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READING NOTES – A MONETARY HISTORY 
CHAPTER FOUR: GOLD INFLATION AND BANKING REFORM, 1897-1914 

ECONOMICS 335; SPRING 2009 
MR. VAUGHAN 

1. As you read the chapter, formulate answers to the following “big picture” questions:  
BEFORE TACKLING THE CHAPTER 

• Overall, what happened to the money stock, velocity, prices and real output from 1879-1914?  
What factor(s) drove changes in the money stock?  What accounts for the movement in those 
factors?  

• What happened in the Panic of 1907?  Specifically, what brought it on?  What impact did the 
Panic have on the money supply (and why)?  What impact did the Panic have on the real 
economy?  What role did the New York Clearing House and J.P. Morgan play in stopping the 
Panic?  What lessons, according to Friedman and Schwartz (F&S), can be learned?  How are the 
Panic and Federal Reserve Act connected?  

• John Gurley wrote the following parody of Friedman’s monetary views: “Money is a veil, but 
when the veil flutters real output sputters.”  He meant, in theory, the money supply should only 
determine the number of zeros on price tags; it should not have real economic effects.  In practice, 
however, wild swings in the money supply can produce wild swings in real output.1

2. In this chapter (as well as preceding ones), F&S document significant flexibility in U.S. 
prices before World War I (i.e., they sometimes rose, sometimes fell, in absolute terms).  
Since World War II, however, the U.S. price level has risen continually (more below).   

  In table 9 (p. 
185), F&S compare/contrast the monetary history of the two decades before/after 1893.  Does the 
evidence in the table square with the “veil” analogy?  Can the real economy function as well over 
the long run with falling prices as with rising prices? 

3. Discussion on pp. 140-49 of U.S. capital exports is a good example of the way economists 
approach research: (1) Identify a puzzle; (2) List potential explanations; (3) Analyzing data to 
assess these explanations; (4) Prepare summary/conclusions.  Note that sometime conclusions 
involve – as in this case –admitting the explanation is incomplete.  This section is tough, so I 
provide an answer to the related study question:  

What is puzzling about the 1897-1906 behavior of U.S. capital exports? 
Puzzle: Why did the U.S. export capital from 1897 to 1906?  This is puzzling because a 
combination of good U.S. harvests/bad European harvests produced a sharp rise in U.S. grain 
exports.  The U.S. also imposed a steep tariff on imports in 1897, further boosting the trade 
surplus.  This surplus should have led to gold inflows, an expanding money stock, and rising 
prices.  According to F&S, however, “substantial net inflows of gold petered out in 1899” (p. 
141).  This “petering out” would make sense if capital inflows picked up (taking the place of gold 
inflows).  But the U.S. started exporting capital as well—why?  If anything, its growing industrial 
strength and renewed commitment to gold should have made the U.S. more attractive to foreign 
investors (thereby producing capital imports).   
For more insight, recall the balance of payments under the gold standard2

                                                 
1. On page 678, F&S use less clever words: “Apparently, the forces determining the long-run rate of growth of real income 

are largely independent of the long-run rate of growth of the stock of money, so long as both proceed fairly smoothly.  But 
marked instability of money is accompanied by instability of economic growth.  

2.  Explanatory Notes: An example of a capital import is foreign purchase of an American bond/stock.  “Trade deficit” 
means merchandise imports exceed exports (i.e., current-account deficit).  “Balance of payments deficit” means current 
and capital accounts do no sum to zero, so something else must adjust – like exchange rates.  Under the gold standard, 
exchange rates were fixed (because currencies were convertible into gold at fixed rates).  The “something else” was gold 
flows.  In earlier analysis of gold movements, we ignored the capital account for simplicity. 
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   Current Account  (= Merchandise Exports – Merchandise Imports)  
+ Capital Account  [= Capital Imports (inflows) – Capital Exports (outflows)]  

i. 

+ Net Change in Gold          
0   

In the current example, the U.S. became a net exporter of goods, which meant foreigners “owed” 
the difference.  If a capital-account surplus (i.e., foreign purchases of U.S. financial assets 
exceeding American purchases of financial assets) exactly offset the current-account deficit, net 
inflows of capital would cover the obligation, and gold inflows would not be necessary.  But if the 
current-account surplus were $100 and the capital-account deficit only $80, then foreigners would 
still owe Americans $20, and $20 in gold would flow into the U.S.  As noted, if capital inflows 
increased to offset the current-account surplus, a “petering out” of gold inflows would make sense, 
but the U.S. began exporting capital.   
F&S explore three potential explanations, then conclude two are probably important, but 
something is still missing.  The plausible explanations were:  

A bear market in U.S. stocks ended in 1896.

ii. 

  The following boom in stocks led foreign 
investors to liquidate positions and repatriate funds (now that losses had now been recouped).  
Such repatriation (foreign capital going home) is a capital export.   
The British government had to borrow to finance the Boer War (more important to 
F&S).

This section is not central to the narrative, so do not worry if it still does not make sense. 

  This war was much longer and more expensive than expected, forcing the British to 
offer high yields on war bonds (to induce financial markets to absorb larger-than-expected 
supply).  These high yields attracted U.S. capital.  

4. In the section titled, “Central-Banking Activities of the Treasury” (pp. 149-52), F&S describe 
the central-bank-like actions of Treasury Secretary Shaw.  These actions are very similar to 
actions the Federal Reserve currently takes to calm financial markets.  These actions also 
show that a formal central bank is not necessary for central-bank-like actions.  

5. Read “The Panic of 1907” section (pp. 156-168) carefully.  F&S argue the key difference 
between 1907 and 1930-33 was banks suspended convertibility of deposits into currency in 
1907.  This act prevented widespread bank failures.  In 1930-33, suspension did not occur 
because banks waited—until it was too late—for the Fed to accommodate the surge in 
currency demand.  The ensuing wave a failures turned, in F&S’s view, a garden-variety 
recession into an economic catastrophe. 

1. Page 135: F&S use two new terms.  Wholesale Price Index is an old term for the producer 
price index (PPI).  According to the Bureau of Labor Statistics (BLS), the PPI “measures the 
average change over time in the selling prices received by domestic producers for their 
output.  The prices included in the PPI are from the first commercial transaction for many 
products and some services.”  The implicit price deflator is the index used to correct GDP, 
GNP, NNP, etc. for changes in prices.  Each measure of national income has a corresponding 
deflator.  The PPI is a monthly series; implicit price deflators are quarterly.  

WHILE READING THE CHAPTER 

2. Page 135: F&S note the rise in prices from 1897 to 1914 was uniquely long for peacetime in 
U.S. history.  This statement is no longer true because of the continual rise in prices since 
World War II.  For example, the GDP deflator in 2008:Q4 stood at 8.15 times the 1947:Q1 
level.  Over this 61-year period, inflation averaged 3.40% per year.  Moreover, in only 7 
quarters were prices lower than the previous quarter.  [Note: 2008:Q4 was one such quarter.] 
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3. Page 136 (in Chart 13) and 138: F&S talk in terms of “reference peaks” and “reference 
troughs.”  A business cycle has two phases: expansion and contraction.  Expansions are 
measured from “reference trough” to “reference peak,” and contractions from reference peak 
to reference trough.  A full cycle can be measured from peak-to-peak or trough-to-trough.  
Interestingly, cycles are dated, not by the federal government, but by the National Bureau of 
Economic Research (NBER).  In their words:  

Founded in 1920, the National Bureau of Economic Research is a private, nonprofit, 
nonpartisan research organization dedicated to promoting a greater understanding of how the 
economy works. The NBER is committed to undertaking and disseminating unbiased economic 
research among public policymakers, business professionals, and the academic community. 

The NBER has dated U.S. cycles back to 1854.  Their website contains interesting datasets 
and business-cycle studies: http://www.nber.org/ 

4. Page 139: F&S note the expansion beginning after 1896 was vigorous, perhaps due to the 
sharpness of the preceding contraction.  This pattern is the empirical norm and is an example 
of a phenomenon economists term “mean reversion.”  

5. Page 139: F&S note uncertainty about U.S. commitment to the gold standard apparently had 
real as well as monetary consequences.  Put another way, this uncertainty affected the real 
economy.  Such effects are not confined to that era.  Investment decisions turn on an 
assessment of likely future profits from the capital goods under consideration.  These profits, 
in turn, depend on the state of the economy.  Macroeconomic uncertainty implies more risk, 
which makes such investments less attractive (and thereby depresses aggregate demand).-   

6. Page 149: A trust company (at the time) was a financial institution very much like a 
commercial bank.  But its depositors were less likely to write checks (much like a money 
market mutual fund today) and it was subject to less stringent regulation.  So trust companies 
were perceived as riskier than banks.  

7. Page 154: F&S argue velocity declined between 1885 and 1991 due to the expectation of 
falling prices.  The idea is demand for money depends, in part, on expectations of changes in 
the price level.  Inflation implies a negative return to holding money while deflation implies a 
positive return (i.e., falling prices increases the purchasing power of money balances)  So 
expectation of falling prices should increase demand for money.  And, an increase in money 
demand, all other things equal, reduces velocity.   

8. Page 156: For more background on the Panic of 1907.  Here are two solid (but reasonably 
brief) references:  

http://en.wikipedia.org/wiki/Panic_of_1907 

http://eh.net/encyclopedia/article/moen.panic.1907 

9. Page 157: F&S note that their estimates of money stock become monthly in 1907, thereby 
allowing a richer, more detailed analysis of the banking panic.   

10. Page 159: F&S use the term “suspension” in two senses – suspension of convertibility of 
deposits into currency (as was done by New York Clearing House members) and suspension 
of operations (as was done by Knickerbocker Trust).  At the time, banks sometimes 
“suspended” operations in an attempt to regroup before outright failing.   

http://www.nber.org/�
http://en.wikipedia.org/wiki/Panic_of_1907�
http://eh.net/encyclopedia/article/moen.panic.1907�
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11. Page 159: The New York Clearing House (NYCH) was established in 1853 to facilitate 
settlement of accounts among banks in New York City.  Prior to 1853, New York banks 
employed porters to transport bags of gold coins (specie) to settle accounts (such as check 
clearing).  The NYCH insisted on prudential membership requirements, such as weekly 
audits, minimum reserve levels, and daily settlement.  Over time, the NYCH developed a 
means of weathering panics by issuing substitute currency (for use by banks).  When runs 
started and member banks wanted to horde cash, the NYCH would issue “loan certificates” 
that could be used to settle accounts.  These certificates were joint liabilities of clearing-house 
members.  The NYCH still exists; here is a link to a history page on its website:  

http://www.theclearinghouse.org/about/history/000227.php 

12. Page 169:  The real bills doctrine held the money supply should expand and contract with 
the needs of trade.  Such a policy, it was thought, would insure ample money to facilitate 
exchange but not result in too much money (and thereby inflation).  Practically, it would 
work as follows:  The Fed would conduct monetary policy by Discount Loan only.  Discount 
Loans, in turn, would only be made if secured by “eligible paper,” that is, debt created by 
business activity.  So, for example, VaughanCo wants to expand operations to meet an 
anticipated surge in demand.  To hire the necessary workers, VaughanCo borrows $100 from 
MorganBank (to be repaid with $101 in one month).  MorganBank then goes to its Reserve 
Bank and borrows $99.50 (to be repaid with $100 in one month) at the Discount Window, 
using the VaughanCo $100 loan as collateral.  The Reserve Bank takes the “real bill” and 
credits MorganBank’s Fed account by $99.50 – thereby increasing high-powered money by 
that amount.  Note

13. Page 172 (very top):  Prior to the FDIC, there were state experiments with deposit 
insurance—all failures.  Here is a link to a brief history of U.S. deposit insurance:  

: The Reserve Bank charges interest implicitly by lending less than the face 
value of the loan – hence the term “Discount Window.”  Most eligible paper paid interest to 
the lending bank in the same way – hence the term “rediscounting.”  Adherence to the real 
bills doctrine produces pro-cyclical monetary policy – that is, encouraging booms and 
intensifying contractions.   

http://www.fdic.gov/bank/historical/brief/brhist.pdf 

http://www.theclearinghouse.org/about/history/000227.php�
http://www.fdic.gov/bank/historical/brief/brhist.pdf�

