media injected into the chanri.els of trade 

during the next one or two years will be substantially greater 

than that added since 1938. 

Another factor that may increase the rate at which inflation 

occurs during the next two or three years is the probability of a 

greater use of actual savings for industrial expansion. If there is 

a resumption of new financing by industry, and if current savings 

are thus taken for their normal use, that is, the increase of our 

capital facilities, it is possible that only a small part of the Gov

ernment deficit will be financed from current savings and that a 

large part of it will come from bank credit newly created for the 

purpose by the Nation's commercial banks. 

In view of these recent developments and probable future 

trends, it is almost certain that the degree of inflation will exceed 

that which existed in late 1936, by some time in 1941. If that 

occurs, we shall soon be in the critical stage of inflation again, 

and it is impossible to guess at this time whether we shall move 

farther along the inflationary road than we did in early 193 7. 

Because of the urgency of the national defense expenditures, it 

will not be surprising if the next step in the inflationary progres

sion is carried well beyond the peak of th~ last major movement, 

which ended in 1937. 
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XII. ADJUSTING LIFE INSURANCE PLANS 

TO A SMALLER DOLLAR 

T
HE first step to be taken by the man who hopes to. protect 

himself against the effects of devaluation and inflation is 

to be sure that he understands the probable outcome. In the 

earlier chapters, this aspect of the problem was dealt with. It 

seems desirable, however, to emphasize certain important con

clusions. 

Every man who has life insurance or accumulated savings 

has been subjected by the devaluation and inflation processes to 

the risk of speculative loss. This risk of losing a substantial por

tion of the buying power of his money is very great. The places 

where savings used to be safest are now the opposite; not be

cause banks and life insurance companies will fail, but because 

funds in their care may become worth much less in terms of 

goods. 

In general, .adequate protection against the effects of infla

tion and deflation involves reducing the speculative risks that 

have suddenly been thrust on savings and life insurance funds. 

It may be necessary, for a few years at least, to revise one's 

former understanding of what is a prudent use of savings. The 

problem will be solved more easily, however, if the reader will 

keep in mind that proposed action is not to be compared with the 

.action that would have been wise in a pre-repudiation world, 

but is to be considered in the light of important fundamental 

changes. 

What Is Life Insurance? 

At the risk of over-simplifying, it is necessary to explain 

briefly the basic principles of life insurance in order that any 

action taken may rest on the firm foundation of a genuine un

dersranding of the problem. 

The American Experience !Table, which is a record cover

ing the lives of 100,000 individuals, is the foundation for most 

insurance calculations. Enough of it can be presented in a short 

[ 102 } 



space to give an understanding of its nature. In order to present 

figures whose significance will be readily grasped, those which 

appear in Table One, below, are based on the life histories of 

1,000 individuals who were born during the same year. The 

left-hand column shows the age .assumed to have been reached by 

those remaining ,alive; the next column shows the number still 

living; the next, the number of deaths occurring during the year 

in question. In order to make the table short, we have shown 

the figures at the end of five year intervals only. 

TABLE I 

The American Experience Table 

(Based on 1,000 individuals born in the same year. 
for illustrative purposes.) 

Abbreviated 

Attained Age Number Still Living 
25 890 
30 854 
35 818 
40 781 
45 742 
50 698 

Deaths During the Year 
7 
7 
7 
8 

8 
10 

In order that this table may be fully understood, there is 

also shown the year-by-year record for the five year interval be

ginning with age 35. 

(Based on 1,000 individuals born in the same year. Abbreviated, 
for illustrative purposes, to five years beginning with age 35.) 

Attained Age 

35 
36 
37 
38 
39 

Number Still Living 

818 
811 

804* 
796* 
789 

Deaths During the Year 

7 
7 
7 
7 
8 

*The difference here is one greater than the deaths shown; because, in the 
larger tables based on 100,000, the deaths are not exact multiples of the 
number shown but a somewhat larger amount. 

It is seen that 818 of the original 1,000 individuals are still 

alive at .age 35. Let us suppose that they wish to provide ·$10,000 

of life insurance for any one of their number dying during that 

year. In the last column of the table, we find that seven will 

actually die during the 135th year. Therefore, $70,000 will be 

required to pay life insurance to their beneficiaries. Dividing the 

$70,000 by 818 (the total number of individuals), it is seen 
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that if each one of the 818 contributes approximately $85.50, 

there will be enough money available to pay the death benefits. 

The next year, 811 individuals are still alive. If they desire 

to continue their life insurance arrangements in effect during the 

36th year, when seven will probably die, the amount that each 

of the 811 must pay is seen to be $86.30 (approximately). In 
the 39th year, a similar arrangement would require a total fund 

of $80,000, and would mean an assessment of $101.20 (approx

imately) payable by each of the 789 who reached his 39th year. 

At age 50, when 10 of the 698 then living may be expected 

to die, the cost to each of the living members of the group will 

be $143.20. Although we have not presented the mortality table 

figures for the advanced ages, it is apparent from what has al

ready been said that the cost of insurance such as this would 

mount steadily each year ·and become prohibitively great in the 

last few years of the normal lifetime . 

.The Different Kinds of Insurance 

The word used to describe insurance such as that discussed 

above is "Term." It is given this name because most policies 

written along these lines are actually not for one year at a time 

but are for either a five or ten year period, the premiums being 

adjusted over that time so that each yearly payment will be 

equal. In general, the significant features of Term Insurance are 

that the individuals thus insured pay only for the deaths in their 

respective age groups as these deaths occur, and that no surplus 

funds of any a.ppreciable amount are collected by the insurance 

company to form a cash reserve. (Convertible IT'erm policies can 

be exchanged for Ordinary, or other policies at the option of 

the insured, without another medical examination.) 

Now, it is apparent that because Term Insurance is costly 

for ·aged individuals, any young man planning ahead might 

well prefer that his insurance payments be kept approximately 

the same throughout his lifetime. Ae least, it would be dangerous 

to count on such an increase in income as would be required for 

carrying rterm Insurance very late in life. In order to accommo

date those who have this viewpoint, there is a method that en-
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ables the individual taking out life insurance to pay each year 

when he is young more than is required to meet the death benefits 

of those in his age group who die. The excess funds rare held by 

the life insurance company, and are invested in order to bring 

an interest return. This fund, which is built up during early years 

by the excess of premiums over the cost of death benefits, aided 

by the process of compounding interest, is then used during the 

later years when the total costs of death benefits greatly exceed 

the premiums paid in by the few remaining policyholders. 

It is seen, therefore, that of a given number of individuals, 

age 35, for example, who adopt this procedure, there will, on the 

average, be money saved equal to that eventually received by 

beneficiaries. There is included in the savings the interest ob

tained from investments made by the life insurance company. 

This type of policy is called the Ordinary, or Whole Life policy. 

(The increased size of premiums during early years under this 

plan is shown by the specific examples of the costs of 1Term and 

Ordinary insurance at age 35 for a $1,000 policy. The Term 

premium is approximately $8.00 per year but the Ordinary or 

Whole Life premium is approximately $'24.00 depending on the 

insurance company selected rand other factors.) 

Many individuals who are faced with the problem of pro

viding protection for their families feel that in later years they 

may be unable to pay as large a premium as they can when in 

the prime of life. For such individuals, the life insurance com

panies off er policies with extra large premiums during the earlier 

years, in order that the additional funds paid in, plus accumu

lated interest, may permit a discontinuance of premiums or a 

large reduction in premiums during the later years of life. The 

so-called Endowment and !Ten, Twenty, or Thirty Payment Life 

policies are typical examples of this kind of insurance. 

It should be noted that the variety of policies offered by 

the life insurance companies is much greater than herein 

described. In general, most of the children's educational or other 

special purpose policies fit into the third classification. 

Inasmuch as the Ordinary or Whole Life policy is so arranged 

that the premium to be paid each year will be approximately 
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the same throughout a lifetime, with the possibility of some re

duction because of dividend payments, of course, it .is apparent 

that this type of policy involves accumulating a large fund for the 

policyholder in the hands of the life insurance company. In many 

respects, this fund is similar to a savings bank deposit, and most 

states require that it be invested in securities or mortgages of a 

quality comparable to those required for savings bank invest

ments. 

The Endowment or other special purpose policy involves 

the accumulation of even larger funds in the hands of the insur

ance company. This should be readily apparent, and can easily 

be verified by anyone who has a policy of this character if he 

will take it out and compare the cash surrender values shown on 

his Endowment or other special purpose policy with the cash sur

render values for an Ordinary or Whole Life policy that has 

been in force during the same period. 

The Effects of Inflation and Devaluation on 

Each Kind of Policy 

In general, the probability, bordering on certainty, that the 

cost of living will be greatly increased (perhaps doubled) within 

the next few years, automatically means a reduction in the buy

ing power of insurance dollars. If the total value of policies car

ried has been calculated to provide the beneficiary a fairly de

cent living at present prices ( 1940), it is plain that a higher cost 

of living may reduce this carefully planned protection to a mere 

subsistence dole. This effect will exist regardless of the type of 

insurance held. Of course, many individuals have planned their 

insurance with regard to the situation as they knew it prior to 

the 1929-32 depression (that is, based on the 1929 cost of liv

ing). In those instances, the buying power of the funds received 

by the beneficiaries will probably be reduced at least 20 per cent 

below that originally planned. Inasmuch as most men of modest 

means are unable to carry any surplus life insurance protection, 

it seems probable that the effects of inflation and devaluation 

will cause severe hardship, unless steps are taken to counteract 

them. 
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Except for the general effect already mentioned, Term In
surance can hardly suffer from the devaluation process. On the 

other hand, Ordinary or Whole Life insurance, and, to !an even 

greater extent, Endowment or other special purpose policies, will 

be otherwise unfavorably affected. As has already been mentioned, 

both the Ordinary and Endowment forms of insurance involve 

accumulation of a large reserve fund in the hands of the insur

ance company. Furthermore, the premiums regularly paid are 

larger than the premiums for 1Term Insurance, at least during 

the early years of the policy. Therefore, if the policyholder out

lives the prospective beneficiaries or for some other reason de

cides to make use of the cash surrender or endowment value of 

his policy, he will find himself in exactly the same position as 

the man who has deposited savings in the bank. 

