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CHAPTER I

Abstract Money

Some two hundred years ago there was devised in Nova
Scotia a monetary system called "Halifax currency". Halifax
currency was based upon certain root ideas which have governed
the subsequent monetary and banking practice in Canada. Thesse
ideas 1in fact illustrate the essential meanings of money,
credit and value in the world today. By reference to them
questions relating to the reform of money and of banking acquire
a special significance.

wWhen Port Royal was captured (1710) and Nova Scotia
ceded to Great Britain (1713) the garrison stationed there
obtained its military supplies from New England by discounting
sterling bills in Boston.l In this way the money of New
England became femiliar to the first British inhabitants of
Nova Scotia. The principal coins in circulation in New
England were not English coins, but a hodge-podge of Spanish,
Mexican and Peruvian silver, the most important of which was
the "Spanish dollar", - a coin which was in almost universal
circulation throughout the western world? No Spanish
dollars were coined at the Royal Mint for use 1n the colonies;
but dollars of average weight and fineness were assayed at the
Mint and their value determined to be the equivalent of 4s.6d.3

In the colonies however the Spanish dollar was assigned a value

1.
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higher than its mint equivalent. The rate ranged from 6s. to
98.4 These colonial valuations were known as "currency"
valuations to distinguish them from sterling value. Thus in
Massachusettes Bay the Spanish dollar was valued at 6s.
Massachusettes (or New England) currency.5

Massachusettes currency was adopted by the early
British settlers in Nova Scotia. It served as the money of
Nova Scotia until about year 1750. In that year the merchants
of the recently founded city of Halifax devised a money of their
own on the principles of Massachusettes currency. They assigned
a value of 5s. to the dollar. No legislative act gave recogni-
tion to this new valuation. It was simply a currency valuation, -
"Halifax currency" - adopted in commercial transactions. It
was officially recognized by the Governor Cornwallis in a
transaction dated 1750 whereby he "acquired $2500. Spanish in
exchange for his bill on London at a rate of 5s. per d.olla:c."6
Thus before there was any legislature in Nova Scotiea the people
of the province had established a money system of their own.

All local business was conducted in "currency". - The
units of currency bore the same names, i.e. carried the same
symbols, as the units of sterling, viz. £ s. d. But currency
was an independent money carefully distinguished from sterling
by the merchants in their exchange dealings with the mother
country.7 The outstanding characteristic of this money was
that there were no coins corresponding to the money units,

i.e. there were no coined sovereigns, shillings or pennies

currency. The coins of the system were dollars, reals, etc.8
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The distinction between the descriptions of units of the
currency and units of the physical money rendered it obvious
to a person using the system that he was in fact dealing with
two kinds of money, - (a) a book money in which accounts were
kept and debts reckoned, and (b) a physical money (coins,
public bills, ete.) which served as means of payment of debts
stated in the book money. Physical money clearly was subsidiary
to book money; its value that is was not its metallic worth, -
the currency values of the various coins were inconsistent
with their relative worths established at the Royal Mint -
but a value in terms of book money, "currency".g

When the first Novae Scotia House of Assembly convened
(1758) it attempted to make the Spanish dollar legal tender at
58. The bill was disallowed, then passed in amended form, and
finally (1762) repealed by His Majesty-in-Council on grounds

10
that it contravened the spirit of an Imperial Act of 1708.

But this action of the Home Government was ineffectual to
destroy the established currency practice of the Province. The
people of Nova Scotia continued to use thelr adopted system of
Halifax currency with the dollar 5s.

In much the same way the currency practice of the
colonies to the south was introduced to Quebec when that pro-
vince came under British rule. During the military occupation,
1759 to 1763, traders of New England and New York came to
Montreal and Quebec city. The Boston traders introduced the
Magsachusettes currency, - the Spanish dollar at 6s. - to
Quebec; and the New York traders their York currency, - the

dollar at 7s.6d., subsequently 8s. - to Montreal.11 civil
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government was established in the province in 1763, and the
Governor-in-Council ordained (1764) that the Spanish dollar

and other coins current in trade should be given and received

at the rates laid down in the Imperial Act of 1708, i.e. -

the dollar at 6s., the French crown at 6s.8d., and the British
shilling at ls.4d.12 Again an official regulation was ineffectual;
and, shortly afterwards, when the Quebec Act of 1774 had defined
the boundaries of the province and set up a civil law, the
Governor-in-Council decreed that Halifax currency be the

13 Although Halifax currency was

standard of the province.
from this date (1777) the legal currency of the province of
Quebec, in Montreal business transactions continued to be carried
on for some time in York currency at 8s. to the dollar. with
the coming of the Loyallists and the separation of the province
into two parts (1791), York currency gained a foothold in Upper
Canada, which it retained in large measure, - at least in the
countryside - until Confederation.14

The new United States dollar, which had been adopted
by the government of that country, was brought into the currency
system of Quebec, in 1783, as legal tender for 53.15 The
Imperial Government had long been dissatisfied with the indepen-
dent and varying currency systems of the North American colonies;
it now became exercised lest the Canadian provinces assimilate
their currency to that of the United States. Consequently, when
Parliament established the single gold standard for the currency
of the United Kingdom, an order-in-council was issued making the
silver money of the United Kingdom legal tender in the Canadian

colonies and rating the Spanish dollar at its then mint value
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of 4s.4d.16 None of the Canadlan provinces gave effect to
the order; all continued to keep their accounts in "currency"
and adhered to their practice of doing cash business in
dollars at the accustomed rate, with the lesser coins and
merchants' notes serving as fractional parts thereof. The
denominations of the first bank notes issued at this time were
in dollars.

The British Government, through the Treasury Board,
meanwhile was endeavouring to deal with a currency situation
which, in the interests of the provinces themselves, required
reform. A formal letter from Quebec addressed to the Lords of
the Treasury, 1837, said: "The commerce of the Colonies is
injured by the deranged state of thelr Currency to a greater
extent than by any other cause.... Although one Money of
Account (the Halifax Currency at 5/ to the Dollar) is common
to the whole, not two accord in their Currency..., not one
agrees with the Currency of the United Kingdom, nor with the
Unlited States... In each Province a particular Coin is rated
at a nominal value higher than the other coins with reference
to their intrinsic values."” The letter suggested one of three
standards for the money of the provinces, - the dollar-decimal
system, the £ s.d. sterling, or Hallfax currency. "It would
be most politic to allow the Halifax currency to remain the
money of account: the silver dollar and half dollar of gSpain,
South America and the United States, legal tender at the rate
of 53. currency to the dollar... A uniform currency law in
the North American Colonies to be enacted wheredby the other

coins current are rated at their exact intrinsic value in
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comparison with the dollar."

The system chosen by the Currency Act of the Province
of Canade (1853) was the dollar-decimal system.lg The cent as
a unit of the system had come into use in the United States in
1850, the result of a revaluation of the "realm™ and other
fractional coins (1/8, 1/4 and 1/16 dollar pieces) on a metric
system.zo The Currency Act of 1853 was passed by the legis-
lature of the Canadas after communication with the governments
of Nova Scotia and New Brunswick and ascertainment that they
too were willing to recommend a similar measure to their
legislatures. Under the Act -~

(a) Gold was declared the standard; silver coins to
be legal tender for amounts up to $10.

