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The great fask confronting us today iz that of making our
American system, which we call "democracy", work., No one con doubt that it is

threatened. dowever, the danper lies less in the provaganda of autocratic Govern-

ments from abroad than in the existence, here in Amcrica, of ton millions of uneme
ploycd workors, sharecroppers living barely at subsistence levol, and hundreds of
thousands of idle machines. On such a soil fascist and comnunist propaganda can
thrive. With full employment such propaganda would bo futile.,

The important objective,thorefore, is to repair and reobuild
our ceconomic gystem so that it will apain employ our productive resources to the
fullest practicable extent., A4 high scale of living for our people will betier pro=-
tect our cherishod American democracy than will 11 the speeches and writings in

the world,.

Our problems are not simple and we can offor no panncea to
solve them. We beliove, howover, thot certain fundamental adjustments in our
economy are cssential to any successiul atiempt o bring our idle mon, materials,
land, and mochines together. These fundancntal adjustments would, woe believe,

be facilitated by the monetary refori here proposed.
Throughout our history no economic problem lias been more

Frobably none hau had the dlSulnC-

pPassionately discussed than the noney problom,

tion of suffering so mucb ?rom gﬂ"o”'l nisunderstonding -~ sulferirg fron morg. hanot
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than light, As o result, not o=l: is our m01c+ar" systom now MHOllj 1qad@quabe
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and, in fact unable to Lu1£111 its furiction; but thr fow reformes which have bheen
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adoptod during the past threo doondes heve Loon

matelwork, leaving the hasic

" ctructure s6111 unsound.

In analycing this problem, we concluded that it is nro-
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mminently the responsikility of Ansricas ccouomicts o prosceint congtructive pro-

posals fer its solutioi, Ful, Lolorc organizing o rovcmest for monctary roforn,
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woe wished to debermine how many of our collecagucs agree with use Tor this purpece
we drew up "4 Frogram for Monetary Reform" snd sent this to the completest avmil-
able list of scademic oconoalsts, a thousand in mmber. This Frogran econsists of
18 sections which, we believe; comprise the ossential features of what nceds to bse
dene in order to put our nonctary system into working condition. Up to the date
of writing (July, 1939) 235 economists from 157 universitios and colleges have ex-
pressed their general approval of this "Progrem"; 40 more have approved it with
reservations; 43 have expressed disapprovanl, The remainder have nct yet replied.
We viant the Anerican pecople to know where we stand in this

important matter. The following is the first draft of an exposition of cur

"Program", and the part it may play in reconstructing America.

Paul II. Douglas BEarl J. iHamilton
Trving Figher Willford I. King
Frank D. Grahan Charles R« Wiiittlesey

July, 1939
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Introducection

The following suggested monetary program
is put forth not as a panacea or even as

a full solution of the depression problem.
It is intended to eliminate one recognized
cause of great depressions, the lawless
variability in our supply of circulating
medium,*

Ho well informed person would pretend that our present mon-
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should to promote
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stary and banking machinery is perfect; that it operatcs as it
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an adequate and continuous exchange of goods and sorvices; that it enables our pro-
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docutive resources - our labor, matorials, and capital = to be fully or even APProx=
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1 imately employed. Indced, the contrary is the fact, If the purposc of monecy and

E Al

credit were te discourage the exchange of goods and scrvices, to destroy pericedical~
1y the woalth produced, to frustrate and trip thoso who work and save, our prescnt
monetary systom would scem a most effective instrumont te that end.

Practically cvery period of cconomie hope and promise has
been a mere inflationary boom, characterized by an expansion of the means of PRy~
ment, and has been followed by a depression, characterized by a detrimental contrac-

tion of the means of payment, In boom times, the expansion of ecirculating medium

accelerates the pace by raising prices, and creating speculative profits. Thus,

B with new money raising prices and rising prices conjuring up new money, the infla-

tion procceds in an upward spiral till a collapse ocecurs, after which the controc-
{ tion of our supply of money and credit, with falling prices and losses in place of
; profits, produces a downward spiral gencrating bunkruptey, unemployment, and all

i the other cvils or depression,

The monotary reforms here proposed are imtended primarily ‘o
prevent these ups and downs in the volume of our means of payment with their harm-

ful influence on business. o cleim is made, however, that this will entirely do

T aapd 4] :
away with “"business coyoles",
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* This und the fubseauent closely printed parggraophs are quoted with minnr aliera-
tlons from the mimeographed "Program for Sonetary Referm', circulated nmong
ceonomists as oxploainsd in the foreword.
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The Gold Standard

(1) During the last ten years the world has large-
ly given up the gold standard. Gold is still, and
nay always remain, an importamt part of the machine
ery of forcign trade and exchange. But it is no
longer, and probably nevor again will be, the sole
reliance for determining the "internal value" of
monctary units., Even those who advocate some de-
gree of return toward the former gold standard are,
a3 a rule, now convinced that it must bo "mansged"
and nover again loft to work "automaticnlly”,

Up to 1931, the great majority of the countrics of the world
were on the gold standard, The characteristics of the gold standards may be brief-

1y sumarized as follows:
() The dollar, frane, guilder, or other monetary unit was

the equivalent of, and usually was redeemabls in, a fixed smount of gold of o cerw

tain fineness. For instance, the Amorican dollar wos a definite weight of gold
(25,22 grains of fine gold). This made on ounce of gold 9/10 fine identical with
$20.67. Conversely, $20.67 was convertible into an ounce of gold of this quality.