The Policyholder's Problem and the Answer 

IThe policyholder's problem is to preserve intact the buying 

power of the funds held by an insurance company as a reserve 

against his policy, and in addition to obtain sufficient protection 

when the cost of living has greatly increased. 

Assuming that the policyholder is still able to pass the life 

insurance medical examinations, the protective action that seems 

called for is as follows: First, he can arrange to purchase Term 

Insurance for five or ten year periods, presumably enough so that 

the total carried would be somewhat higher than at present. By 

computing the income required by his family when the cost of 

living shall have risen, he can readily ascertain what the total 

amount of such Term Insurance should be. Having passed his 

physical examination and being certain that he has been ac

cepted for the Term Insuni.nce desired, he can then cancel some 

of his other policies and use the cash surrender value as will 

be suggested in subsequent articles of this series. 

It should be noted that many life insurance policies con

tain provisions that can be obtained now only at greatly in

creased cost, and sometimes cannot be obtained at all. For ex

ample, certain policies contain disability income riders issued at 

a time when these cost much less than such clauses do today. If 
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it is desired to have the proceeds of one's policies paid in the 

form of a life income to the beneficiary, a slightly larger income 

is provided by some of the older contracts than would be obtain

able from policies issued at the present time. Some of these 

special provisions are so advantageous that it would be advisable 

to retain the policies concerned. 

In the case of especially valuable old policies, the wisest 

course may be to borrow on one's present policies, using the 

funds as the cash value of surrendered policies is used. The same 

course of action is advisable in those cases where the policy

holder discovers that his physical condition is no longer such as 

to enable him to pass a life insurance examination. 

Action should be taken on the above recommendations only 

after careful study of the insurance policies involved, and of the 

other circumstances of the individual in question. A man who 

has large holdings of common stocks may find it advisable to 

retain a portion of his funds in the form of fixed-dollar-value 

assets. The cash value of life insurance policies is well adapted 

to this use. Moreover, life insurance during the 1929-32 depres

sion had a better record than most other investment media. 

Those who buy Term insurance are advised to convert to an 

Ordinary or Whole Life policy after the cost of living has ris

en and after the policyholder's salary or wage income has been 

adjusted to the new conditions. A convertible Term policy can 

be changed to a Whole Life policy without taking another 

physical examination. 1The premium rate on the Whole Life 

policy will be based on the age reached at the time of conversion. 

Presumably, the policyholder will then be able to pay the cost 

of an Ordinary or Whole Life policy. 

In this connection, it should be noted that it will probably 

not be necessary to convert all the Term insurance. This is be

cause the insurance requirements of most men decrease :as they 

grow older. After one's children are grown and become self-sup

porting, it is unnecessary to carry insurance for their protection. 

Furthermore, the cost of providing a given life income for one's 

wife decreases as she grows older. Therefore, when the Term 

insurance ends, it may be necessary to convert only a portion of 

it. 
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From the foregoing discussion, it should be clear that an 

ordinary or whole life policy is usually the most desirable form 

of insurance for those responsibilities that will continue through

out a man's lifetime. In most instances, these include primarily 

protection for the wife, inasmuch as the protection required for 

children can be diminished as they grow older, and when they 

become self-supporting there is of course no need of insurance 

protection for them. 

Recently, several insurance advisors have urged that term 

insurance is much cheaper than ordinary or whole life insurance, 

and some of these advisors have even offered to show policy

holders how to profit by dropping policies that have an accumu

lated cash surrender value and purchasing term insurance instead. 

In some instances, fees for such advice have been based on a per

centage of the cash values withdrawn from insurance compan

ies, on the pretense that this sum has been "saved" for the 

policyholder. Such representations are seriously unsound and 

almost wholly misleading. Policyholders are warned against act

ing on such advice. It is our opinion that only the effects of de

valuation and inflation or substantial cost differences (Such 

differences in cost do exist, as is indicated in later paragraphs.) 

justify a change in those policies that would otherwise have been 

carried throughout the policyholder's lifetime; and even in such 

instances it is important to study the policies with care in order 

to avoid forfeiting contracts having highly desirable features no 

longer obtainable, 

Effect of Social Security Benefits 

The Social .Security Act was passed in 193 5. In its original 

form, the Act provided retirement benefits but the life insurance 

protection provided by the Act at that time was unimportant. 

However, amendments passed in 1939 provide insurance protec

tion for the dependents of men paying Social Security taxes. 

To become eligible for this protection, an employee must pay 

Social Security taxes on at least $50 of salary in each of six of the 

twelve calendar-quarter years preceding his death. If a taxpayer 

has qualified in this manner, his widow and dependent children 

will receive an income that will decrease when each child attains 

.age eighteen (age sixteen if not 1attending school) . When the 
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youngest child attains this age, the Social Security benefits will 

terminate until the wife becomes sixty-five years of age. At that 

time, a small income will be paid to her until she dies or re

marries. 

The benefits offer substantial protection while children are 

in school. However, if protection is needed for the widow after 

the children become eighteen years of' age and before she is sixty

:five, life insurance will still be needed. 

In developing a.ny life insurance program, allowance should 

be made for the Social Security benefits but their coordination 

with a life insurance program involves complex computations. 

For an extensive discussion of this subject, with specific ex

amples, the reader is referred to the Institute publication WHAT 

WILL SOCIAL SECURITY MEAN TO YOU? by Bion H. 

Francis. (Price $1.) 

What Companies Are Recommended 

The principle of diversification for greater safety applies to 

insurance as well 1as to investments. Therefore, we suggest that 

life insurance be divided among two or three life insurance com

panies. 

To assist clients in selecting companies, the Institute's insur

ance division has analyzed and compared the financial position of 

the fifty-six largest life insurance companies in this country. The 

outstanding insurance of these companies represents all but a 

small proportion of the legal reserve life insurance in force in the 

United States. In recommending companies, only those found to 

be better than the average for the group, on the basis of the com

parisons mentioned, have been chosen. 

A study of the insurance issued by these fifty-six companies 

indicates that, during a twenty-year period, the difference in cost 

between similar $10,000 ordinary life policies in different com

panies issued at age thirty-five may be as much as $1800, after 

allowance for interest, dividends, and cash values. Therefore the 

cost of the ordinary life, endowment at 85, paid-up at 85, and 

similar policies issued by the better-than-average companies have 

been analyzed. As :a result of these comparisons, we believe that, 

on the basis of present premium and dividend schedules, the 
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lowest-cost ordinary life (or equivalent) policies issued by the 

better-than-average companies are the following, in the order 

named.
1 

Minimum 
Company Policy Face Amount 

Metropolitan Life Insurance Company ............ Preferred Risk .................... $5,000 
Prudential Insurance Company .......................... Modified Life 5 .................. 5,000 
Occidental Life of California ............................ Preferred Risk .................... 5,000 
John Hancock Mutual Life Insurance Com-

pany ............................................................ Preferred Risk .................... 5,000 
Central Life of Iowa ........................................ Select Risk .......................... 5,000 
Provident Mutual Life Insurance Company .... Protector .............................. 5,000 
Columbus Mutual Life Insurance Company .. Preferred Risk .. .................. 5,000 
Northwestern Mutual Life Insurance Co ....... Ordinary Life ...................... 1,000 
Prudential Insurance Company ........................ Endowment at 85 ................ 1,000 
Metropolitan Life Insurance Company ............ Paid-up at 85 ...................... 1,000 
Provident Mutual Life Insurance Company .... Ordinary Life ...................... 1,000 
Mutual Trust Life Insurance Company .......... Paid-up at 85 ...................... 2,500 
National Life Insurance Company of Vermont Ordinary Life ...................... 1,000 

Note: This table is based on figures for policies issued at age thirty-five. 
The order may be different for policies issued at other ages. 

If term insurance is obtained, two features frequently in

cluded in term insurance should! be understood by the prospective 

policyholder. A term contract that is renewable may be renewed 

for additional term periods without a medical examination. The 

premium for the renewal period is determined by the policyhold

er's age at the time of renew.al. A term policy that is convertible 

may be converted to other forms of insurance without a medical 

examination. 

Few term policies are nonconvertible, but many term policies 

are nonrenewable. Before obtaining any term policy, however, 

the policyholder should read the contract to learn whether it is 

convertible and renewable, and what restrictions are imposed 

on renewability and convertibility. 

The average policyholder should probably review his in

surance needs at least once every 5 years. iI'o facilitate such a 

review, we suggest that five-year term insurance, renewable and 

convertible until age sixty, be obtained for temporary needs, such 

1This list does not include certain insurance companies that we recomtriend 
but which offer insurance only to a limited group. Among these are the Massa
chusetts and New York State Savings Banks (available only to citizens of the 
State of Massachusetts and New York); the Presbyterian Ministers Fund (avail
able only to members of the Protestant Clergy); and the Teachers Insurance and 
Annuity Association of America (available only to college professors}. For those 
who are eligible to obtain insurance from these companies, we recommend them 
for Ordinary Life Insurance and for the Term Insurance suggested on the 
next page. 
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as the protection of children prior to the completion of their 

education, and to provide the additional life insurance protection 

that may be desirable because of inflation. At five-year intervals, 

well before each renewal date, the policyholder should review 

the changes that have occurred in his insurance needs. The term 

insurance to be renewed can then be reduced if the review indi

cates that this action is desirable. 