(b) Provincial accounts were directed to be kept in
$'s and cents,

(c) The British gold sovereign was valued at £1-4-4;
the rate of sterling exchange became thus
$4.86-2/3; -
£ currency = $4. ($ = 5s. Halifax)

2 sterling = £1-4-4 currency.
£ sterling = $4. + (13/15 $1.) = $4.86-2/3.

(d) The British sovereign at $4.86-2/3 and the U.S.
dollar at $1. were declared unlimited legal
tender.

Before recommending royal assent to the act the

British Treasury made a last attempt to persuade the government
of the Canadas to abandon its intention of adopting the United

States monetary system in its entirety. It was proposed that
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the decimal denomination of coins should be adopted, but that
coins and paper money should be related to a £ s.d. currency
system as heretofore, the basic minted coin to be a gold coin
called a "Royal", the subsidiary coins to be called shillings,
marks, etc.21 The recommendation was not followed.

It was some time before coins were struck on the new
basis. 1In 1857 an Act was passed requiring that as and from
January 1, 1858 accounts rendered to the government should be
stated in $'s without the option of using Halifax currency.zg
The banks and the majority of business houses had been using
$'s exclusively for a number of years. The year 1858 marks
the formal adoption of the dollar-decimal system. 1In the
same year the first silver and bronze decimal coins were
recelived in Canada from the Royal Mint.

From 1853 to 1871 the currency system of Nova Scotia
diverged from that of the Canadas and New Brunswick. The
province of Nova Scotla in 1860 took an initial step in the
direction of transforming its money of account to the dollar-
decimal system. It was enacted that: "whenever any sums in
currency are mentioned the amounts shall hereafter be computed
and taken to represent dollars and cents in the following
scale: a pound shall represent four dollars, a shilling twenty-
five cents, a penny two cents...., From and after July 1, 1860
all accounts rendered to any public office shall be in dollars
and cents, but such accounts may have a second column containing
sums in pounds, shillings and pence equivalent.zs The

transition from the old to the new money was not completely

effected in Nova Scotia until passage of the Uniform Currency
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Act by the Dominion of Canada (1871).

Adoption of the new money involved an alteration
in the value of existing money contracts. The transition
also required a change in the habits of thought of people
similar to that which occurs when one 18 forced to deal with
the currency of a foreign country. In the case of Nova Scotlans
this has been expressed as follows: "After the merchants of
Halifaex became acquainted with the American system of dollars
and cents and began to use it in thelr quotations and their
accounts, it was a frequent thing for a storekeeper quoting
$1.75 to some old lady to be asked, 'how much is that?', to
which he would reply '8s8.9d.'; that is he would convert at
the 0ld rate for Halifax currency $4. to the £."24

The Uniform Currency Act settled the money system
for all Canada. It provided: "On and after July 1, 1871 the
currency of the Province of Nova Scotlia shall be the same as
that of the Provinces of Quebec, Ontario and New Brunswick,
in all of which one currency of the uniform value hereinafter
mentioned has been and is now used. The denomination of money
in the currency of Canada shall be dollars, cents and mills.
The currency of Canada shall be such that the British soverelgn
shall be equal to $4.88~2/3 of the currency of Canada... Gold
coins of the standard of welght and fineness determined by the
Province of Canada Act of 1853 shall be a legal tender for the
payment of all debts; silver coins shall be a legal tender to
the amount of $10.; copper and bronze coins for 25¢ 1n one
paym.em;."z5

In conclusion of this historical outline a word may
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be added on the method of calculating sterling exchange under
the 0ld currency system. Until about the ysar 1825 the value
at the Royal Mint of the Spanish milled dollar, the standard
coin of the provinces, was 43.6.26 The par of exchange on
London was at first expressed as the relation which the value
of the Spanish dollar in currency bore to its value at the
mint. 1In Halifax currency the dollar was rated at S5s. 7Its
mint value being 4s.6d., the par of exchange was expressed as
$4.44-4/9 (1. ? 20). Various recoinages during the early
1800's reduced the weight and fineness of the Spanish dollar.
From 1825 the coins in circulation were worth but 4s.2d. at
the mint. Meanwhile Nova Scotia changed the rating of the
sovereign to make it a legal tender for 25s. currency. Ppar
of exchange in Nova Scotia then became $5. But as exchange

continued to be quoted as the o0ld par plus a premium par was

27
stated as "4 1244".
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Ibid., doc. no. 1l: "As to what you propose about peeces of

Doc.

Doc.

Doc.
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Doc.

Doc.

Doc.

Acts

See:

8/8 . . ." - The Spanish dollar was a plece of 8
"reals". See Palgrave, Dictionary of Political

Economy, art. Dollar.

no. 7.

4.

6.

324(%)

nos. 464, 465 et al,

7.

4.

of N.S., ch. 7, 1738.

Canada and its Provinces. Vol. iv. 1914. Toronto.

Art. Currency and Banking (A. Shortt).
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See: Journal Cean. Bankers' Assoc., Oct. 1922.
Art. Halifax Currency.
25
Stats. of Canada, 1871.

26, 27 Journal Can. Bankers' AsSsoC., supra.



CHAPTER II

Implications of Abstract Money

For a more thorough understanding of the monetary
system of Canada, - in particular for an understanding of
credit and questions of banking - it 1s necessary to consider
in further detail the implications of Halifax currency.

In the preceding chapter it has been observed that
all that was required for the existence of the book money,
currency, was commercial assent to the use of an abstract
unit for reckoning values. A basic coin corresponding to the
unit of value did not exist. Contracts were entered into, and
debt and credit were stated in terms of the abstract money.
This was the starting point of our system.

Since early modern times book money has been described
as "money of account".l Its place as the money of the present
system has been recognized by many of the best-known contem-
porary economists.z But the significance of money of account
as the medium of valuation and of credit frequently 1is lost
sight of in the formulation of monetary theory. Most theories
of money start not with the nature of money of account but with
ideas of the gold standard as basis.3 Such theories provide
inadequate explanations of the phenomena of prices and markets

in the credit-money economy of the present dey.

Value in present-day economy represents quantitative

10.
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relationships expressed in units of abstract money of account.
There 1s no common measure of value in the sense of a kind or
amount of goods in which comparisons of value are made. ©People
carry only the unit of value in their minds, just as one carries
the idea of a foot or a pound. Those who think of prices as
gold prices fail to distinguish the doller as unit of value
from a coin called the dollar. The dollar bears to a gold
dollar that relationship which the bushel bears to a bushel of
wheat. To understand market value it is necessary to observe
how money of account 1is used in the process of veluation and
credit creation. It is utilized of course through the
mechanism of the banking system.

Prior to a consideration of the Canadian banking
system one further characteristic of money of account should
be observed. In mechanical details money of account bears
close relationship to the principles of bookkeeping (accountancy),
and but little relationship to any material substance such as
gold or silver. 1In essence the underlying accounting principles
governing money of account are comprised in the simple rule
that for every credit there must be a debit. Credit has two
aspects, - positive as credit, negative as debt.4 The unit
of money 1is an abstract measure, and mathematicsally speaking
there i1s nothing to limit the quantity of money other than
restrictions placed upon types of assets considered suitable
as bases for credit. There is no limit to quantity of credit
because there is no natural limitation to the quantity of
money of account. This fact is of fundamental importance to

an understanding of the credit system. It follows that any
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restrictions which may be placed upon credit are external
to the nature of the medium itself. The money which emanates
from the credit system 1s a function of the operation of the

system through the banking mechanism.



