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Deflation, Growth and the Quality of Money - a revealing
Chapter of Monetary History from 1865 to 1896

Philipp Bagus
Abstract

In this article I reinterprete a revealing chapter of the monetary history of the
United States. From 1865-1896 the United States experienced a prolonged period
of price deflation. Despite common interpretations, this period was not coined by
an economic slowdown. On the contrary, the period was marked by an extremely
strong economic growth indicating falling prices and economic growth are
compatible. I explain the monetary institutional background as well as the reasons
of this growth. Furthermore, I discuss the increase in the quality of money as
another reasons for the price deflation.

Deflation, Wachstum und die Qualitdt des Geldes - ein
aufschlussreiches Kapitel der Geldgeschichte von 1865-1896

Philipp Bagus
Zusammenfassung

In diesem Artikel interpretiere ich ein aufschlussreiches Kapitel in der
Geldgeschichte der Vereinigten Staaten neu. Zwischen 1865 und 1896 erfuhren die
Vereinigten Staaten eine ausgedehnte Periode sinkender Preise. Entgegen der
traditionellen Interpretation war dieser Zeitraum allerdings nicht von einer
wirtschaftlichen Stockung geprigt. Im Gegensatz dazu, war diese Phase von einem
starken Wirtschaftswachstum gekennzeichnet, was dafiir spricht, dass sich
sinkende Preise und Wirtschaftswachstum nicht widersprechen miissen. Ich sehe
dabei den monetdren institutionellen Ordnungsrahmen als Hauptursache fiir
dieses Wachstum. Weiterhin sehe ich die zunehmende Qualitit des Geldes als
einen weiteren Grund der Deflation im betreffenden Zeitraum.
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Deflation, Growth and the Quality of Money - a revealing
Chapter of Monetary History from 1865 to 1896

Philipp Bagus

l. INTRODUCTION

From 1865 to 1896, the United States found itself in one of the longest periods of
price deflation in history. Its history is, therefore, a historical case of special
interest. In this article I will examine the causes of the price deflation. A main factor
in the price fall was growth in the economic sector. Thus, the analysis will help to
illustrate that falling prices do not pose any problems for economic growth.
Instead, in this particular case the economic development itself caused prices to fall.

I will proceed as follows: First, I will provide an overview of the monetary history of
this period, subdivided into three periods: 1) the setting of the stage for the
Greenback during the Civil War; 2) the Greenback era after the Civil War; and 3)
the Gold Standard deflation era, which begins with the resumption of redemption
into currency in 1879 and ends in 1896. This institutional background will serve us
later in better understanding the changes in the purchasing power of money.
Second, I will show that prices indeed fell over a large part of this period. I will
demonstrate that the money supply with a few recessionary interludes increased
steadily, implying that the price deflation was not caused by a reduction in the
money supply (a monetary deflation). Third, I will explain the price deflation by
two main causes. First, I analyze the increase in the quality of money and gold’s
unusual high demand. Second, I will discuss the economic growth responsible for
the price deflation as well as its causes.
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Il. THE MONETARY INSTITUTIONS OF THE UNITED STATES FROM 1865
TO 1896

The Civil War Prelude: 1861-1865

In order to grasp the monetary history and the significance of declining prices, it is
necessary to provide a short overview on the monetary institutions in place during
the three decades following the Civil War. The monetary history of the United
States from 1865-1896 can be split up into two conceptually different stages: the
Greenback era and the Gold Standard deflation era. However, the Greenback era
really began with the suspension of specie payment by private banks on December
30, 1861, i.e. before 1865." By the suspension of specie payment, banks apparently
were breaking private contracts in violating their obligation to redeem on demand
bank notes and demand deposits into gold. The government failed to enforce these
private contracts. On the next day the Treasury itself suspended specie payments
on its Treasury notes.

How did the private banks come to suspend specie payment? The suspension of
specie payment was caused by the start of the Civil War. The Civil War would lead
to a vast increase in government expenditure from $66 million in 1861 to $1.30
billion four years later. In the fall of 1861 the U.S. government had issued an
enormous loan to be purchased by banks. The government insisted on being paid
out in specie, thereby draining on the banks' reserves. As the Civil War military
affairs proved to be a more difficult for the U.S. government than expected, it raised
new taxes and tariffs and increased its debt even further. As a consequence of the
expectation of an increasing federal deficit, debts and shrinking bank reserves, the
confidence in the banks' notes were reduced, and people began to hoard gold. They
started to redeem their bank notes into gold threatening the liquidity of the
banking system. As a result, banks were losing specie every week in late 1861 ($7
Million in New York alone) and the gold in the vaults was reduced constantly.
Suspension of specie payment became unavoidable.

As funds for the war effort diminished government officials became reluctant to
increase taxes further, as this would have raised resistance against the war effort.
At the advice of representative and banker Elbridge G. Spaulding, the government
began issuing non-interest-bearing Treasury notes, which were declared legal
tender for all private and public debts but could not be redeemed in specie. This
was settled in the Legal Tender Act of 1862, which authorized the printing of $ 150
million of new "United States notes". These notes, a fiat-paper money, were called

1 For ashort summary of the Greenback era see Studenski & Krooss (1963, 143-146) or
Rothbard (2002, 123-159).
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Greenbacks’. From the beginning, it was hoped that eventually (after a successful
war) they would be redeemed in gold. Moreover, the notes could be converted at
par into interest bearing government bonds. The government's plan was to reissue
the notes again once converted into bonds. However, the public did not respond to
this option and the convertibility into bonds was suspended in 1863.

As resumption was suspended, Gresham's law went into effect and gold coins
disappeared from circulation. People tried to pay their debt in the legal tender -
Greenbacks and hoarded or exported the artificially undervalued gold. An
exception was California where social sanctions against Greenback users emerged.
People paying debts with Greenbacks would be blacklisted. Later "specific contract
law" was passed in California, which made contracts for specific kinds of money
enforceable (Mitchell 1903, 143). In any case gold did still have its market share.
Thus, the Treasury used to pay interest on its debts in gold and duties had to be
paid in specie. Banks managed deposits in Greenbacks and gold. Therefore, in this
regard, a double standard of Greenbacks and gold existed in the U.S. at this time
(Shields 1977, 115).

The Greenbacks began to depreciate in terms of specie right after the suspension of
specie payment. When Secretary of the Treasury Salmon Chase closed the
convertibility of Greenbacks into interest-bearing bonds, Greenbacks depreciated
further. As a rule, the Greenbacks would depreciate with Northern defeats and
increase with Northern victories. The hope that if the war would be victorious for
the North, then Greenbacks would eventually be redeemed in gold is the obvious
explanation for fluctuations related to military victories and losses. In June 1864 the
Greenback fell to a low of 40 cents equivalent in specie. At the same time prices of
commodities in terms of the new paper money sharply increased.

In regard to the monetary institutions of the time, it should be added, that officially
the U.S. was on a bimetallic standard, setting a fixed exchange rate from silver to
gold. However, for a long time silver had been undervalued in relation to gold and
had already disappeared from circulation. Only fractional silver coins were being
used. But as soon as Greenbacks depreciated even these fractional silver coins
became undervalued and disappeared from circulation as did eventually nickel
coins.

Another institutional change that occurred during the Civil War was the passing of
the National Banking Acts of 1863-1864 establishing a vigorous banking system.

2 The name "Greenback" resulted from its printing, which was black on the front and

green on the back. The name also refers to the backing of these notes by essentially
green paper, in contrast to previous notes that were backed by gold.
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Under this system national banks could issue banknotes without taxation, whereas
state banks had to pay taxes at a rate of 2 percent in 1863, soon increased up to 10
percent, making this endeavor unprofitable. The states banks’ had to have accounts
with the national banks and could inflate demand deposits or bank notes on top of
these accounts. Moreover, the note issue of banks was tied to the ownership of U.S.
government bonds in order to create a large market for U.S. government debts.
Banks could only issue bank notes if they deposited the equivalent of U.S.
government bonds as collateral at the U.S. Treasury.* Thus banks would monetize
the government debts. The issue of deposits was not restricted in such a way.
Banks, therefore, tended to increase deposits rather than notes (Smith, 1990, 149).

Post Civil War Greenback era: 1865-1879

Having accumulated a vast amount of public debt by the end of the Civil War, the
United States was on a depreciated inconvertible Greenback currency. The
question was if and when to resume specie payments. The Republicans proved to
be generally more opposed to resumption than the Democrats. The "Loan Bill" of
March 1866 that prepared for resumption of specie payments by contracting
Greenbacks was passed in the House by a Democratic vote of 27 "yes" and 1 "no"
and a Republican vote 56 "yes" and 52 "no".

Advancements were made toward resumption of specie payment; however,
setbacks also occurred. The credit expansion after the Civil War lead to an artificial
boom and inevitably a recession in 1873 set in: The Panic of 1873 (Rothbard 2002,
154). In the wake of this panic and the cry of businesses for cheap credits the
"Inflation Bill" was passed in April 1874 with the Democrats voting against it 35-37
and the Republicans voting in favor 105-64. The "Inflation Bill" provided for the
expansion of Greenbacks and national bank notes. However, the "Inflation Bill" was
vetoed later by President Grant.

As Democrats succeeded in 1874 congressional elections, Republicans united with
them in monetary matters and the Resumption Act was passed in January 1875.°
The Resumption Act provided for the Secretary of Treasury to buy gold with
government bonds and prepare in this way for the resumption on January 1, 1879
(Barrett 1931, 186). However, this was a compromise between hard money and soft
money advocates, since it eliminated a $300 million limit on the issue of national
bank notes, which was in law before. Specie payment was finally resumed as the

State banks were only allowed to do business in the borders of the state that chartered
them.

Vera Smith (1990, 52) calls this system a "bond deposit system"”, becausein order to
issue notes government bonds had to be issued.

®  See on the Resumption Act, Dewey (1907, 372-74).
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Treasury John Sherman sold U.S. bonds for gold in Europe to provide for sufficient
gold for redemption.

Another major change in the monetary affairs of the U.S. in this sub period
deserves to be mentioned: the demonetization of silver. As mentioned before, the
U.S. had been technically on a bimetallic standard with silver being undervalued
since 1834. Therefore, silver had disappeared from circulation. In 1853, the
bimetallic standard set a silver-gold ratio of 16-to-1 while the market value for
silver was higher. As an effect, only subsidiary fractional silver coins remained in
circulation. For all practical matters, the U.S. was on a gold standard. In 1872, as
Rothbard (2002, 157) argues, it is possible that some knowledgeable men at the U.S.
treasury began to expect that the market price of silver was about to fall. A fall was
to be expected as the amount of silver due to new mining in Nevada and other
Western states was about to increase and European nations were shifting from a
silver to a gold standard. This would have meant that with a 16-to-1 parity, gold
gradually would have become undervalued and driven out of circulation. Instead,
silver would have flown into the U.S. This development which would practically
have set the U.S. on a silver standard was prevented by several laws. In February
1873, a bill provided the discontinuation of the minting of further silver dollars.
This event became later known as the "Crime of 1873." And an act in June 1874,
abolished the legal tender quality of all silver dollars above the sum of $5, which
practically meant the demonetization of silver. Indeed, after this legislation was
passed, the market value of silver fell to a ratio higher than 16-to-1. It went to
nearly 18-to-1 in 1876 and as high as 32-to-1 in 1894. In 1878, the Bland-Allison
Act was passed to appease the silver interests, which obliged the Treasury to buy $2
million to $4 million market value of silver per month. As the price of silver kept
falling, more silver ounces had to be bought.

The gold standard era under price deflation: 1879-1896

The road to resumption in 1879 was long and burdensome. However, with the
specie redemption in sight the gold premium to greenbacks steadily fell and
returned to par when specie redemption occurred successfully. When the Grant
administration decided for specie resumption in 1875, the premium was still 17
percent against a gold dollar. With new confidence in the gold-backed Greenbacks,
gold flew into the U.S., increasing American exports. The gold inflow increased
from $110.5 million in 1879 to $ 358.3 million in 1882. On top of this incoming
gold the national banking system pyramided deposits that rose from $ 2.149 billion
in 1879 to $ 2.777 billion in 1882. After the three boom years from 1879 to 1882,
incited by monetary expansion, a recession hit in 1882 followed by a financial panic
in 1884. The panic was triggered by an outflow of gold caused by falling confidence
in the U.S. commitment to a gold standard as silver interests grew stronger.
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The silver forces grew stronger again in 1890 with the result of the passing of the
Sherman Silver Purchase Act. The Sherman Silver Purchase act required the
Treasury to acquire 4.5 million ounces of silver per month, an increase of about 100
percent of the average purchase under the Bland-Allison act. However, the
difference with the Bland-Allison act was that a certain weight of silver was to be
bought. This implied that the amount of silver bought would not be increased as
silver prices kept falling. In the long-run, this meant fewer silver purchases by the
Treasury than would have occurred under the Bland-Alison Act. The payment for
the silver was made in new redeemable Greenback notes (1890 notes) that had full
legal tender. These Greenback notes were, at the discretion of the Treasury,
redeemable into silver or gold. This meant a step back towards bimetallism which
at the ratio 16-to-1 would have led to an inflationary silver mono-metallism. As a
consequence, foreigners lost confidence in the U.S. commitment to the gold
standard and gold flew out in the early 1890s. Other facts deepened this loss in
confidence. Thus, in July 1892 the U. S. Senate passed a free-silver coinage bill. The
bill did not proceed further but would have made silver legal tender and led in
praxis to a silver monometalism. The Treasury's gold reserve declined as gold
exports intensified in 1892. At the same time an economic boom spurred by credit
expansion was under way. The recession was triggered in June 1893 when the
distrust of the public led to massive bank runs and bank failures. These events
became known as the panic of 1893. Banks suspended specie payment. Deposits no
longer being redeemable in cash sold at a discount in relation to currency in August
of 1893. In November the Cleveland administration repealed the Sherman Silver
Purchase Act and the Treasury bought gold from a group of bankers around J.P.
Morgan and August Belmont thereby winning back foreign confidence in the U.S.
commitment to the gold standard. With the victory of pro-gold Republicans in
1896 and the defeat of Democratic candidate and free silver advocate William
Jennings Bryan, finally the commitment to the gold standard was made convincing.

In sum, the period of 1865-1896 was a period of substantial institutional change in
the U.S. The financial system of fractional reserve banks not backed by a central
bank demonstrated instability, leading to several monetary expansions and
contractions, to financial panics (1873, 1884, 1890 and 1893) and suspension of
cash payments (Smith 1990, 151). The instability and the malinvestments during
the boom periods and the subsequent liquidation of them during the recession
disturbed economic growth. However, as we will see below, while construction of
the financial system did repress economic growth, the remaining growth was still
impressive.

10—
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. Prices and money from 1865-1896

After summarizing the history of the monetary institutions in the period, we will
now consider the history of prices during the period of 1865-1896. Prices during
the period of 1865-1896 generally fell. For the whole period an average annual fall
in prices of about 3.5 per cent and a total fall in wholesale prices in four decades of
64 percent®. It should be added, that 1896 was the last year of this period of price
deflation and that from 1897 on prices started to increase almost every year as the
world's gold production soared and banks increased deposits on top of this
additional gold.

As we have shown, prices generally decreased in the period of 1865-1896.
Theoretically, this might have been caused by a reduction in the money supply and
not mainly by economic growth. However, the money supply did not decrease, but
increase over the period (Friedman and Schwartz 1971, 704-05), roughly 340
percent while whole sale prices according to Warren and Pearson were down about
60 percent in the same period. The price deflation was, therefore, not caused by a
shrinking money supply, even though there was in recessionary period credit
contractions and temporary reductions of the money supply.

The quality of money and gold's unusual high demand

Beside the economic growth in the U. S., which will be analyzed in the next section,
there were three other important reasons for an increase in the purchasing power
of the gold currency. First, there was an unusual demand for gold in the 1870s
when industrial nations like Germany, France, Spain, and those of the Latin
Monetary Union (Belgium, Switzerland, France, Italy), as well as the Scandinavian
countries installed a gold standard. In addition, as already mentioned, the United
States bought gold in order to return to the gold standard.”

Second, there was a world wide increase of population and output. World
population increased from 1.2 billion in 1850 to 1.65 billion in 1900. Furthermore,
especially in Europe, the industrial revolution led to extraordinary economic
growth. Gustav Cassel estimated the worldwide annual average rate of production
growth between 1865 and 1896 to be 3 per cent (Palyi 1972, 22). Consequently, the
world demand of the new world medium of exchange (gold) soared.

A third and so far neglected reason for the price decreases in the period from 1865
- 1879 were expectations about an improvement in the quality of money. The
improvements in the quality of money has been so far neglected as an explaining

See Historcial Statistics (1975, Series E 87-89, 201-203).
" Austriawould follow in 1892 and Russia and Japan in 1897.

-11-
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factor for the price deflation. When the Civil War ended there was the widespread
expectation that the quality of money would recuperate and improve in the long-
term. When the quality of money is expected to improve the demand to hold it as
cash balance increases and money prices fall.® Thus, it is possible that the value of
money increases even though its quantity does not fall or even increases. In fact,
money behaves like any other good. When its quality and consequently its demand
increases, its value rises. During the Greenback era, the quality of the inconvertible
fiat currency could be improved in the eyes of economic agents by making this
paper convertible into gold. And resumption was promised from the beginning of
the suspension onward. As the expectations that this promise would be fulfilled
gained certainty, the expected quality of the Greenback notes increased. People
valued the dollar higher than without this expected increase in the quality. As a
result the demand for holding money increased and prices fell. Therefore, the
increase in the quality of money until resumption is one very important reason for
the increase in the purchasing power of money.

It is difficult to say how much of the fall in prices was caused by an increased
demand of gold by countries who intended to switch to a gold standard, and how
much was caused by an increase in the quality of money, and how much was
caused by world economic growth. However, one might suggest that after the
resumption of specie payment an expected increase in the quality of money was not
a very important issue anymore. And likewise the effects of the switch of many
industrial nations to the gold standard were not as strong anymore in the 1880s.
Therefore, economic growth can be considered a main factor for the fall in prices,
especially after 1879. In the next section we will look at U.S. growth during the
period in detail.

Growth and its causes

The national income statistics for the period are not fully available. The statistics
start only in 1869 and for the first two decades there are only averages available.
Nevertheless, the evidence of impressive economic growth is clear® Over the whole
period GNP rose from 23.1 billion $ in the 1869-1878 period to 61.3 billion $ in
1896. Taking as a very broad approximation 1874 as 23.1 billion $, this would imply
an increase of 265 percent of real GNP in 22 years and an impressing 4.5 percent
per year.

Now we will consider reasons for the above shown economic growth. First of all the
institutional freedom of the U.S. must be pointed out. The entrepreneurial function

8 Seeonthe quality of money Anderson (2000).

®  SeeHistorical Statistics (1975, Series F 1-5, 224).

12—
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was not inhibited by many interventions. Taxes were low, regulations scarce and
the legal framework was, in general, friendly to business. In the next section, I will
look at the reasons for economic growth. I will discuss innovations that made the
increase in growth possible, an increase in population, the division of
labor/knowledge, and also capital accumulation. The increase in the division of
labor/knowledge is hard to prove with economic data. However, one must keep in
mind that an increase in population allows for a higher division of knowledge. In
addition, innovations or capital accumulation often make necessary or imply an
increase in the division of labor.

Innovations

There is some evidence that enables us to grasp the relevance of innovations for
economic growth in the period of 1865-1896. Even though quantity is not nearly as
important as the quality of innovations, it is important to note that the number of
patents (of inventions) issued soared from war levels at 6,088 in 1865 to 12, 277 two
years later, remaining on this high level until 1880. In 1880, another increase in
patents (of inventions) issued towards about 20,000 per year set in'’.

A few innovations deserve special mentioning due to their importance. An
important invention for agriculture was the twine binder in 1878 which increased
the harvesting speed 80 times (Faulkner 1924, 426-28). As well, new machinery in
agriculture was responsible for an increase in output. Furthermore, important
innovations emerged around the railroad industry, for instance, the double box car,
refrigerated cars and special livestock cars, the automatic coupler, and the
Westinghouse air brake and the steel rail (Shields 1977, 241-42). The improvement
in transportation enlarged the market and provided opportunities for economics of
scale. The Bessemer process greatly increased the productivity of steel production.
Moreover, the McKay sewing-machine was improved, the electric telegrapher and
new steamships invented (Laughlin 1887, 336-38).

Another important form of innovation was the growth of industrial concentration,
that allowed making use of economies of scale. Without any need of capital
accumulation the existing capital was combined in a more efficient manner by
concentration."" Entrepreneurs like Andrew Carnegie in the steel industry and John
D. Rockefeller in the petroleum sector might be named as examples of
entrepreneurs who by the implementation of innovations and entrepreneurial
genius created highly efficient concentrated companies. Davis and North (1971,

10 See Historical Statistics (1975, W 96-106, 957-9509).
1 See on the industrial concentration Lance E. Davis, Jonathan R.T. Hughes and Duncan
M. Mc Dougall (1965, 368). See also Shields (1977, 12).

13-



German Review of New Austrian Economics 2. Jg. 2008, Nr. 2

170-171) summarize the effect of these innovations:

“Developments in transport turned the region east of the Mississippi into a
single market for most commodities and integrated at least a portion of the
trans-Mississippi West (Minnesota, Iowa, and eastern Kansas and
Nebraska) into this now near-national market. At the same time, major
technical breakthroughs were achieved in several important industries, and
the new techniques were subject to increasing returns over wide ranges of
output. In steel, for example, the Bessemer process was widely innovated,
in petroleum new sophisticated methods of fractional distillation were
applied, and in milling, Hungarian reduction techniques were widely used
in the new mills of the Upper Midwest. [footnote omitted] All were subject
to substantial scale economics. The average size of a firm grew substantially
as new plants and mills, designed to realize these economics of scale and to
serve the "national market", came into production."[Italics mine].

Population increase and the division of knowledge

An increase in population can lead to an increase in production out of two main
reasons. First, there are more potential producers available adding to output.
Second, there can be an increase in the division of labor or knowledge. The increase
in specialization results in a higher output. From 1865 to 1896 the population
increased every year. Moreover, it was a rapid growth with the population almost
precisely doubling from 35,701,000 in 1865 to 70,885,000 in 1896. This population
growth was to a great part result of "the vast international movement of people out
of England and Europe to the empty lands of the world..." (North, 1961, 198).

Indeed, a main reason for the tremendous increase in the population was
immigration. In 1865, 248,120 people immigrated. Immigration reached a high in
1886 with 884,203 people and ended our period with 243,267 people in 1896."2 Over
the whole period almost 13 million people immigrated to the U.S.

One reason for this high immigration might have been the fact that growth was
high in this period. When production increases in a country and more specifically
the production per capita increases this is an incentive to emigrate to this country.
Thus, growth becomes a self-enforcing process, as it attracts more people thereby
creating more growth. Also, a higher standard of living in the U.S. than in the
countries of origin might have been a reason for the immigration. In short, as
people expected a higher and increasing standard of living in the U.S. than in their
own countries, they chose to immigrate.

12 See Historical Statistics (1975, Series C 89-119, 105-106).

-14-
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The tremendous growth in population lead to an increase in the production of
goods and services as the additional individuals started producing them. In this
respect, it is also important to emphasize that the immigrants were mostly in the
working age between 15-40 years.” Furthermore, the population increase allowed
for an intensification and extension of the division of labor. This increase in the
division of labor or knowledge allowed for a more efficient production.

But the division of knowledge did not only increase inside the United States. It also
increased on a world wide scale as trade barriers were eliminated and
transportation costs fell. International trade increased strongly. Also the
international trade of the United States increased. Thus, U.S. exports increased
almost fourfold from $261 Mill. in 1865 to 1.048 in 1896 and imports from $256
Mill. in 1865 to 1.048 in 1896."

Capital accumulation

The period from 1865-1896 was a period of great capital accumulation. Simon
Kuznets (1961, 56) estimates that gross capital formation increased from an average
of 3.49 billion $ in 1929 prices during 1869-1888 to 8.68 billion $ during 1889-
1908. Gross total capital stock increased from 45 billion $ in 1869 to 190 billion $ in
1890 (both figures in 1929) prices. This implies a substantial rate of growth in the
total capital stock of about 60 percent per decade. This rate of growth would slow
down after 1900 (Kuznets 1961, 65). The net capital formation was also
extraordinarily high in percent of net national product. This implies that the
savings rate was very high. In the period from 1869 till 1898 net capital formation
was, as Kuznets estimates, around 15 per cent of the net national product. This
number would fall in the following decades reaching 5.8 percent in the decade from
1946-1955.

One sector that portrays the capital accumulation from 1865-1896 very well is the
railroad industry. The Atlantic and Pacific coasts were connected in 1869. The
number of miles operated increased from 35,085 in 1865 to 166,703 in 1890." The
number of miles built soared.'® The capital accumulation in form of railroads
greatly reduced transportation costs thereby integrating markets, allowing for
economies of scale and was a main reason for the price decreases.

13 See Historical Statistics (1975, Series C 138-142, 112). For the increase in the work
force see Historical Statistics (1975, Series D 67-181, 189).

14 SeeHistorical Statistics (1975, Series U 1-25, 864-865).

> See Historical Statistics (1975, Series Q 321-328, 731).

6 See Historical Statistics (1975, Series Q 329, 732).
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IV. Conclusion

An interpretation of the monetary history of period of 1865-1896 comes to an
interesting result. Considering the data, apparently, it was a period of price
deflation. Falling prices did not suppress business or production, as can be seen by
rising GNP. Nor did the monetary institutional background disturb growth. The
gold standard is compatible with economic growth.

The price deflation was mainly caused by economic growth in the U.S. and the rest
of the world. Output rose more strongly than the money stock and prices fell.
Another reason for the decrease in prices, important at least in the Greenback era,
was an expectation of an increase in the quality of money. This increase was
expected as redemption in specie of the paper Greenback was considered more
probable. This important reason for the price deflation had been neglected so far.
Furthermore, especially in the first subperiod many industrial countries changed
from a silver standard to a gold standard, thereby increasing demand for gold and
pushing prices dominated in gold down.

Of course, not everything in this period was perfect or wonderful. There were some
severe defects in the financial system. The fractional reserve banking system, by
expanding credits resulting in malinvestments, (as for example in the railroad
industry) caused a continuous series of booms and busts. Further, the fractional
reserve banking system, lacking a lender of last resort, experienced several financial
panics. Of course, all this entailed severe personal tragedies. And in the financial
panics and bankruptcies of the recessionary days during this period, social
movements and agitators grew strong.

However, despite the waste of resources due to malinvestments, the American
economic growth was still tremendous and resulted from the combination of an
increase in the division of labor, an increase in population, an increase in savings
and capital accumulation, and innovations in a free market framework.

In sum, the price deflation from 1865 to 1896 was mainly caused by a tremendous
economic growth being supplemented before 1879 by an increase in the quality of

money and a switch of several industrial countries to the gold standard. It is a myth
that a great depression occurred.

Der Autor ist unter philipp.bagus@urjc.es erreichbar.
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