In other words, "one dollar® was roughly a twentioth of an ounce of gold or precise-

1y 100/2067ths of an ounce,
After the war, chiefly as a result of a shortage in gold re-

serves, some of the smaller nations changed their currensics by making them redeem-

able in some foreign currency which, in turn, was convertible into gold. This sys-
tem was callad the gold~exchange standard, For thesc small nations, our dollar, the
pound sterling and similar gold currencics, such as thoe Dutch guilder and the Swiss
franc were "ns pood ans gold",

{b) Because every gold currency was rodecmable in a fixed
amount of gold, the exchange relationship of these currcncies to cach othnr was to
all intents and purposes fixed: That is, the Foreign exchange rates of zold-standard
currencies were constant, or only varieq within extremely narrow limits. 4 grandiose
ideology has been built up on this fowcalled " stability" of gold-standard currencies.
The publie has been confuxed and frightened b the cry, "the dollur is falling"

or "the French franc is falling",which eirmply means falling with refercnce o zald;

whereas it may well have been thot the real trouble wos that the value of ~old was
. with reference to cammodities
Tlsing ndced such wag of ton thE casc. Tt the uninformed publiec never reslized

at the comcalled "stability" of “he solden monoy had 1ittle to do with nny

th

ttebility of buying power over goods and serviecors., In foet, the buying rcower of

so-called "stabls" gold currencies fluctuntod quite 7iolently, bocunuse +ho raluce

-
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of gold itself was changing. Perhaps the most vicious feature of +he gold standard
was that, so long as exchange ratos - the price of gold in terms of geld - remsined
unchanged, the public had a false sense of security. In order to maintain this
nisleading "stability” of gold and cxchange rates, the "gold bloc" nations period-
_ ically made terrific sacrifices which not only destroyed their prosperity, and in-
(*;%, deed brought thom to tho brink of bankruptey, but ultimately destroyed the gold

standard itsclf.

(¢) Ia order %o agsure the redmption of natioral currencics

in gold, the central baonks were accustomed +o naintain, behind their note issues,
% a reserve of upwoards of forty per cent in gold or gold exchange .

(d) The oxtent of gold movements under this systert led the
central banks tc regulatory acticn, For instance, if large amounts of gold began
: to vanish from a central bank, either +to pay for a surplus of comrodity imports or
1 by way of withdrawals for speculative purposes, the banks smong othor things raised
intorest rates in,order to discournge borrowing from it and +thus put-a stop to gold
withdrawals, Thus the disappearance of gold from the banks led thern automatically
to toke deflaticnary action; for it curtailed the volune of bank oredit outstanding.

This feature of gold-standsrd maciinery, in nost cases, worked efficiently enough

{ to 1ts end, But it often brought depressions as the price of maintaining a fixed

gold unit,

When there wns a excess of cormodity exports from o given

“‘k;t”’

country, or a f£light to it of cold from foreign countries, its cental bank was

: _1simi1ar1y supposed to lower intercst rates, thus sti-mlating lending, with 2 consee

Pquont withdrawal of gold from tho buvke Tut after the wnr this aubonatic regulatory

.necharien trorked badly or not ot all,

in September 1031 Zngland found it impossible to nmaintain her

B R

. 8old reserves and wns forced of f th2 zold stondard., Since then, avVery other gold-
{ standord notion 'ws either heen forced of f gold or has sbandoned it voluntarily.
Those countrios whick bowed first to this Prossure were also the first to rocovor

!
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i from the dopressilons, Franco wWas among the lagt to abondon geld; and she is still
suffering from her mistoke in walting so longs

i The depression expericnce of all countrics under the gold
stonderd hos shown that it is scarcoly worthy of being called a "standard" at all.
It hos showm that the so-called "stability' of gold and of foreign oxchange destroye
ed the stability of the buying powor of monoy and theoreby the stability of cconomic
conditions genernlly. In fact, the effort to retain gold as a "standard" has had
such disastrous results all over the world that, for the time being, international

trade hes been deprived of same of the useful services which gold might still

L? ronder it.

It may be that America cannot solve the problem of the funce
ticn of gold in the monetary relations among nations without the cuoporation of
othor nations., The Tri-Partite Agrccmemnt, concluded in 1936 by England, France,
and ourselves = at our initiative ~ may well serve as a first tentobive step in the

; directicn of such a2 sclution. The point here, however, is that we need not walt
for international agreements in crder to attack our domestic mometary problems,.

L But nbw that the central banks no longer operate according
to the old rules of the gold standard, how do they determine their monetary
pelicies? What "standard" has reploced the gold standard?

Thio Standard of Stuble Buyling Puwer
[‘QE (2) Several of the leading nations nowr
scck to.keep thelr monctary units roasonably

stoble i:n ianfeornal veluo or buylag power am
to make tielir money suprly £i% the reguirece
ments of production and commerce.