Jn the following table, the five year renewable and con

vertible term policies issued by the better-than-ave.cage companies 

are shown in the order of net cost. These policies are all convert

ible. 
Company Policy Renewability 

Metropolitan Life Insurance Company ................ Five-Year Term Until Age 60• 
Occidental Life Insurance Company of California Five-Year Term Until Age 65 
Northwestern National Life Insurance Company* Five-Year Term Until Age 60 
National Life Insurance Company of Vermont* Five-Year Term Until Age 5:5-
Minnesota Mutual Life Insurance Company* ........ Five-Year Term Until Age 60 

In conclusion, it is important to remember that life insur

ance is ·a business proposition. No life insurance company, re

gardless of the insured's prior relationship to it, can give him 

something for nothing. Furthermore, the lower premium on in

surance taken out at an earlier age is not invariably advantageous 

to the policyholder, as many individuals, including insurance 

agents, seem to believe. If insurance has been obtained from a 

high-cost company, it is often possible to effect savings by obtain

ing contracts with lower-cost companies and then surrendering 

the higher-cost policies in return for their cash values. 

On the other hand, it is true that the person who takes his 

cash surrender V1alue from a mutual life insurance company 

gives up any future benefit he might receive from the accumu

lated surplus in that company. That benefit is so small, however,. 

that there is no reason to consider it seriously in comparison with 

a 40 per cent devaluation of the dollar. 

In response to requests for personal advice, it was decided 

to establish a department of the American Institute for Economic 

Research to make analyses 'and give advice to individuals. The 

fee charged is as small as practicable. Many individuals have 

•These companies issue . both renewable and nonrenewable .five-year term 
contracts. Before obtaining renewable contracts from these companies, therefore~ 
the policyholder should read the contract carefully. 
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availed themselves of this service. In nearly every instance, it 

has been possible to recommend a plan involving far better in

surance protection at a substantial saving in cost. 

Those readers who wish to make a more thorough study of 

their insurance problem may wish to obtain the Institute publica

tion, "Life Insurance from the Buyer's Point of View," by E. C. 

Harwood and Bien H. Francis. (Price $1.00 . .) 
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XIII. PRESERVING THE BUYING POWER OF 

SAVINGS 

T
HE effects of devaluation will be especially severe on in

dividuals who have accumulated savings unless protection 

against the results to be expected is obtained. A higher general 

price level and a rising cost of living will mean that funds accum

ulated by industrious effort and thrift will lose a portion of 

their capacity to buy goods. Therefore, those who have been 

putting aside funds in the most conservative types of invest

ments may find these efforts to provide themselves with :a living 

in later years partially frustrated by the devaluation process. 

In general, any funds invested in a security or project that 

cannot benefit from a rising general price level must be included 

in a study of this aspect o~ the problem. Savings deposited in the 

mutual savings banks or in other banks; shares in building and 

loan associations; the cash value of all life insurance contracts; 

investments in bonds (especially those lacking a convertible 

feature) ; and, of course, first mortgages are perhaps the prin

cipal present uses of funds to be dealt with here. 

Funds in savings banks and life insurance institutions are 

not in danger because of any probable inability on the part of 

such institutions to meet their obligations in the future. The 

risk is centered in the changes to be expected in the cost of liv

ing: that is, in the probable rise to a higher level than has existed 

in recent years. 1The risk is greatly increased by the possibility 

that there may be further devaluation of the dollar or even un

controlled inflation at some later date. It is true that individuals 

who accumulated savings or life insurance reserves during the 

decade of the 20s, when the price level was higher than it now 

is, will probably not lose much because of the devaluation 

process. However, they should realize that if devaluation event

ually results in an uncontrolled inflation, it will be impossible to 

.find satisfactory protection at that time. 

The experience of European nations since the \Vorld War 
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has shown that the average man still does not grasp the signifi

cance of inflation or devaluation until the buying power of his 

savings has been seriously impaired. ffhose who wait until the 

general public tries to protect itself may find that the opportun

ity has passed. Prices of things which might be bought with sav

ings will then be much higher and it may also be impossible 

then to withdraw savings or life insurance reserves in order to 

use them otherwise. 

A Word of Caution 

Because readers unused to financial operations may act hur

riedly and unwisely, it seems best to insert a word of caution at 

this point. Most families have some need of cash reserves; serious 

illness or other unforeseeable emergencies requiring ready funds 

may arise at any time. Sometimes marketable securities serve the 

purpose as well as savings in the bank, but the amount of cash 

reserve which should be held is necessarily a problem for the 

individual family. Obviously, those whose income is regular and 

fairly certain need be less concerned about this aspect of the 

problem than those whose salary or wage is irregular. 

Assuming, then, that the reader has funds invested as 

described above, what can be done with them to preserve their 

buying power? There are several possible uses of savings and 

similar reserves. They are discussed below in the order of their 

desirability from the viewpoint of the average man of modest 

means. 

Buying a Home 

Buying a home is believed to be by far the best use of sav

ings at the present time for the average man. It is possible that 

there will be no better opportunity for many years, if ever within 

the lifetime of those now living, to make this kind of an invest

ment. This applies to individuals who are now renting, and with 

equal force to those who already own their homes who, because 

of growing families, may need larger quarters within the next 

few years. 

Several articles, which appeared in popular magazines dur

ing the past decade, argued that the purchase of a home was 

the least desirable action one could take. Examples were cited of 
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many individuals who bought houses during the decade of the 

1920s and who now find that all their hard-earned savings have 

been lost because of a decline in the value of the property to or 

below the amount of the first mortgage placed thereon. It is 

hardly surprising that this has been the experience of people who 

were so unfortunate as to buy during the post-war inflation. To

day, conditions are almost the reverse of the situation upon 

which articles such as those above mentioned have beeri. based. 

Not only are prices well below the inflated levels of the 1920s; 

there is also the fact that devaluation of the dollar practically 

insures a substantial rise in prices during the next few years. In

asmuch as lumber is a natural resource commodity, and its price 

is almost certain to be affected by devaluation, and because the 

building trades are especially well organized, it is probable that 

building costs will rise and remain at permanently higher levels.1 

Another extremely important factor operating to the long 

run advantage of the man who buys property now is the prospect 

of higher prices for land. There is probably no element of the 

economic scheme more certain to reflect the effects of devalua

tion than land values, especially in and near the growing cities of 

the nation. Land values in the City of Chicago rose from $1,-

000,000,000 in 1900 to $5,000,000,000 in 1928; and during the 

inflation years from 1914 to 1928, the rise was $3,225,000,000, 

.approximately 180%.' Today, land values in general are probably 

lower than most people now alive will ever see them again, ex

cept in backward or declining communities. 

Presumably, the reader will wish to investigate the situa

tion before taking such an important step as the purchase of a 

11ouse. In order to inform himself, it is suggested that he obtain 

"How to Judge a House," and "How to Own Your Home," at 

10 cents and 5 cents, respectively, from the Superintendent of 

Documents, Washington, D. C. Any good library will also have 

'Contractors, unions, and suppliers of materials in several large cities are 
now being prosecuted under the anti-trust laws; and a moderate, temporary re· 
duction in building costs in these localities may result. 

'"One Hundred Years of Land Values in Chicago" by Homer Hoyt, The 
University of Chicago Press. 
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books dealing with the subject that should be of assistance.3 In 

addition, a few general remarks on the subject may prove helpful. 

Hints to the Home Buyer 

One of the most important elements to be considered is the 

question of location. A neighborhood where values are increasing 

is naturally more desirable than one consisting of houses thirty 

to fifty years old that is changing in character for the worse, De

pending upon the city concerned, it may be found preferable to 

live outside the city limits in order to avoid excessive taxation 

and the evils of political machine management. 

As a general rule-of-thumb, the man of small means will 

ordinarily find it advisable not to purchase a home at a total cost 

of more than three times his annual salary. A more accutate 

estimate as to whether or not ownership of any given property 

is justified should be carefully computed, taking into considera

tion mortgage interest, taxes, betterment charges, water rates, 

and interest on the buyer's investment of savings. 

From 5 per cent• to 10 per cent of the selling price should 

be enough actual cash for the purchase of almost any house in 

any locality today. This situation may not last for many more 

months, inasmuch as the real estate market is showing a tendency 

to rise from bottom levels. It is recommended that, at most, the 

savings used to buy a home be limited to the amount required 

over and above the maximum first mortgage obtainable. When 

monetary policy is guided by the debtors' needs, it is obviously 

the part of wisdom to be in debt. 

Savings bank mortgages are, in theory, not more than 60% 

of the value of a property. During boom times, however, it was 

common practice for many savings banks to accept without ques

tion a highly optimistic estimate of the value of any particular 

dwelling, and to loan 60% of that. Consequently, the ordinary 

single house that was mortgaged to the savings bank limit a few 

years ago, and upon which nothing has since been paid, is today 

worth very little more than the mortgage itself. The Building 

1A recent Institute publication, "How to Make Your Budget Balance," by 
E. C. Harwood and Helen Fowle (price $1.00) also offers helpful information 
includiag many more references. 
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and Loan associations usually lend up to 80% of the value of a 

property, but they have been somewhat more conservative in 

their estimates of total value. Furthermore, Building and Loan 

mortgages usually provide for retirement of principal at the 

rate of 1 % per month, or thereabouts; with the result that most 

outstanding loans of such institutions are safely below present 

values of property. 