FOOTNOTES TO CHAPTER II

1 See Palgrave, Dictionary of Political Economy, Art. Money.

2 E.g. J. M. Keynes: "Money-of-account is the primary concept

of a theory of money." Treatise on }oney, vol. i,
p. 1, 1930. New York. - R. G. Hawtrey: "The basis
of monetary theory should be the money of account.”

currency and Credit. 2nd ed. p. 2. 1923. lLondon.

3 Cf. current periodical articles on currency problems by

leading economists during the last several years.

4 F. J. Esquerré, Applied Theory of Accounts. 1914. New York.

"The system (of accounting) is based on the doctrine

of equilibrium, that is to say that tendency supposed

to be inherent in the nature of things which makes them
seek to maintain a harmonious balance among their

sundry elements. The system of double-entry bookkeeping
may be compared to a balancing scale provided with two
weighing disks, one for the positive (debit) facts, the

other for the negetive (credit) facts. p. 69.



CHAPTER III

Economic Credit

In the preceding chapter it has been observed that
money of account, as medium of credit, is not self-limiting.
what principles, i1f any, limit the monetization of assets in
the credit system? The history of banking in Canada provides
materials for observation on this point.

The first bank charter granted in Canada, - that to
"The President, Directors and Company of the Bank of Montreal®
(1822) - authorized the meking of loans by:

(a) Discount of customers' promissory notes or

purchase of merchants' bills of exchange;

(b) Issue of promissory bank notes payable on

demand in specie.

Practically all other forms of loans were prohibited,
and specifically, the power to take and hold mortgages or resl
property by way of additional security for debts contracted
to the bank in the course of authorized dealings was coupled
with a prohibition against lending upon mortgage or hypothéque
or upon land or other fixed property.l

At that time land was the most typical and widely
held asset. Relative to total assets of the community land
held the position now occupied by bonds and stocks. Why was
the loan on land prohibited?

13.
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Considered as security for a loan, land has obvious
disqualifications. It is not of uniform quality. 7Its value,
therefore, is not a market value in the sense in which the
velues of wheat, cotton, copper and other commodities subject
to grading are market values. Moreover sales of particular
parcels of land take place at infrequent intervals. But
security concerns the bank primarily; secondarily its depositors.
The question of the effect on the economy as a whole of a parti-
cular type of loan is another matter.

There are reasons, unconnected with security, which
render real property an unsuitable basis for bank credit.

These reasons derive from the fiat money character of bank
credit. When a bank grants a loan it creates normally new
(1.e. additional) money of account. There are two possibilities,-
the bank can either transfer existing money of account or set
up additional money of account. If the loan is set off against
the deposit (in the literal sense) of an equivalent sum of
physical money (gold, silver or Dominion notes) not previously
withdrawn from another bank, then the loan represents simply
the transference of existing means of payment. But since the
total of physical money in possession of the banks 1s a small
fraction of their deposits outstanding (cf. the chart at the
end of this chapter) the majority of bank loans cannot be so
set off. If one enumerates the ways in which deposits arise, -
viz. by customers' depositing cash or cheques or banks:?
granting loans or purchasing securities -~ and considers the
effects of these on the deblts and credits of the banking

system as a whole, it becomes apparent that normelly when banks
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extend loans or make investments they create new means of
payment rather than transfer existing means.z Those views
which deny the truth of this statement confuse credit in the
strict sense with credit in the broad sense.3 Such views
represent circular reasoning, denying that bank credit is fiat
money because the assets upon which the credit is extended are
assumed to be proper bases for money. This is the question at
issue. The assets upon which bank money is based, the uses

to which it 1s put, the means by which it is retired are of
primary importance to an understanding of the role of banking
in the economy. The effects of fiat money on the economy

will be discussed in the following chapter. The principles
which underlise economically sound bank credit will be con-
sidered here. TYor purposes of this enquiry it is sufficient

to recognize that creation of bank credit will be followed by
the same results as follow the printing of fliat money unless
there is something in the terms, form or basis of the bank loan
which so restricts expenditure of the bank credit that it falls
in a different category.

What restrictions upon the use of bank credit have
been imposed in law and practice? To return to consideration
of the reasons for prohibition of the loan on real property:
the conventional form which such a loan normally would take
(viz. the form of mortgage) would in no way restrict use of
the funds to a purpose connected with the production of
additional values in goods or services to offset the additional
money. The funds might be used to finance exchange of the

land without affecting production; or to finance exchange of
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capital equipment for use on the land without leading to
additional production in the reasonably near future; or for
the purchase of consumable goods or capital goods having no
relation to use of the land whatever. Were the funds to be
used for the purchase of such things as "seed grain, fertilizer,
binder twine" their use would lead "normally to the production
of saleable commodities within the period of the crop season".sa
This case will be touched upon later.

On the other hand the loan by way of purchase of
bills of exchange or discount of promissory notes, which was
authorized by the first Canadian bank charter, already had
acquired a form which met the objections (at least in part)
to bank credit as fiat money. What this form was is indicated
in the terms of the first general banking legislation passed
in the Province of Canada. By "An Act to Grant Additional
Credit Facilities in Commercial Transactions" (1859) it was
provided that a bank might obtain title to goods through bills
of lading and warehouse receipts if these documents were
pledged by certain classes of business men like common carriers,
warehousemen and millers.4 This provision was gradually extended
by successive Bank Acts of the Dominion of Canada until by the
Act of 1890 a bank was authorized to make loans to a "wholesale
manufacturer of any goods upon the security of merchandise
manufactured by him or procured for manufacture; to any whole-
sale purchaser or shipper of the products of agriculture, the
forest, mines, likes, rivers, sea, or of live or dead stock,
on the security of these, such security to be given in prescribed

form and the banks to acquire the same rights as under a bill of
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lading or warehouse receipt".5 In similar terms the Finance
Act of 1914 empowered the Department of Finance to make
advances of Dominion notes to banks on the security of
"promissory notes and bills of exchange secured by documentary
title to wheat and other commodities, or of notes and bills
issued or drawn for agriculturel, industrial or commercial pur-
poses and which have been used or are to be used for such pur-
poses."6

The following typical "Contract with Customers
Representing Warehouse Receipts or Bills of lLading" reveals
the essential connection between the form of such a loan and
the purpose for which the credit is extended:-

"In consideration of the advances made by the Bank
to the undersigned upon the security of warehouse receipts or
bills of lading, the undersigned agrees with the Bank as
follows:

The Bank may itself or by any agent... enter into

and occupy and use all or any of the
premises, buildings, plant and undertaking
of the undersigned and possess and use all
or any of the tools, machinery and equipment
of the undersigned, any of which may be used
by the undersigned in any manner in connec-
tion with any property covered by such
warehouse receipt, bill of lading or
security which may be given to the Bank by
the undersigned, for the following purposes:

(2) To take and keep possession of such
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property until the same is realized by
sale;
(b) To complete the manufacture of such
property or any process which, in the
opinion of the Bank, will enable such pro-
perty to be more advantageously realized;
(¢) To manufacture or process any raw
materlals or other such property which in
the opinion of the Bank will enable such
property to be more advantageously realized;
(d) To sell, pack, ship or otherwise deal
with such property in such manner as the
Bank may think proper to enable such pro-
perty to be realized."7
To the banker such power over the security is a means
of meking the loan "safe"; to the credit analyst it signifies
a method of relating the credit to the processing and distribu-
tion of the underlying goods. The theory of such loans to
manufacturers, common carriers and merchants is that the funds
are used to finance the manufacture and distribution of the
current supply of raw materials up to the point of sale of the
finished product by the final retailer. Wwhen credit is limited
to loans of this type, the volume of fiat money is directly
related to the volume of goods in course of menufacture and
distribution to the market. Or, in other words, the volume of
bank credit bears a direct relationship to what may be des-
cribed as the barter total of the country. The new money also

is at least partially offset by new form and place values added
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by manufacture and distribution. And if each banker strictly
1imits his loans to normal inventory of the borrower, and
insists on payment according to the normal course of the trade
(L.e. within the normal period required for manufacture or
transportation) the volume of bank credit outstanding can
expand only in step with expansion in the current output of
marketable goods and services. It is a corollary of the true
commercial loan that expansion of capital equipment is to be
financed not by bank credit but by savings, i.e. by the sum of
existing money actually saved and earmarked for investment.

If it be accepted that the commercial loan is
economically sound and a proper field for bank credit, while,
for the same reasons, the loan on real property is unsound
and wisely prohibited, it is pertinent to inquire whether the
Bank Acts of the Dominion of Canada have applied the principle
involved to other types of loans. The first Bank Act of the
Dominion (1871) embodied the prohibition against loans on real
property (contained in the original bank charter) in the
following terms: "The bank shall not lend directly or indirectly
upon the security of any mortgage or hypothecation of any lands;
or of any ships, vessels, or of any goods, wares and merchandise,
except as authorized by the Act."8 The inclusion of property in
general with land in the prohibition was consistent with the
principle outlined above. Ordinarily goods, wares and
merchandise may be evaluated accurately and may be readlly sold;
but the objection to loans thereon, in the absence of a
guarantee that the funds will be used for short-term productive

purposes, applies equally. Although "liquid", such loans are
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not "self-liquidating", i.e. there is no assurance that in

the near-term future goods and services will be produced and
sold, (a) to extinguish the credit, and (b) to provide meanwhile
potential marketable values to offset the additional credit-
money.

Unfortunately the framers of the Act of 1871 did
not, consistently with the above prohibition, limit the
authorization to loans by way of discount or purchase of
promissory notes and bills of exchange. The Act authorized
loans on "the security of stocks, bonds and debentures of
municipal and other corporations, and on public securities".9
An examination of this type of loan will reveal that the same
economic objection applies. Perhaps the legislators and
bankers were beguiled by the apparent liquidity of the security.
It has been observed that such a test of bank loans is germane
to the safety of the banks and depositors only; it does not
touch the essential matter of the effect of the creation,
expenditure and subsequent extinction of bank credit upon the
economy as a whole. From the latter point of view, - to
repeat - the test is: what relation, if any, exists between
the form of the loan and the underlying security, and the use
to which the funds will be put?

The trend of legislation as shown in revisions of
the Bank Act since 1871 has been towards further neglect of
this principle. The primary consideration of legislators hes
been the safety of the banks and the convenience of borrowers
rather than the effects of bank credit on the economic system.

In the most recent revision of the Act (1934) provisions were
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inserted authorizing loans "on stending timber or the
licenses held by persons to cut such timber"; loans to "a
receiver under any winding Up Act or the Bankruptcy Act on
such security as may be authorized by any court of competent
Jurisdiction"; "advences for the building of vesselsn, etc.lo
In framing bank legislation along such lines, the Parliament
of Canada has been following the trend of legislation else-
where. The League of Nations' "Report on Commercial Banks,
1925-1933" notes a trend away from legislation which "tends
to encourage the use of short-term credit instruments, the
prototype of which is the trade discount or commercial bill...
Commercial bills (the Report continued) are largely based
upon goods in process of production, and the expectation is
that, as the goods move to a further stage of production,
they will, in the normal economic process, be sold and thus
permit repayment of the bank loan."

‘To complete the analysis of bank credit it might be
desirable to consider the proper type of loan for finencing
by public authorities; the economic justification, if any, for
seed loans, loans on live stock, etc.lz It might be found
that the only proper type of loan (or investment) in "public
securities” is the temporary accomodation loan on Treasury
bills in anticipation of tax collections or refunding in the
savings market. The distinction between commercial banking
and savings or investment banking is so clear-cut it seems
unnecessary to pursue the matter in further detail. The

more controversial issue 1s the effects of bank credit, in

ijts character of fiat money, on the business system, - its
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part as principal or contributing cause of the trade cycle.

This matter will be pursued in the following chapter.
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through in detail.
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CHAPTER IV

Fiat Credit and Business Fluctuations

Attention has been directed in the preceding chapter
to the fiat money character of bank credit. The compensatory
values which arise from the employment of commercial loans
and the natural limitation upon expansion which exists in the
case of such loans has also been noted. Attention will now
be directed to certain aspects of non-commercial loans.

The volume of non-commercial loans depends simply
on rules of thumb of the banking system, - on legal or con-
ventional restrictions such as reserve requirements,
eligibility of collateral for rediscount, etc. These restric-
tions, being adventitious, bear no relation whatever to credit
principles. The restrictions are varied from time to time
according to the exigencies of the existing volume of money
of account, i.e. according to the exigencies of the debt
structure. TFor an illustration one has only to refer to the
changes which have been made during recent years in reserve
requirements and rediscount privileges under the Federal
Reserve System of the United States or under terms of the
Bank of Canade Act. Details of the changes introduced by the
Bank of Cenada Act will be discussed in a subsequent chapter.

The chart which follows page 22 depicts the growth
of non-commercial loans over a perlod of years under the

Canadian banking system. Investments in Dominion Government
23.
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and other public securities is the outstanding item of
increase. It is obvious that credit so created bears no
relation to the current output of the country, to what has
been, - somewhat loosely but perhaps suggestively - described
as the barter total at any given time. On the contrary such
credit reflects expenditure by public authorities in excess
of income. The bonds are evidences of debt; and bank "invest-
ment" in them represents pro tanto the creation of fiat money
for purposes of meeting government deficits.

This type of fiat money bank loan, i.e. the bank

investment in securities, public or otherwise, or the loan

on securities, does not differ materially from other types

of non-commercial loans. So far as the effects are concerned
all types of non-commercial loans can be differentiated from
the commercial loan under three headings, -

(a) The use of the funds is not restricted to a
purpose directly connected with the pro-
duction and distribution of the current
output of goods and services;

(b) The new money is not potentially offset by the
goods and services which will issue shortly
from current production; and

(¢) The money will not necessarily be retired shortly
out of proceeds of such production.

Considered in another aspect the bank investment in

securities or loan upon securities reveals that in practice
the basis for credit creation is simply the definition of

asgsets eligible for loans or bank investment. When bonds are
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included: the more debt (i.e. evidence of past or anticipated
consumption of wealth) the more good collateral there is for
money creation: an endless chain. In the nature of things
the only end is infinity. Infinity was almost reached in the
post-war German inflation.