In the determination of a nationts monebary volicy, the needs
of 1ts domestic ceommy have taken the place of “he arbitrary rules of the gold
standard, After the exmerience of the nast decade, it is improbable that many
countrics will want to give their currencios arbitrary gold valucs ut the cost of
domestic deflation and doprossions ot present healthy dozcstic ccoucmic conditions

i
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arc generally given precedence gvor the maintenance of a fixed moncy value for
gold, This is a great step forwards The countries which have consistontly followie

od this new line have more nearly solved their depression problems than have thoseo

+hat have sought to compromise by poermitting considerations other than domestic

velfore to determino tholr monctary policics. And for the United States stobility

in the domestic purchasing power of the dollar is certainly of far more impeortance
than stability in its exchange value in terms of foreign monetary units.

(3) Some countries, especially the

Secandinovian and othors included in thse

so=cnlled "Sterling Bloc", have gone

further than the United States in formue

lating and in carrying out these new

monatary policics,

On abandoning the gold standard in 1931, the Scandinavian
countries took steps to mainbain for the consumer a constant buying power for their
respective currencies. Finland's central bank made a declaration to +this effect,
The Riksbank of Sweden has done the same, and its action was offically confirmed
by the Swedish Govermment. As a rosult, since thon pooplc of those fortunate lands
have nover lost confidence in their money. The buying power of their monetary
units have been maintained constant within a few por cent since 1931, At the ssme
time, these countries have made consciocus use of monetary policy as an essential
part of their efforts to promote domestic prosperity. They have bcen so success-
ful as tv havs practically eliminated uncmployment: to have raised thoir production
figures to new peakss; and to havo improved steadily the scale of livirg of their
reople,

(4) 0w ocwn nonctary policy should iikc=-
wisc bo direccted toward avoiding inflation
as viell as deflation and attaining and

maintaining as =mearly as possible fall
production and cmployment,

‘here iz omple cvidence that the Roosovelt Administration
- q-A ] ; . . . .
onee had every intention of DRnaglLg our money on these principles, «~g early as

-
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July 3, 1933, in his famous nessage to the London Economic Conference, rresident
Roosevelt declared:

"ees 0ld Ffebishes of so-called international bankers are

being replaced by efforts to plan nationsl currencies vwith

the objective of giving to those currencies a continuing

purchasing power which does not groatly vary in terms of

conmodities and the ncod of modern civilization.

"Lot me be frank in saying that the United States secks
the kind of dollar which a gensration.honce'will have the
same purchasing and debt-paying power as the dollar value
we hope to attain in the near futurc..."

This was definite notice to the assembled financial repre-
sentatives of the world's nations that the Umited States had abandoned fhe zold
stendard and adopted in its place a policy of dollar managemont designed to keep
the dellarts buying power constant. In several talks during 1933, the President
roaffirmed this prineciple of & "managed currency"., However, some people saw danger
of arbitrary changes in the gold content of the dollar and feared Lhat the discre=-
tionary powers of the Presidont would scrve as a disturbing influence. Apparently
tho Fresidont was influenced by those vioews, hence after fixing the new gold con-
tent of the dollar on Jamuary 31, 1934, he has allowed it +o remain unchangod,
That is, while professizng adherenee te the doctrine of a dollar of stable doncstic
buying power, tho Adninistration lias conpronised and, in offect, followed a policy
of giving the dollar a fixed gold conbent, although Congress had cupowered the
Fresident to change the dollarf g gold content, within cortain limits, wheneover it
should sceem to requirce such treatricnt.

The purchasing power of our dellar has thorefore not bron
consigbently stabilized. Neithor, o the other hand, have we had a penuine rold
standard - or even arxy standard. We have wvacillated betwcen the thio rival srotens

of monetary stability: The internal and the external. The very rigidity of our



gold price has, Lowever, exposed the dollur to the disturbing influences of M hot
money" from obroad and has probably boen an obstacle to recovery in this country.

So long os vo have no law detormining what our ncnctary
policy shall bo There will aluays be uncertainby as to the external aud internal
values of the doilar. Consequently, there is an ever=present danger of abuse of
discretionary powers, not only the President's powers but thosa of cthers as woell.
The Secretary of the Treasury, for instance, has discretionary power to issue
silver certificates snd, for that purpese, to buy silvers. Ho is also free to use,
as he pleases, tho two billion dﬁllars in the stabilization account and thus in-
fluence foreign exchanges. The Board 6f(}ovornors of the Federal Rescrve Sysbtom
mey change the roserve requircnents of banks, may buy or sell Govermmont bounds in
tho open markot, may chango discount rates, and in othor ways al'fect tho volume
of credit and so tho purchasing power of the dllar., Even our gold miners, and
still moro the miners of gold abroad, may affeet thoe volumo of money in circula-
4ion in the United States, since for every ounce of gold they turn over to the
United States Mint, the Treasury increases our volume of money by $35., Lastly,
our 15,000 commercinl banks affect the vonlue of the dellar by expanding, or con-
trocting, the volume of demmnd deposits vhen they sither make or ligidave
loans, and when they either purchase or sell securities.

Our monebory syston is thus permentod with discretionary
povorse But thero is no unity sbout it, no control, ond, worst of all, nc pro-
seribed poliey. In o word, thoro is no mandabe based on a dofinitoe principlo.