Judging Real Estate Values 

By examination of the records at the local Registry of 

Deeds, the prospective buyer can ascertain for hin1self what the 

present mortgage on any particular property is and what mort

gages have been placed on it previously, or what the original size 

of the present mortgage may have been. It is probably safe to 

state as a general rule that no single or double house is worth 

today any more than the original amount of the Building and 

Loan mortgage placed on it during the 1920s. It is also reason

able to assert that a property on which there is a savings bank 

mortgage is probably worth only 10% to 20% more than the 

amount of such mortgage (that is, if the original mortgage is 

dated during the decade of the 1920s) . It is true, of course, that 

properties built before, say, 1915, on which there is a mortgage 

placed at that time, •might reasonably be worth from 25% to 

100% more than the pre-war mortgage. 

Large families forced to get along on a relatively small in

come may find that the purchase of an older house in a good 

residential district is the best course to. follow. In every city there 

are many houses from 20 to 35 years old, which lack some of the 

strictly modern gadgets and which may, in some respects, be in

convenient, but which are on the whole of better construction 

than more modern dwellings. A house of that age has already 

suffered a substantial portion of the total depreciation, and it is 

probable that the original owners no longer desire a dwelling 

of the size needed when their children were growing up. These 

circumstances result in bargains for the man who is forced to 

get a dwelling of adequate size for a large and growing family, 

but who lacks the means to secure a more modern type. As a 
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guarantee against arbitrary rent increases, the ownership of such 

a home will serve equally well with any other. 

In many respects, buying a house is not dissimilar to a 

Yankee horse trade. A shrewd real estate agent who is not senti

mental and who has seen enough different houses so that he 

does not consider some minor detail in any one of enough im

portance to make it vastly superior to all others may prove him

self a worthwhile employee. It has been wisely said that the man 

who acts as his own lawyer has a fool for a client; and, al

though the same principle does not necessarily apply when buy

ing real estate, there is always that possibility to be reckoned 

with. In any event, if the prospective home owner chooses to do 

his own bargaining, he can at least make certain that he has all 

the facts and should attempt to gain a knowledge of values in 

the locality concerned. In so doing, the statements that people 

make regarding the price paid for a house should be given little 

weight. This is not to say that evary home owner is eager to 

give false impressions. It is simply an unfortunate fact that what 

was paid for a dwelling a1 few years ago is probably far different 

from its present market value. 

Investing in Property for Income 

For the man of modest means who has the ability to make 

minor repairs and who finds ownership and care of property es

pecially to his liking, investment in a two family dwelling or an 

apartment house wherein he can have his own home may be ad

visable. Certainly, if an individual has ability along thesei lines, it 

would be much better for him to devote his savings and spare 

time to that field than to speculation in secutities or other uses 

of his funds where his natural aptitudes might be of little or no 

advantage. 

Few multiple family dwellings are today worth more than 

the bank mortgages that may be on them. This statement may be 

vociferously denied both by bank officials and real estate agents, 

but a careful buyer will find that a little cash will go a long way 

in the acquirement of such properties. Of course, those in the 

:finer neighborhoods and in cities where the effects of the depres

sion have not been very severe will hardly be available ·at the 
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price 0£ overdue interest and assumption of the mortgage. How

ever, in most cities of the country both banks and insurance 

companies have properties upon which the interest is in arrears 

and taxes are unpaid. They would welcome with open arms a 

buyer who could offer them the prospect of converting a difficult 

and doubtful asset into one that regularly yielded its interest re

turn. 

.A Shore or Country Home 

Most families interested in this series of 'articles either get 

away for a summer vacation for a short time or would very 

much like to do so. If they own their homes in the city or town, 

they may well consider the desirability of purchasing a summer 

residence at their favorite beach or country resort. Small farms 

offering an ideal summer environment for growing children have 

recently been available more cheaply than for the past twenty 

years, and prices :are hardly likely to go lower (in fact, they have 

already recovered substantially in some localities). Places at shore 

and lake resorts are for sale in large numbers. If buying is more 

than the individual cares to undertake, there is always the alter

native of a long term lease at a favorable :figure. 

A final suggestion for the use of savings already accumu

lated is the purchase of major articles of furniture and household' 

accessories that will become necessaries in the course of the next 

three or four years, or which it is definitely planned to buy dur

ing that time. Of course, it is never advisable for the man of 

small means to become extravagant, but there is ample justifica

tion for purchase now of expensive items which will probably 

be bought 'anyway. Those who are used to saving from current 

income before buying the most costly articles for household use 

are advised to reverse their ordinary procedure. By drawing on 

past savings to make such purchases now, substantially lower 

prices than may exist later will be paid. (Installment buying of 

furniture is not recommended because actual interest charges on 

such transactions are usually from 12% to 35%.) 

What To Do With Future Savings 

It is a simple matter to see that the results of devaluation 

will be to reduce the buying power of savings already accumu

lated, but it is perhaps not so obvious that the effects of devalua-
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tion also call for a change in the use of future savings, at least 

for a time. When it is remembered, however, that the value of 

funds saved next month or next year becomes frozen in dollar 

.amount as soon as the money is placed in :a savings bank or 

other similar investment, it will be seen that the portion of the 

rise in the cost of living that comes after the investment of those 

savings will, to some extent, reduce their buying power. 

Individuals who take 1advantage of the advice given with 

respect to life insurance will probably find that their term in

:surance premiums are less than they have paid on other policies, 

·even if the total amount of insurance carried is increased. This 

will result in more income available for other purposes; and it 

is clear that in order to gain the maximum advantage from fol

lowing the life insurance plan,' these radditional funds should be 

invested in a manner to benefit, or at least so that they will not 

be adversely affected by the devaluation process. 

Many of the articles used from day to day, the ordinary 

necessities of life such as food and clothing, can be purchased 

in wholesale lots if the individual cares to do so. Using future 

savings to accumulate an inventory of necessities in this manner 

is an excellent use for such funds during the earlier stages of 

the devaluation process. Various specific suggestions along these 

lines are contained in the next chapter. 

Suggestions for the Home Owner 

Another sound use of surplus funds accumulating from 

time to time is to purchase ·articles of permanent worth for use 

around the house; things that would have to be obtained at a 

later date, anyway. For example, paint is a necessity for any 

wooden dwelling, and the owner knows that within three or 

four years, in all probability, he will have to have his home 

painted. By purchasing the quantity required in wholesale lots 

and storing it until it is needed, the buyer can insure himself 

against the rise in prices that is almost certainly ahead. 

If the home must be remodeled at some future date by fin

ishing an iattic or by partitioning off portions of the basement, 

a stock of lumber and perhaps of some standard wall board pur

chased now or ras savings become available offers another sound 

investment. If the original plumbing is rusting out and a major 

[ 121 ] 



replacement job is a prospect of the next few years, an invest

ment in the copper or brass piping well in advance of the time 

needed will almost certainly help to protect the buyer's savings 

against the effects of devaluation. 

Major improvements in a house, such as building an ell, or 

work of a similar nature, can perhaps be arranged for by bor

rowing at the local bank and using future savings to pay off that 

loan. By completing alterations (which presumably would be 

necessary within the next few years, anyway) while prices are 

low, one has reasonable assurance that his savings are being 

placed in a sound investment. 

An underlying reason for the devaluation process in the 

:first place, is to help debtors at the expense of creditors. It is 

obvious, therefore, that any action making an individual more 

of a debtor and less of a creditor automatically places him in a 

position to benefit by the devaluation process. Those who are 

accustomed to earning their way and paying as they go may 

find the temporary conditions of an altered world not exactly to 

their liking. There is no use quarreling with facts, however, and 

few of the individuals who read these articles can a.ff ord the 

luxury of continuing former habits during the devaluation 

process. 

Another sound use of future savings is to make them part 

of a systematic investment program. In spite of the rise during 

recent months, many second-grade bonds are still cheap, especial

ly in the light of the beneficial effects on business that may be 

expected for a few years as ra result of the devaluation process. 

The man who has some capital now and who intends to save 

regularly may find it worth his while to borrow from the local 

bank in order to increase the amount available for the purchase 

of bonds. By careful selection, securities can be found that will 

yield more interest than the bank will ask, and during the next 

few years savings can be used to liquidate the bank indebtedness. 

By postponing paying off a substantial portion of the debt until 

devaluation has had its effects on the price level, advantage can 

be taken of a later rise in wage or salary. It would probably not 

be wise to try anything of this kind unless the individual has 

enough capital at his disposal to purchase eight or ten different 
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securities. Otherwise, if the bank decided to call the loan, the 

decline in a single issue for some unforeseeable reason might 

force the investor to take a serious loss. 

Security Investment? 

The purchase of common or preferred stocks on .margin is 

considered to be unwise from the viewpoint of the average man 

of small means. Furthermore, it is believed that the effect of 

current efforts to regulate margin requirements and other aspects 

of the brokerage business by law will not make margin specula

tion safe, but the reverse. Tempting as marginal operations are, 

with the apparent opportunity for large gains, the individual of 

small means is advised to forego those elusive profits; that is, 

unless he wishes to buy with his hard-earned savings nothing 

more tangible than evanescent hopes and ultimate despair. 

It is a fact worth noting in this connection that the writer 

does not know of a single individual (other than professional 

traders) who has not lost money in his margin account. It is too 

often forgotten that a loss of 50% of one's account can be off

set only by a 100% increase in the funds remaining. It is hardly 

reasonable to expect chance to create a 100% profit to balance 

every 50% loss. 

Should Co.mmon Stocks Be Bought? 

Buying common stocks outright will probably prove to be 

a wise use of future savings, at least during the early stages of 

the devaluation process. But it may be unwise to continue this 

practice in the later stages of the inflationary progression. In 

general, it is believed that common stocks are not suitable in

vestments for the man of small means, during normal times. 