But the essence of inflation is not confined to
inflation in its extreme manifestations. Meanings must be
differentiated. 1In the literal sense inflation means simply
an increase in the quantity of money. More frequently the
term is used to denote the effect of such increase. In popular
usage, inflation denotes that which is assumed to be the
typical effect of an increase in the quantity of money, viz.

a general price rise. The frequent assumption that inflation
exists only when price indices are rising is the prolific cause
of proposals for eliminating monetary influences by stabilizing
some one or other of the price averages.z Certain of these
proposals will be touched upon in a following chapter. In
this chapter we are concerned with the effects of fiat money
on the economy, whether or not at the time such fiat money is
created and spent the quantity of money is lncreasing or de-
creasing. The usual condition is that fiat money is being
continuously created as the result of priwate or public
borrowing; but when existing credit, i.e. debt owed the bank,
is being repaid, - as during a period of so-called deflation -
the net result in spite of fiat credit creation elsewhere may
be a reduction in the quantity of money.

It is usual to think of fiat money as "printing press

money" created to finance government expenditure in excess of
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income. It 1s generally assumed that such expenditure will

be principally for non-productive purposes. The "inflationary"
effects of expenditure of the new money are feared because it
is known that, - even if it does not lead to & general rise in
prices - it will stimulate the prices and production of certain
goods and services and therefore will alter the relationships
between the production, consumption, prices and costs of pro-
duction of the whole series of goods and services. In other
words what 1s feared as the result of fiat money expenditure

is the creation of a boom along certain lines so upsetting to
the balance of production and consumption in the economy as a
whole as to lead eventually to a general depression. It may
also be feared that gilven certain circumstances the expenditure
of fiat money will be continued until general confidence in
money is destroyed.

These anticipations of the results of fial money
expenditure are based upon experience. What is generally not
realized is that there is %ge rational basis for such antici-
pations and that the implications thereof for the functioning
of the economic system as a whole are most important. In an
economy based on private property, and division of labour, and
free exercise of economic activity, market prices constitute
the integrating factor. If there is introduced into the
market a money demand emanating from some source other than
production of goods and services there will be present an
extraneous force to divert prices from what otherwise would
be their barter relationships. 1In affecting market prices

fiat money demand will also alter the relation of costs of
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production to prices, i.e. will change profit margins.
Whatever alters the outlook for profits tends to direct the
employment of resources. To the extent that expenditure of
fiat money has increased the profitability of certain lines,
additional resources will be attracted to those lines. It
the receipts of producers in the less profitable lines are
not sufficient to enable them to acquire their usual amount
of the output of the more profitable lines, or if the direc-
tion of expenditure of the fiat money shifts, overproduction
in the expanded lines ensues. Overproduction means reduced
sales or price-cutting; both of which result in reduced profits.
If demand at the anticipated price has fallen far short of
expectation a condition of no-profit or loss will soon be
reached. The upshot will be general curtailment of production.
To recapitulate: - The condition of general over-
production, "depression", is a condition of all-round lack of
profitability at prevailing prices brought about by the ex-
penditure of fiat money. Fiat money induces, first, anticipa-
tion of increased profit in those lines in which the money is
spent; second, stimulation of production in those lines; third,
relatively increased costs and narrow profit margins in other
lines; fourth, inability of producers in those other lines to
purchase that amount of the output of the stimulated lines
which they have previously purchased; and lastly, a collapse
in the market for the stimulated lines with the result of
curtailments of production there and of purchases from other

lines interacting on demand, prices and profits throughout

the econony.
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It is demonstrable that fiat money is a sufficient
cause of such a result. No matter how small the sum spent it
will tend to produce this result. According to the circum-
stances the result will follow in a shorter or & longer time.
Two sets of circumstances may be conceived. Pirst, a condition
of general depression, i.e. a condition where there is wide-
spread unemployment of resources due to an all-round lack of
profitability at the prevailing prices and volume of sales.
What will be the effect of the expenditure of fiat money in
such circumstances? (a) If inventories in most lines are
large in relation to current sales and the primary concern
is to reduce inventories the effects will be shown principally
in reduction of stock of goods rather than in reemployment of
resources. (b) If existing stock of goods is small in relation
to demand in certain lines and expenditure of the fiat money is
concentrated in those lines the effect will be to create
isolated profitability in those lines and an aggravated
inability of producers in other lines to obtain their share
of that output. (c) If stocks are generally small in relation
to current demand the effects on all-round profitability and
employment of resources will depend on how much fiat money is
expended and how widely its expenditure is distributed.
Conceivably enough may be spent widely enough to cause full
employment of resources, - unless in the process the special
incidence of fiat money in certain markets leads to a shifting

of resources and a premature condition of unbalances prices

and profits.
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The second set of circumstances are those in which
resources are fully or almost fully employed in a condition
of all-round or nearly all-round profitability. (d) Fiat
money expenditure in such circumstances can have only onse
outcome:; as a result of its effects through price changes on
the distribution of the available supply of goods and services
it will lead rapidly to changes in the costs of production of
certain producers and development of the sequence outlined at
the beginning of this analysis.

There remain to be considered certain incidental
aspects of the injection of fiat money into the system. As
fiat money does not originate through the employment of labour
and the production of goods it 1s not self-sustaining. since
it does not reproduce something to offset itself, it is in
its nature discontinuous. It depends for its continuous
creation and expenditure on (a) the prospect for profitable
employment of additional funds by individual producers, or
(b) the willingness of banks to take a chance by financing
unprofitable expenditure such as consumer instalment purchase,
or (c) the fiat of the government. 1In no case is it possible
to foretell what channels the expenditure of the fiat money
will follow, or whether it will be continued or not, because
it springs from no regular economlc activity. Regardless of
whether it is continued, or whether it is continued at the
geme rate or at an accelerated or de-accelerated rate, its
results are certain: boom more or less widespread followed

by depression more or less severe. The timing depends on the
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surrounding circumstances, in particular on those circumstances
which relate to the conditions of profitability in industry
at the given time.



CHAPTER V

Secular Significance of Fiat credit

If the contention of the preceding chapters is valid
end the typical processes of the credit system as it exists
today result 1n the creation of fiat money entailing repeated
booms and depressions as a consequence, what is the long term
significance of credit for the economic order?

It is obvious that credit results in the valorization
of assets, often intangible, which would otherwise have no
ready sales value 1n the market. A single example will suffice:-
A business promoter obtains an option to purchase a water power
site. He calculates the cost of developing and transmitting
the power to an adjacent market. His resources are inadequate
to cover either the cost of purchase of the site or the cost
of development. But if he canvasses the investment banking
firms an "underwriter" may be found who will devise a scheme
whereby an issue of bonds will be floated to cover the purchase
price of the site, and an 1issue of stocks to provide funds for
equipment and working capital. The investment banker will
borrow a percentage of the face value of the bonds from the
bank (chartered bank). The promoter will receive the means to
make the initial payment for the site, and his "credit" being
established he will enter into a contract with en engineering

firm for construction of the plant. The underwriter simultaneously

31.
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will meke a public offering of the bonds and stock for "invest-
ment". TIf the issue 1s a success, i.e. if it is fully or
almost fully "distributed", the bank loan to the underwriter

on the security of the bond issue will be repaid.