The Criteria of Our Monetary Policy

{5) We should set up certain definite
criteria according to which our monetary
policy should be carricd ocut.
Up to the present time Congress has ~orely given our mouetary
agencics cortain troad powsrs, with no cxplicit dircctions as to how those powers

should be used, Today we havo no cloar and definite standard by which to neasurc

succoss or failure and, consoquently, thore is no way by which wo can tell cloarly

] Owa
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and definitely whother the divers agencics arce giving us the hoest scrvice They
chTle
For instance, our most powerful monotary agency, the Board
of Governors of the Federal Reserve System, proceeds cn the basis of a broad
statenent of gensral principles which it published in Septenber, 1937, This is
not law, but merely om expression of opirion on the part of the members of the
Board as to what they, at that particular time, thought they ought to do. Thero
is no compulsion about it., It is not binding on the Board itseclfs 1t salds
* .. .The Board believes that oconomic stobility rather
than price staobility should be the general objoctive of
pubiic policy. It is comvinced that this objectivo
cormot be achieved by monetary policy alone, but that
the gonl should be sought through coordination of
monﬁta;y and other nojor policles of the G overnment
which influsnce busiuness activity, including particu-
tarly policies with rospect to taxation, sxponditures,
lending, foreign trade, agriculture and labor.
"3+ should be the declarcd objective of the Governs
ment of the United States to maintain economic stability
and it should be bhe recognized duty of the Board of
Governors of tho Fedoral Eosorve Systom to use all its
povers to eoutribube to a conesrtoed effort by all
agencios of the Govermont touard the ottailmont of
thic objective,'"*
As mentioned bhefore, the maintenance of a gubotanticlly

1

constant buying power of the Siedish aad Finaish currcicics is not inconsictoent

Ath tho csbablistmont and meinbonance of prosperous econiniec conditions. Un th

Y

~ et

¥  From the Bullotin of +the Eourd of Governors of the Federal Reserve Systen,

Septermber, 1037
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other hand, there is no record of any experionce of sustained economic equilibrium
without somo degroe of price-lcvel stability. In a general way, howover, the
Boardts decleration conformed to the goneral principles of monctary stabilivy
onunéiatod by Prosidont Roosevolt in 1833, although the President was Tuch more
specific then the Board in mentioning the cbjective of "stable buying power." The
Bosrd declared emphatically what it believed it could not do. As to what it
oould do, or intended to do, it made, at best, only a vague statement: It may,
ot any time in the future, in order ‘o justify eny action or lack of action to
which it may be inclinoed, intorpret this statement as it pleasos or repudiate it
altogether. That is, the Board is now free to resorve to itself the widost pos-
sible discretion in the use of its powers under any circumstancos that may arise.
Whet cortainty is thore that it has not already changed its mind on the subject
without having mado nnothor declaration? What obligation would a now member of
tho Board feol for the opinions cxpressed by his predecessors? What doos the pu-
blie know of the roal aims of the Board?

Onco Congress determines the criteria of monctary policy,
nany current errcneous beliefs in erratic varleties of "managed currency' as &
cure-all for our economic 1lls may be replaced by nore raticnal views as to the

many important things that need to be done cutside the monetary field in order to

put our econonic system into working condition. Unless disturbing monetary fac=

tors have first beon largely elinminated, the relative importornce of other ncces-

sary measurcs cannoct be determincde

(6) The criteria for nonctary nanagemom
adopted should be so clearly defined and
safozuarded by luw as to olininate the nced
of pornitting sny wide discrotion to our
Monctary futhority.

That is, unlcss wo tell one single responsible Honetary

Authority cxactly what is expected of it, wc can never call it to account for net

giving us the kind of policy e wish, Vhen there is no defirite direction in

the lay, the Monetary futhority (or as matters are nov, authorities) cannot pos-

am



-i sibly function as a united body, but will make decisions under the ever-varying

] domination of different interests and different personalticss. This wmeillation
carmot be aveided, and, in the past, it has been one of the vweak points in the
gperation of the Federal Resorve Oystoms MWre Adelph Miller, a mormbor of the
Fodoral Roserve Board for twonty yoars, brought this woakness to light on the oc-

casion of a Congrossional Hearing:

"T have in nind, vagucly, whatcvor happens to bo tho
domrinant influence in the Federal Rescrve Syston, and
thot is oxpreossing itself in the line of policy undertaken.
It ney today be this individual or group; tomorrew it nay be
anothere But whercver any important iiné of action or policy
ig tokon thoro wwill alwvays be found soe one or sorie group
vhose judgnent and whose will is the effective thing in bring-
ing obout the reosult. Their's the coar which docs the hearing
for the systom." *
This uncertain eondition is ono which a law could and should
nioko impossible.

Constant ~ per ~ Capita Stoandard

(7) Among the possiblo standards to which the
dollar could bo nade fo conform aro those which
could be obtained by the two following notheds:

(n) Bstablish o constarteayerapgo~per-capita
supply or voluuc of circulating mediun, including
both "pocket-buck money” and "check=hook noney"
{that is, denvnd deposits or individual deposits
subject to check}, One great advantege of this
"oonstant-por-capita-nicney” stundard is that it
would require a ninirum of discretion on the rert
of the llunetary Authority.

(b) Kuep the dollar equivalent to an ideal

"market basket dollar", sinilar te Sweden's twrkot
basket krona. This narket basket doillar would
consist of a ropresentative assortment of consumer
moods in tho retail narkets (so nuch food, clothinag,
ote.), thus curstibuting the reciprocal off an Index
of tho cost of livirg. Under this “eonstont-cost~

e

: # Sco page 165 of the Heocrings o L0, 118086, 1928
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of-living'standerd tho Monetary Authority would,
however, as hos been found in Sweden, have

to obscerve closely the movements of other,

roro sensitive indexes, with a view to pre-

| verting the develoment of disequilibrium

as between sensibive and insensitivo prices.