During the "new era" that ended in 1929, a great deal was said 

and written about the suitability of common stocks as long term 

investments. Most of the conclusions, however, were based on 

results during the period that began with the present century. 

Commodity prices then moved slowly upward for a few years, 

and at the time such optimistic reports concerning stock owner

ship were written, we were well along in one of the major in

flationary booms of history. It is hardly surprising that market 

values then made it appear that common stocks were unequalled 

as an investment medium. 
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Another vital feature to be considered by the investor in 

common stocks is the business cycle. As long 1as the mal-function

ing of the banking system that makes booms and depressions 

possible is permitted to continue, the buyer of stocks will be se

verely handicapped.1 

In the :first place, the time to buy or sell is 

necessarily of paramount importance under such conditions. Al

though business cycle analysis has progressed far in the past few 

years, it is still a fact that the exact time to sell cannot be deter

mined accurately (in spite of the claims of many prognosti

cators). 

Second, the conditions characteristic of a business cycle, the 

booms and depressions, are a standing invitation to the shyster 

builders and master wreckers of high finance. There will always 

be individuals to take advantage of such circumstances as long 

as the conditions are permitted to continue. That the small . in

vestor can expect to outguess the insiders thus encouraged to 

plunder him is sheer nonsense. 

In spite of the handicaps involved, those who have sufficient 

funds to diversify an investment in common stocks by obtaining 

from 18 to 25 different securities would be justified in making 

such investments. Of course, the avisability of taking this step 

depends to some extent on the degree of risk the individual is 

warranted in assuming. The general policies that might be fol

lowed are discussed in a subsequent chapter. 

For those whose capital is not sufficient to distribute as 

suggested, ownership of a few, say three, leading investment trust 

common stocks is recommended. The following are suggested as 

satisfactory speculative investments. 

----

Suggested Investment Y.rttsts2 

Loomis-Sayles Mutual Fund, Inc. 

State Street Investment Corporation 

National Investors Corporation 

'"Cause and Control of the Business Cycle" by E. C. Harwood. ($2.00.) 
'Selection of these investment trusts was made after extensive research that 

took into consideration both the performance records and other characteristics of 
several hundred investment trusts. The research results, together with many charts 
and more information concerning our specific recommendations, have been in
cluded in a booklet, "Investment Trusts and Funds from the Investor's Point of 
View." The cost of this booklet is only $1.00, and it is suggested that those 
who are considering the purchase of investment trusts first obtain and read this 
publication. This will give the prospective investor a much better background of 
information on which to base his decision. 
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In connection with the foregoing, it is necessary to point out 

that there is no guarantee as to the future progress of a manage

ment investment trust. Those who are in charge may make 

serious mistakes with the funds entrusted to them, ,and there 

may even be outright dishonesty or insiders may manipulate af

fairs for their own benefit. It is certainly unwise to assume that 

any investments can be expected to take care of themselves. Fur

thermore, 'although it is possible to hire investment counselors 

or to buy the various :financial services that attempt to guide the 

investor, it is a lamentable fact that the historical record of such 

counselors and investment services reveals many disastrous 

failures. 

It does seem as though there should be a way by means 

of which funds accumulated through hard work and self-denial 

could be made immune from loss. Unfortunately, there is no such 

immunization available. It is perhaps more of a problem to con

serve savings than to accumulate them in the first place, as far 

,as the man of small means is concerned. 

Until the partial repudiation of the government's obligations 

and subsequent devaluation of the dollar, there was comparative 

safety in Postal Saving Deposits, the Mutual Savings Banks, 

and high grade bonds. Today, however, these, and U.S. Savings 

Bonds as well, have been endowed with a large degree of specu

lative risk. No matter how safely the actual dollars are invested, 

a rising cost of living will reduce their buying power. Further

more, there is the by no means negligible possibility of an un

controlled inflation, a development that would make wholly 

worthless any funds placed in these formerly safe investments. 
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XIV. PRDTECTION AGAINST A RISING 

COST OF LIVING 

T
HIS series of articles has been prepared with the intention 

of assisting the man to whom a ten dollar saving war

rants serious attention, and to whom $100 to $200 during the 

year may mean the difference between unusual economies iand 

having what he ordinarily considers plenty. To the man of large 

affairs, the expedients discussed may yield savings too small to 

bother with. Only the fortunate few, however, will find these 

suggestions unworthy of their consideration. 

It is especially difficult to protect budget expenses against 

the effects of devaluation. Such a large portion of current ex

penses involves items that must be bought from day to day or 

from week to week. Moreover, the financial status of many in

dividuals does not permit them to anticipate future needs by 

buying now everything they will use in the next few years, even 

if all articles of food and other necessities could be obtained in 

non-perishable form. However, it is possible for nearly every

one to take some iaction that will protect his future buying power. 

A survey of the sub-divisions of an average family's budget 

will suggest the different means that can be used and the limita

tions within which they can be of value. 

Rent, or its equivalent in the cost of maintaining a home, 

ordinarily requires from 20% to 30% of total income. 

Food requires from 20% to 40%, depending, of course, on 

the size of the family, and in part on the experience and shrewd

ness of the housewife as a buyer. 

Insurance, including life insurance for the head of the fam

ily, protection against :fire losses, and perhaps compulsory automo

bile insurance, requires from 5% to 10%. 

The family car requires approximately 10%, depending, of 

course, on the extent of business use, and various other factors. 

Household items such as heat and light, telephone, gas and 
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water, 1as well as upkeep and replacement charges, require from 

8% to 15%. 
Savings may vary from 5% to 20%, part or all of which 

may be paid in the form of life insurance premiums, thereby 

making additions to the cash value of policies. 

A convenient way to present the suggestions for economiz

ing in these items is to deal with each of the sub-divisions men

tioned in the order named. 

Holding Rent Down 

Those who follow the suggestion given in an earlier article 

regarding the use of past savings for the purchase of homes will 

be adequately protected against the rise in rentals that seems 

certain to come. Recent reports from many cities indicate that 

rents have already moved upward from the lows reached in 1933 

and 1934. (Those who purchase a multiple family building, part 

of which they will use themselves, may reasonably expect an in

crease in rentals during the next few years that will help them 

with their investment.) Probably the most certain way of avoid

ing future rent increases is to purchase a home. 

Those who do not care to undertake home ownership are 

advised to obtain a long-term lease. The purpose in doing so 

is to delay the inevitable rise in rent until salary or wage in

creases have been obtained. Many landlords will probably object 

to a lease for more than one year, but a contract for a longer 

period, even as long as five years, would be better from the rent

er's point of view. 

Certain details in connection with a long-term lease should 

receive the consideration of a competent attorney, and the slight 

cost involved will be more than compensated for by future free

dom from trouble. Unless an individual is sure that his present 

business duties will remain unchanged, it would be wise to in

sert a clause permitting cancellation should business changes force 

the renter to move to another city. By paying quarterly in ad

vance, it may be possible to obtain concessions from present 

rental levels. 0£ course, the 1advice of friends who live in com

parable dwellings should be sought in order to make certain that 

the rent now being paid by the individual concerned is not un-
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duly high. It is believed that such action may save from 5% to 

20% on the budget's rental allotment during the next few years; 

in fact, it is possible that many will find the savings even greater. 

Anticipating the Rise in Food Prices 

Much of a family's food expenditures is for canned and 

bottled goods, which can easily be stored. That accumulating 

such supplies will prove profitable is reasonably certain, and the 

trouble involved is not excessive. Anyone who has sufficient dry 

storage space can carry an inventory of this kind with less trouble 

than it takes to buy such items in retail lots. Incidentally, as 

every housewife knows, some articles, such as Ivory Soap, for 

example, actually improve with age. 

Many people do not realize that it is possible to buy canned 

iand packaged goods either at wholesale or at a price between the 

regular retail and the wholesale price. This can easily be done 

by purchasing in case lots. Those who have not heretofore bought 

groceries at wholesale will probably find that their regular re

tailer, even if a chain store, makes a substantial reduction for case 

lots. In most cities ·and towns, it is probable that a wholesaler 

can be found who will be glad to make case-lot deliveries direct 

to the residence. The average family of five may spend $750.00 

or more per year on food 'alone; therefore, it is plain that sav

ings, which may run .as high as 30% or 40% on a substantial 

portion of the total amount, are well worth while. 

Even assuming that only half of the budget food allowance 

is spent for goods of which an inventory can be accumulated, 

the savings may be substantial; and, of even greater importance, 

that particular form of saving is beyond the reach of either 

bank failures or a run-:away inflation. Of course, the principal 

objective should be to protect oneself against failure of wage or 

salary increases to keep up with the rising cost of living. A one 

or two years' supply should be ample for this p.urpose . 

.A Clothing Inventory? 

It is hardly to be expected that the ladies in the family will 

be satisfied year after next with a supply of dresses bought this 

year. Therefore, it may at first appear that devaluation's effects 

cannot be offset, as far as clothing purchases are concerned. 
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Nevertheless, there are opportunities to save in this budget item 

:also. 

Such things as men's underwear and shirts do not change in 

style from year to year. The individual who has found articles of 

this character that satisfy him is advised to stock up with a good 

supply. The average white collar worker will wear out from 

three to six shirts a year, depending on the nature of' his work. 

By the simple process of purchasing a couple dozen at whole

sale now, he can probably make a 25% to 100% profit on his 

investment (including, of course, the savings made by purchas~ 

ing in wholesale lots). Incidentally, no one should hesitate to 

attempt buying direct from a wholesaler. Of course one can 

hardly expect that a busy wholesale firm will greet him with 

open arms if he wants only one-third or one-quarter dozen, but 

anyone buying in dozen lots should be able to get as good a 

wholesale price as most small retailers do. 