In the course of distribution of the securities some
of the purchesers will have paid for their bonds or stock out-
right, others will have obtained a loan for part of the purchase
price by pledging their certificates with a bank either directly
or through an intermediary bond or stock broker. The percentage
of the capital which was provided by outright purchasers and by
down payments of margin purchasers does not necessarily represent
real savings withdrawn from the total fund of money. gSince the
process of fiat money creation through the banking system is
continuous it is impossible to designate a particular accumula-
tion in the hands of an individual as savings. It may represent
savings so far as the income and expenditure of the particular
individual is concerned but not savings so far as the community
is concerned. The bank balance which stood in the name of the
individual investor may have had its origin in the extension
of a fiat money loan. It may have reached him as the result
of a payment made in the course of expenditure of the proceeds
of that fiat money loan.l considered thus, from the long term
point of view, fiat credit has deprived the words "saving" and
ninvestment” of their literal significance. Recognition of
this fact renders unreelistic those discussions which centre
round proposals for mitigating trade fluctuations by equating
investment to savings.

The example just offered of the financing of a new
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investment project illustrates what is perhaps the principal
long term significance of fiat credit for the economy as a
whole. By using credit to mobilize purchasing power it
becomes possible in times of general trade profitability to
greatly extend capital equipment. The incentive to expand is
present and the means are available in the fiat money banking
system. But the very process of expansion, involving as it
does the use of fiat money, is the process which creates boom
and depression. During the boom phase benefits are conferred
on certain sections of the community, - in particular on those
who directly participate in the increased activity of the
industries which are stimulated by the fiat money expenditure.
Indeed the whole community, or virtually the whole community,
mey for a time be somewhat better off. But when the boom
breaks and general depression sets in the costs of fiat money
expansion are assessed not against the community at large, but
against certain individuals and groups within the community in
varying "inequitable" degrees. The loss of income to those who
benefited least during the period of expanding trade may be
greater than the loss incurred by those who benefited most.

A special loss amounting in some cases to expropriation is
suffered by certain groups of producers and by certain classes
of income-receivers. In the conditions of unprofitability
which characterize a period of general trade depression it
becomes a race against time for many producers, - small business
men and large, farmers in debt, etc. - to remain solvent.

Bankruptcy deprives insolvent individuals and corporations
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not only of immediate income but of the property which pro-
vides the means for future subsistence. In these circumstances
access to credit is most important. The banks often are
induced to support those enterprises in which they are heavily
committed by granting further credit to carry inventories, etc.;
and the government is often persuaded to provide "relief",

easy credit or grant mortatoria for certain groups with
political influence. One class, - that traditionally described
as the lower middle class, which includes the so-called white
collar workers, the petty rentiers, and the less well-to-do
professional people - frequently finds itself without access

to banking or government support.

Apart from the special hardship suffered by certain
groups during the depression, an important long and short term
effect of the inflation of money is the shifting of ownership
of property which tekes place during both boom and depression.
(a) During the expansion phase the increase in money may
continue to the point where loss of confidence in money sets
in and a general movement to get rid of money and acquire pro-
perty occurs. In that event the outcome will be, as in post-
war Germany, the complete impoverishment of all or virtually
all of the so-called middle class, and the relative enrichment
of a few only of the "capitalist class" who have managed to
retain a share in the ownership of industrial or trading cor-
porations or executive position therein. The position of the
agriculturists as a group may not be changed. (b) During the

expansion phase, where the increase in money does not continue
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to the point of loss of confidence in money a partial
shifting of ownership of property occurs as a result of the
special benefits conferred on promoters, producers and
employees in the lines benefited by the fiat money expenditure.
(¢) During the contraction phase, - the phase of liquidation
of credit and read justment of costs and prices to & new basis
of profitability - further shifting occurs, the directions
and incidence of which depend on a number of factors such as
access to credit, cash reserves (which often afford an oppor-
tunity to acquire property at bargain prices), the length of
the depression, etc., which determine whether debts can be
sustained, i.e. interest payments continued, and receivership
avoided.

In the effort to sustain debts, governmental and
private, devices are often resorted to which in effect amount
to partial repudiation. For example the interest rate is
manipulated. "Voluntary" conversions are sponsored by the
government, eventually also by private debtors, which force
creditors to accept a reduction in income. Since the quantity
of money is not limited the interest rate is a fiction. Tt
need be no higher than the average rate which will enable the
banks to pay their operating expenses. And when the government
embarks on banking it need not be anything at all, a bonus in
fact may be pald (as in effett has been done in the United
States in recent years) to induce borrowers to borrow. Thus
the rentier, who incurs a risk of loss as the result of the
receivership of debtors during the depression, is also exposed

as the result of the exigencies of govermment finance to the
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risk of expropriation.

This generation in Canada has yet to experience
the extreme type of inflation which was experienced in certain
countries of Europe after the war. Yet the hardships suffered
by certain groups and classes in Canada in the last twenty
years have been only somewhat less in degree. The costs of
inflation usually are assessed not as the result of the rise
in prices which attends extreme inflation, but as a consequence
of all the shifts and adjustments which occur throughout the
entire process. And the important point is that the effects
of inflation are cumulative, i.e. they are carried forward

from one boom-depression to another.



FOOTNOTES TO CHAPTER V

1 Thus fiat money shifts the economic and social basis of

politics. By undermining the position of the

middle classes it removes the principal prop of
liberal institutions. The politically organized
groups and classes that remain from fascist through
socialist to communist become, perhaps inevitably so,
totalitarian. Fiat money is thus destructive of
democracy, if by democracy is meant a form and prac-
tice of government which preserves those individual
rights and liberties which are guaranteed by the
common law of England and the Constitution of the

United States.



CHAPTER VI

Value under Fiat Credit

Up to this point in the analysis of credit no
particular reference has been made to the determinants of
value under the credit system. Sufficient has been said,
however, to indicate that under the system value bears no re-
lation to that which is popularly regarded as the money, viz.
gold.

Under a credit system gold is not the money, and
prices are not "gold prices". Under a monetary regime governed
by the rules of the "gold standard", gold serves a special
purpose in the functioning of the credit mechanism. But
whether a country is on the gold standard, or off the gold
stendard, with a fiat money bank credit system values and
prices are determined through the agency of credit, and not by
reference to the stock of monetary gold.

In the present-day world values are calculated and
stated in terms of an abstract unit. That unit is the unit
of the money of account. It 1s immaterial whether it is
called "2 currency", dollar, £ sterling, mark or franc. what
"dollar® denotes never occurs to the people using it. It is
accepted as uncriticeally as any other device in common usage,
(just as uncriticaelly as the number 1, "unity", is accepted

for example). In spite of the theoretical basis of gold, the

37.
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money in which values are expressed is but unit or units of
money of account recorded as a book entry somewhere and given
the force and effect of money through the mechanism of the
credlt system. At the centre of the credit system stand the
banks, in the background the financial department of the
government, the "treasury", and supporting the whole is the
government itself.

It is, then, because of valuations made by individuals
in terms of abstract money without reference to the existing
stock of gold that value originates. The valuations which are
placed upon all sorts of things, tengible and intangible, by
business men and traders who have access to credit become the
basis for a corresponding issue of money (bank deposits), and
as a consequence these individual wvaluations acquire the
character of real values in the market place. The process is,
first, abstract valuation by dealers in conformity with the
existing or anticipated range or scale of valtes, and, second,
materialization of these valuations through the processes of
the credit system, i.e. valorization of the assets concerned
by means of bank credit.