Under the forrer of these two arrangencnts all the Monetary
Authority would have to do would be to ascertain the amount of circulating nediun
s active circulntion end the population of the country. It would thon put into
or toke oub of circulation whatever amount of circulating rnediwn scencd necessary
to keep unchangod the emownt of :monoy per head of population. For this purpose,

the statistical information regarding the volwnme of means of payment should De in-

proved, At present, we have only the weekly figures of leading banks and the
senimammual figures of the Federal Doposit Insurance Corporation.

It is also cviden® ‘that the Monetary Authority would have
to bo empowored to regulate the total money supply, including denapd deposits of
cormorcial banks, which would have to furnish appropriate data cvery weck. Thus,
correct stabistical information would, under this constantepor-capita~volurc=-of-
money oriterion, clearly proseribe the dutics of tho Monotary Authority, and
autonatically reduce to a ninimm the possibility of a discrotiomary, hit-or-
niss deecision on o given occasion,

It is believed by same competent students that the annual

money income of the nation tends to remain in a fairly constant ratio to the

means of payment in circulation. This ratio is alleged to be approximately 3

3

of ineome to 1 of Circulating.mﬂdium. I# this is truc, a constont-por-capita
volume of circulating medium veuld be substantially the squivalent of a conctant
por capita money income. In other rords, wo could keep per capita money incomo
stable by keceping corstant the por capita volume of circulating modium.

Ounc conscquenco of this would be that technological inm-
rrovemonts, resulting in an inerease in the wmtional real income, would not

change the nstionnl money income but, ag rool incoese incrcased, the price lewvel

—-id=
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would fall. Somo aubhoritics regard prices falling,to some extent at least,

with technological improvements, as a proper result of a successful monetary

pOliCYo*
Constant-Cost=of=Living Standard

The constant-per-capita criterion for the volume of money
ig only oue of several possible criteriae. The alternative most often suggested

ig the "constant~cost-of-living", or "market basket", standard as outlined in

(b) aboves

The experience of Sweden during tho past eight years shows
that, with the help of monetary managemont, it is possible to maintain at a sub-
stantially constant lovel the comsumer buying power of o curroncy. Thiz stabil=
ity in Sweden has not prevented o readjustmont in the prices of farm products,
and of other raw materials which had fallen to unduly low lovels.

Violent changes in the volume of money affect not only the
general price level, but also the relationship of prices to each other within
the price structure. Conversely, a coustant volume of money tends ultimately to
stabilize not only the general price level, but the relations within the price
structure, The retail prices involved in the cost-of-living index, belng rela-
tively "sticky", do not afford all the information nocessary for regulating the
volume of moneys The Menetary Authority night thorofore find it desirable to in-
clude in its stondard some carnoditics having "sensitive" prices, 1n order to
moke its actions respond morce guickly to tho dircetion in which things arc mov-
ing.

Undor o "constarbecost-of-1living" or "narket-basket™ dollar
technological improvenonts would not find oxpression in o falling price lovel,
but rather in a higher ner capita womey income and larger money waoge for irbore.

With present lobor policics, there would be a strong tendency for noney wages to

* Profeossors Dougles and King do not approve of this criterion.
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keop paco with tochnological preogresse  1n fact one of the wévertages cf the

"eonstant cost of living" standard is its sasier comprechensibility and its

presunably groater appeal to labore

Other standords besides The two here mentioned might be

proposeds

Whatever tcohnical criterion of monebary stability is
adopted, as mentioned under (4) above, the ultimate object of momotary policy

should neot be merely to maintain monctary gtatility. This monotary stnbil@ty

e e e = s

should sorve as a wmeans boward the ultimate zoal of full production and employ-

==

mont and o continuous rise in the scalo of living, Thoerefore, the Monctary
C ) L IMIOUS TLEC L vhe scaio Ol L1V e Cp THC L L

Authority should study tho movertonts of all avniloble indicators of cconomic

acbivity and prosperity with o view to detormining just whet collection of
prigos, if stobilized, would lcad to the highost dogroc of stubility in produc-
tion ond employment.

‘ Esseontially, howowver, the purposo of any monctary standard
is to standardire the unit of value -~ just as a bushel standardizos tho unit of
quantity, ond an ounec the unit of weight. ?q fgrpigh o depondoble standard of
value should therefore be the omir requirement of momstary policys It would be
fatal if the public were led te believe thet the Monetary Authority, solely
.through nonetary manipulations, were eble to assure the naintenance of prosper-
ity, and should therefore he madoe rosponsible for it. fAny such assunption
would probably mean the demice of the Monebary Authority in the first poriod of

adversity.

