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  Preface




  This book is based on lectures given in the summer of 1927 before the Geneva School of International Studies.




  Its aim is to show how unstable in buying power are all monetary units, including the dollar; what hidden causes produce that instability; what harm results, although ascribed to other causes; and what are the various remedies which have been tried or proposed. The purpose is not to propose any one remedy as the best but to put the problem to the reader, especially to the business reader.




  For those who wish to pursue the subject further, a short reading list and other material are provided in the Supplement. All books mentioned in the text will also be found in this list.




  IRVING FISHER
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  Chapter I: a Glance at the Money Illusion




  Introduction




  As I write, your dollar is worth about 70 cents. This means 70 cents of prewar buying power. In other words 70 cents would buy as much of all commodities in 1913 as 100 cents will buy at present. Your dollar now is not the dollar you knew before the War. The dollar seems always to be the same but it is always changing. It is unstable. So are the British pound, the French franc, the Italian lira, the German mark, and every other unit of money. Important problems grow out of this great fact—that units of money are not stable in buying power.




  A new interest in these problems has been aroused by the recent upheavals in prices caused by the World War. This interest, nevertheless, is still confined largely to a few special students of economic conditions, while the general public scarcely yet know that such questions exist.




  Why this oversight? Why is it that we have been so slow to take up these fundamental problems which are of vital concern to all people? It is because of the “Money Illusion”; that is, the failure to perceive that the dollar, or any other unit of money, expands or shrinks in value. We simply take it for granted that “a dollar is a dollar”—that “a franc is a franc,” that all money is stable, just as centuries ago, before Copernicus, people took it for granted that this earth was stationary, that there was really such a fact as a sunrise or a sunset. We know now that sunrise and sunset are illusions produced by the rotation of the earth around its axis, and yet we still speak of, and even think of, the sun as rising and setting!




  We need a somewhat similar change of ideas in thinking about money. Instead of thinking of a “high cost of living” as a rise in price of many separate commodities which simply happen, by coincidence, to rise at the same time, we shall find instead that it is really the dollar, or other money unit, which varies.




  The Money Illusion Within Your Country




  Almost every one is subject to the “Money Illusion” in respect to his own country’s currency. This seems to him to be stationary while the money of other countries seems to change. It may seem strange but it is true that we see the rise or fall of foreign money better than we see that of our own.




  For instance, after the War, we in America knew that the German mark had fallen, but very few Germans knew it. This was certainly true up to 1922 when with another economist (Professor Frederick W. Roman) I studied price changes in Europe. On my way to Germany I stopped in London and consulted with Lord D’Abernon, then British Ambassador to Germany. He said: “Professor Fisher, you will find that very few Germans think of the mark as having fallen.” I said: “That seems incredible. Every schoolboy in the United States knows it.” But I found he was right. The Germans thought of commodities as rising and thought of the American gold dollar as rising. They thought we had somehow cornered the gold of the world and were charging an outrageous price for it. But to them the mark was all the time the same mark. They lived and breathed and had their being in an atmosphere of marks, just as we in America live and breathe and have our being in an atmosphere of dollars. Professor Roman and I talked at length with twenty-four men and women whom we met by chance in our travels in Germany. Among these only one had any idea that the mark had changed.




  Of course, all the others knew that prices had risen, but it never occurred to them that this rise had anything to do with the mark. They tried to explain it by the “supply and demand” of other goods; by the blockade; by the destruction wrought by the War; by the American hoard of gold; by all manner of other things,— exactly as in America when, a few years ago, we ourselves talked about the “high cost of living,” we seldom heard anybody say that a change in the dollar had anything to do with it.




