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EMAILED QUESTIONS – CHAPTER 3 AND 4 (PP. 135-152) 
FRIEDMAN & SCHWARTZ 

 
Student Question: What is puzzling about the behavior of U.S. capital exports between 1897-1906? 

MDV Answer:  The puzzle is: Why was the U.S. a net exporter of capital between 1897 and 1906? It is a 
puzzle because a combination of great harvests in the U.S. and bad harvests in Europe led to a sharp rise 
in U.S. exports of grain.  The U.S. also imposed a steep tariff on imports in 1897.  So exports rose 
dramatically relative to imports.  Under the gold standard, gold should have flowed into the U.S., thereby 
raising the money supply and prices (which happened).  End of story.  But at the same time, U.S. exports 
of goods surged, we started exporting capital as well.  Why?  If anything, one would think the growing 
industrial strength of the U.S. and the resolution of uncertainty over the U.S. commitment to gold would 
have made the U.S. a more attractive place to invest capital.  Instead, capital flowed out.  F&S explore 
three potential explanations, then sum up by saying two of them are probably important, but something is 
still missing. By the way, the plausible explanations were:  

1. A bear market in U.S. stocks ended in 1896.  The following boom in stocks led some foreign 
investors to liquidate their positions and repatriate the funds (given that losses in the prior bear 
market had now been recouped.  This repatriation (foreign capital going home) is a capital export.  

2. (More important) The British government had to sell lots of bonds to finance the Boer War.  This 
war turned out to be much longer and more expensive than expected, so the interest rates offered had 
to be juicy to get the market to absorb the much larger than expected bond sales.  These high rates 
attracted U.S. capital.  Side note

Note: I asked this question for two reasons: (i) It is an excellent example of how economists put an 
empirical argument together.  Step one: Establish a puzzle.  Step two: List potential explanations 
(hypotheses).  Step three: Use existing data to assess the importance of the various explanations.  Final 
Step: Draw the line and sum up.  Note also that summing up sometimes involves admitting you only 
explained part of the puzzle.  (ii) It shows how geopolitical events affect capital flows.  In the gold-
standard era (with fixed-exchange rates), the capital outflow from the U.S. meant the money supply and 
prices did not rise as much as they would have from the export surge.  In the current era, such events 
cause currency values to change.  For example, whenever significant geopolitical strife breaks out – say 
Israel decides to bomb Iranian nuclear facilities – capital from all over the world seeks the safety of U.S. 
Treasury bills.  To get into Treasuries, foreign investors first need dollars, so the value of the dollar rises. 

: Rent the movie Breaker Morant from Netflix.  It is great 
thriller/courtroom drama (and true story by the way) that takes place during the Boer War.  

 
*** 

 
Student Question: Regarding Q5, the velocity of money between 1879 and 1897 declined regularly at an 
annual rate of 3%.  Does this imply increasing demand of money because of the increase in money 
income (the following question)?  Then, from p.682 I can see that throughout the overall sample velocity 
was in sync with economic activity (i.e., increasing in expansions and decreasing in contractions), but for 
this period velocity decreased with the overall rapid economic growth.  Is the difference explained by the 
large increase in money stock due to increases in D/C ratio, D/R ratio and stock of high-powered money?  

MDV Answer:  First, yes the decline in velocity implies an increase in money demand.  Second, F&S 
admit they don't have a good explanation for the large decline over the 18-year period (apart from 
confidence in the banking system rose even more than that necessary to produce the long-term 1% secular 
decline in velocity.  Increasing confidence in the banking system made the public more comfortable 
satisfying their demand for money with deposits rather than currency.  As the public shifted currency to 
deposits, banks increased lending and created deposits (thereby producing a multiple expansion of the 
money stock).  So money expanded faster than money income, hence the decline in velocity.   
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Student Question: Regarding Q6 (pp. 97-99), I'm not sure how the gold standard mechanism brought 
about the increase in general price level.  F&S says: in the case of large gold inflows resulting from rapid 
export growth – given the dollar can't appreciate because of fixed-exchange rates – prices must rise.  
Why?  Also why do gold inflows produce an increase in money and hence prices large enough to 
ultimately eliminate the need for such inflows?  

MDV Answer: Rapid growth in U.S. exports, other things equal, implies an inflow of gold from our 
trading partners (who pay for our exports with gold rather than selling us their goods).  The gold inflow 
leads to an increase in high-powered money (because coins/currency issued is tightly linked to gold).  The 
money supply equals the product of high-powered money (HPM) and the money multiplier, so an 
increase in HPM – other things equal – produces an increase in the money supply.  Over the long run, the 
increase in money produces higher prices (via the Quantity Theory of Money).  As U.S. prices rise 
relative to prices abroad, our imports rise (foreign goods are now relatively cheap to Americans) and our 
exports fall (our goods are relatively dear to foreigners) until the trade imbalance disappears. 
 

*** 
 
Student Question: Regarding Q11, I don't understand why bank runs made decline in prices necessary.  
Although the panic affected D/C and D/R ratios were affected in the panic, stock of money did not show 
signs of decrease.  Also, what role does restriction of cash payments play in all this?  

MDV Answer: Other things equal, bank runs produce sharp declines in D/C and D/R –depositors race to 
convert deposits into cash, and banks counter by building up excess reserves (liquidity) to survive the 
runs.  Now, if D/C and D/R fall, high-powered money constant, the money supply will decline.  (Note

 

: 
This does not happen instantaneously, though.)  If the money supply declines, arithmetic indicates some 
combination of an increase in velocity, a decrease in prices, and a decrease in real output must occur.  
Over the long run, velocity and real output are determined by real, not monetary factors, so they can be 
taken as exogenous – which means the decline in money must translate into a decline in prices.  Even 
short-run analysis points to the same conclusion.  Bank runs took place during contractions, so real output 
was falling (going the right way).  At the same time, however, velocity fell during contractions (going the 
wrong way).  So again, you are left with the need for falling prices. 

Banks make money, in part, by transforming illiquid loans into liquid deposits.  In normal times, only a 
fraction of depositors try to get cash on any given day, so banks can get by with small cash reserves.  But 
if depositors lose confidence en masse, they will rush to convert deposits to cash, thereby forcing “fire 
sales” of illiquid loans.  Such fire sales can lead to losses big enough to make solvent but illiquid banks 
fail.  Prior to deposit insurance, safe-and-sound banks operating in the same market would often enter into 
agreements to “suspend convertibility” during runs.  Suspension simply meant banks agreed to convert 
only a small amount of deposits into cash for their customers until the air of panic passed.  Runs can be 
contagious – if depositors drive one illiquid bank into insolvency, depositors in other banks will freak out 
and run their banks – so these agreements involved only rock-solid institutions.  (Banks were careful not 
to admit weak competitors into their agreements – if a run brought down one bank in suspension 
agreement, runs would start on the others.)  Suspensions did not always work, of course, but they was the 
first line of defense in panics.  (Note: Suspension agreements disappeared after the Fed’s creation in 1914 
because it was supposed to provide emergency liquidity during panics.  So when the Fed dropped the ball 
in the early 1930s, banks had no “first line of defense” to fall back on.)  