Legisiative Toaturec A

(8) Tn order thst our ronctary policy may be
nade to couform to the now gtandard and beceone
the reans of attaining a high degree of prosper-
ity and stobility, legislation should be enancted,
gnbodying the feollowing fenturcs:
() There should be constituted a "lernctary
Authority" clothed writh carcfully defined ro.crs
over the =onetary systom of the couutry, includirg
the determimation of the volune of cirenlating medium.
-] O



That is, the "Mounctary Autharity" would became the agent
of Congress in carrying out its function as set forth in the Coustitution,
article I, Section 8, = "to coin money, regulate the value thercof, and of
foreign coinees"  This Monetary suthority would receive all the powers necessw
sary to "rogulate” - in particuiar, the power to dotermine - the voluse of cir-
culoting nedium and the donestic and foreign valuc of the dollar. A1l of the
miscollancous powors rnow scattored among the Tedeoral Rescorvo Board, the Sccre-
tory of the Treasury, the President and others would have to be transforred to
this onc contral Monctary ALutbhority,

Foature B
(b) Congross should give to this Monotary
Auvthority a mandate specifying the monetary
standard, %Yo usiuntain which these powers
would be exercised., The nandate should also
define the part whiclh: monetary policy would
play in attainiug the objective of stecdily
inercasing prosperity.

Not only would such o mandate cause the Monetary Authority
to use all of its powers for the purpose of attaining the standard set by Cone
gress; but it would also prevent the abuse of those powors. The Moncetory Author-
ity would then have a definite standard to attain and maintain,

Feature C
(¢) Tho onetary Authority night be the Federal
Reserve Board or ancther body agsociated thore-
withe It should e kopt froe from any political
or other influcncos cnd ivberests wiich might tond
to interferc with the performance of its functions.

Its primary conicorn should be the mainteonasnce of
: the nonctary stondard as defined by Congrosse This

standord and 4the moans of raintaining 1t should Le
so zarrovly defined Ly C ongress os bo leave only a

. ] -
mindtrwe of disercbion to the Mometoary Authority,

f Jnless the Wonetory suthority were free from the precsure
Fal . . - . . - 3
02 both party politics and gelfis interests, there would Le o gsuarcntee thot,

11 mskdug i5s deedsicig, it would be gaided solelr Ly “he mandate siven to it

[l

by Cagreas,
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One way tn sccurce the requisite independence is by the
exorcise of grcat cure in the appointnont of renbors, Ly paying thon adeguate

salaries and by moking provisions for retircient ponsiors. Politics os well

+

as tho prossurc of imderosted financinl groups should be rulod cut so far as

practically possiblos Thoe morbers should bo scleoted sololy on the basis of
tholr fitnoss for thoe job cnd should be subjeet to removal by Congress for act-
ing in opposition to the mardote laid dovm by it.

The Monetary Autherity should, of cuurse, hawve the widest
possiblo discrotion with rospoet to the mothods it night find most suitable for
attaining the objectives laid dowm in the nandate. Tim+t is, it should be ab-
solutely free to use any or all of its powers over mcnoy and the banks accord-
ing to its own best judgment; but, as has been stressed before, the Morotory
Authority should not be free to deviate from the nandate gilven to it by Cone

Eressae
Feature D

(A} Neither the President nor the United
States Treasury nor any other agency of the
Govermmoent should havo power to alter the
. < . TR
Jolune of cireuwlating ~ediun, T hat is, none
e i B e vry = Eitn it -herdiotpiel i
of them should have the power to issue 56 of=1cialY
backs, whether to ncet the fiscal necds of the
Goverrment c¢r “or any other purpose. They should
not have the pover to change the price of gold
or ‘the weight of the gold dollar eithor 0 ine
¢rcasoe the cash of the Goverment or for any
cther purposoc. Any discrotionary powers along
these lines now Possessod by the Pregident or
the Scerotary of “he Treasury should be ropeal-
ed and such of thon as mey be neccszary for con-
trolling the volune of uoney, including the pover
of gold storilization, should bo transforred to
1 e e e
the Moretary Suthimity.,

Jdovevor, in deternining its course of action
the Monotary Authority should take note of oil
other activitics of the Govermiont intended o 2f
fect or likely +to affuct economic conditions, and
it should, when necessary, cooperate with other
agencies of the Goernmeut.

In the emergency of 100324, the nlsence o1 a1y pormansitt
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nonetary agency capable of handling the situation was a valid reason for jiving
+the President and tho Secrotary of tliec Treosury cmergoncy povers OVer QU Iones
tary nachine, BEven now, so long as we have no single lonctory suthority spoci-
fically charged by Congross to carry out a dofined rolicy, there is el roason
for contimuing theso discreticnary povers. Bubt once Congress has established a
Monotary Authority and piven it a mandate, no other ageney should thon have any
concurrcnt or conflicting povicrs,

There is lesg danger in giving to o Mencbary Authority of
tho type described abovo ony or all of the powers necessoary to control our
nonetary systen, thon thore is in tho present syston under which wide discro=
tionary powers aro agsigned to scveral agencics with nore or less conflicting
interests and with inadoquate instructions to any of them concerning the use
of then,

The Monetary Authority should be instructed to cooperate
with non-monetery agoneies in its endeavors Yo pronobte stability. This policy
should ineclude, in particular, cocperation with the Secretary of the Treasury,
but the independence of the Monctary Authority rmst be serupulously safeguardod.