  I remember particularly a long talk with one very intelligent German woman who kept a shop in the outskirts of Berlin. She gave all kinds of trivial reasons for the high prices. There was a grain of truth in some of them, just as there is a grain of truth in the idea that a small part of the seeming motion of the stars is real. But the main fact of the tremendous increase in the volume of “marks” and of the action of this paper money inflation on prices was not even glimpsed by the German shop woman. For eight years she had been victimized by the changing mark but had never once suspected the true cause—inflation. When I talked with her the inflation had gone on until the mark had depreciated by more than ninety-eight per cent, so that it was only a fiftieth of its original value (that is, the price level had risen about fifty fold), and yet she had not been aware of what had really happened. Fearing to be thought a profiteer, she said: ‘’That shirt I sold you will cost me just as much to replace as I am charging you.” Before I could ask her why, then, she sold it at so low a price, she continued: “But I have made a profit on that shirt because I bought it for less.”




  She had made no profit; she had made a loss. She thought she had made a profit only because she was deceived by the “Money Illusion.” She had assumed that the marks she had paid for the shirt a year ago were the same sort of marks as the marks I was paying her, just as, in America, we assume that the dollar is the same at one time as another. She had kept her accounts in what was in reality a fluctuating unit, the mark. In terms of this changing unit her accounts did indeed show a profit; but if she had translated her accounts into dollars, they would have shown a large loss, and if she had translated them into units of commodities in general she would have shown a still larger loss—because the dollar, too, had fallen.




  Chart I shows her apparent gain and actual loss.




  We found the same complacent assumption of stability in other countries. Austrians, Italians, French, English,—all peoples assumed that their own respective moneys had not fallen in value, but that goods had risen.




  When Two Countries Compare Notes




  It follows, of course, that when people from different countries with different moneys compare notes they find that their ideas are in conflict. This is well illustrated by the case of an American woman who owed money on a mortgage in Germany. The World War came and she had no communication with Germany for two years. After the War she visited Germany, intending to pay the mortgage. She had always thought of it as a debt of $7,000. It was legally a debt of 28,000 marks, in terms of German money. She went to the banker who had the matter in charge and said: “I want to pay that mortgage of $7,000.” He replied: “The amount isn’t $7,000; it is 28,000 marks; that sum today is about $250.” She said: “Oh! I am not going to take advantage of the fall of the mark. I insist upon paying the $7,000.” The banker could not see the point; he showed that legally this was not necessary and he could not understand her scruples. As a matter of fact, however, she herself failed to take account of a corresponding, though lesser, change in the dollar. She was thinking in terms of American dollars, just as the banker was thinking in terms of German marks. She insisted on paying $7,000 instead of paying $250, but she would have rebelled if she had been told that the dollar also had fallen, that the equivalent in buying power of the original debt was not $7,000, but $12,000, and that she ought, therefore, to pay $12,000! Then she would not have seen the point!




  The Money Illusion in America




  Thus, we Americans are no exception in regard to the “Money Illusion.” An American is quite lost if he tries to think of the dollar as varying. He cannot easily think of anything by which to measure it. Even with our gold standard we have a dollar fluctuating in buying power. Yet we think of the dollar as fixed. It is fixed only in the sense that it is redeemable in a fixed number of grains of gold. It is not fixed in the amount of goods and benefits it can command.




  A very able American business man said to me some years ago: “I have made a great deal of money and I have been on the boards of directors of a great many concerns. I haven’t before heard anyone talk about an unstable dollar as having anything to do with hard times; I take no stock in any such idea.”




  It is refreshing to note, however, that many far-sighted business men are now aware of the changeableness of the dollar. In 1925, at a time when people were marvelling at how high the stock market seemed, Secretary Mellon pointed out that, if we took account of the depreciated dollar, prices on the stock market really were not so high as they had been before the War. He was right; for a depreciated dollar tends to raise prices of commodities and property in general, including stocks representing shares in property.




  Earlier in the same year, Mr. James H. Rand, Jr., now President of Remington Rand Inc., had pointed out in some detail the same fact. Having been interested for a long time in this subject of the fluctuating dollar, he had, from time to time, kept two accounts, one in actual prices, the other translated into such prices as would have prevailed if the dollar had remained stable in buying power. This he did to make sure that he was not being victimized, like the shop woman in Berlin, by unstable money. Without such a translation into actual buying power, we are all likely to deceive ourselves.




