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READING NOTES – FRIEDMAN AND SCHWARTZ (F&S) 
CHAPTER 3, “SILVER POLITICS AND SECULAR PRICE DECLINE” 

 

1. Banking Panic: Arises when many depositors simultaneously lose confidence in banks and 
demand their deposits in cash.  Banks, which typically hold only a small cash reserve, must 
then sell loans to obtain the necessary liquidity.  Many loans are illiquid and “fire sales” lead 
to considerable losses – potentially turning illiquidity into insolvency (i.e., failure).  

BACKROUND 

2. Fixed vs. Floating Exchange Rates:  Here is a link to an good short overview: 
http://www.investopedia.com/articles/03/020603.asp 

3. Purchasing Power Parity:  Here is a link to an good short overview: 
http://www.investopedia.com/terms/p/ppp.asp 

4. Current output, current income, money income: three different terms for the same idea, 
nominal output.  In F&S, nominal output is net national product (NNP).  Net national 
product is gross national product minus depreciation.  Depreciation (also known as 
consumption of fixed capital) measures the amount of GNP that must be spent on new capital 
goods to maintain the existing capital stock (i.e., the portion of the capital stock that wears 
out).  U.S. gross national product (GNP) is the total value in current (i.e., today’s) prices of 
all new final goods and services produced by U.S. citizens irrespective of where they live.  
U.S. gross domestic product (GNP) is the total value at current prices of all new final goods 
and services produced in the (irrespective of the nationality of the producers. 

5. Velocity: Velocity (also called income velocity) is the rate at which each dollar of the money 
stock is spent each period (quarter or year) on nominal output.  Formally: 

Velocity = Nominal Output / Money Supply 

For example, nominal GDP for 2008:Q3 was $14,412.8 (billions, seasonally adjusted annual 
rate), and average M2 was $7,727.2 (July, August, and September 2008, billions, seasonally 
adjusted, averaged), implying velocity was 1.87.  In words, each dollar of M2 was spent 1.87 
times on nominal output.  Velocity can be measured with different definitions of nominal 
output (or money): NNP for 2008:Q3 was $12,641.6, so the F&S velocity measure was 1.64.  
Velocity is inversely related to money demand, other things equal.  To see why, assume 
money-market equilibrium (Money Demand = Money Supply).  The equilibrium condition 
implies the velocity equation can be rewritten:  

Velocity = Nominal Output / Money Demand 

Intuition

On page 682, F&S note velocity declined on average of 1 percent per year over their sample.  
The explanation?  The public grew more comfortable holding wealth in deposits (a form of 
money) because of greater confidence in the banking system.  F&S also note a cyclical 
pattern: velocity rose (or declined by less than 1 percent) during expansions and declined by 
more than 1 percent during contractions.  The reason may not be clear to those unfamiliar 
with Friedman’s permanent-income hypothesis (PIH).  In its simplest form, the PIH states 
current consumption depends not on current income but on longer-term income expectations 
(i.e., average long-term income), which are relatively stable.  To Friedman, demand for 
money, like demand for consumer goods, depends on permanent income.  During economic 
expansions, current income grows faster than permanent income, so (at the macro level) 
money income rises relative to money demand, pushing velocity up.   

: If the public holds smaller money balances, it must spend those balances like “hot 
potatoes” (i.e., smaller money demand means higher velocity, nominal output held constant). 

http://www.investopedia.com/articles/03/020603.asp�
http://www.investopedia.com/terms/p/ppp.asp�
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6. Quantity Theory of Money (QTM): A long-run theory of the price level.  It starts with the 
equation of exchange, M v = P y (an identify) and then adds three assumptions:  
• In the long run, velocity is stable.  That is, it depends on society’s payment 

institutions/habits, which tend to change slowly over time (barring reckless monetary 
policy, financial crisis, etc.).  So the level/growth rate of velocity are exogenous.  

• In the long run, real output is determined by real factors, not nominal factors like 
the money supply.  True, early in a country’s development, movement from barter to 
money produces significant economic growth (because of reductions in the transactions 
cost of exchange).  But once a country has money, the supply of it only determines the 
number of zeros on price tags.  For example, in basic economics we learn demand for “x” 
(where “x” is any consumption good) depends on: (i) the relative price of “x,” (ii) real 
income, and (iii) taste for “x” (which depends on the intrinsic nature of “x,” not money).  
Now, the relative price of “x” (in terms of “y”) is Px/Py (where Px, Py are nominal prices 
of “x” and “y”).  Further, real income is money income (I) divided by nominal prices (so 
if you spend all income on x, you could have (I/Px) units.  If nominal prices and incomes 
double: 2 Px/ 2 Py = Px / Py (i.e., relative prices do not change) and 2 I / 2 Px = I / Px 
(i.e., real income does not change), real consumption does not change.  A more formal 
expression is: Money is neutral.  That is, money is a social contrivance to facilitate 
exchange.  At a micro level, real demand depends on relative prices, real income, and 
tastes – none affected by money.  At a macro level, the volume of real output is 
determined by the level of technology and quantity/quality of factors of production (real 
factors) – none affected by money.  So the level/growth rate of real output are exogenous. 