Such an article as an overcoat offers another opportunity to 

forestall the devaluation process. An individual of small means 

may have formerly purchased a cheaper class of garment, say, 

every other year. By it'westing a little money at this time, he can 

obtain an overcoat that will last him four or five years, or even 

more, look much better, and cost considerably less than a series 

of cheap ones. Fortunately, men's styles in conservative overcoats 

vary little, if at all, from year to year. 

Although the housewife can hardly assist by laying in a 

stock of evening gowns, she can do her part by estimating her 

future household needs. If it is possible to do so, sheets, pillow 

cases, and blankets, enough to last for the next five or ten years, 

should be bought, with confidence that the transaction will prove 

profitable. (It is hardly necessary to add that woolens not in 

use require moth-proof storage. For that reason, an excess sup

ply of them will not be practicable in many instances. Sheets, 

pillow cases, towels, etc., ordinarily require no special storage 

facilities. Of course, the housewife will wait for sales or buy at 

wholesale, and should be sure that the quality of these goods is 

.satisfactory.)' 

1Reference to information published by Consumers' Research, Washington, 
New Jersey, is advised. 
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Insurance 

The item of insurance has already been dealt with in great 
detail. one who follows that advice will presu'inably :r-educe 

present costs substantially and wiii have casli and increased fo

ture savings for use as described herein or ii1 Hie arHde oh in
vestments. 

Automobile Costs 

It is out of the question to purchase and p'iace in storage a 

new automobile in the expectation that next year's model will 

be so much higher in cost :as to make the operation profitable. 

The manufacturers and new inventions insure successive yearly 

changes in everything from unimportant gadgets to the entire 

exterior appearance. Obsolescence would be certain to accom

plish its inevitable task even more rapidly than the dollar has 

been devalued. However, it does seem probable that prices for 

automobiles will not go much lower, and there is the definite 

possibility that they will increase. If the car already owned has 

reache~ the point where upkeep is beginning to be :a major item, 

the near future is the time to buy a new one. One thing is sure: 

namely, that a car of this year's model will more probably last 

its owner through a period when buying new cars may be im

possible. The Forgotten Man is facing the possibility that he 

may be unable to buy, during immediate future years, those 

semi-luxury items that he has regularly purchased in the past. 

Miscellaneous Household Items 

There is no means by which either the electric light bill, the 

gas bill or the telephone bill can be anticipated. However, it is 

fortunate that these items will probably be among the last to 

follow the trend of rising prices. Although the rates on some 

of these services have been reduced since 1929, the reductions 

have usually not been proportionate to the fall in the general 

price level. In view 'of the attitude of rate-regulating boclies, 

there is little probability that increases in rates will be allowed 

hritil long after 'the cost of new construdfon rises. 

If either coal 011 oil is used for heating, it should l:fe ·possible 

to make contracts covering on'e 'or two years in the future. Petro~ 
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leum products have already benefited by the price rise that has 

occurred, and it seems probable that there will be even greater 

percentage increases. At the time when contracts covering the 

next year or two are made, the individual may find it profitable 

to offer payment in advance, if that is within his means. The 

coal or oil company may be willing to make a substantial con

cession 011 that account. What better use of savings could be 

found, under present conditions, than to put them in the 

coal bin, making an 'actual saving on the cost of fuel, and per

haps also obtaining 5% or 6% interest in the form of a conces

sion for payment in advance. 

During a long inflationary progression such as that which 

beganin 1933, there will of course be deflationary setbacks from 

time to time. These may be extremely severe; and, as has recent

ly been shown, they easily arouse old fears of falling prices and 

a resumption of the depression conditions that existed in 1932. 

It is important to avoid being misled by these temporary set

backs in the general inflation trend. Every effort should be made 

to take advantage of these occurrences by making purchases of 

household goods both for inventory and for future use during 

the periods when a "buyer's market" prevails. Until the deficit 

spending and other bootstrap-lifting delusions are abandoned, 

each deflationary interlude should be regarded as another oppor

tunity to strengthen defenses against the effects of a continuing 

inflation. 
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XV. YOUR INVESTMENTS DURING 

INFLATION 

T
HE individual who, by hard work and thrift, has saved 

a few thousand dollars in the hope that his investments 

will provide an income during the later years of life, is faced 

with a difficult problem. Similarly, those who have been accumu

lating savings in order to send children to college, or for other 

uses during the next few years, are in such :a position that un

less present plans are changed they may be frustrated. 

In this article, it is planned to suggest the changes that 

seem desirable. And in order that the reader may understand 

the situation, we have discussed the subject in the following or

der: First, the actual monetary changes already made and those 

which may occur in the near future are reviewed; second, the 

general principles of investment practice are analyzed in the 

light of these developments; and, third, the individual's prob

lem is discussed in detail. 

What Is to Be Expected? 

Devaluation (reduction in the gold content of the dollar) 

has already occurred, and many of its implications have been 

explained in Chapter IV. Many at first hoped that the Supreme 

Court would decide the gold clause cases adversely to the Ad

ministration. That hope was killed, once and for all, by the de

cisions rendered in 1935. It can no longer be doubted that Con

gress has the power to alter the amount of gold in the dollar at 

will, and likewise has the power to nullify, in part at least, any 

contracts that interfere with the expressly granted power to coin 

money and regulate its value. 

Definite agitation for further devaluation has subsided, but 

the fact that Congress in 1939 extended the President's power 

to devalue the dollar is significant. Although there is less danger 

than formerly of a race between the nations of the world to see 

which can depreciate its currency most rapidly, the franc has 
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been devalued three times since the dollar was devalued in 1934 

and the efforts of the French government to maintain it at its 

present parity may or may not succeed. Of course, it does not 

follow that the gold value of the dollar would 'again be reduced 

if the franc were devalued once more; but, especially if the 

English pound declines far below its old parity, another experi

ment with devaluation may be undertaken. 

In Chapter V, we pointed out that inflation may be super

imposed on the devaluation process, thereby accentuating the 

effects to be expected. The unfortunate fact about inflation is 

that it always creates maladjustments that must eventually be cor

rected. Of course, the danger is that when the period of liquida

tion and correction of maladjustments arrives, there will be an 

even stronger clamor for more inflation or more devaluation. It 

is dangerously possible that this clamor will be heeded by those 

in power. As long as there are savings that can be stolen by the 

devaluation or inflation process, there will be a tendency for 

politicians to yield to such demands. It requires strength of 

character and a willingness to sacrifice oneself for the country's 

good to stand out against the wishes of the mob. Furthermore, 

it requires at least an elementary knowledge of monetary prin

ciples to understand that repudiation and devaluation are not 

easy ways out, in the long run. It is greatly to be feared that the 

temptation to recreate a semblance of boom conditions, even 

if it be but a hollow shell, will prove too much for those who 

are dependent upon the people's favor. 

The Effects on Investment Principles 

Those who are familiar with the problems incidental to 

conservation of funds admit that certain fundamental principles 

should never be forgotten. It is desirable, therefore, to reconsid

er these basic principles of investment practice in the light of 

the action already taken by the New Deal Administration and 

that which is a possibility of the future. 

Safety of principal is the first concern of those who handle 

savings. As a result of devaluation and inflation, the investment 

media that formerly assured safety of principal now involve a 
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major risk. Principal must be measured in terms of livelihood, 

of the things that it is hoped the funds will buy. Obviously, 

safety of principal in dollars that may be manipulated by the 

Government at will is far from the real meaning of the phrase. 

But the man who has saved and has funds to invest still desires 

to conserve his principal. Although the means by which he does 

so may be changed, this still remains a vital feature of his prob

lem. 

Certainty of income has long been regarded as one of the 

essential features of a sound investment program. Under present 

conditions, however, the securities that can be expected to give 

this certainty of income are likewise those adversely affected by 

the devaluation and inflation processes. Furthermore, the in

come itself, although stated in dollars, should really be consid

ered in terms of buying power. In the long run, the individual 

wants to preserve his ability to buy; therefore, it is seen that, 

although certainty of income is still a major feature of the 

problem, income should be thought of, not merely as so many 

dollars but in terms of the goods that the dollars will buy. 

Marketability is another feature to be considered in con

nection with every investment program. Certainly, in normal 

times any requirement that all investments made should be read

ily marketable would be unnecessary and would probably result 

in reducing the income otherwise available. The effects of devalu

ation and inflation are such, however, as to make this aspect of 

the investment program more important. In view of the slight 

but not negligible possibility of an uncontrolled inflation, it is 

clear that later changes in the investments made may be neces

sary in order to preserve the funds. involved. But changes can 

be made only if the securities held are marketable. In genetal, 

therefore, the investor today will be wise if he insists on market

ability for most of his investments. 

Appreciation, or profit on investments made, ordinarily is 

not the concern of the investor. In normal times, those who seek 

speculative profits have left the investor class. Howevet, in the 

attempt to preserve 'one's buying power du,ring devaluation and 
iinJfa.tioa, app.r,eciation must be sought. Onlf by :so doing can 
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the eff ec::ts of a r~sing price leyel be counterbalanced. It is un

fqftunate thi!t nionetaqr polic~es sl"loulq force Sljch great ri~ks 

on the holder of sayi11gs tl"lat h~ must seek spe~ulativ~ appr~cia

tion or else take even greater sp.ecula,tive risks borderi11g on ~ 

certainty of lqs~. . · 

Piyefsi*!j.tiqq. is a fund::1:mental princ~ple, wl"lkh miist be 

ap.pUed ~11 t4~ handlipg of any investr.rie1.1t fund; and this p.rin:

~ip~e is ju~t as ip:iportant d~ring a p~riod when deva~uation' and 

inflation '!-re e~erti11g their ':!ffects as at '!-ny other tinie. Divetsi:fi

~fltf()P.- htts seve.ra~ ~i*rent asp~cts. It shoul~ pe cons~dered wit~ 

resp~.ct to typ~s of secuFities·, tqe industries or businesses con

~tFP~9. tmfi tre g~ographical iqq1tions of the.se bus!nesses. 