To recaplitulate: Value is or exists because of
numerical valuations placed upon objects by organized producers
and dealers; it depends for its existence upon the fact of the
particular valuations being recognized as the basis for credit
by the bankers of the banking centre of a country or by the
officials of a competent department of the government, (such
as the Reconstruction Finance Corporation of the United

States.) - "The money market has become the centre of values,"
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from it there flows "a stream of money-values to infuse,
intellectualize and command the stream of goods".

What function, if any, is served by gold in this
process? Under the gold standard all credits theoretically
are convertible into gold on demand. ZExcept for the merest
fraction, conversion has always been a practical impossibility.
The theory that conversion could be guaranteed arose because
people normally demanded gold only when by so doing they could
effect payment of a debt in foreign currency at & cheaper rate
in terms of bank money than was possible by purchasing
"foreign exchange" (foreign money) from an exchange dealer.

If the balance of foreign payments went strongly against a
country the banks (with consent of the government) were "forced"
to suspend cash (i.e. gold) payments. Suspension invariably
occurred before the gold stock was entirely exhausted. The
history of the Bank of England is replete with instances.z

In special circumstances the suspension has been occasioned

by a demand for gold which did not originate from the necessity
for making foreign payments. The demand occurred because of a
lack of confidence in money itself, either that of the country
concerned or that of another country. Gold was then sought

as a "store of value", because it was known that gold is the
one universally acceptable international means of payment.

That is to say gold was and is a more acceptable exchangs
commodity in international trade than wheat or any other
commodity of universal use. In the final analysis this is so

only because the value of the money (credit money) of any
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country depends upon the maintenance of "sound" economic
and credit conditions in that country. when these conditions
are lacking, gold is preferred to money. The question why
gold is universally regarded as a commodity of relatively
indestructible value is a question which can be answered only
in the same fashion that such questions as, why people use
the mathematical system of Descartes, or the physical system
of Newton, are answerable. The short answer is: because it
suits their purpose best.

While gold serves in international trade as means
of payment, it 1is not a national or international money except
in the 1limited sense defined in Chapter I, i.e. in the sense
of a physical money, - like coins - which is subsidiary to the
abstract money. The best evidence that gold is not money, -
evidence which should abuse the mind of the idea once and for
all - is that when the structure of credit is built to the
point where it cannot, even plausibly, be supported by gold,
either the reserve requirements are drastically reduced or the
definition of reserves is extended to include other things
along with gold, or finally the value of gold itself is in-
creased. How could the value of gold be increased in terms
of itself? - Sterilization of gold and desterilization, like
devaluation, signify only changes in the regulations regarding
the maximum amount of money (credit) which the banking system
is authorized to create at any given time.

Although gold is not money, - except in the limited
sense explained in Chapter I, - under the gold standard it

serves a speclial function in the credit system. In the last
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century gold constituted the principal reserves of the banking
system. The rule of banking which required a minimum reserve
against deposits meant in effect that total deposits were
limited to a certain multiple of the bank reserve in gold,
gold being taken at the valuation in terms of money of account
which at that time was placed upon it by the government of the
country concerned. This meant that when the expansion of
credit had reached the point, or approximately the point,
permitted by reserve requirements additional loans or invest-
ments had to be refused. As the margin of safety would then
be small and might easily be impaired by demands for gold to
effect foreign payments or for hoarding purposes, certain
devices aimed at improving the ratio of gold deposits were
usually resorted to. Where a "central bank" existed the dis-
count rate might be raised, - that is to say the rate of
interest, deducted by way of discount, at which approved
collateral would be accepted from other banks as a basis for
central bank credit would be increased. Or the central bank
and/or the other banks might sell "investments" in the open
market, 1.e. sell securities on the stock exchange and thus
redeem deposits from the public. If these devices failed the
banks might consider it advisable to call for the repayment

of loans. In this manner the depression phase was often
precipitated "prematurely" by the limitations which were
placed on the expansion of credit by rules of the gold stan-
dard. But the gold standard did not prevent inflation of
credit, i.e. issue of fiat money, nor therefor was it the

cause of depression. Depression would have occurred in any
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case as the result of the malad justments occasioned by the
issue of fiat credit, even if it occurred at a later date
and after more severe maladjustments had taken place.

While the rules of the gold standard did not touch
the essential matter of fiat credit it was a clear advantage
of those rules that in placing & maximum limit upon expansion
of credit and leading to at least a partial contraction of
credit as the maximum was approached, the adjustment of prices
and costs in the depression phase was hastened. Wwhenever the
maximum was regched or nearly reached it became impossible to
facilitate either (a) further development of the boom by
further issue of fiat credit, or (b) prolongation of the
depression by providing the means (credit) to enable producers
and dealers to hold their stocks of goods off the market.

The limited calling of loans which usually supervened when
the depression set in tended to encourage the price~cutting
and liquidation of inventories which pave the way for a new
nad justed" price range on the basis of which the various goods
and services can be exchanged against each other. This
encouragement to flexibility of prices likewise tended to
induce prompt adjustment of costs to the new price-volume
levels. Some producers in each line would increase volume

by reducing prices, and being in a position to offer increased
employment at lowered wage rates and increased purchases of
raw materials at concessions, would, if their offers were
accepted, find a new basis of profitability. The movement

to reduce costs, gaining momentum, would result shortly in

the re-establishment of a condition of profitability for the
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majority of producers in every important line. Production and
trade would then revive.

But under a non-gold standard the limits to expansion
are not inflexible, and pressure to relex them is so great
that credit restriction never comes into play except as a re-
sult of deliberate "policy". Recent experience has shown that
the usual procedure is to relax restriction and encourage
expansion of credit as soon as depression sets in. The result
is that additional credit is used both to finance the holding
of goods off the market, and to provide additional working
capital to enable producers to continue production at an
uneconomic cost. The idea 1s encouraged that wages and other
long or short term contract costs need not be reduced in
accordance with the lower raw material prices and the lower
prices for finished goods at which volume sales can be effected.
The resultant condition is that described in chapter IV, page 28,
under the headings (a), (b) and (c). Briefly: "management" of
credit under the non-gold standard tends to result in prolonga-
tion of the depression or to cause abortive temporary revival

of the boom followed by deeper depression.
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1 Oswald Spengler, Decline of the Wwest, vol. ii. p. 483,
1932. New York.

2 See: A. Andr€adds, History of the Bank of England. 2nd ed.
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CHAPTER VII

control of Fiat Credit

To complete this survey there remains to be con-
sidered the position of the Bank of Canada in the credit system
of the country and the function of control which is exercised
by the Bank over credit. The objectives of credit control
which were envisaged for the Bank are set forth in the preamble
to the Act of incorporation:- "Whereas it 1s desirable to
establish a centrel bank in Canadam (&) "to regulate credit
and currency in the best interests of the economic life of the
nation," (b) "to control and protect the external value of the
national monetary unit," and (c) "to mitigate by its influence
fluctuations in the general level of production, trade, prices
and employment, so far as may be possible within the scope of
monetary action, and generally to promote the economic and
financial welfare of the Dominion: Therefore, His Majesty by
and with.... etc. enacts as follows..."l

The means for the control of credit which were made
available by the Act are, viz-

First, reserves: the bank shall maintain a reserve
consisting of gold coin and bullion to an
amount not less than 25% of the note and
deposit liabilities of the Bank. At the
request of the Bank the government without

44.
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the sanction of parliament may suspend this

requirement for a period not exceeding one

year.