  In 1919, which was in a period of inflation, a leading banker learned, for the first time, of translating accounts into stable dollar values. When he saw the point, he took a pad out of his pocket and made some calculations. Then he exclaimed: “I have been boasting about how my bank has expanded its deposits and loans. But now I see, when I take into account the depreciated dollar, that I am only doing about the same business as before the War at twice the old level of prices. The expansion of which I have been boasting has been an illusion.”




  The United States Steel Corporation has the reputation of having grown rapidly—and it has grown very rapidly; but its growth seems to be more than it is because in comparing the company’s present and past records the depreciation of the dollar is overlooked. This comparison of real with seeming growth has been made in detail by Mr. Ernest F. DuBrul in a pamphlet mentioned in the Supplement.




  Application to Investors




  Apply the idea of the unstable dollar to your own case. Suppose that you received before the War a dividend of four dollars per share, and that now you are receiving five dollars per share. Perhaps you cherish the idea that your dividend is now twenty-five per cent more than it used to be. But when you consider what your dividend dollar will buy, you will find that the real return to you is actually 12½ per cent less!




  Work it out and see. The dollar of today, as compared with the dollar of 1913, is worth about 70 pre-war cents, as already mentioned; that is, it will buy about seventy per cent as much goods, on the average, as the dollar of 1913 bought. Using this figure, suppose you translate your five dollar dividend of today back into the old 1913 dollars. Since each of these five present-day dollars is really only 70 cents, of pre-war standard, you will find that you actually have only five times 70 cents, or three dollars and a half, of pre-war standard. You used to get four dollars in your dividend and now you are getting only three dollars and a half of the same standard of buying power.




  Two investigators in the banking and brokerage business have recently shown what this means to the American investor, and have published their findings in two excellent books: Edgar Lawrence Smith’s “Common Stocks as Long Term Investments” and Kenneth Van Strum’s “Investing in Purchasing Power.” Both of these men, working by independent methods, have startled many conservative investors by showing that the bondholder does not necessarily have a safe investment, as measured in buying power, even in this country. The reason is simple. As long as a dollar is not safe, any agreement to pay a dollar is not safe. However certain it may be that you are going to get the promised dollar, it is not at all sure what the dollar is going to be worth when you get it. These investigators have found that, on some occasions, the bondholder, instead of getting interest, was really taking a loss in terms of real buying power. He was actually losing part of his principal; but, like the German shopkeeper, he did not know it.




  Is Gold Stable?




  The Money Illusion is strong even in countries which have lost the gold standard and are on a paper money basis, despite two reminders which business men have before their eyes. These are the ever-changing quotations of their former gold money—mark, franc, crown or whatever—and the ever-changing quotations of foreign moneys. But stronger yet is the Money Illusion in gold standard countries, where these two reminders are absent. In fact their absence is often pointed to, with pride, as proof that the money is sound and stable.




  One form of such “proof” of this stability is that the “price of gold” never varies in a gold standard country. In the United States pure gold sells at about twenty dollars an ounce (exactly $20.67) and has remained at that fixed price ever since 1837 when the pure gold content of the dollar was fixed at about one-twentieth of an ounce (exactly 23.22 grains) of pure gold. Of course the two figures mutually imply each other and afford absolutely no evidence that gold is constant in its buying power over other commodities. They merely mean that gold is constant in terms of gold.




  I once jokingly asked my dentist—at a time when people were complaining about “the high cost of living”—whether the cost of gold for dentistry had risen. To my surprise he took me seriously and sent his clerk to look up the figures. She returned and said: “Doctor, you are paying the same price for your gold that you always have.”




  Turning to me the dentist said: “Isn’t that surprising? Gold must be a very steady commodity.”




  “It’s exactly as surprising,” I said, “as that a quart of milk is always worth two pints of milk.”




  “I don’t understand,” he said.




  “Well, what is a dollar?” I asked.




  “I don’t know,” he replied.




  “That’s the trouble,” I said. “The dollar is approximately one-twentieth of an ounce; there are, therefore, twenty dollars in an ounce of gold, and naturally an ounce of gold must be worth $20. The dollar is a unit of weight, just as truly as the ounce. It is a unit of weight masquerading as a stable unit of value, or buying power.”




  Conclusion




  Our fixed-weight dollar is as poor a substitute for a really stable dollar as would be a fixed weight of copper, a fixed yardage of carpet, or a fixed number of eggs. If we were to define a dollar as a dozen eggs, thenceforth the price of eggs would necessarily and always be a dollar a dozen. Nevertheless, the supply and demand of eggs would keep on working. For instance, if the hens failed to lay, the price of eggs would not rise but the price of almost everything else would fall. One egg would buy more than before. Yet, because of the Money Illusion, we would not even suspect the hens of causing low prices and hard times.




  In what sense, then, should a dollar be fixed, if not in weight? Evidently, in buying power. We use a dollar as a unit of value, or buying power, not as a unit of weight. We have other units of weight, the pound, ounce, grain, gram. We use these units of weights for weighing. But the dollar is a unit of weight never used for weighing. 23.22 grains of silver or copper is not a dollar. Only 23.22 grains of gold is a dollar and even then, while the grain means to us weight, the dollar does not. We never think of it in any such way. We think of it as a unit of value. No one cares, or should care, what a dollar weighs. What it buys is the vital question. As an economist, General F. A. Walker, said, “money is as money does” or “the dollar is what the dollar buys.” To confuse the fixed weight of the dollar with a fixed value is like confusing a fixed weight of a yardstick with a fixed length. If the Bureau of Standards should put out yardsticks always weighing the same, that would not insure their having the same length. They could be used accurately for weighing sugar but not, with any great accuracy, for measuring cloth.




  It follows that our dollar could be used accurately for weighing sugar, but it cannot at present be used, with accuracy, for measuring value. This fact nevertheless is hidden from us by the Money Illusion.




  Chapter II: Extent of Money Fluctuation




  The Index Number




  We have seen that, in spite of the popular belief to the contrary, the dollar or franc, or other monetary unit, unlike other units of measure, is very far from constant. But how can we tell when the value of the dollar has changed and how much it has changed? By what means can we measure our money in terms of real value? The answer is, by means of Index Numbers or, for short, Indexes.




  An Index is a figure which shows the average percentage change in the prices of a number of representative goods from one point of time to another.




  Suppose we start with a dollar’s worth of goods in 1913, a market basket containing all sorts of representative goods—bread, butter, eggs, milk, cloth and so on, in the proportions in which they were traded in, and such that the whole assortment could be bought in 1913 for one dollar.




  Then let us suppose that, while the 1913 dollar would buy that market basketful, the dollar of 1919 would buy only half of it. That is, the price of that basket in1919 was two dollars instead of one dollar; the goods in the basket, taken all together, had doubled in price. It follows, according to these figures, that the 1919 index number of commodity prices is twice the 1913 level; that is, it is 200, if we take 100 as the price level of 1913.




  This statement does not, of course, mean that every one of the goods had doubled in price. Some kinds of goods had more than doubled in price and some had less than doubled; a few even had fallen.




  Such a doubling of prices, on the average, did actually occur between 1913 and 1919. We can express it in either of two ways. We may say that the price index, or price of the assortment of goods in the imaginary basket, was doubled, or we may say that the dollar was worth half as much.




  Today the value of the dollar is higher than in 1919; it will buy more than two-thirds of the market basket which cost a dollar in 1913. That is, as before stated, today’s dollar is worth about 70 pre-war cents.




  As already said, the market basket is supposed to contain the various commodities in their right proportions. But, in actual practice, it usually makes very little difference whether the proportions are carefully chosen or not This is partly because most of the commodities usually go up and down in sympathy and partly for other reasons. But of the fact there is no question, surprising as it may seem to those not familiar with index numbers. Chart II constructed from the figures published in Bulletin 181 of the United States Bureau of Labor Statistics illustrates two curves, onecurve“weighted,” according to the amounts bought and sold, the other “unweighted,” giving equal weight to each and every commodity. The reader can see for himself that usually the two curves move up and down together.




  The United States Bureau of Labor Statistics publishes monthly an index based on the wholesale prices of 550 commodities. I publish one weekly based on 120 commodities. Carl Snyder, economist of the Federal Reserve Bank of New York, has constructed a general index, compiled from the prices of goods, property and services of all descriptions, not only commodities, wholesale and retail, but stocks, bonds, real estate, wages, rents, and freights.




  Indexes are increasingly used by statisticians, by the statistical departments of banks, by business men, and, in recent years, even by the general public. A number of commercial houses and some official agencies have adjusted wages by an index of the cost of living. The Dawes Plan for Germany’s reparation payments makes some use of index numbers. The World Economic Conference at Geneva, in 1927, recommended that various kinds of indexes be constructed for world-wide use.




  As already implied, if we, so to speak, turn an index of prices upside down, we get an index of the buying power of the dollar. The two indexes play see-saw with each other, one going up or down as the other goes down or up. So there are always these two indexes, one of prices and the other of the buying power of the dollar. Both tell us the same story but in opposite ways.




  Fluctuations in Europe




  When we apply this instrument, the index, to the facts of history, what do we find has happened to price levels and money? Indexes show that the German commodity price level rose during, and following, the World War more than a trillion fold as compared with the level of the year 1913, or, to reverse the index, that the buying power of the German mark was reduced to less than one-trillionth part of what it was in 1913. In Russia the rise of prices was far less, yet it was over a billion fold. In Poland the rise was again far less; yet it was over a million fold. In Austria the rise was still less; yet it was twenty thousand fold. In Italy and France and several other countries it was still less; yet it was five to ten fold. In England, Canada, and in the United States it was still less; yet it was two to three fold; that is, the dollar and the pound fell to a half or a third of their pre-war buying powers.




  Fluctuations in America




  During the Civil War the dollar fell rapidly, so that in 1865 its buying power was only two-fifths of that of 1860. Next, the dollar’s buying power rose again until it was multiplied four fold in the 31 years between 1865 and 1896. Once more the tide turned and the dollar fell until its buying power in 1920 was only one-fourth what it had been in 1896. Finally, from May 1920 to June 1921 the dollar again rose rapidly in buying power, from 40 to 70 pre-war cents. All these figures are based on wholesale prices. If other sorts of prices are included the extreme fluctuations are reduced. Since 1921 the dollar has remained fairly stable, with comparatively minor changes, up to the present time.




  Chart III shows what the dollar was worth in various years, five years apart, beginning with 1850. All figures are in terms of “pre-war cents,” that is, 1913 cents.




  These facts show that, while the changes in our dollar are small compared with the extreme changes in the German mark or in the Russian ruble, they have nevertheless been very great. An expansion in the dollar’s worth of nearly four fold within a generation, an equal shrinkage within a still shorter time, followed by another great expansion in a little more than a year, show that our dollar has been far from stable. That is to say, even in the United States, a gold standard country, money changed in buying power just as truly, even if not as much, as it did in the paper standard countries.




  Different Indexes Agree




  The indexes used in Chart III are made from wholesale prices but the results will not be far different if we use an index made from retail prices, or even one from “general” prices—of goods and services of all descriptions. Discrepancies between the wholesale index and the general index are shown in the accompanying table. It is interesting to see how closely these different indexes agree. The wholesale figures are repeated from Chart III. The general index, given in the last column, is that calculated by Carl Snyder.




  Wholesale General




  

    

      	1875



      	89



      	88

    




    

      	1880



      	105



      	102

    




    

      	1885



      	128



      	122

    




    

      	1890



      	125
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