• The money supply can be controlled by the monetary authority.  Of course, the 
monetary authority may cede control – as under a gold standard.  But the point is that 
“M” is exogenous as well (but controlled).  
If “v” and “y” are given, then the price level “P” will reflect whatever the monetary 
authority does with the money supply.  This is the Quantity Theory of Money.  

7. Gold Standard: A monetary standard in which currencies are exchangeable into a specific 
quantity of gold at a fixed rate.  Countries on the standard pledge to maintain the fixed 
exchange rate between gold and their currencies by settling current account deficits/surpluses 
in gold.  Under a gold standard, the currency component of high-powered money cannot 
expand unless the country’s gold reserve expands.  If country A buys more from abroad than 
it sells (i.e., imports > exports, a current account deficit), it must ship gold to pay the 
difference.  As gold reserves declines, country A’s high-powered money and ultimately its 
money stock decline.  Over the long run, the price level in country A will fall with its money 
supply until the higher prices of goods in other countries correct the trade imbalance (i.e., 
cause country A’s imports to fall and exports to rise.)  Here are two references.  

http://www.econlib.org/library/Enc/GoldStandard.html 
http://eh.net/encyclopedia/article/officer.gold.standard 

8. Secular Decline in Prices:  Recall the equation of exchange in rate-of-change form: 

%ΔM + %Δv ≈ %ΔP + %Δ y 
Now, imagine the entire gold-standard world as one country.  In the late 19th century, the 
gold-standard countries (particularly the U.S. and U.K.) enjoyed peace and prosperity.  In the 
U.S., for example, real NNP grew 3.7% per year from 1879 to 1897 (recall, long-term 
average about 3.2%).  At the same time, there were no significant discoveries of gold and 
more and more countries adopted the gold standard.  So money growth was constrained by 
slow growth of the gold stock.  If, by the Quantity Theory, velocity growth can be taken and 
real output growth is robust, then slow growth of gold and the money stock implies deflation.   

http://www.econlib.org/library/Enc/GoldStandard.html�
http://eh.net/encyclopedia/article/officer.gold.standard�
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9. Silver Agitation: Deflation hurts debtors, and farmers have historically been large debtors.  
They borrow to put crops in the field (hoping to pay off loans with harvest profits).  They also 
borrow to buy farm equipment and land to exploit economies of scale.  In the late 19th 
century, the U.S. was still agrarian.  In 1900, for example, 40% of the workforce worked in 
agriculture (as opposed to 1.9% in 2000).  Deflation caused by my rigid adherence to gold 
sparked widespread support for parties promising to raise prices.  The “Greenback Party,” for 
example, wanted to go off the gold standard and print paper money as was done in 1862 to 
finance the Civil War.  The “free silver” movement was dedicated to a bi-metallic or a silver 
standard – on the notion that a silver standard would not cause deflation because silver was so 
much more plentiful than gold.  The movement reached its zenith with the nomination of 
William Jennings Bryan by the Democratic Party in 1896.  Because big business and finance 
supported the gold standard, “free silver” became a rallying cry against the rich and powerful.  
To that end, Bryan gave a famous anti-gold speech at the convention, concluding with:  

If they dare to come out in the open field and defend the gold standard as a good thing, we shall fight them to 
the uttermost, having behind us the producing masses of the nation and the world. Having behind us the 
commercial interests and the laboring interests and all the toiling masses, we shall answer their demands for 
a gold standard by saying to them, you shall not press down upon the brow of labor this crown of thorns. You 
shall not crucify mankind upon a cross of gold.  Here is link to full speech, including a recording of Bryan 
reading the speech 25 years later: http://historymatters.gmu.edu/d/5354/ 

By the way, many scholars believe The Wizard of Oz is a monetary allegory about the 
political fight over gold.  Hugh Rockoff of Rutgers has written an interesting paper making 
that case – and putting the gold-silver into historical context.  Here is a link to a website 
where you can download it: http://ideas.repec.org/a/ucp/jpolec/v98y1990i4p739-60.html 

10. Balance of Payments (BoP): How countries keep track of real and financial transactions 
with the rest of the world.  The current account includes exports and imports of 
goods/services, and the capital account includes exports and imports of financial capital (and 
during the gold-standard era, gold movements).  The BoP must balance, so countries running 
a deficit on current account (imports of goods/services > exports), must run a surplus on 
capital account (net capital inflows must be positive to finance the trade deficit).  Put another 
way, Current Account + Capital Account = 0.  Intution: If the U.S. buys more from the rest of 
the world than it sells, it must borrow (capital inflow) to finance that purchase.  Under a gold 
standard, gold movements are part of the necessary capital flows.  Here are links to more in-
depth treatments:  

http://www.investopedia.com/articles/03/060403.asp 
http://www.econlib.org/library/Enc/BalanceofPayments.html 

Note

11. Business Cycles – 1879 to 1897 (T = Cyclical Trough, P = Cyclical Peak) 

: Currently, the BoP breaks the old capital account into “Capital” and “Financial.”  The 
same idea holds though: Current Account + Capital Account + Financial Account = 0.  Don’t 
get lost in jargon.  Under a gold standard, if a country imports more it exports, the current-
account deficit must be financed by a combination capital inflows and gold exports.   