Second, every chartered bank shall maintain a reserve

consisting of Bank of Canada notes and/or a

deposit with the Bank to an amount not less

than 5% of its deposit liabilities in Ccanada.

Third, "for the purpose of its open market operationst

(see Chapter VI of this paper) the Bank may

buy and sell from any person inside or outside

Canaeda the following types of securities =

(1) Bills of exchange and promissory notes

(2)

(3)

endorsed by & chartered bank, issued in
connection with the production or marketing
off goods, wares and merchandise and having
a maturity not exceeding three months.
Bills and notes issued in connection with
the production and marketing of products

of agriculture, the forest, and mine, or
the sea, lakes and rivers having a maturity
not exceeding six months.

Short term securitles issued or guaranteed
by the Dominion of Canada or any province
having a maturity not exceeding two years
from the date of acquisition, and short
term securities of the United Xingdom, any
British pominion, the United States, or

France having a maturity not exceeding six
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months from date of acquisition.

(4) Long term securities of the pominion of
Canada or any province to an amount not
exceeding $15,000,000; and long term
securities of the United Kingdom, etc. to
an amount not exceeding $2,500,000.

(5) Gold and silver, foreign exchange, trade
acceptances, bankerst' drafts and acceptances,
and bills drawn in or on places outside of
Canada having a maturity not exceeding
three months.

Fourth, the Bank may make loans and grant advances -

(1) To chartered banks for periods not exceeding
six months on the security of any of the
above mentioned things or the hypothecation
of Canadian municipal securities.

(2) To Dominion and Provincial governments for
periods not exceeding six months on the
hypothecation of any of their "readily
marketable securities", and unsecured loans
for similar periods in specified limited
amounts.

Fifth, the Bank may not make loans or otherwise grant
advances by -

(1) Purchasing its own stock or making loans
thereon;

(2) Making loans on the security of real or

immovable property;
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(3) Meking loans without security, except as
specifically authorized;

(4) Accepting deposits at interest;

(5) Extending the maturity of bills, notes or
similar documents purchased by, or dis-
counted, or pledged to the Bank.2

Two questions immediately arise: (A) Are the powers
given to the Bank consistent with the objectives set forth in
the preamble? (B) Are the objectives consistent with the
general purpose of promoting the economic and financial welfare
of the Dominion?

A. The foregoing powers, and limitations thereof,
constitute the same sort of credit creating ability and
disability conferred upon the chartered banks by the general
banking legislation of Canada. The special technique of control
through reserves, open market operations, and the rate of in-
terest at which the discount privileges are made available to
the chartered banks, are typical of central banking powers
elsewhere.s When the gold standard is suspended, i.e. when
the privilege of converting deposits into gold on demand is
denied, reserve requirements have little significance because
in practice the reserves will be so defined that ample meargin
exists.4 This point was discussed in detail in the preceding
chapter.5 Open market operations and discount privileges also
are of 1ittle significance so far as any genulne control of the
quantity of credit is concerned. This point too was touched

6
upon in the preceding chapter.
without going into the matter in extenso it may be
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observed that the powers of the Bank of Canada, to some extent

at least, are consistent with realization of the first objec-
tive, viz: the control of the external value of the national
monetary unit.7 But they are not at all consistent with the
second objective, i.e. the mitigation of fluctuations in the
general level of production, trade, prices and employment.
Therefore it may be assumed that the powers are inadequate to

the attalnment of the general objective of promoting the economic
and financial welfare of the Dominion.

The analysis of credit and banking which preceded this
chapter tended to establish the proposition that fiat credit is
the sufficient cause of fluctuations in production, trade and
employment.8 If this be accepted, then the real question of
the effectiveness of Bank of Canada control of credit is the
question whether such control tends to eliminate fiat money
expenditure from the system. The answer is: the powers and
techniques provided are not conducive to that end.

B. From the wording of the preamble to the Bank of
canada Act it 1s apparent that there exists a certain confusion
of ideas as to the criteria of economic stability. It is
implied that stability of the general level of prices 1ls, along
with other things, a proper criterion. This idea rests on
nthe assumption that inflation exists only when price indices
are rising."9 But recognition of the fact that fluctuations
inter se induced by the expenditure of fiat money may be of
more importance to the relationships upon which economic

stability depends than fluctuations of the average, deprives
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this assumption of any validity. Fluctuations of the average
have a speciel significance with reference to the burden of
debts; that special significance however must not be confused
with the general significance of the average as an alleged
criterion of inflation.

Neither is stability of production nor stability of
employment (nor any other partial or particularized stability
within the economic order) necessarily a criterion of economic
stability.lo All such ideas are based on an assumption that
there is a ceusal relationship between fluctuations in the
quantity of money and fluctuations in various economic series
or indices. Apart from the statistical impracticability of
demonstrating the relation of cause and effect, the probabilities
are on the opposite side. The volume of bank deposits frequently
does not vary greatly between the peak of the boom and the
trough of the depression.ll The fact is that the volume of
money of a country is like the working capital of a company:
in conditions of general unprofitebility of trade, while the
working capital exists, it is not actively turned over. Turnover
of working capital or velocity of money are indices of trade
activity; thereforca criterion of credit control which aims at
stabilizing trade by stabilizing money times velocity of
turnover in any given period is dealing with effects not causes.12

But the principal criticism which can be levelled
against those schemes for controlling credit which would adjust
credit to fluctuations in particular economic series is that

they approach the problem of credit from the quantitative point
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of view rather than the qualitative point of view. The fiat
money character of bank credit renders it essential to approach
the question from the qualitative point of view; and the objec-
tive must be the elimination, so far as is practical, -~ to

the extent at least of restricting bank credit to the true
commercial type of loan - of the disturbing influences
occasioned by fiat money expenditure. This is the sine qua
non for mitigation of trade fluctuations. TUnfortunately the
"art of central banking" which appears to have been but rule

of thumb has been supplanted by an art of political money
management also rule of thumb and equally detached from the

real issues of credit.
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24-25 Geo. V' Cho 4:30

This summary of powers is not in the exact wording or order

of the Act, but it conteins the gist of the powers.

Cf. the Federal Reserve Aict of the United Stetes and the
traditional procedure of the Bank of England.

See: Andreades, op. cit.

4 Cf. the recent changes in the reserve requirements of the

U.S. banking system.

(9

pp. 40, 43 supra.

p. 41 supra.

7 As the Bank has power to purchase foreign exchange and gold
bullion it can maintain a reserve to satisfy the
demands which are made on the chartered banks for
foreign means of payment, and thus adjust the supply
to the demand at the rates which it considers
desirable. But if the foreign balance of payments
goes strongly against Canada and our output of gold
does not offseti%he power of the Bank to control the

external value of the Canadian dollar will be impaired.
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8 p. 27 supra.

© See p. 2 supra.
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¥Yeynes' eguating of investment to savings, and

see p. 31 supra.

11 E.g. the volume of bank deposits in the U.S. Jan. 1, 1938

compared with the volumes Jan. 1, 1937 or Jean. 1,

1929.

12 Irving Fisher's formula has been the cause of more monetary

confusion than any other single idea offered by an

economist.
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