There are two proad classifications of securities. Bonds and 
• , ' I i ' • ·~ 1 1 ' • r , , • • • , , ; , • •• 

rq.ortgages are typical of on~ cla~s. 'They are obligations to p~y 

a :fi:i,ced ainount jn dollars, an.cl tpe i!-1Ferest to be paid to the in
vestor is likewise fixed in dollars at the time the contract is 

f ' ' ' ', ' ti•' ' . '. 

made. CqrqrpoJ?. stoc~s are the otp.er .ext,r.eme. Alth01.1gh they m,~y 

.have a s~ated par yalue, actua~ly t)ley vary in v~lue with the )VOfth 

of the business cqncerned. Furthermore, t~e dividends pll.jd fluctu

ate with changes in busin.ess profits. Of course, some bonds, be

cause tl:iei!= par yalue is high in proportion to the assets and earn

ing pow.er of the bµsine5ses involved, do not ac~al~y gi:ve the pro

tection Pr the certainty of incom.e th03.t they ,appear to guarantee. 

Some conin7.qp stocks? be.cause of the stability of ~e busfo.esse.s 

~{}yQlv~~? may ,a,ctpallf pay a more 1=egl.)-lar ,re~,rn and prese~ve .a 

fr\Of_e sta.ble m:f!.rke.t v~lu.e th.an spegilative ponds. Furt?ern:;10re, 

there are securities that xpJ,i;i.g~e · tpe adyat:ifages ~!1d disadv.an

tage~ of bo,th b,qnds ~d stocks in varyf!fg degrees. Sucp, for 

exampl.e
1 

.are ,c.onv~r.til;ile bc;mc;Is, w~Jch ~r~ 9efi;1}ite pr9mises to 

pay fi~ed Jln;IOpnt$ ip bot,h pr,i,n,cipal .ang int~.rest bu.t include ,a. 
p,i;ovision. pe,rmi.ttjt;tg 1 th~ inyestp,r .at his option a!\c;l on s~~-~e.d 

t~,rm,.~ to c.onv.ert l:}.i$ ,bonq i,I,1~9 $,l1~res of co!!l,mon stock. · 

Obvfously, pqnd.s of :t;h~ ,hig,l:ie~t $rade :;tt?-d rnorts~es Jn 

gene.raJ ~.re \l.9S\l,i.t~N,~ jr;ive$~ep,ts ,for · ~n.diyi9.ual~ who· Jto,Pe .to 

protect themselves ~g~J.i;ist t,h.e ,ef,f ~~t~ 9f 9ev~.l.11,at.io,!,1 a.~d in#.~.tjo?,-. 

{~e~.d.en w.~o wol),d,e.r wJ:iy b,,~R~~.. J!).sl:l.qmce co,rrip,an~e~, and 

9Jqe,r ;o/,e,ll·.~.dy,i~.e~ ~.t}.~OC_i~l ip$~i~tiOt,J.S hav.e not sold •all their 
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bonds long ago are1 reminded that the liabilities of those concerns 

are stated in dollars. It is immaterial to them that the individual 

who gets those dollars may not receive the same buying capacity 

that his funds originally gave him.) 

It may at first thought appear certain that common stocks 

will increase in value enough to compensate for a rising cost of 

living. During the past three decades, there has been an oppor

tunity to observe the fluctuations in common stocks under several 

different circumstances. Germany, it will be remembered, suffered 

a disastrous run-away inflation, with the value of the monetary 

unit finally becoming worthless. In the 1920's, France devalued 

the franc to one-fifth of its pre-war value and has devalued three 

times since then; Belgium to one-seventh; Italy to a little more 

than one-fourth; and the pound was reduced to three-fifths of its 

1914 value. :The fluctuations in common stock prices that oc

curred in these different countries during the periods 1913 to 

1932 throw some light upon this problem. In England, where the 

devaluation was least, common stocks retained their buying 

power; that, is, they rose enough in price to counteract the effects 

of devaluation. In Italy, on the other hand, stock prices fell and 

failed by a wide margin to compensate for the decline in the gold 

content of the currency. Special circumstances there, including a 

semi-nationalization of industry, however, probably contributed. 

The final outcome in France and Belgium was intermediate be

tween that of Italy and Great Britain. In Germany, where there 

was a run-away inflation, stock prices did not begin to compen

sate for changes in the cost of living. 

It seems probable that experience in this country during 

the next few years will be more like the course of events in 

France than in the other European countries. Therefore, it is 

probable, although by no means certain, that ownership of well 

selected common stocks will partially protect the investor against 

the effects of inflation and dev:aluation. Although there has al

ready been a great percentage rise from the lows of the 1932 de

pression, further appreciation may be expected. 

At this point, it is advisable to mention the fact that we do 

not concur in the views that have been published by several in-
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dividuals concerning the suitability of common stocks for the 

investor of small means in normal times. Several statistical rec

ords which seem to justify that attitude, are based on the period 

that began with the present century ,and ended during the last 

inflationary boom. There is no :assurance that this course of 

events will be repeated. The population has increased less rapid

ly during the past few years, and government intervention may 

retard industrial growth and restrict investment opportunities. 

More comprehensive compilations, which have been made re

cently, suggest that, unless the investor is fortunate in his se

lections, ownership of common stocks may be less profitable 

(in normal times and in the absence of inflation or devaluation) 

than placing savings in a bank or investing them in bonds or 

mortgages. 

Diversification with Respect to Industry 

Diversification does not imply a mere scattering of funds 

without a careful weighing of the prospects in one industry as 

compared with others. During devaluation, it is certain: that some 

industries will be especially benefited by the process. 

The businesses that seem most certain to benefit from the 

devaluation process are those oW(ning their raw material (a 

basic natural resource) and whose :finished product is having a 

greater per-capita use .as time goes on. iThe favorable effects of 

increased consumption per individual are quite obvious. The basic 

natural resources concerned should be those essential to the pres

ent industrial civilization. Co-operative restriction of production 

practised by many industries, and the prospects of improvement 

for such industries .as a result of devaluation and inflation are 

greatly increased. Typical industries in this classification are oil, 

copper, nickel, lead, sulphur, and steel. 

Other groups of businesses that should be able to hold 

their own or even do better, during a period of inflation after 

devaluation, are those leading in the technological advance. The 

chemical industry, especially the more progressive companies, 

and one or two others are outstanding in this respect. 

:'The railroads are essential to the development of business 

enterprise in the United States. Although there has been much 
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talk ~bout tl:ie effects of trµck competition~ it is certain that 

bµsiness recovecy, producing rµore traffic fpr tpe raiiroads to 

wove, will radic~lly change the more discquragipg aspects qf 

the sit:t+ation. 

Recently, the utilities have been hare! hit by highe~ t~es, 

campaigns for public ownership, ancl the prospect of competttioJ:l. 

from Govemment-ownecl power developments. The pessiµiisin 

s.eems to have been overdone, however. It is prqbal:>le th.at the 

better operating companies will not b.e serioµsly affected. il'.he 

utility companies ai:e in a position to convert a large prpportion 

of increased gross into net income, because .a high percentage of 

.costs are fix.ed, including such items as interest on borrowed cap

ital and depreciation. Nearly all of the compani.es have ample 

·capacity and a sufficient distributing system to handie a larger 

volume of husiness. That increased bu$iness will almost certainly 

be forthcoming during the next few year$. 

There are many o~her business.es and industries that may 

be affected favorably, for a time at least, by inflation. Innurp.era

ble manufacturing concerns come to mind. However, it is believea 

that the classes of business first mentioned are especially certain 

to benefit, and that the .IJ.ecessary diversification should therefore 

be accomplished by distributing investments within those fields. 

In any group of investments, there should also be geo

graphical diversification in order that conditions affecting a par

ticular section of the country may not destroy the entire invest

ment program. A few securities representing businesses in other 

countries than the United States, or companies that do an inter· 

national business might well be included, in order to distribute 

the risk over a broad base. 

7 he I n.4f1lidt;_qJ' s V~eiv po.int 

No two indiyi4u.als a.re fa_ce~ .~jth ideotkal).r th.e sa,m.e 
problem. l,t fol~ows that ,no soll,lt~or,i. .can be given that wP.1 ,b,e 
appHc~Me to th~ specific ,cht:cw:nstan,ces of all rea,d,ers. 4,t on~ 

extreme is tl;ie it;idivjdu~l w,l;iQ 4 9t:pep.<;l~nt on t:Q,e iqc.on::i..e f.i;om 

itly~.$9l\lents fw ~ liv:eJjpood, and :wh.os~ funcis !Jl.,QS.t n.c;:cessarily 

•);}.<i! .r,p.Qst £onsery~tjy,eLy iqyested; :whUe .at t~e other en,d oi th,e 
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:scale is the s:;i.laried individual whose position is. assq.rec:J, aµc}. who. 

.has :;i.dequate life insurance protection, so that, all things cop,sic}.

ered~ he feel$ justified in assuming specul;i.tiv~ risks. 

The Man Whose Income Is from Investments 

Presumably, an individual whose livelihood depends on the 

income received from his capital has been careful to place his 

funds only in the more conservative types of investments. These 

would include deposits in savings banks, high-grade bonds, and 

first mortgages (not real estate mortgage bonds) . Possibly, this 

individual's situation is complicated by the fact that some of 

his bond investments, and perhaps some of his mortgages also, 

are nq longer yielding their regular interest return. 