March 1879 (T) to March 1882 (P)  (36 months) –  Expansion 
March 1882 (P) to May 1885 (T)  (38 months)  –  Contraction 
May 1885 (T) to March 1887 (P)  (22 months)  –  Expansion 
March 1887 (P) to April 1888 (T)  (13 months)  –  Contraction 
April 1888 (T) to July 1890 (P)   (27 months)  –  Expansion 
July 1890 (P) to May 1891(T)  (10 months) – Contraction 
May 1891 (T) to January 1893 (P)  (20 months)  –  Expansion  
January 1893 (P) to June 1894 (T)  (17 months)  – Contraction 
June 1894 (T) to December 1895 (P)  (18 months)  – Expansion 
December 1895 (P) to June 1897 (T)  (18 months)  –  Contraction  

http://historymatters.gmu.edu/d/5354/�
http://ideas.repec.org/a/ucp/jpolec/v98y1990i4p739-60.html�
http://www.investopedia.com/articles/03/060403.asp�
http://www.econlib.org/library/Enc/BalanceofPayments.html�
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12. Page 90: On the last sentence of the last full paragraph, F&S say, “Since 1934, the U.S. has 
been on the gold standard in little but name.”  From the end of World War II until the early 
1970s, the world adhered to the “Bretton Woods” (BW) standard – in which world currencies 
were fixed and linked to the U.S. dollar, which was then convertible into gold (by central 
banks only).  BW (designed in part by Keynes) was an attempt to obtain the best of fixed and 
floating exchange-rate regimes.  Since the early 1970s, the U.S. has been on a fiduciary 
standard with floating exchange rates.  Here is a link to background references on BW:  

WHILE READING THE CHAPTER 

http://en.wikipedia.org/wiki/Bretton_Woods_system 
http://www.polsci.ucsb.edu/faculty/cohen/inpress/bretton.html 

13. Page 98: The Bank of England raised its “Discount Rate” (i.e., the Bank Rate) in April 1891 
to stop the outflow of gold.  U.K. imports exceed exports, making a gold outflow necessary 
(other things equal).  Raising interest rates in the U.K. maked British investments more 
desirable and produced a capital inflow, which reduced the need for a gold outflow.  

14. Pages 97 through 99: Note F&S almost appear to have a “real business cycle” view of 
business cycle fluctuations.  On these pages, they talk about the impact of unusually large (or 
small) harvests on economic activity and describe how the gold standard in transmitted these 
shocks across countries.  Later, we will see that the gold standard helped spread the U.S. 
depression around the world in the early 1930s. 

15. Pages 109 and 110: F&S talk about the “suspension of convertibility” that occurred during 
the Panic of 1893.  Before deposit insurance, banks would often collectively suspend 
convertibility of deposits into currency during runs.  Later, F&S argue a suspension under 
similar circumstances in the 1930s would have averted the Great Contraction of 1930-33.  
(Suspension did not occur because such agreements disappeared after the Fed was created – 
because it was supposed to provide emergency liquidity necessary to stop panics.) 

16. Page 124: “Non-national banks” (i.e., state-chartered banks) tended to have lower reserve 
requirements than national banks prior to 1980 (when Fed reserve requirements were 
extended to all depository institutions).  So an expansion of deposits in state banks (relative to 
national banks) would lead to an increase in the deposit-to-reserve ratio (and hence the 
money supply).  F&S note deposits in state banks grew by more than deposits in national 
banks during economic expansions, hence the tendency for the deposit-to-reserve ratio (and 
money supply) to rise.  F&S do not mention the reason, but it is weaker supervision of state 
banks; they expand their loan portfolios more aggressively during upturns.  

17. Page 125-127: Don’t worry about Treasury Cash.  The larger point is high-powered money 
was the proximate cause of increases in the money supply from 1879-1897 and gold/silver 
were behind increases in high-powered money.  (See chart 12 on page 129.)  As gold/silver 
flowed into the Treasury – gold from abroad due to the workings of the gold standard and 
silver internally due to the silver-purchase program – the Treasury issued gold/silver coins 
and certificates (i.e., currency).   

18. Page 132: F&S note that ironically silver agitation contributed to deflation.  As the Treasury 
accumulated silver (and pro-silver forces gained political power), the world began to worry 
that the U.S. would go off the gold standard and inflate.  So foreigners sold U.S. investments 
to repatriate their funds (lest the value of those funds depreciate because of inflation).  After 
the bonds/stocks were cashed into dollars, foreign investors then converted them into gold 
and took that hold to their home countries (gold outflow) – thereby producing a decline in 
high-powered money, a decline in the money supply, a decline in prices (i.e., even more 
deflation).   

http://en.wikipedia.org/wiki/Bretton_Woods_system�
http://www.polsci.ucsb.edu/faculty/cohen/inpress/bretton.html�

