CHAPTER I 
SUMMARY
Introduction
In the United States, as in a few other countries, most of our bills are paid by check—not by money passing from hand to hand.

When a person draws a check, he draws it against what he calls "the money I have in the bank" as shown by his deposit balance on the stub of his check book. The sum of all such balances, on all such stubs in the whole country, i.e. all checking deposits, or what we ordinarily think of as the "money" lying on deposit in banks and subject to check, constitutes the chief circulating medium of the United States. This I propose to call "checkbook money" as distinct from actual cash or ''pocket-book money." Pocket-book money is the more basic of the two. It is visible and tangible; check-book money is not. Its claim to be money and to pass as if it were real money is derived from the belief that it "represents" real money and can be converted into real money on demand by "cashing" a check.

But the chief practical difference between check-book money and pocket-book money is that the latter is bearer money, good in anybody's hands, whereas check-book money requires the special permission of the payee in order to pass.

In 1926, a representative year before the great depression, the total check-book money of the people of the United States, according to one estimate, was 22 billion dollars, whereas, outside of the banks and the United States Treasury, the pocket-book money—that is, the actual physical bearer money in the people's pockets and in the tills of merchants —amounted, all told, to less than 4 billion dollars. Both together made the total circulating medium of the country, in the hands of the public, 26 billion dollars, 4 billions circulating by hand and 22 by check.

Many people imagine that check-book money is really money and really in the bank. Of course, this is far from true.

What, then, is this mysterious check-book money which we mistakenly call our "money in the bank"? It is simply the bank's promise to furnish money to its depositors when asked. Behind the 22 billions of checking deposits in 1926, the banks held only some 3 billions in actual money. The remaining 19 billions were assets other than money—assets such as the promissory notes of borrowers and assets such as Government bonds and corporation bonds.

In ordinary times, as for instance in 1926, the 3 billions of money were enough to enable the banks to furnish any depositor all the money or "cash" he asked for. But if all the depositors had demanded cash at one and the same time, the banks, though they could have gotten together a certain amount of cash by selling their other assets, could not have gotten enough; for there was not enough cash in the entire country to make up the 22 billions. And if all the depositors had demanded gold at the same time, there would not have been enough gold in the whole world.

Between 1926 and 1929, the total circulating medium increased slightly—from about 26 to about 27 billions, 23 billions being check-book money and 4 billions, pocket-book money.

On the other hand, between 1929 and 1933, check-book money shrank to 15 billions which, with 5 billions of actual money in pockets and tills, made, in all, 20 billions of circulating medium, instead of 27, as in 1929. The increase from 26 to 27 billions was inflation; and the decrease from 27 to 2 0 billions was deflation.

The boom and depression since 1926 are largely epitomized by these three figures (in billions of dollars)—26, 27, 20—for the three years 1926, 1929, 1933.

These changes in the quantity of money were somewhat aggravated by like changes in velocity. In 1932 and 1933, for instance, not only was the circulating medium small, but its circulation was slow—even to the extent of widespread hoarding.

If we assume that the quantities of circulating medium for 1929 and 1933 were respectively 27 and 20 billions and that its turnover for those years was respectively 30 and 20, the total circulation mold be, for 1929, 27 x 30 = over 800 billion collars and, for 1933, 20 x 20 = 400 billion dollars.

The changes in quantity were chiefly in the de¬posits. The three figures for the check-book money were, as stated, 22, 23, 15; those for the pocket-book money were 4, 4, 5. An essential part of this depression has been the shrinkage from the 23 to the 15 billion in check-book money, that is, the wiping out of 8 billions of dollars of the nation's chief circulating medium which we all need as a common highway for business.

The shrinkage of 8 billions in the nation's check¬-book money reflects the increase of 1 billion (i.e. from 4 to 5) in pocket-book money. The public withdrew this billion of cash from the banks and the banks, to provide it, had to destroy the 8 billions of credit.

This loss, or destruction, of 8 billions of check¬-book money has been realized by few and seldom mentioned. There would have been big newspaper headlines if 8 thousand miles out of every 23 thousand miles of railway had been destroyed. Yet such a disaster would have been a small one compared with the destruction of 8 billions out of 23 billions of our main monetary highway. That destruction of 8 billion dollars of what the public counted on as their money was the chief sinister fact in the depression from which followed the two chief tragedies, unemployment and bankruptcies.

The public was forced to sacrifice 8 billion dollars out of 23 billions of the main circulating medium which would not have been sacrificed had the 100% system been in use. And, in that case, as we shall see in Chapter VII, there would have been no great depression.

This destruction of check-book money was not something natural and inevitable; it was due to a faulty system.

Under our present system, the banks create and destroy check-book money by granting, or calling, loans. When a bank grants me a $1,000 loan, and so adds $1,000 to my checking deposit, that $1,000 of "money I have in the bank" is new. It was freshly manufactured by the bank out of my loan and written by pen and ink on the stub of my check book and on the books of the bank.

As already noted, except for these pen and ink records, this "money" has no real physical existence. When later I repay the bank that $1,000, I take it out of my checking deposit, and that much circulating medium is destroyed on the stub of my check book and on the books of the bank. That is, it disappears altogether.

Thus our national circulating medium is now at the mercy of loan transactions of banks; and our thousands of checking banks are, in effect, so many irresponsible private mints.

What makes the trouble is the fact that the bank lends not money but merely a promise to furnish money on demand—money it does not possess. The banks can build upon their meager cash reserves an inverted pyramid of such "credits," that is, checkbook money, the volume of which can be inflated and deflated.

It is obvious that such a top-heavy system is dangerous—dangerous to depositors, dangerous to the banks, and above all dangerous to the millions of "innocent bystanders," the general public. In particular, when deflation results, the public is deprived of part of its essential circulating medium through which goods change hands.

There is little practical difference between permitting banks to issue these book credits which perform monetary service, and permitting them to issue paper currency as they did during the "wild cat bank note" period. It is essentially the same unsound practice.

Deposits are the modern equivalent of bank notes. But deposits may be created and destroyed invisibly, whereas bank notes have to be printed and cremated. If eight billion bank notes had been cremated between 1929 and 1933, the fact could scarcely have been overlooked.

As the system of checking accounts, or checkbook money, based chiefly on loans, spreads from the few countries now using it to the whole world, all its dangers will grow greater. As a consequence, future booms and depressions threaten to be worse than those of the past, unless the system is changed.

The dangers and other defects of the present system will be discussed at length in later chapters. But only a few sentences are needed to outline the proposed remedy, which is this:


The Proposal


Let the Government, through an especially created "Currency Commission," turn into cash enough of the assets of every commercial bank to increase the cash reserve of each bank up to 100% of its checking deposits. In other words, let the Government, through the Currency Commission, issue this money, and, with it, buy some of the bonds, notes, or other assets of the bank or lend it to the banks on those assets as security.1 Then all check-book money would have actual money— pocket-book money—behind it.

This new money (Commission Currency, or United States notes), would merely give an all-cash backing for the checking deposits and would, of itself, neither increase nor decrease the total circulating medium of the country. A bank which previously had $100,000,000 of deposits subject to check with only $10,000,000 of cash behind them (along with $90,000,000 in securities) would send these $90,000,000 of securities to the Currency Commission in return for $90,000,000 more cash, thus bringing its total cash reserve up to $100,000,000, or 100% of the deposits.

After this substitution of actual money for securities had been completed, the bank would be required to maintain permanently a cash reserve of 100% against its demand deposits. In other words, the demand deposits would literally be deposits, consisting of cash held in trust for the depositor.

Thus, the new money would, in effect, be tied up by the 100% reserve requirement.

The checking deposit department of the bank would become a mere storage warehouse for bearer money belonging to its depositors and would be given a separate corporate existence as a Check Bank. There would then be no practical distinction between the checking deposits and the reserve. The "money I have in the bank," as recorded on the stub of my check book, would literally be money and literally be in the bank (or near at hand). The bank's deposits could rise to $125,000,000 only if its cash also rose to $125,000,000, i.e. by depositors depositing $25,000,000 more cash, that is, taking that much out of their pockets or tills and putting it into the bank. And if deposits shrank it would mean that depositors withdrew some of their stored-up money, that is, taking it out of the bank and putting it into their pockets or tills. In neither case would there be any change in the total.

So far as this change to the 100% system would deprive the bank of earning assets and require it to substitute an increased amount of non-earning cash, the bank would be reimbursed through a service charge made to its depositors—or otherwise (as detailed in Chapter IX).

Advantages
The resulting advantages to the public would include the following:

1. There would be practically no more runs on commercial banks;
because 100% of the depositors' money would always be in the bank (or available) awaiting their orders. In practice, less money would be withdrawn than now; we all know of the frightened depositor who shouted to the bank teller, "If you haven't got my money, I want it; if you have, I don't."

2. There would be far fewer bank failures;
because the important creditors of a commercial bank who would be most likely to make it fail are its depositors, and these depositors would be 100% provided for.

3. The interest-bearing Government debt would be substantially reduced;
because a great part of the outstanding bonds of the Government would be taken over from the banks by the Currency Commission (representing the Government).

4. Our Monetary System would be simplified;
because there would be no longer any essential difference between pocket-book money and check-book money. All of our circulating medium, one hundred per cent of it, would be actual money.

5. Banking would be simplified;
at present, there is a confusion of ownership. When money is deposited in a checking account, the depositor still thinks of that money as his, though legally it is the bank's. The depositor owns no money in the bank; he is merely a creditor of the bank as a private corporation. Most of the "mystery" of banking would disappear as soon as a bank was no longer allowed to lend out money deposited by its customers, while, at the same time, these depositors were using that money as their money by drawing checks against it. "Mr. Dooley," the Will Rogers of his day, brought out the absurdity of this double use of money on demand deposit when he called a banker "a man who takes care of your money by lending it out to his friends."

In the future there would be a sharp distinction between checking deposits and savings deposits. Money put into a checking account would belong to the depositor, like any other safety deposit and would bear no interest. Money put into a savings account would have the same status as it has now. It would belong unequivocally to the bank. In exchange for this money the bank would give the right to repayment with interest, but no checking privilege. The savings depositor has simply bought an investment like an interest-bearing bond, and this investment would not require 100% cash behind it, any more than any other investment such as a bond or share of stock.

The reserve requirements for savings deposits need not necessarily be affected by the new system for checking deposits (although a strengthening of these requirements is desirable).

6. Great inflations and deflations would be eliminated;
because banks would be deprived of their present power virtually to mint checkbook money and to destroy it; that is, making loans would not inflate our circulating medium and calling loans would not deflate it. The volume of the checking deposits would not be affected any more than when any other sort of loans increased or decreased. These deposits would be part of the total actual money of the nation, and this total could not be affected by being lent from one person to another.

Even if depositors should withdraw all deposits at once, or should pay all their loans at once, or should default on all of them at once, the nation's volume of money would not be affected thereby. It would merely be redistributed. Its total would be controlled by its sole issuer—the Currency Commission (which could also be given powers to deal with hoarding and velocity, if desired).

7. Booms and depressions would be greatly mitigated;
because these are largely due to inflation and deflation.

8. Banker-management of industry would almost cease;
 because only in depressions can industries in general fall into the hands of bankers.

Of these eight advantages, the first two would apply chiefly to America, the land of bank runs and bank failures. The other six would apply to all countries having check-deposit banking. Advantages "6" and "7" are by far the most important, i. e. the cessation of inflation and deflation of our circulating medium and so the mitigation of booms and depressions in general and the elimination of great booms and depressions in particular.
Objections

Naturally, a new idea, or one which seems new, like this of a 100% system of money and banking, must and should run the gauntlet of criticism.

The questions which seem most likely to be asked by those who will have doubts about the 100% system are:

1. Would not the transition to the 100% system —the buying up of the assets with new money—immediately increase the circulating medium of the country and increase it greatly?
Not by a single dollar. It would merely make check-book money and pocket-book money completely interconvertible; char.es existing circulating deposits of imaginary money into circulating deposits of real money.

After the transition (and after the prescribed degree of reflation had been reached), the Currency Commission could increase the quantity of money by buying bonds, and could decrease it by selling, being restricted in each case by the obligation to maintain the prescribed price level or value of the dollar with reasonable accuracy.

But it is worth noting that the maintenance of 100% reserve and the maintenance of a stable price level are distinct; either could, conceivably, exist without the other.

2. Would there be any valuable assets "behind" the new money?
The day after the adoption of the 100% system there would be behind the new money transferable by check the very same assets— mostly government bonds—which had been behind the check-book money the day before, although these bonds would now be in the possession of the Currency Commission.

The idea is traditional that all money and deposits must have a "backing" in securities to serve as a safeguard against reckless inflation. Under the present system (which, for contrast, we are to call the "10% system"), whenever the depositor fears that his deposit cannot be paid in actual pocket-book money, the bank can (theoretically) sell the securities for money and use the money to pay the panicky depositor. Very well; under the 100% system there would be precisely the same backing in securities and the same possibility of selling the securities; but in addition there would be the credit of the United States Government. Finally, there would be no panicky depositor, fearful lest he could not convert his deposits into cash.

3. Would not the gold standard be lost?
No more than it is lost already! And no less. The position of gold could be exactly what it is now, its price to be fixed by the Government and its use to be confined chiefly to settling international balances.

Furthermore, a return to the kind of gold standard we had prior to 1933 could, if desired, be just as easily accomplished under the 100% system as now; in fact, under the 100% system, there would be a much better chance that the old-style gold standard, if restored, would operate as it was intended.

4. How would the banks get any money to lend?
Just as they usually do now, namely: (1) from their own money (their capital) ; (2) from the money received from customers and put into savings accounts (not subject to check); and (3) from the money repaid on maturing loans.

In the long run, there would probably be much more money lent; for there would be more savings created and so available for lending. But such an expansion of loans—a normal expansion generated by savings— would not necessarily involve any increase of money in circulation.

The only new limitation on bank loans would be a wholesome one; namely, that no money could be lent unless there was money to lend; that is, the banks could no longer overlending by manufacturing money out of thin air so as to cause inflation and a boom.

Besides the above three sources of loan funds (bank capital, savings, and repayments) , it would be possible for the Currency Commission to create new money and pass it on to the banks by buying more bonds. But this additional money would be limited by the fundamental requirement of preventing a rise of prices above the prescribed level, as measured by a suitable index number.

5. Would not the bankers be injured?
On the contrary,
(a) they would share in the general benefits to the country resulting from a sounder monetary system and a returned prosperity; in particular they would receive larger savings deposits;

(b) they would be reimbursed (by service charges or otherwise) for any loss of profits through tying up large reserves;

(c) they would be almost entirely freed from risk of future bank runs and failures.

The bankers will not soon forget what they suffered from their mob race for liquidity in 1931-33—each for himself and the devil take the hindmost. Such a mob movement would be impossible under the 100% system; for a 100% liquidity would be assured at all times and for each bank separately and independently of other banks.

6. Would the plan be a nationalization of money and banking?
Of money, yes; of banking, no.


In Conclusion

The 100% proposal is the opposite of radical. What it asks, in principle, is a return from the present extraordinary and ruinous system of lending the same money 8 or 10 times over, to the conservative safety-deposit system of the old gold-mints, before they began lending out improperly that was entrusted to them for safekeeping. It vas this abuse of trust which, after being accepted is standard practice, evolved into modern deposit banking. From the standpoint of public policy it is still an abuse, no longer an abuse of trust but an abuse of the loan and deposit functions.

England effected a reform and a partial return to the goldsmiths' system when, nearly a century ago, the Bank Act was passed, requiring a 100% reserve for all Bank of England notes issued beyond a certain minimum (as well as for the notes of all other note-issuing banks then existing).

Professor Frank D. Graham of Princeton, in a statement favoring the 100% money plan, says of President Adams that he "denounced the issuance of private bank notes as a fraud upon the public. He was supported in this view by all conservative opinion of his time."

Finally, why continue virtually to farm out to the banks for nothing a prerogative of Government? That prerogative is denned as follows in the Constitution of the United States (Article I, Section 8): "The Congress shall have power ... to coin money [and] regulate the value thereof." Virtually, if not literally, every checking bank coins money; and these banks, as a whole, regulate, control, or influence the value of all money.

Apologists for the present monetary system cannot justly claim that, under, the mob rule of thousands of little private mints, the system has worked well. If it had worked well, we would not recently have lost 8 billions out of 23 billions of our checkbook money.

If our bankers wish to retain the strictly banking function—loaning—which they can perform better than the Government, they should be ready to give back the strictly monetary function which they cannot perform as well as the Government. If they will see this and, for once, say "yes" instead of "no" to what may seem to them a new proposal, there will probably be no other important opposition.

In practice, this could be mostly "credit" on the books of the Commission, as very little tangible money would be called for—less even than at present so long as the Currency Commission stood ready to supply it on request.

CHAPTER II
OUTLINES FOR A STATUTE
Those who wish to study a proposed statute, drawn up in legal form, are referred to Appendix IV. There they will find a reprint of the bill sug​gested by Mr. Robert H. Hemphill, as an amend​ment to the Bank Act of 1935. Also Chapters IX and XI contain further discussions of this subject. The present Chapter is designed primarily for the general reader and is less technical.
There are various possible ways of enacting into law the principle of 100% money. All of them would require a Currency Commission, or some equivalent, such as the recently constituted Open Market Committee of the Federal Reserve Board (with some suitable changes). This Currency Commission (or equivalent) should be empowered to issue the money of the nation and, under some of the plans, to regulate it in accordance with a legal criterion of stabilization. The stabilization would be accomplished by open market operations, that is, buying and selling United States bonds and any other items made eligible, as well as gold and foreign exchange—also by changing the price of gold, silver and foreign exchange.
Fixed Total Supply
The first outline of a statute embodies the sim​plest possible 100% reserve plan.
It is followed by a brief description of com​promise plans, not quite so simple, but designed partly to occasion less disturbance in the status quo.
1.   Authorize and direct the Currency Commis​sion to issue new currency and to use this new money:
(a)   to purchase of the 12 Federal Reserve Banks sufficient United States bonds (or other eligible items) to provide each of these banks with a 100% reserve in actual physical money against all their demand liabilities;
(b)  to purchase from all other existing banks carrying checking accounts sufficient United States bonds to provide each bank with a simi​lar 100% reserve in actual money against such accounts;
(c)  to purchase from the general public Gov​ernment bonds sufficient to bring the total circulating medium of the nation (all in ac​tual money) up to a specified figure (such as 30 billion dollars).
2.   Thereafter, leave this total money supply un​changed.
The above two provisions—for reflation and for subsequent fixity of amount—cover the essentials of the 100% money plan in its simplest form—and a form more automatic, even, than the old-fash​ioned gold standard. For, after issuing and allo​cating the new money, the Currency Commission would have nothing further to do, so far as con​cerns the creation and destruction of money. Neither they nor the banks (at present the great disturbers of the money supply) nor any other agency would have the power to alter the nation's supply.
This plan should be implemented with two other requirements:
3.  Prohibit all substitutes for check-book money and all other evasions of this law (such as checks against savings deposits).
4.  Under suitable regulations, permit banks car​rying checking accounts to make warehouse and service charges, thus reimbursing them for any loss of earnings incurred by surren​dering earning assets.
It should go without saying—although it might be legally advisable to make it a specific declaration —that all banks carrying deposits subject to check would be required to treat these deposits as trust funds of money held for the depositors. The re​serves, instead of belonging to the bank, as they do now, would automatically become, on reaching 100%, identical with the deposits. This simplest version of the 100% plan may appeal to those who fear the discretionary feature of a “managed cur​rency”.
         But, in my opinion, the amount or supply of circulating medium should not be fixed so simply—once and for all time. With a growing population and growing business, it might lead to a harmful and progressive deflation.
In order to provide needed elasticity some con​tinuous management of the money supply would be necessary, though this management need not require any more discretion than the discretion of a chauffeur who is ordered to drive a definite, pre​scribed course.
Fixed Per Capita Supply
For instance, if we wish, not a fixed total amount of circulation, but a fixed per capitaamount, the Currency Commission would be authorized and directed continually to buy and sell (usually buy) bonds and other eligibles in order to keep the money supply in pace with population.
In order to obtain and maintain such a fixed per capita amount of money the only change needed in the four provisions above formulated would be to replace the second ("thereafter, leave this total money supply unchanged") by:
2. Thereafter, purchase securities (from banks or public) whenever the per capita supply of money falls below a stipulated figure (such as $250) until that figure is again reached and, reversely, sell whenever the per capita supply rises above that figure.

Fixing Purchasing Power
If we wish, as our criterion, neither a fixed total supply nor a fixed per capita supply of money but a fixed purchasing power of the dollar—that is, a fixed price level as measured by some official index number—exactly the same procedure would apply as in the last case. The Currency Commission would be required:
2. to buy securities when the index is below the official par and to sell when above.
This last is, of course, precisely what Sweden has been doing through her Riksbank ever since Sep​tember 1931 in connection with suitable adjust​ments in the price of gold and foreign exchange. Her success in keeping almost constant her official index number (an index of the internal cost of living), thereby also keeping almost constant its reciprocal, the purchasing power of the krona, is the most convincing answer to those who fear cur​rency management, especially as Sweden has been foremost in recovering from depression.
Other Criteria
There are, of course, numerous other criteria which are possible (see Chapter VI). To all of them the same technique of management applies. That is, the Currency Commission would increase or to do what Sweden has done: fix the monetary unit in terms of the cost of living.
To be most efficient, the Currency Commission should have no other function than the regulation of the value of the dollar.
Nevertheless, as the reader will note and as is emphasized elsewhere in this book, the question of what criterion to use in managing the nation's money is really separate from the question of whether or not to have a 100% reserve. The cri​terion of stability does not directly concern us in this book.
It would greatly simplify the problem of money in the mind of the general public to separate it entirely from that of loan banking, exactly as the Issue Department of the Bank of England was sep​arated in 1844 from the Banking Department. Each commercial bank should be thus split into two, a Check Bank and a Loan Bank.
Compromise Forms
So much for the simpler plans, but the simplest way to accomplish a purpose is not always the best nor politically the most practical. For instance, the retirement of existing money which, from the standpoint of simplicity would be desirable, would in practice be fiercely resisted. This would be true of our silver certificates and of the useless silver now "behind" them, as well as of the Treasury notes, the greenbacks, and the Federal Reserve notes.
Fortunately, there is no urgent practical need of abolishing any part of our thirteen[1] sorts of circulating media, however awkward and super​fluous many of them are. The only important re​quirement is to regulate the demand deposits.
Even if, in our 100% plan, we used only paper money, we would not need so much of it as aboveprovided for. The reserves behind the deposits of the public  in member banks could consist notwholly of this actual paper money but chiefly of "credit" or demand deposits held by those memberbanks in Federal Reserve Banks, so long as the total were kept equal to 100% of the public's checking deposits. It would be (to trace backward) as if the member banks originally- had possessed the actual money in their own vaults and had then, for safety, redeposited most of it in the Federal Reserve vaults. Nor would it even be necessary to have all this money in the Federal Reserve vaults so long as it was available somewhere. In fact, it would not even be necessary to have all of it printed and extant— certainly not actually signed—so long as the Bu​reau of Engraving stood ready to supply it promptly on request. Canadian banks are allowed to have unsigned bank notes on hand ready to be converted, when authorized, into actual money by a stroke of the pen.
Under such a regime, the reserves of member banks could remain in the form of credit as now and not become actual money.
Like the Bank of England
Furthermore, we would not have to keep all the 100% reserve in the form, of either money or credit. To lessen the opposition of bankers, we could allow part of the reserve—in fact the bulk of it—to remain in the form of Government bonds (or other eligibles) in the vaults of the banks, pro​vided, however, these bonds or other eligibles were made convertible into money or Federal Reserve credit on demand of a member bank; and also provided that the total reserve, that is, the total of the bonds and the money, should not exceed in value the total check-book money required under the criterion adopted.
As a result, demand deposits would merely be​come a trust fund, invested partly in "cash" and partly in Government bonds, exactly as was re​quired by President Roosevelt in 1933 in the case of the new deposits in reopened and "restricted" banks. In principle, this mixed reserve system would also be like the English provision for Bank of England notes. These are backed 100%, partly by "cash" (Government paper money) and partly by (a fixed amount of) Government securities. In fact, the 100% plan for Bank of England notes adopted in 1844 seems to have been arrived at as a compromise, an effort to avoid the opposition of bankers by disturbing, the 1844 status quo as little as possible.
With these provisions it would be found that the inauguration of the 100% system would scarcely cause any disturbance in the status quo today, since most banks already have substantially 100% be​hind their demand deposits, if Government bonds be counted in. There would only be a slight change in the status of these bonds-—namely, they would be made convertible into cash and their total amount would be limited.
But, for simplicity of exposition, the following chapters ignore any such practical compromises and assume a literal 100% reserve in actual money, the bonds having been bought outright by the Currency Commission.[2]


[1] Namely: (1) gold; (2) gold certificates; (3) silver dol​lars; (4) silver certificates; (5) U. S. notes or greenbacks; (6) currency (greenback) certificates; (7) Treasury notes; (8) National Bank notes; (9) Federal Reserve notes; (10) Federal Reserve Bank notes; (11) subsidiary silver; (12) minor coins; (13) deposits subject to check. Of these, items O). (6), (7), (8), (11), (12) could be let alone entirely. If we retain the gold standard (items [1] and [2] ), the President or other authority would have to make occasional changes in the price of gold. Some similar regulations would be required as to (3) and (4), concerning silver. The best way to treat (10) would seem to be to stereotype the amount now outstanding just as, sixty years ago, we stereotyped (5). This leaves (9) (Federal Reserve notes) to serve as the "Com​mission Currency" above mentioned and to be varied in amount as required to maintain the right total of the circulating medium. The reserve behind (13) could consist of any lawful money whatever, from among the twelve sorts of pocket-book money.
[2] Since the above was written, Professor James W. Angell has proposed a version of the 100% plan (see Appendix V).
Chapter III
THE RESERVE PROBLEM
The Bank of Amsterdam and the Old 100% System
The two preceding chapters have briefly out​lined the proposal for a 100% reserve against checking deposits—Chapter I for the layman in general, and Chapter II for the legislator in par​ticular.
Many will want further explanations. Parts II and III are presented for that purpose. This chap​ter is devoted to the reserve problem in its relation to the principles and history of banking.
The very earliest banking system seems to have been a 100% system. It originated in the custom of depositing gold and other valuables for safe​keeping with goldsmiths or with others having fa​cilities for safety deposit. The gold and other valu​ables thus deposited were transferred through paper evidences called "bank money," which were, in effect, checks. As long as 100% of the gold was kept in vault, this old system was evidently a 100% money system, much like that here proposed. It began to change when some of the gold was lent out. In England, this change occurred about the year 1645.
The Bank of Amsterdam (owned by the City of Amsterdam) began in the same way and made the same change of policy at about the same time. Of this bank the late Professor Charles F. Dunbar of Harvard University said:
"It is clear that the original theory of the bank as a bank of deposit did not contemplate lending as one of its functions. Established without a capital, it was un​derstood, both by the ordinance which created it and by the public, to have actually in its vaults the whole amount of specie for which bank money was at any time outstanding."[1]
The lending function developed gradually and surreptitiously. It was an abuse, made easy by the fact that no public reports were required of the bank. Professor Dunbar says:
"How completely the transactions and conditions of the bank were kept in secret is shown by the general ignorance which prevailed as to the real extent of its business." [2]
"At intervals, for the last century of the existence of the bank, doubts were raised as to the actual presence of all the specie represented by the bank money, but these appear to have been easily satisfied, or dismissed as unimportant, although it is now certain that, in some cases at least, they were well founded."[3]
"It does not appear, however, that serious alarm was felt as to the safety of the bank before the disclosures of 1790 and 1791."[4]
The bank then failed "after a career of 182 years." It was found that it had lent money to the City of Amsterdam, replacing the cash loaned with public obligations deposited by the City, and that this practice "had existed for not far from a cen​tury and a half" without the knowledge of the public.
"For generations the peculiar constitution of the bank had enabled the administration to hide this guilty secret and to stifle suspicion. A system of banking of great utility, under which, with a faithful management, fail​ure was impossible, thus ended in discredit and ruin, from a lack of any public knowledge of the real condi​tion of affairs, and of any responsibility of the managers to public opinion."[5]
For our present purposes the only important difference between the abuse which ultimately wrecked the Bank of Amsterdam and the modern way of lending depositors’ money (which has nearly wrecked capitalistic civilization) is that the modern system is not secret but is practiced openly, with the consent of all concerned, and is supposedly safeguarded by legal or other restrictions, espe​cially as to the reserves. These restrictions are ex​tremely complicated, as everyone knows who has pored over our voluminous banking laws, includ​ing the Glass Banking Act of 1934 and the Omni​bus Banking Act of 193 5. They are mostly efforts to remedy defects in our banking system traceable to the lack of a full 100% reserve. Most of them would be dispensed with the instant 100% reserves were provided.
Lending Reserves Ten Times Over
Under the present, or 10% system, the cash is lent not once but over and over again. The follow​ing is a simplified imaginary illustration of the process by which this is done, resulting in the mod​ern intimate tie between deposits and loans—a tie far more intimate than that which wrecked the Bank of Amsterdam.
On, say, June 1 a bank is started—the only one, let us suppose, in the community—with one million dollars of capital consisting of actual money in vault. This bank then proceeds to lend this money. The first customer borrows, say, $10,000, giving his promissory note. The $10,000 of actual money is, let us suppose, actually pushed through the tel​ler's window to the customer; but the customer immediately pushes it back again, that is, "de​posits" it. The same is done by other customers so that, by the end of the day, the whole million has been lent out and redeposited.
Thus far the bank has lent only its own capital to its customers; and its customers, after receiving it (the million dollars), have redeposited it.
These customers now think of it as their money. And, at this stage, it practically, though not legally, is their money rather than the bank's; for they are secured by a 100% reserve against the million dol​lars of deposits recorded on the stubs of their check books.
Our imaginary bank, then, has one million of deposits (which are its liabilities due to the deposi​tors) and it has assets of two millions—one million consisting of deposited cash, the other consisting of promissory notes.
If the cash can be called the property of the de​positors, the promissory notes must be considered as the property of the bank. It is true that legally both millions belong to the bank, butpractically> as just indicated, the former—the million of cash in vault—belongs to the depositors. It may be thought of as, in effect, held in trust for them, by the bank.
The depositors can, by check, shuffle about, from person to person, their respective shares in this mil​lion dollars, in payment for groceries and every​thing else for which checks customarily circulate. So far, the situation is almost exactly like that of the old Bank of Amsterdam before the period of its secret manipulation.
On June 2, the same thing happens as on June 1. That is, the bank proceeds to loan out actual money from its vaults to the second day's borrowers—the very same million dollars, the million which prac​tically belonged to yesterday's depositors, though legally to the bank; and then these borrowers of today, like those of yesterday, as fast as they get it, redeposit that money—the same million dollars. At the end of the day there are bank liabilities of two millions (recorded as cash on the stubs of check books) and assets of three millions—namely, one million of cash and two millions of promissory notes representing the two days' loans.
Here the danger has begun. The deposits are now two millions but the assets, though they are three millions, include only one million of cash. The bank has done what the Bank of Amsterdam did surrep​titiously, replaced cash with promissory notes. Half of the deposits are now backed by these promissory notes. Yet the two millions of deposits count for cash so far as the depositors are concerned. They have on the stubs of their check books a total of two million dollars, and call all of it their "cash in bank"; they circulate this entire two millions by check, just as if it were real pocket-book money, turning it over, according to estimates, at about the rate of once a fortnight.
The bank is no longer in the position of a mere custodian. It has assumed a more serious responsi​bility—that of furnishing cash which it does not possess. It is in the position of a person who has sold a commodity short. It trusts to good manage​ment (and to good luck) to get that commodity, cash, when needed. As already noted, legally the million of cash, as well as all the other assets, be​longs to the bank. The depositors' ownership of two millions of "cash in bank" has become a fiction. It is not even there in trust. It is not there at all. The depositors do not own two millions of cash, although ordinarily they think they do and their books say so. All they really own is the right to demand cash—two millions of it.
By allowing the second set of depositors to circu​late by check what is not real money, the bank has, in effect, manufactured (by mere promises to fur​nish cash on demand) a million dollars of new cir​culating medium. Each dollar of the deposits is a mere promise to furnish a dollar on the demand of the depositor. These promises to pay its depositors instantly are made partly on the strength of the counter-promises of the borrowers to pay the bank sometime. These latter, the promissory notes of the depositors, are the basis for half their deposits, the other half being backed by the solitary million of cash.
On June 3 the bank lends out that solitary one million of cash for the third time and again re​ceives it back as the borrowers redeposit it.
In practice, of course, the cash seldom really passes through the teller's window and back again, but simply stays undisturbed in the vaults. All that usually happens is that the depositors are told to record the successive "deposits"—the proceeds of loans—on the stubs of their check books, and each is assured that he may feel safe in drawing checks against it up to the full amount of hisparticular deposit.
On June 4, the million is lent and deposited a fourth time; on June 5, a fifth time; and so on, until June 10, inclusive, when the deposits become $10,000,000 while the cash is still $1,000,000 (and the promissory notes are $10,000,000). Then (if the bank hasn't stopped earlier) the law steps in— the legal limit of 10 per cent reserve has been reached.[6]
The legal reserve requirement in the United States is not uniformly 10%, but, for convenience, the whole of our present system, that of short re​serves, will hereafter be referred to as the “10% system" as already stated.
Cash Which Is Not Cash
Most deposits are created in the curious way just described—by lending. Sometimes a little actual cash passes through the teller's window in one di​rection or the other—is borrowed and actually withdrawn, as for a payroll, or is deposited, as by a retail store which does a cash business. But typi​cally and for the most part, checking deposits are manufactured out of loans, as in the imaginary example. In other words, some nine-tenths of the depositors’ deposits can be made out of their own promises, with the help of the bank.
Besides loans (promissory notes) and cash, the assets of the bank usually include "investments" such as bonds. The above principles apply to these investments just as to the loans; that is, a bank may buy bonds, say from investment firms, by merely granting deposits, that is "extending credit" to those firms without the use of any cash at all, ex​actly as when it grants loans. The result is that the checking deposits are increased by increased invest​ments, just as by increased loans—and so by in​creased loans and investments taken together. Also, of course, deposits are decreased by decreased investments, by decreased loans and by decreased loans and investments taken together.
Loans (and investments) will be considered in Chapter V. Here what interests us chiefly is the checking deposits—the alleged "cash in bank," or what has been called check-book money—and the extent to which this "cash" is not really cash.
As already said, each depositor still calls his "de​posit" his "cash in bank." But the only justifica​tion for this is that he feels sure he can get "his" cash when he wants it—and so he can, provided not too many others want to draw out "their" cash at the same time, or provided sufficient cash is de​posited by others. As long as the bank can thus sup​ply all the cash the depositors call for, the $10,000,000 of deposits can circulate by check as merrily as if there was really that much money behind them. Checks which pass from one depositor to an​other within the same bank simply transfer de​posits—rights to demand cash—without any of the cash in vaults being touched; and, as between de​positors in different banks, the checks largely cancel each other through the clearing house; so that, both as between depositors in the given bank and as be​tween depositors in different banks, Little cash is required—in fair weather.
Thus, being largely exempt (in fair weather) from large calls for cash, our illustrative bank has been able to perform a miracle. It has made $10,000,000 grow where $1,000,000 grew before. That is, it has inflated the circulating medium. It has manufactured $9,000,000 out of promissory notes or debts. This "money" is called by various names, all of which have practically the same meaning: "credit," "credit currency," "deposit currency," "cash in bank," "the money I have in the bank," "demand deposits," "deposits subject to check," "checking deposits," In Chapter I, it has been called "check-book money."
With a 10% reserve, only 10% of the check​book money can properly be called real deposits of money. The other 90% of check-book money is a synthetic substitute for pocket-book money, cre​ated by a sort of sleight-of-hand. The customer thinks he has obtained a loan of pre-existing money of the bank and then deposited that money. He does not see that the "money" he deposited was, in effect, created by the bank out of his loan itself —his own debt. He has helped the bank manufac​ture money and this manufacture of money con​cerns not only himself and the bank but the whole nation exactly as a gold miner’s manufacture of money when he takes his gold to the mint concerns the whole nation.
Destroying "Check-Book Money"
Not only can the commercial banks create such synthetic money; they can also destroy it, simply by reversing the above process. Take the first customer who, on June 1, borrowed $10,000 By Sep​tember 1, after using it in trade, that is, expending it for labor, materials, equipment, he has earned thereby $10,000, together with a profit, and de​posited this intake (chiefly in the form of checks) .
He now pays his note of $10,000 by a check which he draws on the bank against his deposit, in the bank. This payment destroys that much ($10,000) of the circulating medium of the United States; for it reduces by $10,000 the balance on the stub of his check book and does not increase anybody else's check-book balance. The deposits shrink by $10,000, as do the loans also.
That is to say, just as check-book money is man​ufactured by loans incurred, so check-book money is destroyed by loans paid. In both cases the public interest is affected.
This is the basis of the statement in Chapter I that banks are virtually private mints. However, Mr. Edmund Piatt, former Vice-Governor of the Federal Reserve Board, reminds us[7] that it takes two to make a loan. "The banks are powerless," he says, "if because of lack of confidence or for any other reason borrowers fail to come forward." This is perfectly true, but all the more unfortunate, for it shows our circulating medium to be at the mercy not merely of 14,000 private mints but also of millions of individual borrowers; and Mr. Piatt quotes the English economist Keynes as saying that it is "most unfortunate that depositors should be able to take the initiative in changing the volume of the community's money."
But the important point is that it is the 10% banking system which gives these two parties, the bank and the borrower, the power to inflate and deflate the circulating medium—an unintended power which attaches unnatural and nation-wide consequences to an otherwise innocent transaction.
Banking on a Shoe String
If the two parties, instead of being a bank and an individual, were an individual and an individual, they could not inflate the circulating medium by a loan transaction, for the simple reason that the lender could not lend what he didn't have, as banks can and do. An individual cannot lend $10 from his pocket unless there is that much money in his pocket to lend. And if he lends it, it is no longer in his pocket. He cannot keep $10 in his pocket while lending it successively to ten different people, merely promising each person to furnish on de​mand the $10 lent. But if he incorporates himself into a commercial bank (and is the only bank in the community) he can do this very thing—he can hold ten notes aggregating, say $100,000 and ex​pect the borrowers to keep circulating the $100,-000 ($90,000 of which is imaginary) by drawing checks against him, while he trusts to luck that they will never cash more than $10,000 of these checks at one time.
Only commercial banks and trust companies can lend money which they manufacture by lending it. The savings bank does not create its deposits. It lends the funds deposited in it.
And by the same token, two individuals cannot deflate the circulating medium by liquidating; neither can a savings bank and an individual.
What about the danger to the banks themselves?
Just because the commercial banks and trust companies are always carrying a vast and varying volume of "credit" or check-book money on a small cash basis, they find themselves in a predica​ment like that of a teamster carrying an enormous load of hay on a very small and narrow wagon. On a smooth road all goes well; but not when the road is rough.
The Essential Defects of the 10% System
There is irony, unconscious or not, in the "con​servative" banker advising his customers not to pyramid; not to do business on a shoe string; not to speculate with other people's money; not to sell short.
A banker of wide experience, which made him a believer in the 100% plan, said to me, "No real business man would think of running his business with such a balance sheet as that of an ordinary commercial bank, and if he tried it, no commercial bank would lend him any money. If you don't believe it, try it with any commercial bank. Take its own balance sheet disguised enough to apply to a business and ask the loan officer of that bank how much credit he would extend to a concern with demand liabilities ten times its cash, and its assets largely frozen even when nominally quick or liquid!"
Granted that such banks can escape shipwreck in fair weather or, in England and Canada, even in foul weather, they save themselves only by injuring the public; that is, by deflating the circulat​ing medium. So that not only would the banker refuse to sanction his business customers' doing busi​ness on so small a shoe string as that which he him​self uses but he is even less justified than the cus​tomers in doing business on a shoe string; or rather we are less justified in permitting the banker such dangerous practices. For a shaky bank reserve shakes the whole business structure. Through in​flation and deflation the 10% system hurts us all, including the innocent bystander.
As is well said in a memorandum written by some of the economists of the University of Chicago favoring the 100% system, "If some malevolent genius had sought to aggravate the affliction of business-and-employment cycles, he could hardly have done better than to establish a system of pri​vate deposit banks in the present form."
The smallness of the reserve and, growing out of that, the connection between checking deposits and loans, constitute the great defects in our present banking   system.  These, and their fatal consequences, may be summarized in the following four propositions which will be discussed more fully in Chapter VII:
(1)   The 10% system ties check-book money to bank loans (and investments).
(2)   This system and this tie-up result in runs and failures.
(3)   They also result in the inflation and defla​tion of our chief "money" ("check-book money") according as bank loans (and in​vestments) are inflated or deflated.
(4)   Inflation and deflation of bank loans and so of "check-book money" are largely re​sponsible for great booms and depressions.
Putting these four propositions together, we are justified in saying that the 10% system of banking is a major aggravating factor in such terrible ca​lamities as we have recently experienced.
The Federal Reserve System as Remedy
The Federal Reserve System was established in 1914 to remedy some (not all) of the faults in this 10% system in the United States.
In the Federal Reserve System there are 12 dis​tricts, each with one central bank (the Federal Reserve Bank of the district) and a group of so-called "member banks." The business public of a given district borrows of, and deposits in, the mem​ber banks; the member banks borrow of, and de​posit in, the Federal Reserve Bank. Moreover, the deposits of the member banks kept in the Reserve Bank constitute the reserves of the member banks. That is, today the banks with which we deal need, themselves, keep no cash reserves at all! They need only keep credit reserves, i. e. the promises of the Federal Reserve Bank to furnish cash on demand. These reserves are required by law, according to the location of the member bank, to be equal to at least 7 per cent, 10 per cent, or 13 per cent of the deposits of the public in the member banks. The law also requires the Federal Reserve Bank to keep a 35 per cent reserve against the member bank deposits. Only this reserve—the reserve kept by the Reserve Bank—must be in cash or bearer money. "Lawful money" is the statutory expression. Thus, in a small town, a bank with checking deposits of $100,000 must keep a reserve of 7% or $7,000, all of which is deposited in the Federal Reserve Bank. Behind this deposit, in turn, the latter bank must keep a 35% reserve, or $2,450, in actual cash. This is 2,5% cash behind the $100,000 deposits held by the public, or about 2,5%. In short, in small towns, the checking deposits need have a cash re​serve of only 2,5% (i. e. 35% of 7%). Similarly a bank in a middle sized town with $100,000 de​posits must keep as reserve $10,000 of deposits in the Federal Reserve Bank which, in turn, keeps as reserve $3,500 cash or 3,5% of the $100,000. For the large towns, the cash requirement works out at 35% of 13%, or about 3,5%; that is, $4,500 cash behind $100,000 checking deposits.
Our American check-deposit system, therefore, which we call in this book a “10%'” system is much worse than a literal 10% system. Under our Federal Reserve laws it is really a 2,5%, 3,5%, and  4,5% system! Moreover, it is, in respect to reserves, worse than it was before the Federal Reserve System was



(One billion cash supporting thirty billion check​ing deposits. This is top-heavy and unstable so that the check-book money can shrink to 3 billions (or theoretically even to 1) and then expand again. Under the 100% system the base would be as broad as the top.)
established. The idea then was to make bank re​serves safer by pooling them. But this added ele​ment of safety was afterward neutralized by weak​ening the reserve requirements. This weakening was objected to by some bankers, including Mr. Hemp​hill of the Federal Reserve Bank of Atlanta. He would have changed the reserve requirements in the opposite direction.
A member bank may create a part of its reserve by "rediscounting." That is, after a customer has his note discounted by a member bank, the mem​ber bank may have it rediscounted by the Federal Reserve Bank, Also, if the member bank sells se​curities to the Federal Reserve Bank, it may leave the purchase money on deposit in the Federal Re​serve Bank and thus increase the member bank's reserve.
Moreover, the Federal Reserve Bank may ini​tiate or influence these transactions and so cause the member banks to increase or decrease their re​serves; that is, the Reserve Bank may:
(1)   raise or lower its rediscount rates;
(2)  buy securities of, or sell securities to, the member banks. This second expedient (i. e. buying or selling) constitutes what is called "open market operations."
These two devices can theoretically be used, and have been used, to meet the dangers of the 10% system—the danger of runs and failures and the danger of inflation and deflation.
Yet, under the Federal Reserve System, we have had worse failures and also worse inflations and deflations than we had before that system was in​troduced! Until it happened, no one imagined pos​sible such a sudden, sharp, and great deflation as that of 1920. And that which came a decade later was worse.
The recent attempts to reform, or “restore” the Federal Reserve System, merely by regulating the kinds of loans, miss the main point. It is of com​paratively little consequence what kinds of loans are permitted. The important point is the inade​quacy of the reserves.
The essential trouble is that American banking has been trying to do the business of the country on a shoe string of real money.
A Record of See-Saw in the Reserves
Thus the whole history of banking seems to have been a see-saw in reserve requirements. There has been a cycle of abuse, remedy, evasion. The indi​vidual banker is tempted by the lure of profits to reduce his "idle" reserves; the law then applies, as remedy, higher reserves or consolidation of re​serves; the banker responds by finding a way to evade these safeguards, which brings us back to the original abuses in some new form.
For instance, beginning several centuries ago with the full 100% reserves of the goldsmiths and the first deposit banks, bankers, in order to use the "idle" gold, "progressed" to the "free" or wild cat banking of a century ago, due largely in America to state bank notes being inadequately secured. This abuse was remedied in America, as far as our state bank note problem was concerned, by taxing state bank notes out of existence and substituting Na​tional Bank notes, better secured under Govern​ment auspices and safeguards. Later we added the Federal Reserve notes, which are ostensibly Gov​ernment obligations.
In England, the same sort of abuse (though less in degree) was better solved. In 1844, the Bank of England, through a great statesman, Sir Robert Peel—following earlier recommendations of the banker-economist, Ricardo8—was required to re​vert, in part at least, to the 100% reserve system,
While the early abuses related to bank notes re​deemable in gold, the later abuses related, and still relate, to deposits redeemable in lawful money. But the trouble has almost always been the same—re​serves inadequate to prevent inflation and deflation of our circulating medium.
Short bank reserves are always a menace.
Check-Book Money Has Escaped the Reserve Restrictions on Notes
In England the inadequacy of reserves against notes had scarcely been remedied in 1844 when it reappeared in the form of inadequacy of reserves against deposits. When Sir Robert Peel applied es​sentially a 100% principle to a part of the English note issue, checking deposits had not yet become a problem. They scarcely existed. But they speedily became a problem through the same abuse which had previously made bank notes a problem. True, the banks could no longer print and loan to their customers ill-secured bank notes, but they could furnish them with ill-secured bank deposits, or check-book money, a synthetic substitute for money, and this quasi-money could circulate by handwritten checks almost as freely as the older form of money circulated by printed notes.
Instinctively, checking deposits were resorted to by the banks as a way of circumventing the re​strictions on note issues. This modern deposit peril thus takes the place of the old bank-note peril. From the standpoint of public policy, the modern form deserves, even more than the ancient form, the opprobrious epithet, "wild cat banking."
The growth of this peril has been particularly insidious because checking deposits were at first associated in men's minds with time "deposits" and savings "deposits" (which are not used as a circu​lating medium) rather than with bank notes to which checking deposits are more analogous. It is true that a check is not "lawful money" nor legal tender. It does not circulate from hand to hand except with the special consent of the person re​ceiving it. It is, therefore, not—like a National Bank note—of equal use to any and every bearer.
But this very fact (that it is not bearer money) is a large part of the trouble; for it conceals the essentially monetary status of bank deposits sub​ject to check. While the average depositor imagines he has "cash in the bank," bankers know that this "cash" is really only "credit," that is, a debt of the bank to the depositor. The result is that we men​tally play fast and loose with "cash" as money and "cash" as credit. Now you see it and now you don't! This explains why so few today realize that the destruction of 8 billions of check-book money was a major cause of this depression.
Had it been realized more fully and more promptly that checking deposits are virtually money, they would long since have been treated as such. Yet, even when the Federal Reserve System was established, and established for the very pur​pose of making reserves more effective, the prob​lem of regulating reserves against deposits was, rel​atively neglected. The result has been that, under the Federal Reserve Act, notes iqtust be backed by a 40% reserve (and all in gold or gold certificates), while the demand deposits, as already indicated, need be backed by only 2,5%, 3,5% and 4,5%—not necessarily in gold, but merely in "lawful money."
The Present Reserve Problem
This quasi-money (checking deposits) has now come to constitute our principal circulating me​dium, while bank notes now furnish-merely our small change, so to speak. The Annual Report of the Federal Reserve Bank of New York for the year ended December 31, 1933 (pp. 18-19), says:
". . . the importance of currency in the money sup​ply of the United States had been declining almost with​out interruption for more than fifty years prior to 1930, while the importance of bank deposits as a means of payment had been steadily rising. In 1873 and 1874 the amount of currency outstanding was approximately equal to the total deposits in all commercial banks. By 1880 the ratio of currency to deposits had dropped be​low 50 per cent, by 1910 to less than 25 per cent, and in 1930 to about 10 per cent. Subsequently the ratio has increased to around 18 per cent, due partly to an in​crease in currency outstanding as a result of hoarding, and partly to the rapid shrinkage in bank deposits be​tween 1930 and 1933." [1]
Separate statistics for individual deposits subject to check without notice were not even available until, at my suggestion, the Aldrich Commission dug them out, at great expense, from the then un​published records of the office of the Controller of the Currency. This was in 1910 when those sta​tistics were wanted for filling out what I called the "equation of exchange." [2] Since then (though with some ambiguities) such statistics have been pub​lished regularly. Yet, only a few years ago, a Gov​ernor of the Federal Reserve Board admitted that he did not even know of their existence, to say nothing of their significance. So careful have we been in regulating and watching "currency," or pocket-book money, and so careless in regulating and watching check-book money!
Deposits Need Reserves More Than Notes Do
Check-book money really needs big reserves be​hind it much more than pocket-book money does, both because it is usually some six or seven times as large in volume and because check-book money is not bearer money. On their merits, the contrast be​tween 2,5%, 3,5% and 4,5% minimum reserves for deposits and the 40% minimum reserve for Federal Reserve notes ought to be reversed, because (for one thing) there is less practical need of re​deeming Federal Reserve notes than of redeeming deposits. The notes are real money capable of circu​lating generally from hand to hand so that their redemption merely means substituting one form of real money for another. But the deposits are not real money—are not capable of circulating gener​ally from hand to hand. Every day someone needs to substitute real money for them, as in "cashing a check" for a payroll.
Consequently, if 2,5% or 4,5% is an adequate reserve for deposits, 1% or 2% ought to suffice for Federal Reserve notes. Or if 40% is necessary for the notes, much more than 40% ought to be re​quired for deposits. The reason why the two reserve requirements are so inconsistent is doubtless to be found in ancient history. Bank notes had been sub​ject to long abused wild-cat banking"—the memory of which now deters the bankers from exploit​ing notes; but deposits have behind them no such history or memory. So deposits are exploited by the bankers of today as their forefathers exploited notes. The present depression is the logical result.
But the chief reason why, for deposit currency, a 100% reserve requirement is needed is to be found in the fluctuations in the quantity of money under our present system. This does not apply in the same way to reserves behind bank notes. Printed bank notes after redemption still exist and can be put back into circulation. But the pen-and-ink check-book money, when redeemed, no longer ex​ists at all and so cannot be reissued until the bank can make a new loan or investment. Under the 100% system, the dependence of our volume of circulating medium on loans would cease. This is the essential merit of the 100% system; and the quest for non-dependence of money on loans was what started the present writer on the 100% sys​tem. A congressman had asked him: "Can't you find a system such that to have the money of the Nation adequate does not require somebody to swap debts at a bank?"
The foregoing, in brief, are the reasons why our modern reserve problem as to bank deposits is so much more serious than was the ancient reserve problem as to bank notes.
Among the few efforts to meet this modern problem of reserves—of how to accomplish the interconvertibility   of   check-book   money and pocket-book money—was the effort made by Can​ada under the Act of June 28, 1934. Under that act, any bank in Canada may, with certain restric​tions, lodge with its branches surplus supplies of its own notes which are then held in safekeeping to be used for emergency redemption of deposits. This is not the 100% system, but it is a step in that direction. The same law also provides that notes of a Canadian bank, issued beyond a certain point, must be backed 100% by government currency. This is analogous to the Bank of England 100% provision, and even more analogous to the proposals of this book.
We have seen an age-long see-saw between ade​quate and inadequate reserves. The inadequacy is now at its worst. Our 100% principle, already par​tially invoked, would, if invoked fully, put an end to the see-saw altogether.
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CHAPTER IV
HOW THE 100% SYSTEM WOULD WORK
AS TO DEPOSITS
Introduction
Modern banking includes four chief functions: first, money changing, as exemplified by the busi​ness of foreign exchange; second, the issuance of bank notes; third, check-deposit banking, which provides facilities to depositors for payment by check; fourth, borrowing, loaning, and investing generally. Many banks in the United States do all four sorts of banking; some, such as investment banks, savings banks, and trust companies, empha​size one function more than another; "commer​cial" banks emphasize short term loans and check​ing deposits.
It is clear that money changing would not be greatly affected by the 100% system, so that it need not be discussed here. As to note issue, the 100% system could be applied to notes, just as to de​posits.[1]
Check-deposit banking will be considered in this chapter, and loaning in the next. Check-deposit banking would be so simple and easily understood under the 100% system as to require no special banking talent. The money subject to check would, as elsewhere stated, be kept in a separate "Check Bank" which would be a department of the orig​inal bank, or affiliated with it. Each original com​mercial bank would thus be split into a Check Bank or Department and a Loan-and-Investment Bank or Department.
The Loan Department, could, of course, like any other depositor, deposit its own cash in the check bank or department, and draw out this cash or transfer it by check.
The process by which the Currency Commission would bring all reserves of checking deposits up to 100% has already been described, namely, by buy​ing some of the banks' non-cash assets and paying for them with credits on the books of the Cur​rency Commission.
The Commission could best do this through the Federal Reserve Banks, as its agents in dealing with member banks. As already stated, it would also, and in the same way, provide the Federal Reserve Banks themselves with a 100% reserve.
In what follows, we shall, merely for simplicity of exposition, ignore banks outside the Federal Re​serve System, of whatever sort. (We shall also ig​nore the money now issued by, and the money and bank deposits belonging to, the United States Treasury.)
The First Day After the 100% System Is Installed
 the transition to the 100% system, what would be the picture of our banking system? It would now have three stages or strata: thousands of member banks, twelve Federal Reserve Banks, and the Currency Commission at the top.
Let us, for convenience, suppose that the new system was installed all at once, overnight. The day after the transition, there would be outstand​ing precisely the same loans, the same deposits, and the same total of public circulating medium as the day before; there would also be the same assets, but the non-cash assets would be differently distributed. Of these non-cash assets the Currency Commission would now hold some which had previously been held by the Federal Reserve Banks and member banks; and the Federal Reserve Banks would hold some which had been previously held by the mem​ber banks.
Thus, there would be varying shifts of assets up-stream, either two stages at a jump or one or the other of the two stages alone. In all three cases, there would be inserted between these non-cash assets and the deposits, a layer of money (cash), so as to bring the cash backing up to the newly re​quired 100%. (This new money, thus sandwiched in, would count both as assets and liabilities—assets for the banks holding it and liabilities against the Currency Commission—i. e.  the liability of the Commission to said banks.)
Illustrative Balance Sheets
Those accustomed to studying balance sheets may be interested in the hypothetical accounts set out below. They show how each main item would be affected overnight by the introduction of the 100% system. The assets undergo change—the lia​bilities remain unchanged.
The first table is for the 12 Federal Reserve Banks.[2]
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The first two items on the liabilities side, deposits and notes, represent everything (so far as issued by the Federal Reserve Banks) usable as money before or after the change. The total amount of these two items (in this imaginary case) is 6 bil​lions, while the cash (see assets side) behind this 6 billions of circulating credit is (before the intro​duction of the 100% system) 5 billions. This re​quires an addition of only 1 billion to make up the required 6 billions—i. e. to bring the reserve of these 12 Federal Reserve Banks up to 100%. This addition to cash is accomplished by the Currency Commission purchasing from the 12 Federal Re​serve Banks 1 billion of their United States se​curities. The only changes therefore, are the “+ 1” and "— 1" respectively in the first two assets items. After these changes, the total (6 billion) of de​posits plus notes is backed 100%—i. e. by the 6 billions of cash.
Table II on page 65 shows how the member banks of the country would be affected.
The Currency Commission would (see assets side) add 12 billions to cash, 10 of which would be from the sale of United States securities and 2 from rediscounting[1]  loans. The result would be to bring the "cash" (sum of the first two items) in member banks  up  from 4 billions  to   16 billions, which would match, on the liabilities side, the total circu​lating medium (checking deposits and National Bank notes) issued by member banks and circulat​ing among the public, that is, circulating outside of the banks. (Table I shows 3 billion Federal Re​serve notes making, in all, 19 billions public circu​lation.)
The first two lines of liabilities and assets, repre​senting respectively the 16 billions in public 



circulation, and the 100% cash reserve of 16 billions (after the transition), would constitute the com​bined balance sheet of the check departments of the banks. All below those two lines would constitute the combined balance sheet of the remain​ing, or Loan Departments of the banks.
The following table shows the resulting balance sheet of the Currency Commission:



( 3See the "-1" of Table I (assets side, middle column) and the "- 10" of Table II (assets side, middle column). 4See -2" Table II (assets side, middle column)
5 See the "+1" of Table 1 (assets side, middle column), and the "+12" of Table II (assets side, middle column). )
The total public[1] circulating medium accounted for in these tables would amount to 19 billions. This would be true both before and after insertion of the 13 billions of Commission Currency (i. e. insertion of 1 in Federal Reserve and 12 in mem​ber). This 19 billions would consist of three parts: the 3 billions of Federal Reserve notes (see Table I, liabilities side); the  1  billion of National Bank notes (see Table II, liabilities side) and the 15 bil​lions of checking deposits (see Table II, liabilities side).
We may tabulate these three figures, which are the essential ones for this chapter, as follows:
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Thus, as recorded in the foregoing hypothetical tables, the total actual money of the nation (pocket-book money) in public circulation would be (both "before" and "after") 4 billions; and (also in both cases) the check-book money would be 15. But the status of this check-book "money," "after," would be very different from what it was "before." After the 100% reserve was adopted, we might as well omit the quotation marks from the word "money"; for, to all intents and purposes, this check-book money would then all be money—money on deposit and not, as before, only partly money and mostly mere promises to furnish money on demand.
Evidently, in this illustration, the insertion of the 13 billions of Commission Currency does not add a dollar to the public circulation outside of banks; it merely inserts a new and essential gear inside the banking machinery, to insure that this machinery will work smoothly at all times, especially when redemption is called for. Before this insertion, the only cash in banks, as shown in the tables, was 6 billions, of which 5 billions were in the Federal Reserve Banks (see Table I, assets side), and 1 bil​lion was in member banks (see Table II, assets side). These inadequate reserves of 6 billions are now brought up to 100%, i.e. to 19 billions, by means of the 13 billions of Commission Currency, 12 going to member banks and 1, to Federal Reserve. Neither the reserves of 6 billions before the change, nor the reserves of 19 billions after the change, are part of the public circulation but merely afford the backing, lying in the bank, for that circulation. Before the change, a cash reserve of only 6 (of which 5 were in the Federal Reserve Banks and 1 in the member banks) backed a public circulation of 19 outside of the banks; after the change, a reserve of 19 inside backs 19 outside.
Deposit Operations After the First Day
So much for a picture of the first day.
After the first day, the loaning function and the deposit function of any former bank would be separate, conducted by two separate banks (or de​partments of the same bank), one being the new check bank, or department. The loan department, as has been observed, would deposit its own cash in the check department and would transfer it by check just like any other depositor. The operations of the private depositor would be precisely the same as before. He would draw checks, receive checks, cash checks, and deposit either checks or cash in the check department, exactly as before. But neither he nor the banks could any longer increase or decrease the total circulating medium of the na​tion, all of which would now be real money and none imaginary.
Any checks drawn by Smith would be solely against Smith's share of the money in the bank vaults, never, even in part, against somebody else's; any checks he receives from Jones would likewise represent what had been part of Jones' share of vault cash but now transferred to Smith; if Smith deposited these checks, he would simply be author​izing the bank to record this transfer of ownership of vault cash; if he cashed a check he would simply be taking out some of his own cash now in vault to put it into his pocket or till; if, finally, he depos​ited cash he would be taking cash out of his pocket or till and placing it in vault to lie there in storage subject to his order by check.
This interflow between check-book money and pocket-book money would merely be changing the place where the money was kept. It could go to any extent without affecting the total money of the nation. For instance, to go back to the illustrative tables (see, especially, Table IV): if, all at once, 10 billions of deposits were redeemed in cash—Com​mission Currency—the pocket-book part of the circulation would be increased by 10 billions (changed from 4 to 14); but the check-book part would be decreased by this same 10 billions (changed from 15 to 5). The total public circula​tion (i. e. outside the banks) would remain 19 (i. e, would change from 4 + 15 to 14 + 5). No loan operation of the banks, nor of their cus​tomers, could change this total public circulation either way. Only the Currency Commission could do that. Nor could the redemption or withdrawal of deposits weaken the bank reserve behind the re​mainder. It would always stay 100% for such de​posits as remained. A withdrawal of 10 billions would merely change the check situation from checking deposits of 15 backed by 15 in actual money to checking deposits of 5 backed by 5.
Withdrawing Money Under the 10% System
How different all this would be from the present 10% system of short reserves is obvious. Under the 10% system, the acts of the bank and of its cus​tomers affect the reserve ratio and, what is of far greater consequence, affect the total amount of public circulation; for the deposits (liabilities side) go up and down with the loans (assets side).
Although this last proposition has been empha​sized many times already, it is so vital a part of the picture that it is here set forth once more in terms of figures taken from the foregoing illustrative tables. The reader who wishes can readily make up for himself the appropriate balance sheet for each supposed step in the following analysis.
At the outset, it is clear that, according to the first two tables, under what has been called the 10% system (first assets column), the withdrawal of 10 billions of cash all at once would be an im​possibility—no such amount of cash exists in the System. But let us imagine a more gradual with​drawal, first of one billion and then another; and follow the results of the equal changes on both sides of the balance sheet.
Evidently 1 billion could be withdrawn easily. It might exhaust that 1 billion of cash in vaults of the member banks themselves (Table II), but they would still have 3 billions on deposit with the Fed​eral Reserve Banks which these latter could readily furnish out of the 5 billions in their vaults (see Table I).
The member banks would then have these 3 bil​lions of cash but would have outstanding checking deposits of 14 billions (i. e. IS—Table II, liabilities side—less the 1 just withdrawn). The total actual pocket-book money in public circulation would then be 1 more than formerly or 5 (formerly it was 4; see Table IV).
The total circulating medium, however, would remain undisturbed (19, or 14 plus 5). Nor would the volume of loans need to be disturbed.
But, although the total circulation would, in this case, be as unaffected under the 10% system as under the 100% system, there is a little fly in the ointment:  the reserve ratio would be reduced.[1]
As the member bank reserves approached their legal minimum limits, 10%, the Federal Reserve Banks could raise them by buying member bank assets for cash, thus reducing the reserves of the Reserve Banks themselves; till eventually the mem​ber banks might get down to the 10% and the Reserve Banks to 35%.
Thenceforth, the only recourse of the member banks for more cash would be to get it from the public. But the whole trouble has been that the public itself wants to get more cash from the banks! A contest between the banks and the public for cash now begins.
The banks get cash from the public by calling such loans as are call loans, or by refusing to renew loans coming due, or by selling to the public some of their investments. They demand cash in order to meet demands for cash by their depositors, so that the actual cash they pay out now adds nothing at all to the public's net total volume of cash, since it must come out of the public in the first place. The bank simply robs Peter to pay Paul, But the deposits, of course, shrink with every pay-off of deposits, so that the total circulating medium in the hands of the public shrinks by this shrinkage of de​posits.
In this example, from the time they begin to call on cash from the public in order to pay out cash to the public, the banks cause deflation. If, by selling non-cash assets for cash, they get 1 billion from the public in order to pay it back to the public for cashing deposits, these deposits shrink by 1 billion, from I ft to 9, while, this time, there is no compen​sating increase in pocket-book money, which re​mains 9. That is, check-book money shrinks by 1 while pocket-book money remains unchanged, so that the total circulation is lessened by 1 billion, from 19 to 18. The results will then be: reserve, 1, deposits, 9; reserve ratio, 1 to 9 (or 11%); public circulation, 18.(cash, 9; deposits, 9).
Illustrative Tables
We may now review the preceding series of steps as to cash withdrawals, etc., by means of the fol​lowing tabulation, which has also been continued a few steps further. 



The above table illustrates the kind of deflation which took place in the United States since 1929.
Table VI (below) shows that, under the 100% system, no such deflation would occur, nor would there be any need either of Federal Reserve aid or



of the banks'  taking money  from the public in order to furnish it to the public.
These long tables are given in order to clinch be​yond all doubt the supremely important fact that it is the short reserve (10%) system which (after a lag, during which the reserve ratio falls) compels deflation of the circulating medium under certain circumstances,   while   no   such   compulsion   ever exists under the 100% system. In spite of any dis​turbances whatever, the circulating medium would remain 19 billions—in spite, for instance, of over​production, over-indebtedness, maladjustment be​tween agricultural and industrial prices, over-confi​dence, bad banking, bank failures. No matter what else might happen, no such tragedy as the recent destruction of  8  out of  23   billions check-book money could occur, with its consequent interrup​tion of our creation and exchange of wealth, and the long train of unemployment and bankruptcies. In a word, the 10% reserve in our banking system is the loose screw in our monetary system.
The Contest for Cash
Under the 10% system, once deflation begins, it tends to go on and on. The public's circulating medium shrinks from 19 to 18, from 18 to 17, from 17 to 16, and so on, because of the wiping out of deposits; and the shrinkage will be accelerated by the action of the banks in their contest with the public for cash.
In this contest the banks will not be content to get money from the public merely fast enough to pay it back to the public. They will, in most cases, get it faster than that, so as to be in a "more liquid" position to weather the storm. They will naturally tell a customer that they must do this to protect him, which is partly true. But the domi​nating motive of the banks is to save their own skins, and the net result is to increase their cash reserve at the expense of the circulating medium of the public. In effect, they, for the time, become the enemies of the public.
They not only "rob Peter to pay Paul"; but they rob Peter of $10 on the average to pay Paul $1. That is, for every dollar of cash which the public gets it loses $10 in deposits because of the 10-fold lending of each dollar, as explained above in Chap​ter III.
And the banks cannot help it. The public is quite wrong when, in the depression, they blame the in​dividual bankers. It is the banking system—the 10% system—which is at fault. Under this system, the bankers cannot help destroying money when it should be created, namely in a depression; while in a boom they create money when it should be de​stroyed.
In Chapter II it was pointed out that between 1929 and 1933 the public's pocket-book cash ex​panded about a billion dollars while their check​book money contracted 8 billions. But reducing the quantity of money is not the only sort of de​flation. Besides deflating the quantity of the circu​lating medium, this contest for cash results in a slowing up of its velocity—another form of defla​tion. What we call "hoarding" is merely near-zero velocity. Hoarding is not an independent form of deflation. It is chiefly caused by the contest for cash. If there were no contest for cash there would be very little inducement to hoard.
The serious consequences of the two-fold defla​tions—of quantity and velocity (including hoard​ing)—will be noted in Chapter VII
Depositing Money Under the 10% System
We have now seen how widely different are the 10% and the 100% systems as to the effects of money withdrawals from checking deposits. One system involves deflation, the other does not.
The two systems are just as widely different as to money deposited in checking accounts. One sys​tem involves inflation, the other does not.
Under the 100% system, of course, depositing actual cash in checking accounts is purely a matter of convenience and safety deposit. It merely takes money out of the pocket-book and puts it into the check-book, as it were. The quantity is not changed.
But, under the 10% system, there may be dyna​mite in such deposits of cash. The effect depends largely on the loan market. If, for any reason, the bank is unable or unwilling to loan, it may pile up the cash so that, for a time, the only effect is to increase the reserve ratio instead of increasing the circulating medium.
But, after the bank has a substantial excess re​serve above 10%, it will be likely to yield to the lure of making a profit out of these idle funds. As soon as this happens, loans (or investments) will expand and, with them, checking deposits will ex​pand too. This means inflation; and with this infla​tion of the volume of circulating medium goes an inflation of velocity. The serious consequences of the two-fold inflation—of quantity and velocity— will be noted in Chapter VII.
The whole situation is the opposite of that just described for withdrawals of cash; and, were it worth while, the corresponding illustrative figures and tables could be given.
The 10% system, then, is calculated to swing first one way and then the other, making one form of a “business cycle” the central feature of which is the taking up and the letting out of excess re​serve. A friend puts it in expressive slang: 'The 10% system booms the booms and busts the busts." The way to avoid this back and forth movement is evidently to have no slack to be taken up and let out—in short, to raise the reserve from 10% to 100% and to keep it there.


[1] For the benefit of any readers who may wish to follow, microscopically, the numerical illustrations showing how the reserve ratio is affected, the following is included: Under the 100% system, the reserve would, as has been seen, remain 100%. For instance, under this system, the re​serve ratio of the member


[1] The member bank deposits in the Federal Reserve Banks are, of course, not included here, being merely inter-bank items.


[1] In practice I would prefer not to allow the Currency Commission to rediscount loans, i. e. to buy promissory notes, but would restrict their purchases entirely to Government obligations. In this chapter, however, I wish to illustrate all possible operations


[1] Voir Chapitre IX
[2] No account is here taken of the effect of reimbursement for loss of profits.

Chapter V
HOW THE 100% SYSTEM WOULD WORK AS
TO LOANS
We have seen how deposit operations would go on under the 100% system and have contrasted these with the deposit operations as they go on to​day under the 10% system. But little as yet has been said concerning loans under the 100% system.
The detailed operations of incurring debts and paying them off would be substantially the same as now. The borrower, to get his loan, would hand in his promissory note to the loan department of a bank and receive a check on the check department which he would deposit. When later he paid his loan he would hand in his check at the lending de​partment and receive back his note, canceled. Then the lending department would deposit this check which would transfer to the lending department the title to the borrower's money lying in the bank.
There remains one important question. Where are the loan funds to come from after the first day—i.e. where will the lending department of a bank get its loan funds? True, as already pointed out, there would still be (1) the capital of the Loan Bank, (2) the savings of some depositors, (3) the repayments by some borrowers; but would these be flexible enough? In a word, if banks are no longer to be allowed to manufacture money to lend, will not the supply of money to lend neces​sarily shrink or, at all events, fail to expand as re​quired by business?
The answer is: No; the volume of the nation's loans, besides being set free from capricious in​creases and decreases, as already set forth, would: (1) not necessarily shrink; and (2) be capable of any legitimate expansion—and this independently of the expansion of the check-book money. Let us see how.
The 100% System Would Not Shrink the Bank Loans
As to the first of these two points: the existing volume of loans, in order to be maintained undi​minished, would require no manufacturing by any​body. The funds newly lent out from day to day would be (as they are, in fair weather, under the 10% system) equal to the funds paid in from old loans.
It will be remembered that the new system starts off with just as large a volume of loans as there was at the close of the day before, under the old system.
To fix our ideas by illustrative figures, let us sup​pose that, on the day after the 100% system was installed, the total money in circulation in the country was 19 billions (of which 15 billions were in checking deposits) and suppose, further, that the bank loans are 20 billions. Let us see how the loans could be maintained, without change, at 20 billions.
The flow of funds from old loans to new is usually very direct—within the same bank. But we shall here, to display the whole of the machinery under the 100% system, begin with the most indi​rect case possible.
Two billions of the 20 billions of promissory notes are here supposed to have been bought (re-discounted) by the Currency Commission and to be now in its possession. We shall first note here how these two billions can, be maintained without change in amount.
A Mr. Smith asks the lending department of his bank in New Haven, Connecticut, for a loan of ten thousand dollars. The New Haven bank decides to accommodate Mr. Smith but, as it has, let us sup​pose, already lent out all its own capital and knows no other immediate source of funds except the Federal Reserve Bank of Boston, it asks this Federal Reserve Bank of Boston to rediscount Mr, Smith's note. The Federal Reserve Bank of Boston, in turn, finds that it has to apply to the Currency Commis​sion in Washington in order to rediscount Mr. Smith's note. The Currency Commission, let us suppose, already has the funds conveniently in hand, and sends them to the Federal Reserve Bank of Boston which, in turn, sends them to the New Haven bank, which, in turn, deposits them in the check department of its bank and, by check, trans​fers them to Mr. Smith, the borrower.
But where did the Currency Commission get those funds? We here suppose it got them not from manufacturing new money but from the payment of loans which the Currency Commission had taken over when the new system was installed.
Among the payments of loans owed to the Com​mission, was, say, $10,000 from a Mr. Jones in Oakland, California. That is, when Jones’ note came due, he repaid the Oakland bank, which re​paid the Federal Reserve Bank of San Francisco (which had formerly rediscounted it for the Oak​land bank) and this Federal Reserve Bank of San Francisco repaid the Currency Commission in Washington (which had rediscounted it for the Federal Reserve Bank of San Francisco—i.e. bought it when installing the new system).
Thus, in effect, Jones of Oakland, by paying his loan, provides, in the circuitous way here assumed, the funds to be lent to Smith in New Haven, the funds travelling up from Jones, through two banks, to the Currency Commission and then down, through two other banks, to Smith in New Haven.
Evidently such payment of old loans, via the Currency Commission, could provide the funds to furnish enough new loans to keep up the Commis​sion's total of 2 billions of loans indefinitely.
The remaining 18 billions of loans, located, not with the Currency Commission, but with the Federal Reserve Banks and the member banks, could be perpetuated in the same way, namely by relending to new borrowers the return flow of funds used in payment of the old loans in whatever bank situ​ated.
There would, therefore, be no difficulty in get​ting sufficient money to lend for new loans simply out of old loans—sufficient, that is, to maintain the pre-existing volume (20 billions) of loans.
It is not, of course, necessary, in order thus to maintain unchanged the pre-existing volume of loans, to match specifically a particular Jones' old loan with a particular Smith's new loan, so long as the total volume of all old loans paid matches the total volume of all new loans extended.
Even under our present (10%) system, the vast majority of new loans are either mere renewals of old loans to the same borrowers or else, what amounts to the same thing here, continuations of old loans by transferring them, when paid, to new borrowers.
But, under the present (10%) system, we trust to luck that the old and new loans will be properly matched, and so we leave the banks free to spoil this matching. They can even almost stop lending altogether—not because business doesn't need the money but because the banks need it themselves to strengthen their short reserves, as shown in the pre​ceding chapter.
Under the 100% system there would, as has been seen, be no such interference and no such contest for cash between the banks and the public. For these reasons alone the 100% system would better supply needed loan funds (and with more profits to banks) than the 10% system. It is under the 10% system, not the 100%, that there is so often a collapse of loanable funds.
Short Circuiting
We have seen how the Currency Commission could function to use the money paid on old loans for lending to new borrowers. But, in practice, the Currency Commission would seldom need to func​tion in this way. We have, as stated, put the Com​mission prominently into the picture chiefly for purposes of exposition. But it would, in practice, have no such prominence; and even if it started off as here pictured, it would soon fade out of the pic​ture almost completely. A tendency would begin at once to prevent the new loans (promissory notes) from being shifted from the bank up-stream toward the Currency Commission through dis​count. This tendency would arise in order to shorten the route by which the money of Jones travels to Smith. Their banks, in order to save the costs involved in the traveling of the loaned money through five intermediary banks, would seek ways to short circuit the flow of funds, just as they short circuit them now.
First of all, there would be a tendency to cut out the Currency Commission as an intermediary; for it would be easy for the Federal Reserve Banks of San Francisco and Boston to get together and to find out, by telephone or otherwise, that one of them had a large supply of loanable funds while the other had a large demand for such funds.  By direct dealing they would eliminate the Currency Commission as a go-between in most transactions.
And there would be further short circuiting. The member banks would likewise get together (just as they do now), especially in the same Fed​eral Reserve District, so as to eliminate, as far as possible, the expense of using the Federal Reserve Bank as go-between.
For instance, the Currency Commission, instead of using inflowing funds to rediscount the note of Smith of New Haven, as we previously supposed, might use these same funds to buy some of the re​maining bonds of the Boston Federal Reserve Bank. This would put the Boston Federal Reserve Bank in possession of said funds, so that it could itself discount Smith's note. In that case, Smith's note would travel only from New Haven to Boston and stop there, instead of going to Washington as pre​viously supposed.
Even this one rediscounting could likewise be saved if the Boston Federal Reserve Bank should, in the same way, buy bonds of the New Haven bank so that this bank would itself have the funds for lending Smith, without having to rediscount his note at all. Such short circuiting would go on progressively as the banks found ways of more direct dealing, just as now. The Currency Commis​sion would progressively, by these "open market" transactions, acquire United States bonds and other securities instead of promissory notes, and leave, so far as possible, the more strictly banking business—rediscounting—to the banks.
In these and other ways, borrowers would for the most part, reach lenders just as they do now, with the least expense for middlemen. In the end, the bulk of borrowing and lending would probably go on within the group of customers of an indi​vidual bank, the only intermediary being that bank. Those who had money to lend would "de​posit" it in a savings or time deposit account (which, as we know, really means lending it to the bank without receiving any checking privilege), and the bank would relend it to its borrowers.
In the end, then, the Currency Commission would not have much occasion to rediscount prom​issory notes. It would, if rediscounting were al​lowed at all, function chiefly as a safety valve in cases in which the banks could not themselves readily afford accommodation in sufficient volume or with sufficient promptness.
It would be the business of the Currency Com​mission to see that all legitimate requirements of borrowers and lenders were met, even if in order to meet them, it had to sell assets or buy assets (bonds, etc.).
We see, then, that the initial shifting of any sub​stantial volume of loans from the banks toward, or to, the Currency Commission would be temporary and ultimately almost disappear. As a practical matter we need not assume any displacement, even at the start. The loan operations would go on al​most exactly as now, except for the absence of sud​den expansions and contractions.
In fact, it would not be necessary even to allow the Commission to do any rediscount business whatever. We may go still further and say that even the Federal Reserve rediscounting could be dis​pensed with. We could return to the old system by which each bank finds out for itself with which other bank, if any, it can best rediscount. For my​self, I would prefer not to endow the Currency Commission with any rediscount power whatever. We could accomplish substantially the same pur​pose simply by buying and selling Government bonds.
Expansion of the Volume of Bank Loans under the 100% System Independent of Checking Deposit Expansion
So much for the first point, namely, that, under the 100% system, the volume of loans need not shrink. We are now ready for the second point, that it could expand. Hitherto we have discussed loans as if they were a monetary problem. But loans nor​mally come out of savings, and the growth of the loans should depend on the growth of the savings, and not be either stimulated or hampered, as they are now, by a monetary system unduly expanding or contracting.
Of course the volume of loans can exceed the volume of money just as sales do. The same money can negotiate one loan after another just as it can negotiate one sale after another. It can even come back to the same savings bank and be relent. So long as the loans are made out of real money and not out of money manufactured by the lender, for the purpose, they will not violate the principles of the 100% system.
Under both the 10% and the 100% system the chief source of loan accretions is not newly created money, but savings; and, under the 100% system, savings would be greater because not interrupted by booms and depressions.
There are two sorts of deposits, first, savings (and time) deposits without the checking privilege and, second, demand deposits with the checking privi​lege. Savings deposits are put into a savings account for interest. The money so deposited is lent to the bank for interest and the bank, to earn this inter​est, is expected to relend the money, as by buying mortgages. The money does not stay in the bank (or not much of it) but keeps on circulating. The savings depositor is an investor and his deposit is the investment which he buys of the bank. The bank, in turn, uses the proceeds to buy a mortgage of Jones, and Jones, in turn, uses the proceeds to​ward building the house thus mortgaged—and so on indefinitely.
Here the savings "deposit" made in the bank corresponds quite properly to the "loans and invest​ments" made by the bank. The loans come out of savings and can grow as savings grow, without af​fecting the circulating medium.
This process would go on under the 100% sys​tem exactly as it does at present except that it would not be disturbed by the second sort of de​posits—demand or checking deposits. Only these would be radically changed in nature. Under the present "10% system" the bank may give the de​positor the checking privilege so that he can still use his money just as if he had not deposited it, while the bank uses it as well—investing it precari​ously in short term notes. That is, under the present system, loans increase with the increase of either demand or time deposits; the penalty being that with the increase of the former—demand deposits—check-book money increases too.
Under the 100% system the time deposits would absorb savings and expand loans correspondingly just as now. But the demand deposits would oper​ate differently. That is, any money deposited in a checking account would stay there and not be lent out. The circulating medium would not be ex​panded by such deposits but would merely be re​distributed. Loans would go up with savings but the circulating medium would not go up with either. New loan funds would come out of savings but no longer out of thin air—that is, there would no longer be a double use of checking deposits.
In short, under the 100% system, banks would make loans just like anybody else, either out of their own savings or out of somebody else's, pre​cisely as the earliest lending banks did before they were perverted by somebody's "bright idea" to lend other people's money while still letting these other people think they had that money to use as money. Thus, under the 100% system, the chief func​tion of the loan department would be that of a broker between savers and enterprising borrowers of the savings. The rate of interest would register the supply and demand of these savings. This might mean at various times a slower or a faster increase of production and productive enterprise than now, but the net increase in the long run would be fas​ter than now, as well as steadier, because it would not be interrupted by so many, or so severe, de​pressions.
Suppose that, after a period of time, in the man​ner just explained, due, say, to a period of new railroad building, the time, or savings, deposits were expanded by 10 billions, while the total checking deposits and National Bank notes re​mained 16;
The result, so far as the member banks are con​cerned, would be as shown in Table VII.
Because of the added loans two items change (by 10) as indicated. (In practice, of course, all items would be continually changing from other causes.)
In so far as the 10 billions of new loans are con​cerned, the result is that loans by member banks and time deposits (in these banks) have both ex​panded by 10 billions, but the circulating medium has not been affected. It remains 16 billions (in so far as the member banks are concerned).



In the reverse way, loans could, of course, be diminished by liquidation and cessation of savings, without in the least affecting checking deposits or the volume of the circulating medium.
Conclusions
The main conclusions thus far are that, without necessarily invoking any increase in the circulating medium: (1) bank loans could, under the 100% system, be maintained undiminished simply by re​placing old loans with new; (2) in the end, the only marked difference between the deposits under the new and the old system would be that the bank loans (and investments) would tend to correspond with time deposits instead of with checking de​posits, as now. This might seem, from a bookkeep​er's point of view, a very slight difference. But the difference would be fundamental, because the time deposits, not being subject to check, would not be a part of our medium of exchange actually used for circulating goods.
This book is largely by way of complaint against the manufacture of check-book money by banks; and this chapter is largely by way of meeting the answer to this complaint that if they did not manu​facture it, it would not exist. As a matter of fact, except in boom or depression periods, banks manu​facture and destroy money almost equally, even though they may annually manufacture (and de​stroy) two or three times as much as all the money in existence at any one time. On balance, the net effect of their manufacture and destruction is nor​mally very small.
Moreover the abnormal manufacture of credit in periods of inflation is so far offset by the abnormal destruction of credit in periods of deflation, that the net increase in the long run is not great.
It is true that the total existing volume of check​book money is far greater than its volume years ago, and that the increase has been due to a slow net accretion, or accumulation through the ages, of manufactured credit. Nor do I deny the impor​tance of further manufactured accretions to match the growth of business—that is, if it be accom​plished by a duly mandated Currency Commission with due reference to the value of the dollar. The point here is that the 100% system, even without price level control, would be an improvement over the present 10% system, with its erratic effects on the price level. If the volume of money were to be fixed once for all, there would be no need for any Currency Commission.
However, we need more than this elimination of faults. We want the additional advantage of a steady price level, which a fixed volume of money would not be quite enough to insure. In fact; a fixed volume of money (if its velocity did not vary) would, as business volume increased, result in a slowly falling price level. Therefore, there should, in my view, be a Currency Commission, authorized to manage the currency, including the check-book money.
The next chapter will deal with this subject of money management.
Chapter VI
HOW MONEY MANAGEMENT WOULD WORK UNDER THE 100% SYSTEM
The Criterion for Stabilization
In most of the examples and discussions up to this point we have, for simplicity, assumed that the Currency Commission would keep the quantity of money unchanged. It would be quite possible, of course, to do this perpetually, in which case no Currency Commission would be needed; in this case there might be a constant fall in the price level.
As has been stated, the 100% system is, theoreti​cally, entirely independent of any particular mon​etary policy. It need not be combined with a sta​bilization policy any more than with a deflation or an inflation policy. In fact, some supporters of the 100% plan do not approve of stable money as the present writer does; and some who agree on stable money do not support the 100% plan.
Assuming here a stabilization policy to be com​bined with the 100% plan, what criterion of sta​bility would be needed?
The standard here proposed is that adopted by Sweden—a fixed index of the cost of living[1]. One reason for selecting this standard is that a rise or a fall in the cost of living means practically the same thing to everybody; whereas a rise or fall in the wholesale index has different meanings for different individuals, according to which wholesale commod​ities they respectively produce. Each individual consumes many things, but, under modern condi​tions, he produces only a few.
A cost-of-living criterion like Sweden's would serve so much better than any previously tried standard, such as gold or silver, that we could pa​tiently await any further refinements. But, in fu​ture decades or generations, refinements could come with improved statistical technique and with gen​eral economic research, just as we have, through the centuries, improved our measure of length, the yardstick, which has gone through many stages, as for instance: (1) the girth of the chief; (2) the length of the arm of King Henry I; (3) the length of a bar of iron in the Tower of London; (4) a certain fraction of a quadrant between the earth's pole and equator; (5) the distance between the centers of two scratches on two gold plugs in a bar of a special metal called "invar," the bar being kept in a glass case in a vault at a temperature as nearly constant as possible. There is now talk of using a wave length of light at a certain point in the spectrum,
With the aid of the official criterion, the Cur​rency Commission would control the flow of money. This would be in sharp contrast with the results of the 10% system; for the 10% system, as we know, impels bankers to make and unmake money not according to any criterion at all, but by a sort of mob rule, guided fitfully by reserve re​quirements, the changing gold situation and other factors, and, in a depression by the instinct of self-preservation, followed blindly and individually, re​gardless of what the effect may be on the value of the dollar, the welfare of the public, or even the collective welfare of the bankers themselves.
Reflation
In the long run, the action of the Currency Commission would, as stated, be directed toward stability of the dollar. But if the adoption of the system happened to come soon after a serious de​flation, for instance, as in 1933, the first object might be to raise the price level or lower the value of the dollar (however defined) to the level legally prescribed.
This prescribed level should ideally be that level at which, on the average, outstanding debts had been contracted or (what might amount to very much the same thing) the level which would re​store business and industry up to, or near, normal capacity, and absorb the bulk of the unemployed, or the level at which the maladjustments in the price structure would be reduced to a minimum. Any of these criteria could be used and all three probably agree fairly well.
Such a raising of the price level has been called reflation. That is, reflation may be defined as that degree of inflation which is justified because of re​cent rapid and great deflation.[2]
Threefold Program
Assuming that the duty of reflation as well as stabilization were prescribed by law, the Currency Commission could advance in three stages:
First, as already indicated, it would, with its Commission Currency, buy enough securities of banks to install the 100% system, this first issue of Commission Currency being tied up as reserve.
Second, the Commission would buy still more securities from banks and probably from others— enough to reflate up to the prescribed point. This second issue of Commission Currency would not be tied up as reserve.
Third, the Commission would stabilize the value of the dollar at the prescribed point, as Sweden has so successfully done since September 1931. This third procedure—stabilization—would involve not only buying but selling securities, in continual al​ternation; but the buying would predominate in the long run, because the growth of the country and of its business would continually require more, money in order to sustain a given price level.
Mr. Luther Blake, President of the Standard Statistics Company, makes the interesting sugges​tion that, from a practical point of view, it might be advisable to reverse the order of (1) and (2), or blend them, that is, to have the Currency Com​mission first buy bonds (from the public banks or any other bondholder) with actual money. This would automatically gravitate into the banks. Then let a gradual increase in reserve requirement take effect, when the banks would be flush of money.
In the three-stage program which has been out​lined— (1) installation buying, (2) reflation buy​ing, and (3) stabilization buying and selling—the last two, reflation and stabilization, evidently differ only in degree. Reflation, the big initial correction of the price level, is merely the first and biggest of the series of continual corrections which constitute management.
This management is analogous to steering an automobile. If, at the start, the money automobile is entirely off the road, in the deflation ditch, the first movement, reflation, is to get it back on the road and this movement must be a relatively big one. Stabilization consists of the subsequent small corrections constantly required to steer the car and keep it going in the right direction.
Velocity Control
We have seen that, under the 100% system, loans could go freely up and down without requir​ing any similar action on the part of deposits. Con​sequently, over-indebtedness and other influences, even when operative, could no longer swell and shrink the volume of circulation.
But, while the volume of the circulating medium would thus be freed from4 disturbances, the velocity of circulation might still be subject to various un​toward disturbances. For instance, after a period of over-indebtedness and speculation, there might still be a stampede of distress selling and therefore in​creased hoarding; that is, there might be a slowing of velocity.
The effect of this on the price level, however, would be much smaller than if the volume of cir​culation were also affected; and even the velocity effect on the price level could probably be offset by a suitable increase in volume.
Finally, the latest and best studies on velocity show that, in normal times it varies little; and, even in booms and depressions, its variations are smaller than usually supposed, except for speculative trans​actions.
Nevertheless, it might fortify the efficiency of the Currency Commission if it were given power to influence hoarding and dishoarding and velocity of circulation generally, even though it should never become necessary to use that power.[3]
The 10% System Relatively Unmanageable
It is true that reflation and stabilization are pos​sible under the present, 10% system, as truly as under the proposed 100% system.
A convincing proof of this (as to stabilization) consists of the experience of Sweden. Since 1931 Sweden has succeeded, by adjusting rediscount rates and open-market operations, in maintaining[4] her official index number of the cost of living stable within 1%% and usually within 1%. It should be said, however, that Sweden has the advantage over the United States of a unified banking system. Even if other countries could, under the 10% sys​tem, approach Sweden's success in stabilization and even if Sweden can continue her success indefi​nitely, the 100% system has other advantages, no​tably the advantage to Government finance; while there seem to be no disadvantages even to bankers as a group.
So far as the above condones the 10% system at all it does so only on condition that it be “man​aged” That is, the present terrible evils could be largely corrected by money management alone, just as they could be largely corrected by the 100% system alone. Many of my correspondents are con​tent with one or the other of these two. While either alone would work wonders, both would, in my opinion, be the ideal to be sought. In summary, we may say:
1.  The 10% system alone (i.e. without any stabilization plan) can be disastrous in the future, as it has been in the past.
2.  The 100% system alone (i .e. without any stabilization plan) would probably work fairly well.
3.  The 10% system combined with a stabilization plan can work very well—as it has in Sweden, for instance.
4.  The 100% system combined with a stabilization plan would work best of all, to say nothing of its advantage to Government finance.
Comparing these four we may call them:   (1) bad; (2) good; (3) better; (4) best.
The superiority of the fourth combination is es​pecially evident in the initial correction—reflation, as is well illustrated in the present depression. Open market operations in the form of Federal Reserve bond buying have been tried for the pur​pose of reflation; but the only large effect has been to "clutter up" the Federal Reserve Banks with unwanted stacks of United States bonds and to supply the member banks with "excess" reserves which they either would not use (because they were afraid to lend) or could not use (because mer​chants would not borrow).
The result was that President Hoover's and Pres​ident Roosevelt's bond buying, which would, un​der the 100% system, have been immediately ef​fective so far as adding to the amount of public circulating medium was concerned, proved, under the 10% system, for long periods almost ineffec​tive. That was the situation for several years, every​body waiting for somebody else to go into debt to the banks in order to supply the public with the circulating medium which all needed. Finally the Government stepped in and itself went deeply into debt with the banks.
Such must often be our predicament so long as we have a system under which our circulating me​dium is a by-product of private debt. The time when nobody wants to go into debt is the very time when we most need money and so most hope that somebody will kindly accommodate us by go​ing into debt. Few will do so, despite all the official urging and coaxing and despite the low rates of interest.
It is a case of leading a horse to water without being able to make him drink. Or it is like "push​ing on the lines" to make the horse go. Or, to revert to the automobile simile, the gap in the present system between a 10% and a full 100% reserve is like the slack in a loose steering gear. Under the 10% system the first turning of the steering wheel has no effect on the car. So you turn further until, suddenly, the car veers too much; and later when you try to correct it, it veers too much in the opposite direction. A loose steering gear may get the money car out of the deflation ditch only to land it in the inflation ditch and then back in the deflation ditch, and so on, back and forth in a " busi​ness cycle."
To see the whole picture clearly is so important that still another simile is offered. The reserves, and deposits under the 10% system, are related like the long cylinders or sheaths constituting a telescope. Just as a physical telescope may consist of three sliding cylinders, so does the money telescope, the member bank being in the middle, between the Federal Reserve Bank and the public. A sort of "telescoping" of reserves and deposits occurs through the making and paying of loans.
When member banks extend loans to the public by credit they increase the public's deposits. When member banks   call loans of the public by credit they decrease the public's deposits, get loans from the Federal Reserve by credit they in​crease their reserve. When member banks pay loans to the Federal Re​serve by credit they decrease their reserve.
With this picture before us, we see that a loan of credit from the Federal Reserve Bank to the member banks increases their surplus reserves— reserves above the legal minimum—so that they can, in turn, extend more loans to the public. If they do extend them, and do so to the limit, and if the Federal Reserve has also extended its credit to the limit, so that the telescope is extended to the limit, the borrowers are, as we say, "over-ex​tended/' and the deposits are inflated to the maxi​mum—which means an almost incredible inflation. As I write, there is fear of just such credit inflation.
On the other hand, if member banks pay their loans to the Federal Reserve and get paid by the public, telescoping occurs in the opposite direction resulting in an almost incredible deflation. As the reader can calculate for himself from the reserve ratios, the telescope if extended to its maximum, will be about 30 times as long as at its minimum. (See diagram, page 50.)
All that saves us from such enormous telescop​ing back and forth between inflation and deflation is the discretion (individually exercised) of bank​ers, and that discretion is not enough to save us from, at times, telescoping ruinously. The bankers do not, it is true, wait till the telescope bumps against the limits; before that, they begin to exert a pressure to stop the movement. But their efforts are cushioned and uncertain.
Under the 100% system there is no telescoping, no "play," only a rigid resistance to movements either way until the Currency Commission changes the set-screw, as required by the legal criterion.
In short, under our 10 % reserve system, the first effect of raising or lowering the discount rates is "lost motion/* The only change is in the reserves, that is, in the internal machinery of the banking system, not in the public circulating medium and the price level. The effect on the price level is felt only after the enlarged or reduced reserve has, finally, affected the loaning of money or the pur​chasing of investments by banks and so affected their deposits; and it requires time to go through these stages, especially when the banks are in a state of fear due to their short reserves. The principles of the foregoing discussion were illustrated by the tables in Chapter IV.
The 100% System Easily Managed
Under the 100% system there would be no such "slack." This fact would make quantity control easy. The Currency Commission would have before it each day an exact record of the money out​standing and of all coming in and going out. There would be no unruly loan-made deposits to guess at—the mintage of thousands of banks.
If money became scarce, as shown by a tendency of the price level to fall, more could be supplied instantly; and if superabundant, some could be-withdrawn with equal promptness. The adjust​ments would be smaller than are now necessary and the stabilization would be more precise.
These points may be elaborated. If the Commission offered to buy of a bank, the bank would not, as it does now under the 10% system, sell bonds merely for the purpose of keeping the proceeds idle as an increase in its reserve and to gain more liquid​ity for itself, without passing the money on to the public through loans and investments.  For the bank would already be 100% liquid and could have no possible object in getting any more cash. If it should sell any bonds at all, this could only be in order to pass the proceeds on by lending or invest​ing at a profit. If it could not (as banks generally complained in 1933 and 1934 that they could not) find sound outlets for its money, it would not sell at all, and the Commission's money would have to overflow into other channels, that is, flow at once to the general public. It would flow where it was most needed.
Even if we were to concede that the money could in some cases be wanted for hoarding purposes, the Commission would not be balked. For, unlike a bank, the Commission would, under its legal re​sponsibility, given to it in form of a mandate by Congress, keep right on buying until the effects were felt in restoring the price level and the pur​chasing power of the dollar.
It would make no difference how much money would have to be issued to obtain this objective. It would make no difference whether business men wanted to borrow or not, as it does make with the banks. It would make no difference, as it does make with the banks, whether the securities it bought had a high or a low yield. In short, nothing could prevent the Commission from pushing money into actual circulation. Reversely, nothing could pre​vent the Commission from withdrawing money when such an operation was needed.
Thus the main difference to be stressed here, be​tween the two systems, is that the 100% system would not have to waste any time in a depression filling up reserves. A 10% reserve is like a tub only 10% full. A 100% reserve is like a tub always full, so that any more water must overflow. While, under the 100% system, it would thus be far easier to get out of a severe depression than under the 10% system, the most important advantage of the 100% system (which will be elaborated in Chapter VII) is that there could not be so severe a de​pression in the first place!
The Commission, in its operations to prevent booms and depressions would watch the official in​dex number. Threats of a price level disturbance could be detected by watching not only the official index (that of the cost of living itself) but also other indications, such as the indexes of wholesale commodity prices, basic commodity prices, sensi​tive commodities, farm products, non-farm prod​ucts, producers' goods, consumers' goods, raw materials, finished products; stocks, bonds; pro​duction, consumption, trade (including foreign trade); inventories; costs and technological im​provements and consequent profits, losses, failures; debts; employment, unemployment; rates of in​terest. Information on these and other indexes might supply valuable warnings as to when and in what direction to make adjustments so as to obtain the best results.
Under the 100% system, the growth of the country and of business, being subject no longer to the big jolts of booms and depressions, would prob​ably be much more rapid on the average than now. And the banks would share in this added pros​perity. Their total business would eventually far exceed their present business.
The growth of the country would be largely registered by the growth of savings and invest​ments and these two (savings and investments) would keep more nearly synonymous than they are now; for the correspondence between them would not be so much interfered with as it is now—that is, interfered with in boom times by loans unwar​ranted by savings, and in depression times by sav​ings hoarded instead of invested.
What to Buy and Sell
What would the Currency Commission buy or sell? As noted, only occasionally, if at all, would it buy, i.e. rediscount, promissory notes, and then only when asked to do so by the Federal Reserve Banks. It should get rid of such promissory notes as promptly as possible, substituting, if need be, Gov​ernment bonds or other eligibles. In fact it would, as already stated, be better not to allow private promissory notes to be dealt in by the Currency Commission at all. As to securities, the Commis​sion should be legally restricted to dealing only in such securities as the Federal Reserve Banks are al​lowed to buy and sell.
Theoretically, of course, the Commission might deal in anything which can be bought and sold, and could thereby get the same stabilizing results. But the relative effects on individual prices would dif​fer, especially the immediate effects, according to what items were dealt in. So would the effects on interest rates. There would also be obvious practi​cal objections to allowing any and all goods indis​criminately to be dealt in.
Usually the ideal items would probably be short term Federal Government securities as well as for​eign exchange and the precious metals.
The 100% System and a Great War
There is one obstacle which no monetary system for stabilization can overcome, and that is a great war. Under the conditions of fiscal stress precipi​tated by a sufficiently great war, there would doubt​less be resort to inflation. For, when it comes to a choice between maintaining stable money and "maintaining national existence," the former would, and should, lose.
The stabilization system here described would be no exception. The course of events in such a breakdown of the system might be somewhat as follows:
First, the Treasury, in order to get funds for prosecuting the war, would, we may assume, tax the people to the limit and sell its bonds to the limit* Both of these procedures would draw pre​existing money from the public into the Treasury from which point it would be disbursed for am​munition, soldiers* pay, food, and other war ex​penditures. So far, the Currency Commission would probably not need to alter the quantity of money. It should be remembered that, even if the bonds were sold to banks, no new money would be created thereby, such as now happens under our 10% sys​tem. That is, the money which the banks would advance to the Government would not be credit money created by them; for they would have no power to create it. It would have to be pre-existing money.
The time would come, however, if the war were great enough, when the Government could no longer collect any heavier taxes nor float any addi​tional bonds except at a low price—i.e. at a high rate of interest; and later it could not float them at all. Then Congress would have to pass a law per​mitting the Treasury to issue money (or requiring the Currency Commission to buy more bonds with new money) regardless of the price level, which would thenceforth rise. This would be inflation. Stabilization would cease forthwith.
But this breakdown would, at any rate, not be unwitting. It would be the result of express Con​gressional action, making a deliberate choice of evils.
Thereafter the war would be fought by inflation as usual, which is to say at the expense of people having relatively "fixed" incomes. On these classes the high cost of living with wages, salaries, interest, and rent, lagging behind would, as it did in the World War, virtually amount to an income tax of JO per cent or more. This would be an indirect tax and only dimly recognized as a tax or even as an act of Government. Probably in that surrepti​tious way alone can Governments obtain the funds needed for a modern great war, because of its tremendous cost.
But, under the system here proposed, the public would at least come nearer to seeing what was happening. In the long run, such clear sight would help the world by making people better realize what war means economically. Aside from the in​itial destruction of wealth, war means inflation and later deflation, both of which are wasteful if not ruinous.
The total after-costs of the World War since 1920 to the United States alone in terms of lessened productivity have been estimated by Professor Frank G. Dickinson of the University of Illinois (according to newspaper reports) at over 200 billion dollars.
Summary
1.  The 100% system could be either unmanaged or managed according to a specific rule.
2.   If unmanaged, the dollar would be less erratic than it is now.
3.   If managed, the dollar could be made far more stable than by any other means.
4.  Assuming management, the Currency Commis​sion would perform three successive tasks: in​stallation, reflation, stabilization.
5.  The Commission might well be given power to control hoarding and velocity generally, though it might never have to exercise that power.
6.  The 10% system is so unstable that, under it, management of the price level is difficult—es​pecially reflation, as shown by recent efforts.
7.  Management would be more easy and accurate under the 100% system.
8.  The Currency Commission should deal little or not at all in private loans and as much as pos​sible in short term Government securities.
9.  A sufficiently great war would break down any stabilization system.


[1] But the Currency Commission should be authorized to study all other criteria with reference to recommending future improvements. Among these other criteria to be studied are: wholesale indexes; the "General Index" (of Carl Snyder) ; a fixed quantity of Money; a fixed "Monocity" or Money times its velocity (MV) ; Monocity divided by volume of trade (MV -T- T) ; M per capita; MV per capita; a fixed annual percentage addition to M or to MV; a fixed annual percentage decrease in the wholesale price level; a fixed average wage level; a dollar defined as a fixed fraction of the national in​come or of per capita income. This last index appeals to me as theoretically preferable even to the cost of living criterion. But practically such an income standard is unavailable, for lack of sufficiently accurate statistics. One virtue of such a dol​lar would be that, when average per capita income increases or decreases, wage earners and others with relatively fixed in​comes would automatically share in the increase of real wealth and real income without having to fight for an increase in monetary income. This virtue, however, is shared, in some degree, by the cost of living index. It is also an interesting fact that the cost-of-living index usually agrees fairly well with Snyder's "general" index. In fact, almost all the criteria favored by different authorities agree in a general way. The most ideal standard would seem to be one which should satisfy the reasonable anticipations of the contracting parties to a debt; and, fundamentally, justice is best served in a loan con​tract if the reasonable anticipations of the parties are met. Moreover what would afford the most satisfactory results as to debts would probably afford approximately the most satisfactory results as to profits and as to employment, as well as approxi​mately the most satisfactory adjustment within the price struc​ture, i, e. between the quick moving and the slow moving prices.
[2] Logically the term reflation should apply in either direc​tion. Thus, in 1920, the price level needed to be reflated downward, to a certain extent.
[3] See Stamp Scrip, New York, Adelphi Co., 1933. Although as yet there is little experience available for study, such ex​perience as there is seems clearly to indicate that dated stamp scrip operates materially to accelerate circulation. No experience with changing the stamp tax is available. It may be added that the main object of stamp scrip, as of any other emergency currency, is not to increase velocity (V) but to increase trade (T).
[4] See Stable Money, a History of the Movement, by Irving Fisher, Adelphi Co., 1934.
Chapter VII
BOOMS AND DEPRESSIONS
Introduction
We have now seen how the 100% system would work. But the question remains: what good would it do?
By far the chief importance—at this writing, at any rate—of the 100% system would be its power to mitigate the present depression and, in the future, to lessen not only depressions but the booms which lead to depressions. Even without a permanent Currency Commission, the 100% sys​tem would, as has been shown, be helpful; but, in what follows, a Currency Commission is presup​posed.
I have previously stated my main conclusions[1] on such economic disturbances, but had not at the time of stating them given attention to the 100% system. Booms and depressions can doubtless, to some extent, be cured and prevented without recourse to the 100% system, but, if my analysis is correct, not so surely, quickly, and easily as under the 100% system; for an underlying cause (or pre-condition) of great booms and depressions is the 10% system itself, as shown in Chapter IV.
The following analysis will show what I regard as the important role played, in this way, by the 10% system. There are, of course, many other factors playing more or less important roles and often put forward as complete explanations.
As explanations of the so-called business cycle, or cycles, when these are really serious, I doubt the adequacy of over-production, under-consumption, over-capacity, price-dislocation, mal-adjustment between agricultural and industrial prices, over-confidence, over-investment, over-saving, over-spending.
I venture the opinion, subject to correction on submission of future evidence, that, in the really great booms and depressions of the past, each of the above-named factors has played a subordinate role as compared with two dominant factors, namely (1) over-indebtedness (especially in the form of bank loans), to start with, and (2) deflation (or appreciation of the dollar), following soon after; also that, where any of the other factors do become conspicuous, they are often merely effects or symp​toms of these two.
Though quite ready to change my opinion, I have, at present, a strong conviction that these two economic maladies, which may be called the "debt disease" and the "dollar disease" are, in the great booms and depressions, more important causes than all others put together.

The Roles of Debt and Deflation
Disturbances in these two factors—debt and a rise in the purchasing power of the monetary unit—will set up serious disturbances in all, or nearly all, other economic variables. On the other hand, if debt and deflation are absent, other disturbances are, in my opinion, powerless to bring about crises comparable in severity to those of 1837, 1873, or 1929-35.
No exhaustive list can be given of the secondary variables affecting, or affected by, these two pri​mary ones, debt and deflation; but they include especially seven, making in all at least nine variables, as follows: debts, the volume of circulating me​dium, its velocity of circulation, price levels, net worths, profits, trade, business confidence, interest rates.
The second of these variables, the circulating medium, is, as we know, especially subject to varia​tion under the 10% system.
The chief interrelations among these nine chief variables may be derived deductively, assuming for simplicity that, to start with, general economic equilibrium is disturbed by only the one factor of over-indebtedness, and assuming that there is no other influence, whether accidental or designed, tending to affect the price level.
Assuming, accordingly, that, at some point of time, a state of over-indebtedness exists, this will tend to lead to liquidation, through the alarm either of debtors or creditors or both. Then we may de​duce the following chain of consequences, in nine links:
(1)    Debt liquidation leads to distress selling and to
(2)  Contraction of check-book money, as bank loans are paid off, and to a slowing down of velocity of circulation. This contraction of checking de​posits and of their velocity, precipitated by distress selling, causes
(3)  A fall in the level of prices, in other words, a swelling of the value of the dollar. Assuming, as above stated, that this fall of prices is not interfered with by reflation or otherwise, there must be
(4)  A still greater fall in the net worths of busi​ness, precipitating bankruptcies and
(5)  A like fall in profits, often turning them into losses, which, in a "capitalistic," that is, a private-profit, society leads the concerns which are running at a loss to make
(6)  A reduction in output, in trade, and in em​ployment of labor. These losses, bankruptcies, and unemployment, lead to
(7)   Pessimism and loss of confidence, which in turn lead to 
(8)   Hoarding and slowing down still more the velocity of circulation. The above eight changes cause
(9)   Complicated disturbances in the rate of in​terest—in particular, a fall in the nominal rates of interest, that is, the rates expressed in terms of money, and a rise in the real rates of interest, that is, the rates translated into terms of commodities which money will purchase.
This deductive reasoning has been largely con​firmed by inductive studies. Evidently, then, debt and deflation go far toward explaining a great mass of phenomena in a very simple, logical, way.
It should be noted that practically all the events listed occur through a contraction of check-book money.
But the above chain of causes, consisting of nine links, includes only a few of the interrelations among the nine factors. There are other interrela​tions which can be demonstrated both rationally and empirically, and doubtless still others which cannot, at least as yet, be formulated at all. There must also be many indirect relations involving vari​ables not included among the nine groups. One of the most important of such interrelations, one which is independent of any changes in the price level, is the direct lessening effect on trade caused by a lessened circulating medium and its lessened velocity. That is, a shortage of money such as the recent shortage of 8 billion dollars of check-book money, slows down trade at once without waiting to do so through a falling price level. One evidence of this is the fact that trade has been revived locally by emergency money without any raising of the price level.
In actual chronology, the order of events varies, of course, from the above order, and there are numerous reactions and repetitions of effects.
The contraction of check-book money, “(2)” while a cause of "(3)" to "(8) " inclusive, is itself an effect of “(1)” It is doubtless also affected by many of the items which it affects. Any exhaustive statement as to the order of cause and effect is impossible.
Debt and Deflation Aggravate Each Other
It is conceivable that over-indebtedness might stand alone, that is, be unaccompanied by a fall of prices. This supposes that the tendency toward falling prices has been somehow counteracted. This might happen from anti-deflationary forces (whether by accident or design) such as increased quantity of circulating medium. The resulting "cycle" would then be far milder than when both the debt disease and the dollar disease exist at one time.
Likewise, when a deflation of the price level re​sults from other causes than debt, that is, when the dollar disease exists alone without any debt disease, the resulting evils are much less. It is the combina​tion of both—the debt disease coming first and precipitating the dollar disease—which works the greatest havoc.
This is because the two diseases act and react on each other. Medical men are now finding that a pair of diseases are sometimes worse than the mere sum of both, so to speak. And we all know that a minor disease may lead to a major one. Just as a bad cold leads to pneumonia, so over-indebtedness leads to deflation.
The deflation effect is largely due to the in​adequate bank reserves under the 10% system. In Chapters III and IV we have seen how liquidation of bank loans and withdrawal of cash destroys check-book money. This deflation of money, in turn, deflates the price level and business.
And, vice versa, the deflation of the price level, caused by the debts, reacts on each debt. Each dol​lar of debt still unpaid becomes bigger. A lower price level means a bigger dollar. The liquidation may even defeat itself. While it diminishes the number of dollars owed, it may not do so as fast as it increases the value of each dollar still owed! Then, the very effort of individuals to lessen their burden of debt increases it, because of the mass effect (of the stampede to liquidate) in magnifying each dollar owed. Then we have the great paradox which seems to me to be the chief secret of most, if not all, great depressions: The more the debtors pay, the more they still owe in terms of real com​modities. The more the economic boat tips, the more it tends to tip. It is not tending to right itself. It has tipped so far that it is capsizing.
In this "capsizing" type of depression, the worst of it is that real incomes are so rapidly and progres​sively reduced. Idle men and idle machines spell lessened production and lessened real income, and real income is the central factor in all economic science. Incidentally, this under-production occurs at the very time that there is the illusion of over​production.
What Is Over-Indebtedness?
In this rapid survey, I have not discussed what constitutes over-indebtedness. Suffice it here to note that (a) over-indebtedness is always relative to other items—to national wealth and income, to bank reserves in general, and to gold in particular, when a gold standard exists; and that (b) over-indebtedness is not a mere one-dimensional magni​tude, to be measured simply by the number of dollars owed. It must also take account of the distri​bution in time of the sums coming due. Debts due at once are more embarrassing to the debtor than debts due years hence; and those payable at the option of the creditor, than those payable at the convenience of the debtor. Thus, debt embarrass​ment is especially severe in the case of call loans and in the case of early maturities.
But for practical purposes, we may roughly measure the total debt embarrassment of the people by taking the total sum currently due, say within the current year, including rent, taxes, interest, installments, sinking fund requirements, maturities and any other definite or rigid commitments for payment on principal.
And this is where the 10% system comes in and starts most of the trouble; for a great mass of the debts currently due consists of short-term, demand, and call, bank loans.
Illustrated by the Depression of 1929-35
The depression out of which we are now (I trust) emerging is an example of a debt-deflation depression of the most serious sort. The debts of 1929 were the greatest known, both nominally and really, up to that time, and some ten billions were call loans.
They were great enough not only to "rock the boat" but to start it capsizing. By March 1933, liquidation had reduced the debts nominally about 20 per cent, but had increased the business man's dollar, measured in wholesale prices, about 75 per cent, so that his real debt, that is, the debt as meas​ured in terms of commodities, was increased about 40 per cent [(100% - 20%) X (100% +75%) = 140%].
Unless some counteracting cause comes along to prevent the fall in the price level, such a depres​sion as that of 1929-35 (namely a depression in which the more the debtors pay the more they still owe) tends to continue, going deeper, in a vicious spiral, for years. There is then no tendency of the boat to stop tipping until it has capsized. Ulti​mately, of course, but only after almost universal bankruptcy, the indebtedness must cease to grow greater and begin to grow less. Then comes recovery and a tendency for a new boom-depression se​quence. This is the so-called "natural" way out of depression, via needless and cruel bankruptcy, un​employment and general poverty.
On the other hand, if the foregoing analysis is correct, it is almost always economically possible to stop or prevent such a depression, simply by sub​stantially restoring the volume of money which has been destroyed, which means reflating to substan​tially the proper price level, and then maintaining that level unchanged. The creation of more money increases buying, which includes buying labor, i.e. re-employment, raises prices, increases profits and so, again increases employment.
That the price level is controllable is not only claimed by monetary theorists but has recently been evidenced, for instance, in Sweden, England, Norway, Denmark, Australia, Argentina, Japan. American and the more recent Belgian experience may also be cited.
If this is true, it would be as silly and immoral to "let nature take her course" as for a physician to neglect a case of pneumonia. It would also be a libel on economic science, which has its therapeutics as truly as medical science has.
If reflation could reverse the deadly down-swing of deflation after nearly four years, when the disease was gathering momentum, it would evidently have been still easier to stop it earlier. In fact, under President Hoover, recovery was apparently well started by the Federal Reserve open market pur​chases, which revived prices and business from May to September 1932.
Unfortunately, the efforts were not kept up and recovery was stopped by various circumstances, in​cluding the political "campaign of fear”.
It would have been still easier to prevent the depression almost altogether. In fact, in my opin​ion, this would have been done by Governor Strong of the Federal Reserve Bank of New York, had he lived, or by his successors after his death, if his policies had been embraced and then pursued con​sistently by other banks and by the Federal Reserve Board. In that case, nothing worse than the first crash would have occurred. We would have had the debt disease, but not the dollar disease—the bad cold but not the pneumonia. The deflationary tendency described in Chapters III and IV, under the 10 % system, would have been overcome.
It would have been still easier to effect preven​tion. This would have been easiest of all had there been a 100% reserve system in 1929; for, in that case, there would have been no need for open market operations to produce large "excess re​serves" i.e. reserves above 10%. Reserves to start with would already have been not only above 10%, but 100%, and any open market operations would have acted on business and the price level directly and promptly instead of, as now, merely piling up unused reserves, which are powerless to act until a good deal of slack is taken up.
Debt Starters
The over-indebtedness hitherto presupposed must have had its starters. Over-indebtedness may be started by many causes, of which the most com​mon appears to be new opportunities to invest at a big prospective profit, as compared with ordinary profits and interest. Such new opportunities occur through new inventions, new industries, develop​ment of new resources, opening of new lands or new markets. When the rate of profit is expected to be far greater than the rate of interest, we have the chief cause of over-borrowing. When an in​vestor thinks he can make over 100 per cent per annum by borrowing at 6 per cent, he will be tempted to borrow, and to invest or speculate with borrowed money. This was a prime cause leading to the over-indebtedness of 1929. Inventions and technological improvements created wonderful in​vestment opportunities, and so caused big debts. Other causes were the left-over war debts, domestic and foreign, public and private, the reconstruction loans to foreigners, and the low interest policy adopted by our Federal Reserve Banks for the ad​ventitious purpose of helping England get back on the gold standard in 1925.
Thus each case of over-indebtedness may have its own starter or set of starters. The chief starters of the over-indebtedness leading up to the crisis of 1837 were connected with lucrative investment opportunities from developing the West and South​west in real estate, cotton, canal building (led by the Erie Canal), steamboats, and turnpikes opening up each side of the Appalachian Mountains to the other. Of the over-indebtedness leading up to the crisis of 1873, the chief starters were the exploita​tion of railways and of western farms following the Homestead Act. The over-indebtedness leading up to the panic of 1893 was chiefly relative to the gold base which had become too small, because of the injection of too much silver; but the panic of 1893 seems to have had less of the debt ingredient than most cases, though deflation played a leading role, with   cumulative   effect   because   of   a   previous quarter of a century's almost continuous deflation. When the starter consists of new opportunities to make unusually profitable investments, the bub​ble of debt, especially bank loans, tends to be blown bigger and faster than when the starter is some great misfortune, like an earthquake causing merely non-productive debts. The only notable exception is a great war and even then chiefly because, after it is over, it leads to productive debts for reconstruc​tion purposes.
This is quite different from the common naive opinions of how war starts depression. If the present interpretation is correct, the World War need never have led to a great depression. It is very true that much of the war-time inflation was probably un​avoidable because of the exigencies of governmental finance; but the subsequent undue deflation could probably have been avoided entirely.
Four Psychological Phases
The public psychology of going into debt for gain passes through at least four more or less dis​tinct phases: (a) the lure of big prospective profits in the form of dividends, i.e. income in the future; (b) the hope of selling at a profit, and realizing a capital gain in the immediate future; (c) the vogue of reckless promotions, taking advantage of the habituation of the public to great expectations; (d) the development of downright fraud, impos​ing on a public which had grown credulous and gullible.
When it is too late, the dupes discover scandals like the Hatry and Kreuger scandals. At least one book has been written to prove that crises are due to frauds of clever promoters. But these frauds could seldom, if ever, have become so great without the original starters of genuine, opportunities to invest lucratively. There is probably always a very real basis for the "new era" psychology before it runs away with its victims. This was certainly the case immediately before 1929.
Concluding Remarks
The general correctness of the above "debt-deflation theory of great depressions" is, I believe, evidenced by experience in the present and previous great depressions. Future studies by others will doubtless check up on this opinion. One way is to compare different countries simultaneously. If the "debt-deflation theory" is correct, the infectious​ness of depressions internationally is chiefly due to a common gold (or other) monetary standard and there should be found little tendency for a depression to pass from a deflating to an inflating, or stabilizing, country.
A study[2] has been made to test the last named hypothesis and it has been found to be substantially correct. For instance, it was found that, in the depression of 1929-35, when one gold standard country had a depression with a rising value of gold, all gold standard countries were practically sure to catch the contagion, because prices fell alike in all. But silver standard countries and countries with a managed paper currency escaped, as their price levels were rising or stable. Later when American silver purchases raised the value of silver, thus rais​ing the value of the Chinese silver money, China, with her silver standard, began to have a depression exactly as gold standard countries had had depres​sion from a rising value of gold.
In the above analysis it is clear that one essential link is a reduction in check-book money. In still more detail it was shown in Chapter IV how such a reduction is caused by the contest for cash between banks and the public.
If the reader is convinced that this analysis is substantially correct, he cannot but be convinced also that the 10% system is largely responsible for the development of depressions. For, under a 100% system, the liquidation of bank loans could not, as we have seen, reduce the quantity of money by a single dollar. With plenty of money, there could be no great fall of prices, and without a fall of prices, the subsequent links in the depression chain would be almost non-existent.
Moreover, under the 100% system, the depression could never get so big a start since the preceding boom and over-indebtedness would not be so great.
This does not mean that, under the 100% sys​tem, there would be no booms and depressions whatever. It means simply that they would be vastly less severe. The 100% system would not prevent the little ripples, but it would probably prevent all, or at least, most, of the great over​whelming waves.


[1] See Booms and Depressions, New York (Adelphi Co.), 1932. A short summary of this and other writings, "The Debt-Deflation Theory of Great Depressions," was published in Econometrica, Vol. I, No. 4, October 1933. The present chap​ter is, in the main, a summary of this summary.
[2] See "Are Booms and Depressions Transmitted Interna​tionally Through Monetary Standards?" XXII Session de I'lnstitut International de Statistique, London, 1934, by Irving Fisher (reprints, 460 Prospect Street, New Haven, Conn). See also (same author) Stabilizing the Dollar, Macinillan Co., New York 1920, Appendices, pp. 285-397, and "A Compensated Dollar,"Quarterly Journal of Economics, February 1913, pp. 213-235.
Chapter VIII
SIGNIFICANCE TO BUSINESS
The "Accommodation" of Business
In flattening out booms and depressions, there would be two specific services rendered by the 100% system to business—including industry, agri​culture, labor, and every other economic interest. These two great services would be: providing a de​pendable unit for time contracts and freeing the supply and demand of such time contracts—specif​ically loans—from the interference now caused by booms and depressions.
The first of these two functions—stabilizing the dollar—has been described in the last two chapters. The present chapter will be devoted to the second of the two functions—rectifying the supply and demand of loan contracts. This is what was aimed at in the Federal Reserve Act, under the head of "accommodating business."
Many will find it hard to believe that the 100% system could facilitate bank loans; for they think that the 10% system facilitates these loans by manufacturing loan funds out of thin air. In Chap​ter V we have seen several reasons why this argument is fallacious. In particular, we have seen that, even if the quantity of money were kept stationary, bank loans could, under the 100% system, expand with savings, to any legitimate extent. Savings, which of course increase with prosperity, would not only not be killed, but would be nurtured into new life and growth, with the growth of prosperity under the 100% system.
The added savings, in order to constitute loan​able funds, could, besides being in the form of sav​ings or time deposits, be in the form of added bank capital. And, besides these two forms, they could take many other forms, such as investments in in​vestment trusts.
As has been said, it is not a healthy situation when banks lend money without being sure there is al​ready money to lend. And the 10% system is only tolerable when, as in fair weather, the Smiths who borrow happen to match the Joneses who save and pay. We have also seen that, under the 100% sys​tem, we would take no chances that these two might not balance; they would have to balance, for the banks could not lend money unless they had money in hand to lend—either their own or that of somebody else wishing to lend it.
The only alteration in the supply of money would be through the Currency Commission in the interest of the nation and in accordance with some specific criterion for insuring that interest. It could no longer be merely in the interest of a bank, a merchant, or a speculator.

What the Accommodation Would Cost

But would not the accommodation cost the bor​rower more under the 100% system, inasmuch as he might have to get his note rediscounted once, if not twice? At any rate, would he not have to pay a higher rate of interest because of the 100% system?
Perhaps the nominal rate would rise at first, and perhaps not. But, in any case, the real rate would certainly fall; because (assuming that the system was started in a depression, which is the only time it could, in practice, probably be adopted) the first act of the Currency Commission would be to raise the price level. During such "reflation" the rate of rise of the price level (rate of fall of the dollar) would have to be subtracted from the nominal rate of interest (i. e. the rate in terms of money). Only thus could the real rate, or rate in terms of goods, be calculated.
For instance, if, on a one year loan, the nominal rate were 6% and if the price level rose in that year (i.e. the dollar fell) 1%, the real rate of interest would be only 5%. That is, the borrower who today borrowed, say, $100 at 6%, would next year repay $106 but these 106 next year's dollars would be worth only $105 of this year's dollars.
After reflation would come the advantages—to debtor and creditor alike—of greater stability.
Under the 10% system, the unreliability of the dollar incessantly raises and lowers the rates of interest—especially the real rate. In a boom, while the dollar is depreciating, the real rate is often be​low zero—temporarily a benefit to the borrower, but luring him into excessive debt and ending in depression and deflation with a real rate of interest sometimes above 50%.
Even were it true that the nominal interest rates under the 10% system are lower than they would be at first under the proposed 100% system, this cheapness is now a delusion and a snare, mainly be​cause the 10% system entails booms and depres​sions. Under such a system, the borrower loses far more than he could gain by nominally easy money, supposing this to be provided. He often loses his solvency; he often can get no loan at all at any price; often he cannot renew a loan when he most needs to and when he had been promised a renewal —and would not have borrowed without such a promise. The average small borrower would, in the long run (which would include depressions) prob​ably be better off under the 100% system, even if he had to pay a nominally high rate all the time instead of the low rates which I would expect to prevail under the 100% system. He would always have loans available at some price, whereas now he often finds none available at any price whatever. It is when this happens—when the business man cannot get, or get extended, the loan he so much needs—that he suddenly finds his business in the hands of the banker. This is usually harmful to the business man, the banker and the public.
The 10% System Distorts Interest

Under the 10% system, the borrowing and lend​ing do not usually come into equilibrium at the proper rate of interest to clear the market.
This is chiefly because, as has just been seen, changes in the price level play havoc with the rates of interest, especially the real rates. But it should also be noted that, even when the price level is, for a time, successfully stabilized under the 10% sys​tem, the very effort to accomplish this by manipu​lating the rates of interest,[1] in the face of the handi​caps of that system, necessarily requires some distortion of the rate of interest from normal, that is, from the rate which the mere supply and demand of loans would have produced. This is because, when the Federal Reserve Banks raise or lower the rate of interest for the purpose of preventing in​flation or deflation, such raising or lowering neces​sarily interferes somewhat with the natural money market.
In fact, after Governor Strong died, his stabiliza​tion efforts almost died with him, just because, in pursuing his stabilization policy, he had trodden on the toes of bankers by thus using the rate of inter​est for an ulterior purpose, "upsetting the bond market" and often "cluttering up" the Federal Re​serve Banks with Government bonds not really wanted by them for investment purposes but prac​tically thrust upon them by Strong's policies. It is true that the hostility thus aroused was chiefly be​cause Strong's critics did not appreciate the im​portance of general stabilization; but it was also partly for the very legitimate reason that, under Strong's management, the rates of interest did not reflect the state of the loan market as they should; there was necessarily some slight distortion.
The 100%  System Facilitates Loan Equilibrium by Making the Rate of Interest What It Appears to Be
Under the 100% system the stabilizing function of the Currency Commission would be carried out with far less disturbance to interest rates—even to the nominal or money rates—than is required un​der the present 10% system. Interest rates would seek their level in a natural way according to the supply and demand of loans, and real rates would not be perverted by misbehavior of money. The Currency Commission, merely in performing its one function of maintaining the purchasing power of the dollar, would, incidentally and automati​cally, register more nearly than is now possible, the correct rates of interest.
It is easy to see why this should be true—that is, why interest rates should be more normal under the 100% system than they can be under the 10% system.
In the first place, the open market operations would not be as great as they are now. They would always be trivial in comparison; because there would be no wild fluctuations in the volume of money to be combated.
In the second place, as long as the dollar were kept stable, the rates of interest, that is, the terms on which this year's dollars exchange for next year's dollars or those of later years, would more easily seek and find their proper levels without be​ing disturbed by upsets in the price level and the value of the monetary unit.
Let us follow, in detail, some of the influences affecting the rate of interest.
We know that borrowing tends to raise the rate of interest and lending to lower it; likewise that selling bonds (or like obligations to pay money) tends to raise the rate of interest realized on them (by lowering the prices of the bonds) and buying them tends to lower the rate. Selling bonds and borrowing money are equivalent; as are buying bonds and lending money.
With these facts in mind, suppose that, because of a changed psychology (say through some won​derful old fashioned thrift campaign), savings were to grow beyond the capacity of the member banks to find borrowers, thus making the supply of loanable funds, at a given interest rate, greater than the demand, so as not to clear the market.
The result of such a situation ought to be a reduc​tion in the rates of interest, and under the 100% system this would actually be the result.
The banks, flooded with loanable funds, would go to the Federal Reserve Banks and buy bonds (or pay off loans). The Federal Reserve Banks inun​dated, in turn, by the flood of funds received for these bonds would go to the Currency Commission and buy bonds (or pay off loans). The Currency Commission, in turn inundated with this purchase money and wishing to put it into circulation (to avoid impounding it and producing deflation), would become an active bidder in the open market for bonds and other investments; this extra bond buying or lending would lower the rate of interest, thus discouraging lending and encouraging borrow​ing. The result would be to curb the excessive sup​ply of loanable funds and to stimulate the deficient demand, until there was again an equilibrium be​tween the supply and demand, and the market was cleared at a lower rate of interest.
Under the 10% system on the other hand, sav​ings would partly go to paying off commercial-bank loans; and to reduce loans means to reduce checking deposits which means to reduce the price level. The effect on the rates of interest yield be to reduce them nominally but to increase them really in terms of commodities—a highly abnormal result.
To see the analogous abnormal result in the re​verse direction, suppose that because of a changed psychology, the demand for loans exceeded the supply. Suppose, for instance, that, under the in​fluence of the recent new-fangled spending phi​losophy there had been a decrease of savings. The result of such a situation ought to be a rise in the rates of interest, and under the 100% system this would actually be the result. The member banks would be asked for more loans than they had money for. They would then apply for loans or rediscounts, to the Federal Reserve Banks which would apply, in turn, to the Currency Commission, which would apply to the public, that is, would be​come a borrower, or would sell bonds in the open market. All this extra borrowing or extra bond selling would tend to raise the rate of interest; for the sales of bonds, or other claims on the future, would tend to reduce their prices, which means to raise the rate of interest realized in these bonds. When the rate of interest was raised sufficiently to bring the excessive demand for loans down and the deficient supply up, until the two met, the market equilibrium would be regained.
Under the 10% system, on the other hand, the result of such a new and excessive demand for loans might be to swell short term loans of commercial banks, thereby swelling the checking deposits and raising the price level. The effect on the rates of interest would be to raise them nominally but (be​cause of the change of price level) lower them really in terms of commodities—a highly abnormal result.
Or, if the change in demand or supply of loans was not from a changed psychology such as was assumed above, increasing or decreasing thrift, but from changed opportunities for investment, the results under the two systems would also diverge. Under the 100% system the results would again be normal, because uninterfered with by the price-level disturbance. But, under the 10% system, price-level disturbance would again mess up the results.
Suppose, for instance, there were an increased demand for loans because of great expectations of profit to be had through the purchase of common stocks in companies exploiting new and wonderful inventions. That is, people could borrow at a rate much lower than the rate of profit which they expected to make through dividends. Under the 100% system, little harm would result, because the rate of interest, both nominal and real, would rise and restrain the borrower and because there would be no rise in the price level to deceive him into more and more borrowing.
But under the 10% system we would have a rising price level and a boom. The real and nominal rates of interest would then part company. The real rates would fall when they should rise; and the victims would wake up to find that, instead of investing savings, they had been investing imag​inary or manufactured funds lent them out of nothing except their own promissory notes. This was what happened in 1929.
Normally, be it repeated, investments come out of savings. If investments are made out of borrowed money, they should at least come out of somebody else's savings. But, under the 10% system, they may, for an ominous period, seem to come out of thin air, that is, out of inflation. During the war, I remem​ber a speaker urging his audience to buy Liberty Bonds. "You need not save to do this," he assured them, "nor stop spending. You can borrow from your bank all the money you need to pay for the Liberty Bonds you buy. If the bank asks for col​lateral, they will accept the Liberty Bonds which you buy with the money which they lend you for buying them. It's a sort of perpetual motion." This meant, of course, inflation.
Such "investments" did not come out of the savings either of the so-called "investors" or of the so-called "lenders" (the banks), but, in effect, came out of the forced savings, i.e. reduced con​sumption, of the public from the resulting higher cost of living.
This sort of false investment and shifted sacrifice is exactly what happens under the 10% system, whether in a Liberty Bond campaign or in a vogue for stock-market speculation. Under the 100% system, not only will savings and investments go hand in hand, as they should, but real and nominal interest will also go hand in hand, as they should. Both investment and interest will follow supply and demand normally, unperverted by changes in the value of the dollar.
In short, to restore to the rate of interest its proper significance and its function of clearing the loan market would be one of the merits of the pro​posed 100% system.
Progressive Lowering of the Rate of Interest
Thus, under the 100% system, stabilizing the dollar and allowing the rate of interest to be regu​lated on true business principles, would be con​sistent undertakings. And, in a growing society, with the consequent need of a constantly increas​ing money supply to keep the dollar from appreci​ating, it is clear that the Currency Commission would, usually, be on the buying side (using new issues of Commission Currency)   and that, as its buying would be of bonds and other obligations that would pay fixed sums in the future, such buy​ing (i. e. lending)  would exert a steady pressure upward on their prices and therefore downward on the rate of interest represented in those prices. That is, under the 100% system, there would be, on balance, an annual creation of money which would, in effect, be issued in the form of loans— that is, in purchases of interest-bearing securities. This money-creation would not be inflationary, but confined to the needs of business at the maintained value of the dollar.
This annual increment of loans and the like, from the issue of new money, would be slight. Moreover, as is clear from the preceding discussions, this slight annual increment of loans made with new money could be greatly added to, not to say, over​shadowed by, the volume of savings, irrespective of any new money. The real determiners of the rate of interest would thus be, not so much the operations of the Currency Commission, as those general fundamental principles noted in the title page of my Theory of Interest where the rate of interest is said to be "determined by impatience to spend in​come and opportunity to invest it."
The really great influence affecting interest, which would come from the 100% system, would be the influence of uninterrupted accumulations of savings, resulting in a gradual progressive lowering of interest rates.
Lengthening Loans
An incidental but important effect of the 100% system would be to lengthen the average life of bank loans. Under the 10% system the banks often try to make the terms of loans short to suit them​selves, although the borrower wants them longer. That is, the banks need to be "liquid" and to be able, on short notice, to get money in, so as to strengthen their shaky reserves.
Evidently this is another defect of the 10% sys​tem and a very serious defect. The length of loans should be such as primarily "to accommodate busi​ness," not such as primarily to accommodate banks. As a result of the 10% system—adapted, as it is, to the precarious situation of banks with short reserves and big demand deposits—bank loans are today abnormally short in term.
Many capital loans are needed, more than are available. In fact, in order to get business, com​mercial banks often have to promise, in advance, to renew their short loans. Usually the promise is oral and, if inconvenient to keep, is easily broken, often breaking the borrower as well. Sometimes borrowers keep accounts at a number of banks in order to shift, or "rotate," loans which they need to extend. But when all the banks want payment at once, the borrower's needs cannot be satisfied by shifting loans.
Under the 100% system, this difficulty in getting renewals, one of the present great drawbacks to business, would not be so much in evidence. The borrower would be better able to stipulate in ad​vance for the length of loan he desired, because his own business requirements would not be over​borne by the "liquidity" requirements (which practically means reserve requirements) of the banks. Moreover, the schedule of payments would not be a fiction, as it so often is now, but a pro​gram, like the schedule of payments into a sinking fund on long term bonds, something to be adhered to as a matter of course.
The present system of ostensibly short term loans is especially disappointing in a depression. Recovery from depression requires long capital loans, not short commercial loans. But the banks require the opposite. Hence the allegation of business that it can't get loans, and, of banks, that they can't make them.
And in depressions loans tend to become frozen in spite of the banks. Mr. Hemphill observes that, in previous depressions, recovery has begun with the more venturesome banks, usually in country districts, starting the ball rolling by giving their customers what they wanted—capital loans. These banks have practically all been wiped out by the present depression, making that type of recovery impossible.
Thus the 10% system is incapable of giving the long term capital loans which the business and in​dustrial world needs, and those banks which at​tempt to grant such long term loans get snuffed out.
And not only depressions make loans frozen and so make banks fail. Even in normal times there is a progressive tendency toward frozen loans. If at first only 5 % of a bank's portfolio consists of re​newals, it will not be long before another 5 % will creep in because capital loans are the ones most needed and most asked for while the bank, hungry for business, will grant them to some extent in spite of itself. They will do this under the guise of short term loans with promise of renewal. In this way another 5% is soon added. Thus, with con​stant additions to long term loans and few sub​tractions, the tendency is to make almost the whole portfolio frozen in the end. The result is a progres​sive tendency toward non-liquid assets while the liabilities—demand deposits—remain fluid.
Until recently this progressive tendency of our commercial banks to freeze has been offset in part by the annual creation of new banks adding to the circulating medium; for, when the public is well supplied with circulating medium they tend to bor​row and deposit all the more. But with the cessation of the creation of new banks the tendency to freeze becomes dominant.
Thus the long term loans problem has many serious sides, and the fact that the 100% system would make such loans possible and safe is not the least of the merits of that system.
Less Loaning—More Investing
In keeping with longer loans would be an encour​agement of investing in preferred stocks or com​mon stocks. This is simply one step beyond the replacement of demand deposits by time deposits. Commercial banking would gradually tend to be​come investment banking in all its forms and perhaps in new forms corresponding to what the public wants instead of what the bankers, in their 10% strait-jacket, now need.
All this does not mean that borrowing would cease or even that short term borrowing would cease; but simply that the relative importance of short term loans in bank portfolios would decrease.
Under our present system, short term loans often become frozen loans.

Summary
The significance, then, to business of the 100% system would include: (1) a stable dollar; (2) the mitigation, or even practical abolition, of great booms and depressions; (3) facilitating normal loan operations, with supply and demand balanced, and with loans always available at a price; (4) keeping the nominal and the real rates of interest together; (5) making savings and investments more nearly equal; (6) permitting a steadier and greater ac​cumulation of savings and steadier, as well as ulti​mately lower, rates of interest; and (7) adjusting the length of loans so as to accommodate the busi​ness man rather than the banker.


[1] See, in Chapter VI, "The 10% System Relatively Un​manageable."
Chapter IX
SIGNIFICANCE TO BANKING
Reimbursing Commercial Banks
As stated in Part I, the banks should be re​imbursed in some way, at least at the start, for be​ing required, under the 100% system, to keep idle (from their standpoint) the additional reserve of new money substituted for the earning assets which they would be required to hand over to the Cur​rency Commission.
At first it might seem that this compensation would be very great—nearly equal (except in the case of Federal Reserve Banks) to the earnings from the assets bought by the Currency Commis​sion. In fact, these earnings might seem to be the exact measure of the loss sustained. But further consideration suggests that a very much smaller amount would be ample, in fact that, in the long run, the banks would experience no net loss but would realize a gain.
In the first place, under the present system, the bankers must devote a great deal of time, effort, and expense to keeping track of the transfers and balances of the checking depositors. Under the 100% system the depositor might be required to pay a small service and warehouse charge to the bank for keeping his money and for keeping track of its transfers by check.[1] In Germany, where the operation of the Postal Checking System has fur​nished a precedent of many years' successful opera​tion of a 100% system, a law was passed in Decem​ber, 1934, which provided for such service charges and greater control by a Government Credit Con​trol Bureau over the creation of credit by the banks. This Central Bureau has the power to de​termine the use and amount of service charges.
At the present writing it appears that the banks could reach 100% simply by selling 10 billions of Government bonds, thereby foregoing some $300,000,000 of annual interest which could be more than balanced by a service charge for each indi​vidual checking deposit account.[2]
In the second place, under our present system, banking is a very risky affair. The 100% system would reduce this risk to zero in the case of the checking-deposit business; for the banks would no longer be compelled, at times, to make their re​serves sufficient by suddenly and drastically calling loans. This means that they would no longer suffer from those periodic losses which now come inevi​tably because of great depressions.
In the third place, and, as a consequence of the risky nature of banking, some of the securities held by the banks, being highly liquid for fear of runs, now earn next to nothing. Under the entirely risk-less 100% system, such securities could essentially be replaced by assets earning bigger returns.
In the fourth place, whatever income would be lost from winding up the business of lending short term money on the basis of deposits subject to check would eventually be made up—probably several times over—by increased lending of longer-term money on the basis of time, or savings, de​posits, not to mention increased investments.
In view of these considerations, it is not likely that the profits of an average bank, operating under the 10% system for a period of 10 to 20 years, in​cluding depressions, can amount to much. In fact, if they did, we would see a great rush of capital into the commercial banking business. Instead, we have seen thousands of such banks failing.
Even in the best years, bank profits are less than would appear at first glance. On June 30, 1926, the individual deposits subject to check in National Banks were given as $9,800,000,000, their capital and surplus as $2,600,000,000, and their entire net profits as $249,000,000. At least some of this profit would continue under the 100% system; for the banks would still be free to lend their own capital and surplus. If a normal return on their own capital and surplus of $2,600,000,000 is 5%, or $130,000,000, and if more than this sum could be earned under the 100% system from savings-deposit busi​ness and otherwise, this would leave less than $119,000,000 (out of the $249,000,000) to be attributed to the privilege of lending the reserves several times over. $119,000,000 would be equivalent to only about 1.2% of the $9,800,000,000 of checking de​posits in 1926, which was an unusually prosperous year.
This means that the banks5 original inherent advantage of being allowed to lend out the actual money deposited with them ten times over has long since been exhausted. The really big profit was squeezed out long ago. The very effort, under com​petition, to get that profit has reduced it—by offer​ing interest on deposits and otherwise.
As was noted in Chapter III, today a newly established bank, starting with, say, one million dollars of actual money deposited in it, could not possibly, as many falsely suppose, show a balance sheet of $1,000,000 reserve and $10,000,000 de​posits (and $10,000,000 loans and investments). Instead all these three figures would shrink nearly to one-tenth—that is, nearly to $100,000 reserve and $1,000,000 deposits (and $1,000,000 loans and investments). The reason is that the bank cannot prevent most of the money spilling over into the other banks of the country.
Computing Fair Reimbursement

Of course, the question of a fair appraisal of the loss caused by replacing earning assets with non-earning assets is too technical to be fully dis​cussed and perfectly solved here. Banking experts would have to work it out on the basis of existing records, including bad years as well as good—rec​ords of such items as profits, losses, failures, divi​dends, assessments, interest paid by the banks on checking deposits as compared with interest paid to them on loans, requirements for a minimum de​posit as a precondition for a loan, and the market price of bank stocks as compared with their liqui​dation value.
But we need not wait for such expert appraisal; for we need not, at least to begin with, install the 100% system in its purest form. The "compromise" plan described in Chapter II could be adopted al​most overnight as a temporary expedient or even as a permanent solution of the problem. Under this plan, Government bonds would count as cash.
It would be necessary only to limit properly the volume of the bonds which could be so used by the banks as a whole. The simplest limitation would be to keep that volume at a fixed figure. Above this fixed amount every additional dollar of check-book money would have to represent an additional dollar of actual money, just as, according to the English law, beyond the prescribed amount of Government securities held by the Issue Department of the Bank of England, every additional pound sterling of notes must represent an additional pound sterling of gold.
Under this plan, it would be further provided, as indicated in Chapter II, that the bonds could be exchanged for cash at a moment's notice or, what amounts to the same thing, that they could be used as collateral for emergency loans from the Federal Reserve Banks with interest.[3] At maturity, the bonds would be refunded; or other sources of rev​enue, such as service charges, would be substituted for the interest on the bonds.
The issue of the new money (or credit) would involve no new taxes and the exchange of interest-bearing obligations for non-interest bearing obli​gations would even reduce the taxes. We could, therefore, well afford to be generous to the banks but it would be wasteful to give the banks any un​reasonable reimbursement. And, under this com​promise plan, a main source of revenue for the banks, the $300,000,000 of interest which they now derive from Government bonds, would be re​tained intact, for the present at least.
There are many who might be inclined to ask why any sort of reimbursement is suggested for diminished earning power of the banks when much of the present earning power originated in the exercise of a "usurped" prerogative of government, namely to create money. The answers are two. First, so far as possible, any sincere feeling, even if it may, to some others, seem unjustified, on the part of the bankers that they were being unjustly treated, should be removed. (And this conciliatory arrangement would reduce in turn the possibilities of delay due to the opposition of bankers.) Secondly, not only most professional bankers but all who hold bank shares, the general public, have bought those shares in good faith and have a "vested interest" which should be respected, even if a drastic commandeering of check-deposit banking could injure them only temporarily, as would be true. They are "innocent purchasers for value."
Reimbursing Federal Reserve Banks
In the case of the Federal Reserve Banks nothing should, it seems to me, be paid for "goodwill" be​yond what, if anything, would be necessary to give them 6 % on their capital. This was the profit origi​nally intended and provided for in the Federal Re​serve Act. This 6% limitation, for some strange reason, was afterward removed but now has been restored.
These banks were intended to operate regardless of private profit, in order to help the member banks and general business. Any private-profit motive in central banking is always a source of danger. This is especially true under a 10% system. A central bank, in order to serve other banks, must often take a course exactly opposite to that which would be the most profitable one for itself.
The private-profit motive of central banks has, consequently, become subordinate, even in the Bank of England, which ostensibly has always been a private bank entitled to private profits.
The "Float"
In calculating the deposits of a given bank and of the nation on the date chosen for reimburse​ment, a difficulty presents itself in the form of the "float," i.e. the checks in transit from one bank to another for collection. When a check for $100 on one bank is deposited in a second, it is credited to the depositor (in the second); but it cannot simul​taneously be debited to the drawer (in the first) — it has to wait to arrive and be presented. Mean​while the total deposits of the first bank (on which it is drawn) and so the total for the nation, are exaggerated by $100.
The most accurate way to arrive at the correct figure for checking deposits in each bank on a speci​fied date, would be to forbid, from that date, for a reasonable period, any checks to be credited until they were collected, that is, to use the system of "deferred credit." Another way would be, instead of using any particular date for calculating depos​its, to take an estimated average, through a period of time, subtracting a fair estimated average of "float" against each bank from a fair average of its recorded deposits. And there are other ways.
100% Reserve Behind Bank Notes?
In the illustrative tables given in Chapter IV, bank notes (Federal Reserve notes and National Bank notes) were, for simplicity of exposition, treated like checking deposits and were assigned a 100% reserve in Commission Currency. But there would be little need of putting Commission Cur​rency behind bank notes—one sort of paper money behind another. Of course, this could be done and then the old paper could be redeemed in the new so that ultimately only one form of money (Com​mission Currency) would exist in the country. Such a simplification would have a strong appeal to sentiment. But, from a practical standpoint, we might well be content to let these pre-existing bank notes alone, merely limiting them to the amount outstanding when the 100% law went into effect and including them as "lawful money," just as we have allowed the $346,000,000 of "greenbacks" to continue after limiting them to that figure sixty years ago. Similar considerations apply to the silver certificates and other items in our present miscellany of paper money. It is often well to let a sleeping dog lie.
Deposit Insurance
Two special banking reforms have recently been suggested: deposit insurance and branch banking; and the former (deposit insurance) has been largely provided for in a statute.[4]
As a temporary expedient, deposit insurance was a helpful measure designed to get us out of the de​pression. But, in the case of State banks, experience shows that insuring deposits has usually increased the risk insured against, by encouraging careless banking. That is, insurance against risk is apt to be relied on so much that the previous direct efforts to avoid risk are apt to be relaxed, especially if the direct efforts are costly, as they are under the 10% system.
For instance, there are expenses for investment experts, for credit studies, and for many other factors; and the tendency is to shirk these high costs as soon as the individual bank finds them un​necessary—as it does under a deposit guarantee. The result has often been to reduce the safeguards against risk while, at the same time, increasing that risk. Deposit insurance is at present adding safety, but that safety may yet turn into danger, if we re​tain the already inherently dangerous 10% system.
In the case of deposit insurance, it is the big banks, not the little ones, which have reason to tremble. For it is the big banks which, in case of failure, will have to bear the brunt of the cost of deposit guarantee.
The 100% system would save them that cost No better deposit insurance could be had than a 100% reserve.
Branch Banking
Not only would the 100% system save the big banks from something which they dread; it would also save the small banks from something they have always dreaded—branch banking. The great virtue of branch banking is an added safeguard against bank runs and bank failures. This is a virtue indeed and, on account of it, if we adhere to the 10% system, branch banking should become general. But in this country, with its traditions of local in​dependence, branch banking would, in many locali​ties, be of doubtful benefit. It would spell absentee ownership and big-bank domination, both of which are particularly obnoxious in America. The 100% system would supply a much better safeguard against runs and failures than would branch bank​ing.
The small independent banks, therefore, have special reasons for favoring the 100% system, both as affording the greatest safety and as affording an escape from the menace of branch banking.

Small Town Deposit Banking Under the 100% System
In a small town without other deposit-banking facilities, the Government might well take special steps to provide the facilities of checking deposits, by subsidies, or by using the Post Office, if that should seem the better way.
If in any community there would otherwise be a complete withdrawal of banking facilities, in​cluding loan banking, branch banking should be encouraged; for, in such cases there could be no valid objection by small banks or by anybody else. On the contrary, a small loan bank which would otherwise go out of business might be saved from so doing by the opportunity to become a branch of a large bank.
This is not the place to discuss in detail the American problem of small banks. I will only em​phasize one point, that the 10% system is more dangerous where there are many independent banks than where there are few. Where there are few big banks with many branches, as in England, the bankers are more conscious of the pyramiding of loans described in Chapter III and guard against it.
It is significant that the United States is the only country which, in this depression, suffered from general bank failures, and accordingly we suffered more than any other country from contraction of check-book money.
In short, the need of the 100% system is far greater in the United States than in any other country. One of the best authorities in this field writes me as follows:
I am very enthusiastic about the idea of equilibrat​ing new savings and new loans (or investments) and agree with you fully that this is probably the most im​portant foundation of a satisfactory monetary system. Indeed I think that it is the nucleus of both monetary and banking reform. In a country with an efficient cen​tral bank and a small group of efficient commercial banks (e. g. England or Sweden) I feel that such an ideal, once it is clearly realized, can be attained without any substantial change in the existing laws and regula​tions, and certainly without the enactment of a 100% reserve requirement. But, in the United States, with its thousands of heterogeneous banking institutions, I fully agree that a 100% reserve requirement is the best way of attaining the desired ideal. That is the real basis of my enthusiasm for the suggestion."
Avoiding Future Evasions
It has been suggested that, just as the (partial) 100% system, imposed on the Bank of England in 1844 as to notes, was evaded by recourse to check​ing deposits, so the 100% system as to deposits might be evaded in some way so that the danger of inadequate reserves would reappear.
We ought, therefore, to be on our guard to pre​vent any other sort of circulating media from becoming a means of evasion. Checking deposits of state banks would have to be controlled by the Federal Government, if not forbidden. That they will someday even be declared unconstitutional has been predicted in some interesting books[5] written by Mr. M, K. Graham, LL.D., a capitalist of Gra​ham, Texas. Whether the Supreme Court would rule that granting checking deposits is technically "coining money" remains to be seen. Perhaps a quicker and better way of dealing with deposits of state banks would be to declare checking deposits a form of interstate commerce and therefore under the jurisdiction of the Federal Government.
Also time deposits or savings accounts might be​come a means of evasion, unless subjected to some new legal restraint. Especial care must be taken not to permit checks to be used against savings deposits.
Risks of Savings Deposits
On the other hand, savings accounts would be entitled to added safeguards because of their added importance under the 100% system.[6]
In general, the 100% system for checking de​posits would tend to add some measure of safety to savings deposits; for the runs on savings banks usually follow contraction of the medium of ex​change and the appreciation of the dollar, and, as we have seen, these deflations are largely due to in​adequate reserves behind checking accounts and to the quick action of commercial banks to "rectify" the situation at the expense of the circulating me​dium. Moreover, the short term paper now used to back commercial deposits would become available for backing the savings and time deposits.
Nevertheless, there are strong reasons to believe, largely irrespective of the subject of this book, that a material strengthening of the savings bank pro​visions, especially as to requiring due notice of in​tended withdrawals, would, in many cases, be ad​visable. To discuss this in detail would take us too far afield. Suffice it to quote here the opinion of two able bankers, Mr. F. R. von Windegger, Pres​ident, and Mr. W. L. Gregory, Vice President, of the Plaza Bank of St. Louis, who in a joint letter to me have endorsed the 100% plan:
"Most of those persons within the Federal System who were actually trying to solve our bank problems had agreed before this last depression that insufficient re​serves were carried on savings and time accounts and that the tremendous swing from demand to time ac​counts had been due largely to an artificial situation brought about by this discrimination in reserves. Actu​ally all of us were treating our savings and time deposits as demand deposits and we still do, except in the matter of our time certificates of deposit. Regulations of the Federal Reserve Board now prohibit our paying or lend​ing on certificates of deposit before maturity. Neverthe​less we still pay our savings depositors on demand. It is significant that the heavy runs on banks were engi​neered by savings and time depositors. When the trouble was at its height in January of 1933, practically every bank in Saint Louis faced heavy withdrawals from per​sons who were savings depositors and had a minimum of difficulty with the checking depositors. This was true throughout most of the country.
"We believe that we will have to have an entirely new deal on savings accounts and certificates of deposit. "We are willing to have you convert that department of our bank into something of the nature of an investment bank, but we can no longer allow our customers to make deposits as formerly. When they bring in their money for deposit in that department they must be told that the situation might arise when they could not be paid on demand or that it would be impossible to buy back the securities issued by the bank at par. What we are getting at is that we believe the banks should handle that department on a basis of issuance to the depositor of a certificate or note with a definite maturity.
"The customer would have to understand that he could not demand his money at any time and be paid in full. He would have to understand that he is taking a credit risk and that his money will be re-loaned through proper channels, of course, but in such a way that he cannot, by demanding his money, force the savings banker into a drastic liquidation of his loans. Of course, some of this problem can be handled by regulation by the Commission and by arranging the maturities of the banks’ obligations. This might mean paying higher in​terest for disposal of longer maturities."
It can scarcely be too much emphasized that a savings deposit, without the checking privilege, is vitally different from a checking deposit. The sav​ings depositor seldom withdraws, even when with​drawal is made unnecessarily easy, because he pre​fers to accumulate at interest. Experience verifies this. Savings depositors habitually put money in each week or month, and do not take it out if this can be helped.
The expectation of interest is a great deterrent from any rapid circulation. In the Civil War $50 notes drawing interest at the rate of 1 cent a day were issued and were expected to circulate as money because interest could be so easily calculated that their value day by day was evident. But they would scarcely circulate at all—the 1 cent a day kept them from circulating.[7]
A savings deposit ought not to be called a deposit at all. It is not money, and is not ordinarily used as money. It is merely a "quick asset" like a Liberty Bond which can be more readily sold than ordinary assets. Quick assets could, theoretically, be used in​stead of money more easily than other assets. That is, barter would be easier for a Liberty Bond than for an unknown stock. But, in practice, even liquid assets are seldom thus used instead of money. They are usually first sold for money and the money then used for the purchase of other things. Savings deposits are no exception, as just indicated. Each dollar in a checking deposit buys about $25 worth of goods a year, while a dollar in a savings account seldom turns over once a year.
In Massachusetts the velocity of turnover of sav​ings deposits of trust companies was at the rate of less than once a year in 1920, less than once in two years in 1924 and less than once in two years in 1931. For the same years the velocity of deposits in savings banks was less than once in 4, 4, and 5 years respectively. That is, demand deposits turn over 25 to 125 times as fast as savings deposits. A savings deposit is an investment, a loan by the "depositor." Even when it is repayable to him on his demand, and even when such demands come to be so numer​ous as to constitute a "run" on the savings bank, possibly breaking the bank, there is no destruction of our circulating medium thereby. The "innocent bystander" is not greatly harmed as he is when runs on commercial banks occur.
On the other hand, the mere liquidation of commercial bank loans will, as we saw in Chapter IV, destroy a large part of our circulating medium, magnify everybody's dollar and so spread ruin al​most universally. Moreover, if we were under the protection of the 100% system, any possible reper​cussions on the dollar from savings bank runs and failures could be offset by the Currency Commis​sion, through its power to issue or recall money. Finally, be it again noted that, given stability of the dollar, runs on savings banks would be ex​tremely rare.
The Change Would Benefit the Banking Profession
It has already been made clear that there need be no loss, even at the start, to bankers from being required to replace earning assets by non-earning assets and to tie up so much cash.
But the greatest advantages to bankers would be those incident to general prosperity. Bankers pros​per as their customers prosper; advantage to bankers from positive and cumulative prosperity would come through their customers, in the form of savings accounts, trust accounts, investments, and otherwise.
It is undoubtedly true that the character of banking would be changed by the 100% system, but the change would be for the better—away from a precarious business with its present terrific ups and downs and toward the safe business of which bankers dream, free from booms and depressions and free from having to let an ostensibly short loan so often become a frozen loan.
If demand deposits were backed 100%, almost all other legal regulations of banks could be abol​ished.
What Bankers Think
Bankers have usually taken alarm at proposed changes in the banking system, including many changes that have turned out to be for their ad​vantage. This fact has been commented on fre​quently by a number of economists—publicly, for instance, by Keynes of' England and Cassel of Sweden, and privately by at least one of the best authorities in the United States. He cites to me a number of examples in which the bankers were at first on the "wrong side" of banking changes.
Therefore, it seems probable that many bankers, without taking the time to study the proposal for a 100% system, will oppose it. Several have already done so. Nevertheless, it is encouraging to note that a number of bankers are already in favor of it.
One reason why bankers in general will oppose the 100% system is that they do not realise the fool's paradise in which they are now living be​cause of the 10% system. They are blissfully una​ware of the risks they carry.


[1] Or the cost might well be borne, in whole or in part, by the Currency Commission on the same principle of public service which has resulted in removing "brassage" charges at the mint and substituting gratuitous coinage at the expense of the government. Still a third way (letting the banks continue for awhile to receive the revenues from their displaced assets) is noted below.
[2] Banks already apply a service charge when the average monthly balance in an account falls below a certain minimum. This minimum balance and the service charge vary according to location and type of banking of the bank and the activity of the account The larger banks even maintain Analysis De​partments which calculate the actual cost to the bank of indi​vidual accounts.
[3] With such super-liquidity, the banks would have every incentive to lend at low rates of interest.
[4] Glass-Steagall Permanent Banking Law, being No. 66 of the 73rd Congress. See also the Banking Act of 1935.
[5] An Essay on Gold Showing Its Defects as a Standard of Value, M. K. Graham, Texas, Hargreaves Printing Co., Dallas, Texas, 1925. Also see Continuous Prosperity, by the same author, Parthenon Press, Nashville, 1932.
[6] For instance, in order to forestall too frequent with​drawals: (1) the reckoning of interest due a "depositor/' in​stead of being based on his average balance since previous reckoning, might be reckoned on his minimum balance since previous reckoning; (2)  no interest might be given on de posits for which notice to withdraw has been given; (3) competition from Postal Savings banks should be removed or regulated; with the 100% system they would no longer serve any important purpose; (4) limitation should be put on the amounts withdrawable in one month, two months, etc.; (5) the bank should be given power to require extra notice of withdrawal in emergencies.
[7] The opposite experience with Stamp Scrip is equally in​structive. A tax of even one per cent a month acts as an effective prod to rapid circulation.
Chapter X
UNJUSTIFIED IDEAS IN BUSINESS AND BANKING
The Idea that the 10% System Makes Loans Easy to Get
There is a figure of speech which pictures the art of lending as a process of liquefying the borrower's assets—enabling his house and lot to circulate.
The most common objection to the 100% system which springs to the minds of critics is the idea that the 100% system would impair this art and tend to "dry up the sources of credit."
It should now be clear that the exact opposite is true. It is the 10% system, not the 100% system, which dries up the sources of credit periodically.
The illusion that the 10% system offers, as an advantage over the 100% system, the ease of ob​taining loans is probably due to a very natural con​fusion between the credit creation accumulated through generations and current credit creation.
To put the matter in illustrative figures, we may suppose that in 1929 there existed a volume of de​posit currency in round figures of 25 billion dol​lars. Suppose that the bank loans outstanding were also 25 billions. If these loans averaged three months and were all punctually paid in full, the 25 billions would be lent and repaid four times a year, making one year's loan extension 100 billions.
But, in view of frozen loans and renewals with small "cut-offs" we may better suppose a much smaller figure, say, 50 billions. To provide for nor​mal expansion, we may suppose that, while there are these 50 billions of new loans per year, the re​payments of old loans are only 49 billions, so that the annual normal accretion is one billion. With this picture of 25 billions total volume, with a gross addition of 50 per annum and a net addition of one, we are in a position to see the confusions be​setting the subject of "easy loan creation." Evi​dently the real source of the 50 billions annually lent cannot be the one billion of newly created money! Besides this lonely billion newly created (actually now it is even less than 1 billion) there are the 49 billions flowing in by way of repayment of old loans. This repayment is the main source of credit now, and it would still be the main source under the 100% system.
Even more grossly erroneous would be the idea that somehow the 25 billions of credit in existence at any moment are the real source of new loans, although this 25 billions was largely manufactured by the banks by annual accretions through pre​vious generations. As has been seen, none of this accumulation would be lost under the 100% sys​tem. It would all be taken over and carried forward by the Currency Commission—and pre​served; but, under the 10% system, from 1929 to 1933 (four years) the 25 billions shrank in fact by nearly 10 billions or to about 15 billions. Had the 100% system been adopted in 1929, business men would have had the 25 billions available and un​impaired in 1933. And if the Currency Commis​sion found that with only 25 billions the price level tended to fall, or the dollar to rise, it would have prevented this by increasing the 25 by, say, over one billion a year. Thus, in 1933, under the 100% system we would have had, say, 30 instead of 15 billions!
If we take a boom period we find undue credit expansion. In either case the 10% system shows to disadvantage. It either creates credit too easily, or shuts it off too drastically. It either inflates or de​flates the circulation, causing either a boom or a depression.
How could it be otherwise with some 50 billions new loans each year? How can we be sure, with thousands of individual banks, that exactly 49 bil​lions will be liquidated or exactly 50 billions new loans created? Clearly the new loans might easily be 52 or the liquidation might be 47 or both, in​creasing the credit by, say, 5 instead of increasing it by 1, or the reverse changes might happen.
“Well” says the objector, "how about normal periods?" The answer is that normal periods have rarely existed under the 10% system. The contin​ual ups and downs of the price level prove this. We can follow our index numbers now for over a cen​tury and a half and find only one period of notable stability as long as seven years.
"But,” says our objector, "that 15 billions in 1933 was a net product of the 10% system." Yes, and a very small one! It was like the net result of speeding an ocean steamer all day until something breaks and it has to stop the next two days for repairs. If there had been no big booms such as culminated in 1837, 1873, 1920, and 1929 and no big depressions following, the loans in 1933 would not have been 15 billions. They would have been more. How much more we can only guess.
"But," says the admirer of our 10% system, "surely there must have been some cases under the 10% system where an individual (in normal pe​riods—neither boom nor depression) could get better loan service than he would have gotten un​der the 100% system, because, under the 100% system, the bank would be restricted to lending only money already existing and available for lend​ing purposes. Without those restrictions there would surely be times when the banker would have performed a real service by creating the money he lent."
If there is any grain of truth in this view, it is that in rare individual instances under the 10% system (when there happened to be no tendency either to overextend or to over-restrict credit) the granting of a loan under the 10% system might take place a day or two more promptly than would be necessary under the 100% system. But it is not true that, under the 100% system the money could not be created. As we have seen, it could be created by the Currency Commission. Under the 10% system it often happens that the banks cannot ac​commodate, whereas under the 100% system they could always do so.
The Idea of Tying Deposits to Business Debt
The Civil War gave us a "bond secured" cur​rency of National Bank notes. In order to issue notes, the banks were required to hold an equiva​lent in United States bonds. Thus, the notes ex​panded or contracted as the Government debt ex​panded or contracted. Consequently the volume of this currency gradually shrank, as our national debt was gradually paid, quite regardless of the need of the country for currency. To this day, our Na​tional Bank-note currency is still tied to certain forms of the debt of the Government.
There is no logic in such a tie. The Government ought to be able to pay its debts without ruinously contracting the bank-note currency of the nation.
Business men woke up some years ago to the absurdity of thus tying together Government debt and bank notes; but too few of them even today recognize the analogous absurdity in its business manifestation, that is, so far as their own debts and bank deposits are concerned.
The average business man is inclined to think: "Granted that Government debt should not gen​erate money, yet business debts should do so, be​cause such debts enlarge business, and larger busi​ness requires larger circulation. This is especially true of commercial loans. These are made when goods are bought, and paid when the goods are sold. The debts correspond to the business. They help make an elastic currency, expanding when business expands and contracting when business contracts."
The 100% system, with a Currency Commission, provides for expansion and contraction in propor​tion to the national need—that is precisely the meaning of a steady price level. On the other hand, under the 10% system, the business-expansion and debt-expansion are not in proportion, nor are the two contractions in proportion. Booms and depres​sions prove the contrary. It is quite true that money should expand and contract as business expands and contracts. That is the main concern of this book. But we need a more genuine matching of money and business than the debt-deposit tie-up can ever give us. An expansion of business loans usually causes check-book money to expand faster than business, as is usually shown by rising prices and profits. On the other hand, a liquidation of such loans usually causes check-book money to shrink faster than business, so that the price level and profits usually fall.
It was the mistaken tie between money and debt which spoiled the "elastic currency" dream of the Federal Reserve System, as to Federal Reserve notes. And the same mistaken tie between money and debt is what prevents recovery in a depression.
People expect business to expand first and money to expand afterward, whereas, in a depression, busi​ness needs money to expand with and can, under our present system, get it only by going into debt, which few business men then want to do.
This situation, in which business expansion waits for money expansion while money expansion is compelled to wait for business expansion (to gen​erate debt expansion), brings a deadlock. The Gov​ernment may seek to break this deadlock by going into debt itself. But the business man, obsessed by the notion that business expansion must come first, does not greatly welcome the Government coming to his rescue, seeing little more than higher taxes resulting. He thinks that there is something natural and inevitable, not to say right and proper, in the deposit-debt tie and that he must accept all the consequences with equanimity as a dispensation of Providence in punishment for his supposed sins in previously going into debt too far, just as Orientals accept the plague or the cholera. But the true diag​nosis and therapeutics will change all such psy​chology.
Under the 100% and Money Management sys​tem we could practically let business debts alone, to take care of themselves.
Whether they increased or not and whether any increase preceded   recovery or followed it,   the needed increase in the quantity of the circulating medium could always be fully provided. This addi​tion would mean more buying, and more buying would mean more buying of labor, or less unem​ployment. One effect would be to increase trade, another, to raise the price level—and both would spell recovery.
The elastic currency dream of twenty years ago has given place to an elastic credit dream today, which is just as illusory. The whole idea of leaving the elasticity to each of thousands of individual banks is fatuous. It sounds well to say that a short term business transaction requires more credit and that the local bank should be allowed to mint this credit and then extinguish it when the transaction is over. It also, sounds well to assert that the only abuse is "speculation" and that this should "some​how" be stopped. But, as long as we leave the ad​justment to the individual bank we cannot carry out such a program. Moreover, the program itself is defective; for speculation cannot and ought not to be wholly eliminated.
Moreover, as long as we retain the 10% system by which thousands of individual banks lend or refuse to lend, we shall have sometimes over-lend​ing and sometimes under-lending for the nation as a whole. Under the 100% system, on the other hand, the true adjustment would be easy and with​out any substantial hardship to the individual bor​rower. If his credit was good he could get his needed loan with far more certainty than at present. The mechanism described would be available and not subject to the frequent breakdowns of the present system.
The Idea that Business Expansion Ought to Raise Prices
The tie between money and debt explains the very common notion that an expansion of business tends, in and of itself, to raise the price level and that a contraction of business tends to lower that level. Many business men today consider such a correspondence between business and the price level as axiomatic, presumably because they are used to finding good business associated with rising prices. But, if the volume of the circulating medium were constant, the expansion of business, instead of tend​ing to raise the price level would tend to lower it; and reversely, contraction of business, instead of tending to lower the price level would tend to raise it. It seems probable that, had we had such a constant money system through the generations, business men would have thought it axiomatic that, when business volume is large, prices fall and that, when business volume is small, prices rise.
Many people are so accustomed to think it nat​ural and proper for the price level to rise when business improves and for the price level to fall when business recedes that they are shocked when anyone, in order to check "unnaturally" such rise or fall of the price level proposes to "tinker with the currency" by checking inflation or checking deflation of money- But we ought to know that one of the chief reasons why changes in business bring about changes in the price level is the 10% system. This causes the banks, by means of business debts, to keep everlastingly tinkering with our currency and so causes unnatural inflations and un​natural deflations.
For, under the 10% system it is true, as we have seen, that an increase in business, by increasing commercial bank loans, and so increasing the circu​lating medium, tends to raise the price level. And, as soon as the price level rises, profits are increased and so business is expanded further. Thus comes a vicious circle in which business expansion and price expansion act each to boost the other—making a boom."
Reversely if business recedes, loans and prices also recede, which reduces profits and so reduces busi​ness volume—again causing a vicious circle, mak​ing a "depression."
But, take away the 10% system and you take away these unfortunate associations between busi​ness and the price level.
Under the 100% system, combined with a stable money policy, money would really be gauged to accommodate business, expanding as business ex​pands but no faster—constituting a true elastic currency. Loans would, of course, in a general way, expand and contract with business, but they would no longer affect the quantity of money in the slightest degree. Under such a system the price level would neither rise nor fall materially, and not at all as a result of loans.
The Idea that Money Is Abundant in a Depression
Two popular notions, which, in times of depres​sion, are widespread and devoutly believed by many bankers, are that "the trouble cannot pos​sibly be a lack of money, since the public has more money than ever!" And again "it cannot be true that there is any lack of (check-book) money since the banks have excess reserves and more 'money' to lend than people want."
The error in the first statement (that the public has more money) evidently lies in overlooking check-book money, the chief circulating medium.
It is true that in a depression the public increases its pocket-book money by withdrawing it from the banks, being led to do so by the fear that the 10% reserves will not hold out. But for every dollar added to pocket-book money about ten dollars of check-book money has to be destroyed.
The error in the second statement (that the banks have more money) lies in overlooking the fact that this "more money" means only excess re​serves relatively to deposits. A bank reserve does not circulate. It is not effective money.
As was indicated in Chapter I, the depression of 1929-35 saw a contest for cash, which added 1 billion to pocket-book money but subtracted  8 billions from check-book money. The banks' re​serves were enlarged relatively to deposits subject to check by reducing these deposits.
Such errors, and dodging between pocket-book money, check-book money and bank reserves, could not go on if check-book money and pocket-book money were made interchangeable, as they would be under the 100% system.
Confusing Money and Money to Lend
Those who do not see that the crux of a great depression is usually lack of money fall into another fallacy. They confuse abundance or scarcity of money with abundance or scarcity of money to lend. Money (however we measure it) is, at any instant of time, not all available to the loan mar​ket. Some is about to be spent for living expenses, some for investments of miscellaneous sorts. Only a part is available for lending—loanable funds.
In a depression, the failure to borrow is not at all because people already have too much circulating medium but because they already have too much debt.
Normally, loans ought to be merely the borrow​ing of money by one person of another; and what money is added to one ought to be subtracted from the other. Shifting money from one of us to an​other ought not to change the quantity of money for us all. The so called "money market" should be simply the market for loans from Jones to Smith not the source of the circulating medium for Jones and Smith. Intrinsically, loans have nothing to do with putting more money or less money into cir​culation.
The true abundance or scarcity of money is never registered in the loan market. It is registered by the index number of prices. If prices rise it means that money is abundant. If prices fall it means that money is scarce.
Evidently money may paradoxically go begging in the "money market" (that is, loan market) and be called "cheap" (that is, obtainable at low in​terest) , when, really, money is scarce and therefore dear relatively to goods—that is, has a high pur​chasing power per dollar, as shown by an index number.
Ideas as to Reflation
In spite of all the prevailing confusion of thought, there does sometimes emerge a half-way recognition of the need, in a depression, for more money in the form of checking deposits. There are many who shudder at any increase of "currency"—actual hand-to-hand or pocket-book money—but who would nevertheless like to have what the former Secretary of the Treasury, Ogden L. Mills, called "controlled credit expansion"—i.e. expan​sion of check-book money. In their opinion, an in​crease of pocket-book money would be wrong, tions, the present writer agrees with the bankers that the Government should keep out. But mone​tary control is not properly a banking function. Under the 100% plan, monetary control, combined with a stable money policy, would not be left to the unorganized and irresponsible rule of banks, each a little private mint.
The Idea that "Gold Is the Best Standard"
There are still conservatives who imagine that a fixed weight of gold is a fixed value of gold. In this simple faith, they would have us cling to the gold standard because it is supposed to be "automatic." Yet we go to a great deal of trouble to regulate our standard yardstick, keeping it at a constant tem​perature, under a glass case, in the Bureau of Stand​ards—"tinkering" with it all the time, in order to keep it constant. If we are to have a sound and stable dollar, we must "tinker" with it all the time —but in a purposeful way and not in a random way as at present, when so many banks do the tink​ering independently. For, even the gold standard is never really automatic, but requires active manage​ment by central banks to maintain redemption.
Ideas as to Redemption
Under the original gold standard all money whether gold or paper, was supposed to derive its value from gold as a commodity. The parity be between gold (both as commodity and money) and all other money was supposed to be maintained by their interchangeability—you could melt gold coins, or convert paper money or check-book money into gold coins and then melt the gold coins, into commodity gold, just as an Indian woman could convert wampum money into wampum as an ornament. In primitive times, this convertibility into gold bullion really meant something; and it continued to have some importance as long as gold was an important part of our circulating medium; but such convertibility today is useful only to the importer or exporter of gold or to an occasional jeweler or goldsmith. Otherwise, today such melt​ing and conversion are relatively unimportant. The legitimate needs of gold redemption are few and far between and are easily met by discretionary re​demption as now arranged for under the present law.[1] Moreover convertibility even for such legiti​mate purposes is not, and never has been, as im​portant as stability of value. So far as convertibility ever had any useful purpose it was to prevent over​issue and inflation.
Over 99% of our people are not interested in gold redemption except when, as in 1933, such re​demption does harm through hoarding. The only sort of redemption which is of vital interest every day to millions of people is the redemption of their check-book money in pocket-book money. These people want to know that their particular checks on their particular bank are as good as the pocket-book money common to all people.
In modern times the privilege of indiscriminate redemption in gold has done harm, because there is so little gold available for redeeming so large a mass of other money, including check-book money, to say nothing of the promises to pay bonds in gold.
The situation became preposterous. When there was a raid on gold reserves, the banks, in order to meet the demands for gold from the public, had to get gold from the public; and the results of such demands on gold were greatly to increase its value,
A gold standard, in the sense of an unlimited lia​bility to redeem paper money in gold, is analogous, in its destabilizing influence, to the 10% system, with its unlimited liability to redeem check-book money in pocket-book money. We have one in​verted pyramid under another with a tiny apex of gold at the bottom.
But the greatest danger in the obligation of gold redemption comes from international de​mands. Within countries people accept, and even prefer, paper. As long as we have a gold standard with a fixed-weight gold dollar, this international danger is very real, as the "raids" on the Bank of England showed in 1931.
Relative Stability of Gold and Paper
Stability of value must not be sought hereafter in convertibility into gold, since gold is very unstable, and this unlimited convertibility into gold only makes it the more unstable. Stability of value must be sought in managing our money, according to a definitely prescribed rule.
One of the best by-products of the depression of 1929-35 is the disillusioning of the business man as to the fancied stability of the gold standard. A Chi​cago University Memorandum on the 100% prin​ciple put the matter very well as follows:
"The gold standard has always been a fair-weather system, functioning smoothly only so long as con​vertibility really matters to no one concerned. It can hardly survive a serious war anywhere; and most countries discard it readily under pressure, whether of war or depression."
In the same vein a recent important Report of the Columbia University Commission says: [2]
"It is an entirely fallacious notion that paper standards are uncontrollable. It is strange that such statements should still be made by monetary au​thorities in the light of experience with paper cur​rencies in the past few years. During the periods when England has been off gold, from 1797 to 1821, from 1914 to 1925, and again since 1931, the paper currency was never abused by inflationary excesses. In fact, in terms of their internal purchas​ing power, paper currencies have shown themselves far more stable than gold currencies during the last two years, despite the critical difficulties of the times and the grave temptations they offered to governments to indulge in inflationary finance. Be​tween September 1931 and the banking panic of 1933 it was not the pound sterling, the Canadian dollar, the Scandinavian currencies, etc., which were unstable, but the American dollar, the franc, the mark, and other gold currencies. The paper money of the “sterling area” retained a remarkably steady purchasing power—altogether too steady, in the opinion of those who would like to have seen a deliberate expansionist policy adopted to correct the previously deflationary trend of prices—while gold underwent an outrageous appreciation in value."
Again we note the influence of bank psychology by which the public have been misled into believ​ing that Government-issued money is certain to be abused, and that the Government should do nothing about money, except once and for all, to specify the weight and fineness of the gold dollar.
It is interesting to note that, recently, in the public prints, on the occasion of a meeting between Mr. Roosevelt and the American Bankers Associa​tion, Mr. Jackson E. Reynolds, president of the First National Bank of New York City is referred to as having "asked whether the nation could af​ford to tie its hands in regard to the currencies of the world by saying that the present gold content of the dollar would never be changed." This atti​tude represents a great advance of thought in busi​ness and banking circles.
Perhaps the greatest monetary event after the World War will turn out to be the abandonment of a fixed weight of gold as a standard of value and the substitution of a market basket of typical goods—a "market basket dollar." The complete solution of the money problem would be for each country to stabilize the internal value of its own currency and for all countries concertedly to fix the price of gold. When, after long periods, it should become necessary to change this price this also should be done concertedly. In such a way each monetary unit would be kept stable in domestic purchasing power as well as in foreign exchange.
Before leaving this notion that gold redemption is the source of stability we may note that redemp​tion in gold has long been not only a fetish but, in some cases, a fiction, especially as to our silver cer​tificates, which are not (or not at any rate until the vaguely stated law of 1900) convertible into gold but only into silver of less value (as bullion) than the certificates themselves.
A 100% Reserve in Gold Could Be Provided
If we really want to have a full-fledged gold standard we should have a 100% reserve of gold. This would be going back literally to the gold​smiths' days. Theoretically, it could be done, and very easily, by sufficient "devaluation" (that is, diminution in weight) of the gold dollar. Just as the Government raised the price of gold to $35 an ounce (i.e. reduced the gold dollar to 1/35 of an ounce instead of about 1/21) so it could, theoreti​cally, raise the price of gold to a higher figure, even, say, to ten times $35 an ounce (i.e. reduce the gold dollar to1/50 of an ounce). Of course, practically, such a large and sudden change would be extremely undesirable.
It is evident that the gold in the Government's vaults would then be ample to provide a 100% re​serve for the banks without using any paper what​ever, except warehouse certificates for the gold.
But such an all-gold 100% system could be achieved only at the expense of further disrupting foreign exchange; and there would be other valid objections.
A 100% system using paper money or credit of the Currency Commission would be just as effective as a 100% system using gold, as well as less trouble​some and clumsy; for, as stated, convertibility into bearer money is the sort of convertibility which is wanted in our modern world—not convertibility into gold ornaments. The ultimate standard of value lies not in one commodity only (gold), but in all commodities, as registered in an index num​ber to be stabilized by action of the Currency Com​mission. The only monetary use left for gold is to serve as a bridge between currencies of different countries to facilitate international settlements. This can be done, as it is being done now, under the law of January 30, 1934, through discretionary redemption, with occasional revisions of the price of gold.
The Idea that Low Reserves Are an Economy
It is said that low reserves are an economy of gold, A banker, objecting to the 100% reserve idea, said: "Who ever heard of a 100% reserve?" He was taken aback when the familiar fact was brought to his attention that, for generations, we had had a 100% reserve behind gold certificates. He had never objected to that nor had he suggested that the Gov​ernment should "economize" this "idle" reserve by issuing more paper money against it, which could easily be done. It was evidently only the bankers' reserves which he wanted to have "economized." The truth is, of course, that short reserves have proved to be a very false economy; what little is saved thereby in good times is lost many times over "when winter comes." The banker needs to con​sider the whole banking system and not simply his own individual actions.
I found that this persistent notion that short re​serves are an economy is, from force of habit, ap​plied even to the paper money in credit reserves proposed in the 100% system. Why require a 100% reserve even of paper or credit? Would not 50% or, at any rate, something less than 100% be good enough? It was largely this idea which defeated the 100% proposal when it was advocated for the Banking Act of 1935.
In the first place, there would, in this case, be no "economy." That is answer enough. If we want to remedy inadequate reserves at all, why not make them fully adequate while we are about it? It would cost no more except that trivial cost of printing, and anything short of 100% can never be quite as good* A reserve of 90% would have no advantage over a 100% reserve to anybody, while it would have at least slight disadvantages, even mechani​cally. And, psychologically, a 100% reserve is cer​tainly superior to any less reserve. It is the only re​serve which everybody can understand; whereas the instant any lesser figure is used, even 99%, the psychology of it leads to a desire to lessen it still more. A full 100% reserve has the status of a trust fund, the real owners of which are the depositors. A 99% reserve would have to be considered, like a 10% reserve, as belonging to the bank.
A banker friend writes: "Is not the risk like the risk of fire or life insurance predicated on the rea​sonable expectations, based on experience, that all the insured will not die at the same time; and that fires will not break out in all buildings simultane​ously? To this there are several very good answers.
Doubtless the analogy exists; and if there were any real economy in short reserves, their safety would be calculated on actuarial or fire-experience analogy.
But, besides the risk of the individual fire or bank failure, there is a "conflagration risk" and in the case of banks there is no hedging possible analogous to re-insurance. The fact is, my banker friend over​looked the really important risk which is not of bank failures at all. The risk of bank failures could be nearly eliminated if we were willing to adopt the banking methods of other countries—especially branch banking. The really important risk is the risk of fluctuations in business and employment, the risk of booms and depressions. The banker may succeed in saving his own skin; but even in Eng​land he does this through winning the contest with the public for cash, which contest injures the pub​lic. It traces back, as we have seen, to the short reserve system.
Finally, if we are to submit the reserve problem to the test of experience as the banker quoted sug​gests, the result is certainly damning to the present system.
We must never forget that not the "safety" of the bank, but the safety of the purchasing power of the dollar is the important thing. We need the very best safeguard against inflation and deflation and that is the 100% system.
The Idea that the Dollar Never Changes
This is "the money illusion" and the chief ob​stacle to monetary reform. Why stabilize what is already believed to be stable? Almost everyone as​sumes his own country's money to be stable in value. He measures every price in that money but does not know how to measure that money itself (by an index number) or even think of doing it. He only sees other countries' money change in terms of his own. "Many years ago, when England was on the gold standard and India still on silver, General Keating of England fell into conversation with a Hindu merchant. The General mentioned the fall of the Indian rupee. The Hindu raised his brows, 'Fall of the rupee? I haven't heard of that. Why, in fact I have agents all over India, and not one of them has advised me of a falling Indian rupee. Then, after a moment's reflection, he added, 'Oh, perhaps you mean the rise of the English pound!'
"As a matter of fact, both the Englishman and the Hindu were partly right, for according to the index number, the purchasing power of the rupee had fallen—that is, the rupee had fallen as com​pared with goods—and the purchasing power of the pound had risen—that is, the pound had risen as compared with goods; but neither change was responsible for the entire gap between them. Both men were victims of the money illusion. Neither could detect any motion in the boat on which he himself rode."[3]
The Idea that the Price of any Commodity Is Determined Solely by Its Supply and Demand
"The price of wheat is not fixed by the demand and supply of wheat alone. It is partly fixed by the demand and supply of money. Money is, for most people, overlooked entirely as a price determiner. That is where people make a big mistake.
"The trouble is, we forget money just because we think in terms of money. If the price of wheat were expressed in terms of anything else than money, we would not make such a mistake. Suppose that the price of wheat were expressed in terms of copper or of silver bullion. Suppose, for instance, that a bushel of wheat were worth three ounces of silver. It would be silly to say that a rise in this price of wheat in terms of silver must be entirely due to an increased demand for wheat or to a decreased supply of wheat. It might just as well be due to an increased supply of silver or to a decreased demand for it. "This is evident. It ought to be just as evident when the price of wheat is expressed in gold. A gold dollar is [1933] almost exactly one twentieth of an ounce of gold; and when the price of wheat is a dollar a bushel, it is the result not only of the supply and demand of wheat, but also of the sup​ply and demand of gold ounces or gold dollars— and of the substitutes for them, namely paper dol​lars and the dollars we have in banks and pay out by check.
"And the effects of these two supply- and-demand influences can be sharply distinguished. The supply and demand of dollars fix the general, or average, price level, and the supply and demand of wheat fix the extent to which the price of wheat is out of line with the general, or average, price level. When the general price level rises 10 per cent and wheat rises 13 per cent, only the extra 3 per cent is due to the supply and demand of wheat. The 10 per cent is not due to wheat at all, but to money. "Most people still imagine that all of the fall in the price of wheat since 1926 is due to a super​abundance of wheat. This is not true. Most of the fall was due to the scarcity in the supply of dollars circulating. This cause explains the fall from 100 to 55—the fall of the general level of prices, wheat included." [4]
The Confusion between a Price and a Price Level
An individual price and a price level are as dis​tinct as a wave and the sea level, and the causes are just as distinct. The general price level goes up and down with monetary inflation and deflation, just as the level of a lake rises or falls with the amount of water in it. But the price of wheat goes up and down with its demand and supply just as the height of a wave is great or small according to the wind.
Summary
We see that there are many nebulous and falla​cious ideas prevalent which hold back true mone​tary reform. Among them are:
(1) The idea that, under the 10% system, loans are facilitated by the power to manu​facture impromptu the loaned money.
(2)  The idea that checking deposits are naturally and properly dependent on bank loans.
(3)   The idea that the price level naturally and properly rises and falls with business ex​pansion and contraction.
(4)   The illusion that money is abundant, when it is really scarce (and the reverse).
(5)   The confusion between abundant money and abundant loan-funds.
(6)  The idea that currency expansion is wrong while checking-deposit expansion may be right.
(7)   The idea that the value of the dollar never changes.
(8)   The idea that the price of any commodity is determined solely by its supply and demand.
(9)   The confusion between a price and a price level.
(10)   The idea that Government should leave all expansion and contraction to bankers.
(11)   The idea that gold is the best standard.
(12)   The idea that redemption in gold is essential.
(13)   The idea that gold is inherently stable and paper inherently unstable.
(14)   The idea that raising reserves should be raising the gold reserves.
(15)   The idea that low reserves are an "economy."
These fifteen are not the only confusions or fallacies which might be enumerated. But they seem to be the only important ones standing in the way of the 100% system.


[1] Of January 30, 1934.
[2] Economic Reconstruction, Report of the Columbia Uni​versity Commission; Robert M. Maclver, Chairman. Columbia University Press, New York, 1934, pp. 40-41.
[3] Inflation?, by Irving Fisher, Adelphi Co., 1933, p. 47.
[4] "When Inflation is Not Inflation/' by Irving Fisher, Liberty, Vol. 10, No. 37, September 16, 1933, p. 40.
Chapter 11

Significance to Government
The 100% System- Not Government Banking
As already pointed out, the 100% system would involve only a nationalization of the monetary function (now usurped by the banks)—not a gen​eral "nationalization of banking." Money is prop​erly a governmental function and is partially per​formed through our minting of gold, silver, nickel and bronze coins, our printing of U. S. notes ("greenbacks"), silver certificates, and other forms of Government paper money, and through our laws in general on money or the monetary standard.
As noted in Chapter I, our Constitution makes the regulation of money a Congressional preroga​tive. This function is, in essence, the control of the dollar as a unit of value, just as it is the function of the Government, performed through the U. S. Bu​reau of Standards, to control the yard as a unit of length, and the kilowatt as a unit of electricity. Pro​viding business with units for measuring its trans​actions  is essentially a function of Government. To perform this function properly, all forms of circu​lating medium must be under the same control, including bank notes and checking deposits. Orig​inally the Government more nearly controlled money than it does now. The present anomaly came about by gradual stages, first by permitting bank notes and later (and what is more important) by permitting checking deposits. Today the important "mints" are our thousands of checking banks.
These should not be permitted to continue un​restricted creation and destruction of money. But there is no corresponding need of taking away from the banks their proper function as lenders.
Properly speaking, under the 100% system, the only banking function that would be performed by the Currency Commission would be rediscounting. As we have seen, even this function would be per​formed only on rare occasions, and it would be better if it were not authorized at all. If it were performed it would be only as a safety valve to help out the banks themselves, not to compete with them, and only on the initiative of the Federal Re​serve Banks.
We have also noted that any such promissory notes as would reach the Currency Commission would have had to run the gauntlet of two banks— a member bank and a Federal Reserve Bank—and that these banks alone, not the Currency Commis​sion, would, just as now, take the responsibility of extending, or not extending, the loans according to their merits as profitable investments. Thus the banks would continue, as they should, to guide the flow of capital into the most promising channels of investment. The Currency Commission would have no choice[1] but to rediscount, if as and when re​quested.
The only discretion of the Currency Commission would be as to settling the rate to be charged; and this rate would be fixed only to help control the purchasing power of the dollar, and would be im​partially imposed on all Federal Reserve Banks alike.
So far from nationalizing the banks, the 100% system might afford the banks the only escape from nationalization. For if, in another decade, we should have another depression like the one we have, just been passing through, the banks would probably find themselves permanently in the hands of the Government. It would be better for the banks to give up gracefully their usurped function of mint​ing money (in the form of bank notes and check​book money) and be content to conduct their strictly banking business, unmolested and uninterfered with by booms and depressions—so largely of their own making.
The 100% system would afford protection both ways; for it would also safeguard the Government against the domination of the banks. In times of War or similar stress, banks become creditors of the Government and are thereby in a position to ac​quire undue control over its policies. By some close observers in Washington it is commonly believed that, ever since the Civil War, the Government has been too much influenced by banks—by "Wall Street" as the expression is—without the general public knowing who pulls the strings.[2]
As to the Federal Reserve
The Federal Reserve System was supposed, among other things, to rescue the Government from such banker control. This was an aspiration of Presi​dent Wilson's. It was for that reason that the Fed​eral Reserve notes were called "Obligations of the United States." But actually this was merely a phrase and little more than a nominal concession to Mr. Bryan, then Secretary of State, in order to gain his support. These notes give the United States no advantage—on the contrary, they only impose a contingent liability.
As the scheme now works out, the Federal Re​serve Banks have virtually swapped their non-interest-bearing Federal Reserve notes (and other Federal Reserve credit) for United States Govern​ment bonds. What is needed is virtually to swap back.
It is often thought that the Federal Reserve Sys​tem should perform the monetary function and stabilize the dollar. But, for this function, the Federal Reserve System is ill fitted in organization, personnel, inclination, and tradition. Moreover it has other important functions to perform—espe​cially rediscount—and these other functions often conflict with the function of stabilization. The Federal Reserve cannot stabilize without sometimes offending its masters, the member banks, as did Governor Strong when he tried to stabilize. On the other hand, it cannot, under the 10% system, do a straight banking business, that is, primarily for profit, to suit bankers, without sometimes uninten​tionally producing inflation or deflation and so do​ing harm to the nation. Efforts to do a banking business and, at the same time, to stabilize the price level have, in the end, failed dismally. They have resulted in vacillation, uncertainty, confusion, and disagreement within the System. They have been like trying to serve two masters.
Even with a Governor Strong at the helm the best way (and without such a governor the only way) to avoid great depressions completely and perma​nently is for the Government to relieve the Federal Reserve System of the unwelcome duty—hitherto largely shirked and never legally imposed—of sta​bilizing the dollar.
Currency Commission Like the Supreme Court
The Currency Commission should be independ​ent like the Supreme Court, so that the purchasing power of our dollar may be kept stable despite banking operations and despite United States Treas​ury operations. Mr. James H. Rand, Jr., President of Remington Rand, Inc., in favoring Mr. Vander-lip's Monetary Authority Bill, well said:
"No Government should permit such coercive power over its own credit to be held by any one group or class as the privately owned Federal Reserve System holds today.
"No Government should delegate to private interests the control over the purchasing power of money.
"This issue must be faced and settled. There can be no complete restoration of confidence until the conflict between private and government control over money is ended."
The Effect on the National Debt
In the process of putting 100% cash behind bank deposits, the Currency Commission could and should, as previously noted, concentrate on buying Government bonds. Any other securities, such as corporation bonds, if bought, should be gradually disposed of, and Government bonds substituted, so far as possible. By owning (in the person of its Currency Commission) its own bonds, the Govern​ment would thus reduce its debt.
Eventually (unless prevented by such a catas​trophe as the World War) there would probably be a complete elimination of Government debt. This could take place without any formal destruction of bonds ahead of their due dates. In fact, even if all outstanding obligations of the United States were to find their way into the hands of the Cur​rency Commission, the simplest procedure would be for the Currency Commission to hold these in​tact until maturity. Maintaining the physical ex​istence of the bonds during their “life” would sup​ply the Currency Commission with easily saleable securities for use in case of threatened inflation. Meanwhile, the Currency Commission would, like every other bondholder, receive from the United States Treasury the interest on the bonds, which interest would then be turned back into the United States Treasury. Or rather, the two opposite pay​ments would be bookkeeping offsets against each other. This would apply to principal as well as interest.
After Paying Government Debt, What?
If it should come to pass, some fine day, that the whole national debt had been paid off, what then? Would the Currency Commission thereafter, in order to offset any threatened deflation, be obliged, for the purpose of putting new Commission Cur​rency into circulation, to acquire private corpora​tion bonds or other property and, in spite of itself, become the owner of an increasing share of the private wealth of the United States? By no means. The easier way for uniformity of method and ac​counting would be for the Currency Commission to buy newly issued Government bonds or other Government obligations, with mutual cancellation of interest between Treasury and Currency Com​mission.[3]
With such a policy, the problem of purchases of non-Governmental securities by the Currency Commission might not come up for many years, if ever.
In the end, it is at least conceivable that, with prosperity uninterrupted by any or many great de​pressions, the Government's main receipts would eventually come from the Currency Commission, merely by virtue of its efforts to prevent deflation by putting new money into circulation as business grows.
If such an embarrassment of riches should come about, what the Government would do with the increasing flow of money from the Currency Com​mission would be a matter which does not greatly concern us at this time. The money could, if de​sired, be used to reduce taxation and, in time, if we wish to imagine so extreme a result, to abolish all Federal taxes.
Beyond that point, assuming it were ever reached, any further surplus could be used, if desired, for a veritable "social dividend," as proposed by certain writers approaching this subject from another angle. That is, in effect, money would be given by the people to the people, to supply the needs of growing business and prevent the fall of the price level which such growth would otherwise cause.
While such a rosy picture may never materialize, it is here presented not as a forecast but for two purposes:
(1)   In order to show that the 100% system could go on indefinitely.
(2)  To show that it is not dependent on the con​tinued existence of a great Government debt, and would not require any change in routine or any accumulation of private securities in the hands of the Currency Commission.
In short, continuous prosperity, freed from the interruptions of great booms and depressions, would be reflected in our Federal Exchequer, as well as in the profits of all business, including banking. If, in spite of depressions, banks now prosper by creat​ing money (such as Federal Reserve notes and checking deposits) and investing it in bonds, prom​issory notes, etc., the same privilege in the hands of the Currency Commission should prosper the Government still more in the absence of depressions. In a sense, the improvement which has been pic​tured in the Government's financial condition would be merely a remuneration for the supremely important Governmental service of managing money, or providing business with its most essential unit of measure, a stable dollar.
Is the Job too Big?
But would not this new proposed monetary Supreme Court have too great a task? Could any man or group of men be trusted to do the job?
The one convincing answer is: Sweden has sta​bilized,[4] why not the United States? Indeed, under Governor Strong's leadership (while he lived and was able to induce his colleagues in the Federal Re​serve System to cooperate in the open market oper​ations and adjustments of rediscount rates), the wholesale commodity price level in the United States was kept more stable than it had ever been before, or has ever been since.
Manipulation
Nor does there seem to be any justification for a fear that, under a prescribed criterion and method, a stabilization mandate would be evaded either by departing from the official index number or by manipulating its composition. There is, so far as I know, no justification for such a fear in recorded experience, whether recently in Sweden under Gov​ernor Rooth or ten years ago in America under Governor Strong, or still earlier, in so far as we can find partially analogous cases to study.
Discussing this problem fifteen years ago in Stabilizing the Dollar (pp. 244-246) I mentioned such a partially analogous case—the only one I have seen even remotely analogous—and said of it:
"If manipulation of prices is to be expected at all, we should expect to find it most in the Scotch Fiars prices already referred to. In this case money rents are determined by prices of wheat ('corn'). Complaints of unfairness have undoubtedly been made, but to leave money rent uncorrected was considered much more unfair. I have examined carefully the records of the one complaint of which I have found mention in the Yale University Li​brary.[5] This complaint was simply that the jury was not wholly disinterested and did not take suf​ficient testimony. The system itself was not in dispute. Were the system very unsatisfactory it would scarcely have been continued through over two centuries.
"It should be further emphasized that, whatever slight danger now exists of abuse of Scotch Fiars prices, would be almost infinitely reduced by the plan here proposed; because, in that plan, we are concerned with great public markets, in big cities, with highly standardized grading of goods and standard price quotations instead of with small crude country markets, and because we have to deal with a large number of commodities instead of with only one. It is inconceivable that any sinister in​fluence, in order to help the debtor or creditor, could manipulate a sufficient number of commodi​ties to affect appreciably the index number. Even if someone could “corner” a market and double the price of one commodity, this would not raise the general price level one per cent. To accomplish even such a feat is out of the question, while to corner or control a hundred commodities is unthinkable. Moreover, supposing such control of commodities possible, we are now more exposed to the danger of a corner in gold than we could be to a corner in hundreds of other commodities!
The same argument applies to any supposed danger of misquoting of prices. Any gross misquo​tation such as doubling the true figures would be, of course, out of the question, while anything less would be of no use to the would-be rascal. And if there should be an effort to stretch some price quo​tations as far as this could be done without detection (which would be only a single per cent or two), the result would not affect the average more than a small fraction of one per cent, which like​wise would not be enough to be worthwhile."
We have found no scandal in entrusting every other legally prescribed unit to a few men in the Bureau of Standards, though enormous contracts depend on these units.
The war experience shows that millions of wage and other agreements were based on official index numbers without a hitch.
A new safeguard against inflation and deflation alike would come from the very enactment into law of the proposed system, taking away from the bankers and, so far as possible, from the Treasury the power to inflate or deflate and, instead, giving to one central authority the sole power to regulate the quantity of money through buying and selling bonds, and always according to an exact measure. That authority could be made subject to impeach​ment in case of malfeasance in office. In fact, since the first edition of this book was published the Banking Act of 1935 has made the Open Market Committee almost such a central authority.
Finally, for the benefit of those who object to a "managed" currency and imagine that we still have an "automatic" one, it should be stated with em​phasis that we have long ceased to have any "auto​matic" system. Our system was already full of discretion even before the Banking Act of 1935. In fact, this discretion came with our 10% deposit banking system and applied to central banks in most countries, certainly in ours. The question now is not at all whether we shall have an automatic (unmanaged) or a discretionary (managed) cur​rency. The question is whether we prefer an irre​sponsible management or a responsible management with a definite objective of stabilization. The chief fault in the new law is the lack of such an objective.
"Wall Street" Management
It should be evident that, since we can scarcely avoid[6] some sort of management, we ought to put more trust in a responsible management, restricted by law to narrow limits, than in an irresponsible one not so restricted and under which we have had far wilder excesses in both directions than we could expect even from a corrupt management. Could we imagine a corrupt management under the 100% system deliberately raising the wholesale price level between 1896 and 1920 from 47 to 167 and then lowering it to 55 in 1933? That is what has been done under the 10% system.
I am not one of those who attribute great sin​ister motives to the financial world, or who believe that "Wall Street" deliberately makes panics and crises in order to profit by the ruin of their country,
Text Missing
No Cure-All
The 100% system would be no cure-all for busi​ness fluctuations though it would help reduce them. Even including the provision for a Currency Com​mission it would afford no guarantee that loan banks and savings banks would be completely im​mune to runs and failures, nor that any such im​munity would be enjoyed by investment houses, building and loan associations, insurance companies, commercial concerns, railways or any other per​sons or corporations except the checking Banks.
Still less would the 100% system operate as a panacea for all the ills of the body politic. It would not solve all labor problems, the problem of monop​oly, the problem of the distribution of wealth, nor many others. But it would remove what is probably by far the most prolific sources of bank​ruptcies, unemployment, and depression of trade.
What is important, the 100% system would make it easier to study all these other problems, uncom​plicated by the money problem which now en​velopes them as in a fog. What now seems dim and uncertain would then become sun clear. Many doubtful pieces of legislation have been hastily pushed through Congress, because the public, not being able to distinguish properly what is monetary and what is not monetary, ascribe wrong causes to their current troubles. They see the effects of a broken-down monetary system but do not trace them to that source. They find unsold goods and think these must be due to "overproduction." So they fear "tinkering with the currency" and tinker, instead, with everything else.
As soon as we get a good monetary system we can more safely determine what else needs mending. To be able thus to see more clearly, and to diagnose more correctly, would be a powerful aid to all efforts to find and apply effective remedies. These might include safeguards for savings banks, regula​tion for security issues, legislation for public utili​ties, for hours of labor, for minimum wages, for company unions, and remedies for technological unemployment as well as for innumerable other ills and abuses, including the two biggest problems of all, the great problem of the distribution of wealth and the still greater problem of the distribution of political power.
The situation is such that delay in correcting the evils of the 10% system is dangerous. Aside from the deflation peril, we may begin soon to fear an inflation peril issuing from our ill-starred 10% system. With nearly 3 billions of "free" gold in the United States Treasury and nearly 2 billions of ex​cess reserves of member banks on deposit with the Federal Reserve Banks, plus a supposed potential currency issue of 3 billions of Federal Reserve notes and about 2 billions of silver certificates—not to mention increasing purchases of gold and silver—we might have, theoretically, a potential inflation of bank credit of many billions.

The Capitalistic System
There has been a great deal of talk during the depression about the failure of the capitalistic sys​tem. A movement "to the left” always comes with deflation. It found expression in this country in "populism" in the deflation ending in 1896 and the Bryan campaign. But populism evaporated as soon as the price level began to be restored. In the middle of the last century a socialistic movement resulted from falling prices and disappeared with the lucky discovery and outpouring of new gold mines in California and Australia. Marx and Engels in this period recognized this relationship far better than the bankers did, and also specifically recognized that their propaganda lost its force, at that time, because of the gold discoveries.
In fact, an unstable monetary unit breeds radi​calism, whether the movement be up or down, de​flation or inflation, if it goes far enough. The French had an aphorism "after the printing press, the guillotine."
The capitalistic system is really the private profit system and profits are a difference between gross income and costs, including fixed charges associated with debts. Without a stable unit for measuring these items the profits expand and shrink and turn into losses without apparent rhyme or reason. In short, the private profit system requires, for its smooth working, stable money.
I am convinced that, without stable money, the private profit system will some day go. This means that the bankers, as long as they insist on operating or are permitted to operate, their 10% system, will be playing with fire. The best available safeguard against the overthrow of capitalism is the 100% system, combined with money management, to give us a stable dollar. Of all people, bankers should, therefore, favor this proposal if only in self-defense. Otherwise, by the irony of fate, they may someday be the ones to upset capitalism.
Here lies the chief significance to Government of the 100% system. If our Governmental system is to remain American, that is, is to permit the con​tinuance of private profits and individual enter​prise, and not be replaced by State Socialism, we must have a stable dollar; and that is what the 100% system, especially if coupled with money management, would achieve.
Stabilizing the dollar under the 100% plan is not of itself socialistic; nor does it tend toward social​ism. It merely does for the dollar what has already been done for the yard, bushel, and other units used in commerce, as provided for, a century and a half ago, in our Constitution. Business, industry, agriculture, and banking require stable units of measure and no one but the Government can pos​sibly furnish them.
Stable money will enable capitalism to function far more successfully than hitherto. This means that any modifications which may be required in capitalism in the future will be far less than those with which it will always be threatened so long as the money question remains unsolved. At the pres​ent time our monetary system has broken down, primarily because it has been unworkable under the mob rule of twenty thousand private mints.
To reconstruct this monetary system, to recreate the missing money and thereafter to maintain it at a prescribed normal, is the greatest service Govern​ment can render business, as well as the most legiti​mate. It is not simply justifiable. It is indispensable.


[1] But evidently this would not necessarily require any in​crease in circulating medium; for as fast as the Currency Com​mission rediscounted, i. e. bought promissory notes, it could, if it wished, sell bonds. The buying of one and the selling of the other would offset each other so far as affecting the volume of money is concerned. Thus, the compulsory exercise of its rediscount function need not interfere with its function of con​trolling the volume of money. In other words, while the Fed​eral Reserve Banks would dictate the amount of rediscounting, the Currency Commission would dictate the amount of the C. C. in circulation.
[2] Professor Soddy, a believer in the 100% principle, in​veighs against "bankers as rulers" in Wealth, Virtual Wealth and Debt,(Dutton, New York) 1926, p. 163.
[3] The bonds, or other obligations, could be floated under the usual procedure of the Treasury and find their way later into the hands of the Currency Commission under the usual procedure of that Commission. The Treasury would then re​ceive the purchase price from the public in pre-existing money, but the Currency Commission would issue new money for its purchase of the bonds from the public.
[4] See Kjellstrom, Managed Money, The Experience of Swe​den, New York, Columbia University Press, 1934. See also Irving Fisher, Stable Money, a History of the Movement, New York, Adelphi Co., 1934.
[5] In the "Report of a Committee of the Commissioners of Supply for Lanarkshire; Appointed to enquire into the proce​dure by which the Fiars of Grain for that country were struck, for the year 1816; together with such investigation of its principles and some suggestions for its improvement." Edin​burgh, 1817. Recorded in Tract 579, Yale University Library.
[6] As already indicated, if we were bound to avoid discre​tionary management, the 100% system (without any Currency Commission but with a fixed quantity of circulating medium) offers by fax the best way suggested.
Two years after having written “ The debt Deflation Theory”, explaining how the deleveraging process provoked the worst deflation and depression in the history of the United States, Irving Fisher published “100% Money in 1935”. Monetary Reform, great scale Political project, masterpiece of economic theory, convincing popularizing work, this book of one of the greatest economist of the modern era has remained unknown by the large majority of specialists for mysterious reasons. However, The importance of this work that influenced dramatically the thinking of two nobel Prizes, Maurice Allais and Milton Friedman is crucial. Fisher explained how to stabilize this incredible inversed pyramid of debt backed by a shoe-string of money to put an end to the destructive cycles of Booms and depressions.
It is striking to see how much our present economy is concerned by what is discussed in this book. Facing the worst private debt crisis in history, no other solutions than burdening our Governments with debt and injecting more and more debt into the banking system is found, delaying only the inevitable deleveraging of our economies. Yet, in our monetary system as in the monetary system of the 30’s in The U.S, the direct consequence of deleveraging is deflation. The “100% system” plan could be the solution.
Up to the date of writing(July, 1939) 235 economists from 157 universities and colleges have expressed their general approval of this “Program”