There is an old saying that "Half a loaf is bettei than ~o 

bread," and it should be kept in mind by the investor in this 

classification. Inasmuch as his livelihood depends on an income 

from investments, it is plain that he\ mµst have a large portion of 

his funds in high-grade bonds, even though it appears certain that 

the money so invested will lose a portion of its 'buying power i·n 

future years. 

In connection with the ownership of bonds dµring ~ p!!riod 

of inflation, there is an interesting feature that is sometimes 

overlooked. At first thought, it may appear that bonds shoqh,J 

decline as the cost of living rises, in order tbf!.t the yielq PP. .a 
given capital sum may contimi.e to blJ.y 11ppro:ximately tht:'! s!J.m~ 

amount of goods. Many people remember that bon9 pric~s ~ug. 

decline severely from 1916 to 1920 when commodity prices were 

rising rapidly. The situation will prpbably be somewhat diffe.ren.t 

during the next few years, howevei:. A..s the ac:l.justments to a 
higher prke lev.el .are g.ra®ally effected, it will b.e less a11d le$s 

profitable fo,r individual.s to e:il'.change bqngs fot ~to<;:.~s in ti.le 
hope of protecting th<;mselv.es P..gainst inflatiqn's e:ff~<;:ts. The 
history of bonds after devdµation in foreign <;:ount,ries dem.op.~ 

st.rates that, where there are not other ailve.rse facto.rs, pric.es !lfe 

usually well maintained. 

If the investor has real est/!ie 1110.rtg.ages th.at .lJ.re in d,ef~i;ilt 

and therefore can be foreclosed, it would se~m the part of w~:,k 
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dom to do so. Failure to take over the. properties may result in 

giving to the present owner all the advantage of any rise in prices 

that may occur; and the mortgage holder's funds would be penal

ized by a loss of buying power. If the mortgage holder takes 

over the property, he will then be in a position to obtain what

ever rise in prices may result; and, during the intervening period, 

can himself collect the rental or have an agent handle it for him, 

with results probably as satisfactory as though the property were 

left in the hands of the original owner (who was unable to 

manage the situation from the financial point of view). There is 

also to be considered the by no means negligible danger that 

there will be later devaluations of the dollar, and perhaps an 

uncontrolled inflation. Under these circumstances, the ownership 

of a small amount of property would be an anchor to windward, 

which would give the unfortunate investor at least a portion of 

the income he once enjoyed. 

Convertible bonds offer to the investor who must have his 

regular income another opportunity to guard against the effects 

of inflation and devaluation. Unfortunately, many convertible 

issues are not of very high grade, and the hybrid character of such 

securities often makes them undesirable for the average investor. 

It is also recommended that the individual dependent on 

the income from his capital invest about one-half of his funds 

in common stocks. Inasmuch ,as he must have an income to pro

vide for living expenses, he should give preference to dividend

paying securities. 

In order to make these recommendations more specific, 

there is presented below a list of securities which at this time 

appear to be suitable for an investor dependent on the income 

from his capital. It should be definitely understood that there are 

other suitable securities than those listed here and that this is 

but an effort to offer a typical example. The investor who wishes 

to get further details on the problem should consult Moody's or 

Poor's Manuals, or Standard Statistics, at least one of which may 

be available in his local library; or he may take advantage of the 

Institute's investment information services. A description of them 

will be supplied on request. 
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SAMPLE LIST FOR INDIVIDUAL DEPENDENT ON 
INCOME FROM INVESTMENTS 

Cash or Equivalent-Approximately 5% of Fund 

Savings Deposit 
U. S. Savings Bonds 

High-Grade Bonds-Approximately 20% of Fund 

RAILS 
Great Northern Ry 1st and Ref 4~s 1961 
Chicago Burlington & Quincy Ref 5s 1971 
Pennsylvania R R Gen B 5s 1968 
Pittsburgh Cin Chicago and St Louis Gen A 5s 1970 
Texas Pac-Mo Pac Term 1st 51h.s, 1964 

UTILITIES 

Gulf States Util 1st 31h.s 1969 
Mont Power 1st and Ref 3%s 1966 
Nor. Ind Pub Ser 5s 1957 
Ohio Edison 1st 3%s 1972 

Second-Grade Bonds-Approximately 25% of Fund 
RAILS 

Cleveland Union Term 5s 1973 
Louisiana & Arkansas Ry 1st 5s 1969 
Morris & Essex Constr A 5s 1955 
Southern Ry D and Gen 6s 1956 

UTILITIES 

Birmingham Elec 1st and Ref 4Y2s 1968 
Broad River Pwr 1st and Ref 5s 1954 
Illinois Power and Light 1st and Ref 6s 1953 
Penn Cent Lt and Pwr 1st 4Yzs 1977 

Stocks-Approximately 50% of Fttnd 
NATURAL RESOURCES-20% 

Climax Molybdenum 
International Nickel 
Inland Steel 
Kennecott Copper 
Standard Oil of New Jersey 
Texas Corporation 

SPECIAL lNDUSTRIES-20% 

American Brake Shoe & Foundry 
Du Pont 
General Electric 
General Motors 
Monsanto Chemical 
Sears Roebuck 
Timken Roller Bearing 

RAILS-5% 
Chesapeake & Ohio 
Pennsylvania 
Union Pacific 
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UTILITIES-'-5 % 
Commonwealth Edison 
Consolidated Gas of Baltimore 
North American 

Note: The list above is a representative one, providing reasonable diversification. 
There are many other securi.ties equally satisfactory in the different dassiiica
tions. No i'iivestor shoukl arbitrarily 'shift his investments in order to conform 
to the group without first seeking competent advice. 

For the lnveistor Whose Fund ls Small 

There are many investors whose funds are insufficient to 

make possible diversification of holdings, such as that set' forth 

above; yet they. will naturally wish to protect their savings 

against devaluation's effects. Theirs is indeed a difficult prob

lem. Perhaps the safest solution to it is to be found in the pur

chase of the common stocks of a few investment trusts. As the 

past few yea.rs have shown, there is substantial speculative risk 

involved, but if the funds are divided among the three previously 

recommended (page 124), it is believed that protection will be 

obtained against the effects of inflation and devaluation with a 

minimum of risk. Under no circumstances should these securities 

be purchased on margin. 
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IMPORTANT INFORMATION 

AMERICAN INsn'fut.E FOR ECONoMiC RBSEARcH 

DetailJ of ltJ Pro gram and Procedure 

Hoping that many individuals who read 'this book and find it usefu1 
will wish to know more about the American Institute for Economic Re
search, there is presented in the following pages a brief statement of the 
program for research and useful information available to contributors. 

Of Practical Value Jo Ahe Man of Small MeanJ 

That the average man of small means needs a source of unbiased 
information in regard to his personal financial problems and public eco
nomic questions, there can be no doubt. Newspapers and other periodicals 
are apt to be influenced by advertisers' or their owners' interests. Politicians 
sometimes cater to sect10nal rnterests at the expense of the public welfare. 
At present, there is practically no source to which the average man can go· 
with assurance that the information he receives will be based on adequate 
knowledge, free from hidden ties to vested interests, and not subject to 
bias because of the adviser's personal source of profits. 

American Institute for Economic Research is intended to fill this 
need. Its program includes not only theoretical and statistical analyses 
of major economic problems, but studies of an immediate practical nature 
as well. This work includes the chief financial problems of the average 
man, his life insurance and his small investments. 

Life l!uurance StudieJ 

The studies made of many leading insurance companies include all 
the companies of nation-wide importance. In addition, complete analyses 
have been made of the various types of policies. It has already been found 
that most individuals can make substantial savings by bettering their in
surance programs. This information is highly valuable to the individual. 
By charging a small fee for assistance with individual problems, funds are 
obtained for carrying on the Institute's work. 

FirJI Aid for the Small InveJtor 

There have also been made available at low cost detailed plans and 
lists of securities suitable for three classes of investors, as follows: 

1. Those dependent on the income from investments, such as 
widows who have received life insurance funds to invest, retired individ
uals living on the income from their savings, etc. 
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2. Those who are not dependent on the income from investments 
but who wish to supplement other income and are able to take what is 
commonly ca!led a "business man's risk." 

3. Those who are entirely independent of their investments and can 
afford to take speculative risks. (This does not include advice to speculate 
on margin, and- does not attempt to give advice on day-to-day trading, etc.) 

The three classes of investment advice mentioned include a com
plete list of securities quarterly for each group, including detailed instruc
tions as to diversification, etc. Changes in the general plan of any group, 
and changes in the specific securities recommended are announced from 
time to time by speaal bulletins. The contributor who requests any of 
these services may expect to receive about twenty-five bulletins annually. 

Economic Research 

The economic research activities of the Institute are conducted along 
broad lines: 

They deal with the underlying influences which account for the major 
changes in business activity. Basic trends in production, purchasing power, 
and prices are analyzed with a view to revealing the important relation
ships which give a clue to the future. 

The results of research are presented to clients :in several forms. The 
Institute's Research Report service presents weekly reviews of economic 
events, discussing their effects on future conditions, and monthly bulletins 
present the more elaborate studies of basic problems. 

Occasionally the results of the Institute's research, relating to im
portant national problems, are issued in bound volumes. Since it is be
coming more evident that an impartial study of the larger problems of 
the civilization cycle will be of increasing importance, the Institute hopes 
to do constructive work in this field also. 

It is an unfortunate fact that economists do not have a common lan
guage at this time. Therefore, one of the chief objects of the Institute is to 
define anJ clarify basic economic concepts. The growing complexity of the 
economic structure makes it necessary to apply, in the field of economics, 
the same thorough scientific procedure which has met with success in other 
fields. 
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