The Frocticnal Reserve Syston

(8) A chicf loose scrow in our present Ancrican
noncy and banking system is the requirement of
only fractional rescrves behind demand depositse

Fractional reserves pive our thousands of commer-
cial banks the power to ilncreass or decrease the
volume of our cireuloting medium by increasing or
decreaging bank loans and imvestimentses The banks
thus cxcreisc what has always, nnd justly, been cone
sidored a prorogabive of sovoreigp pOWeT. As cach
Fank Txorciscs this power indepondently without any
contralized corirel, the resulting changes in The
volune of the circulating rediuwn are largely hap-
hazard. This situstion is a noct inportant factor
in booms and doprossions.

i

Sone ndne=tenths of our bHusiness is Traunsacied, not with
vhysical curreoncy, or “pocket-book money?, but vith demund Zeposits cubject to

check, or "choeck-book money'. Pownd deposits subject to checly though func-

] G
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roserve only aboub 420
P

tioning like moncy in nany rospects, aro not corposced of physical moncy,;ggg

arc mercly promiscs by the bark to Turnish sueh moncy on the domancs of the ro=
i g e ———— e — e e [

P o P —— .
&

. R o -
spoctive depositors. itors actually
e — - S

Under ordinary conditions only a few deposl

ask for real noncy; therefore, the banks are reguired *to hold as a cash reserve

per cernt of the maounts theyr promise to furnish. For cwvory $199

only about 20

of cash which a bank promisocs to furnish its dopositors, it nceds te keop as o

And cvon this roscrve is net actunl cash on hand, It
15 nothirg but a "deposit'! with o Foderal Roscrve Bank, though oany fraction of

this may, in fact, be borrowed Prom the Reserve Banks thomsolves., Bven this bor-

rowed money is morely the Rescrvo Banks! pronisc to pay roncy. In othor words,
- T ———— e

the whole of the 20 per ccenmb lognl resarvqii§33@§glf‘ngﬂglx%g@ngmggg_yyﬁthgf

e AT e b et

Federal Reserve Bank to furnish moncy. Nevertheless, the barks! promises o

their demand depositors actually circulate as if they wore roal money, so that

the bank, in fact, Ploats ibs non-intercst boaring debt as noneye LThe depositor
checks against his balance in the bdnk ag if it worc really there, and tho ro=
cipiont of the check looks on it in tho smie ways So long as not too nmany de=
positors ask for money, the promisos of the bank arc thus ablc to perform nll
the functicns of money.

The gquestiocn whiech naturally occurs is: How do theso
demand doposits affect tho volume of the circulating mediun?

When a bauk rakes a loan or purchases bonds, 1t increases
its ovm pronises to furnish money on denand by giviag to the borrower, or to
the seller of the bond, a denard denosit ercdite By so doing it increases the
total volume of dorand deposits in circulations Convorsely, when the lesn is
repaid %o the bank, or the bond is sold by the bark, the demand doposits are

reduced by that rmuch. Thus banl leans first increase, ond thoir repayment later:
B = S - _

dacreases, the totnl wvolume of the countryts circulating nediur.

Ordizurily tre increases nnd decronses roughly balanec;

=20



but, in boom perieds, the incrcasocs proponderate and thus drive the boom higher,
wheroas, in depressien periods, tho decrcascs preponderate and thug further in-
.tongify the depreossion. In beoons, many are cagor to borrows in deprcssions,
1enders orce loath to lond monoy but cager to collect, It is this ovor-lond and
over=liquidate factor that tonds to accontuate booms and depressions, and iv is
she tie bobwoon the volunc of bauk loans and The velune of the circulating

nediw: which is respomsible. It is this syston whlch T*orru.“bf* amd praotlcally

paopels the banks to le d qnd owe f e tlnec as nuch,womev as they nust havo on
e — - e

hand 1f they are to survive in the cowpetwtlve struggl@ wﬁlch causes nuch of

e — —_— it =

the *trouble,.
e et

Despite these inheront flaws in the fractional reserve
system, a Monetary Authority could unquostionably, by wise nanagenent, give us
s far more beneficial monetary poliey than the Federal RKeserve Board has done
in tho past. But the task would be much simplified and would require the exor-
cise of much less ingenuity and foresight if we did away altogothor with the
fractional reserve sysbtems for it is this system which malcs the banking system

s¢ vulnerablc.

The 1005 Rescrve Syston

(10) Sinec the fractional roserve system hanpers
effective control by the Monetary Authority over
the volume of our cirenlating medium it is desir-
able that any bank or other agency holding deposits
subject to check (demand deposits) be required to
eep on hand a dollar of reserve for every dellar
of such deposit, so that, in effect, deposits sub-
jeet to cheeic wetually represent money held by the
bank in trust for the dopositor,

With such o deollar=for-doliar backing, the money which

the bark promisced to furnish would actually bo in the bank., That is, with the
. : requirement of a 100% roscrve, derand deposits subjoet to check rould actually
become deoposits of morey, und no longer be mercly the bankerst dobts. If, today,
those who +think thoy have monsy in the banl should 211 asgk for it, they would,

of coursc, guickly find that the money is not there and that tho banls could

=21le
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not meot their obligations. With 1007 rosorves, however, the noney would bo
theros and honcstly run banks could nover go bankrupt as the rosult of a run
on demand deposits.

The 100% reserve system was the original systen of de-
posit banking, but the fracticnal reserve system was introduced by private
Voretim bankers not later than the niddle of the Fourteenth century. Originally
they nerely accepted deposits of actual cash for safe kecping, the cwnership of
which was transferable by checks or by a protowtype of what we now call checls.
Afterward, the bankers began to lend some of this specic, though it belenged
not to them but to thoir depositers. The same thing happened in the public
banks of deposit at Venice, Anmstordar, and other cities, and the London gold-
smiths of the Seventeenth cenbury found that handsome profits would accrue from
londing out other peoplels money, or clains against it - a practice which, whon
first discovercd by the public, was considered to bo a broach of ftrust. But
what thus bogan as a breach of ‘ftrust has now boeoono the acceptod and lewful
practice. Novortholess, the practicc is incomparably more harnful today thon
it was conburies ago, boecause, with inecrcascd banking, and the incrcascd pyroe
niding now practiced by banks, it rosults in violent fluctuations in the velunc
of the circulating nedium and in ccunonmic activity 1n gonoral.

How to Establish the 100% Reserve Systen

(11) The following are two of several nethods
of introducing, or rather reintroducing, the
100% reserve svotoms

() The sinplest nethod of naklrg the
transition from fractional to 1005 reserves
would be tu aythorize the Monetary Authquty

. et e
to lend, without 1htcres§;_29_:vcry¥b O{
other agoncy Carrying “denand deposits, Eﬁfﬁif
cient cash (rouoral.ios rve “ubcu;'othur
Fodersl Kescerwve credit, United S fatos notes,
or other lawful noncy) to nake the rosorye
of cach barnk equal 4o ﬂtﬂ Sorand dop031ts.
Lo SO e AT Sy )

The prosernt situstion would be sade the sbtarting peint of

the 100% resorve systen by simply lending to the banks whatever noncy thoy

o
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night necd to bring the reserves behind their demand deposits up te 100%.

While this noney might, largely be, newly issued for the occasion - for exanple,
newly issued Federal Reserve notes =~ it would not inflate the volume of any-
thing that can circulate. It would merely chango +the nature of the reserves
behind The money which circulabess By naking thosc reserves 100%, we would
oliminate a main distinction between pocket-book monoy and chock-book moncy.

The bank would simply scrve as a big pockot book to hold its dopositors! moncy
in sborage. I1f, for instance, nocw Federal Rescerve notos were issucd and stored
in the banks, as tho 100% resorvo bohind the domand deposibs, a person having
$100 on doposit would simply be the ownor of §100 of the Fodoral Roserve notos
thus held in storaogo. lo could oithor take his moncy out and make paymonts
with it, or leave it in and transfer it by chocks The two Types of circulating
modia would be altornative, not additive, The @100 depositor would have $100.
Furthermore, the benk could not inflate by lending out the $100 on deposit, for,
nor even ?? with-

under the 100% systen, that $100 would not belong.togﬁbggpgpk

in the bank's control,

The power ol the banks either to increase Or ACCI'eass,
that is, to inflete or deflate, our circulating medium would thus disappearn
over might, The banks! sowcolled "excess reserves" would disappear, and with
them one of the most potent sources of possible inflations AL present, because
of the fractional rescrve system, the banks could concoivably, on the basis of
their enormous excess roscerves, iflabte Their damand deposits by ohout twenty
billion dollars, The Federal Reserve Board's present powers are iradequate
fully to control this situation. The Board realized this danger when it stated,
in its Annual Report for 1538:

"The ability of the banks greetly to expand the volume of
their ecredit without rosort to the Federal Reserve bauks
would make it nossible Tor a speeylative situation to
got under way that would be beyond the power of the systeom

Prd



to chock or control, The Reserve System would, there-
for, be unable to discharge the responsibility placed
upon it by Congress or to perform the service that the

country rightly expects from it."

Moreover, the Board's present machinery is so clumsy that
almost any attempt Lo counteract a threat of inflation night produce deflation.

1) A second nmethod of making the transition
would be bo let each bank count as cash roserve

up to a specified maximum, its United S tates
Govermment bonds (reclkoned at par), and to provide
for their conversion intc cash by the Govermment
on the demand of the hanke. This nethod of transi-
tion would bhe particularly easy today, because the
banks already hold nearly enough cash and Govern-
ment Londs to MIfill the proposed 100% reserve
requirement.

Lecording o the Report of the Federal Deposit Insurance

Corporation, the country's insured banls had on December 31, 1938:

(™
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Exoressed in 1,000 Dollar Units

: N% "ASSETS (which might scrve as reserve behind denand deposits)
Coin and Currency 950,394

Less three per cent cash reserve
requirement behind time deposits

of $14,829,482 444,885 506,509
N Regerve with Federal Reserve banks 8,694,388
Cash items in process cf collection 1,813,703

Govermment obligations (direct or
fully guaranteed) 14,506, 807

25,520,407

LIABILITIES (subject to 100% reserve requirenent )

Denmand Deposits* 27,695,506
{ T% Excess of interbanl deposits over interbank balances 1,536,088
259,231,594

]

Requirement of new money or UeS.bonds to pub the
dermand deposits of the present camerecial insured
benks on a 100% reserve basis % 3,711,187

Ineluding dermand deposits of individuals, partnershipg, corporations, the Tiited
L H - . . - - 0 .

3 States Govermment, and Statos and thoir political subdivisicns: and also cash

: letters or credit, certirfied, travelerst!, and officers! chocks outstandinz, and

o

aniounts due Federal Resorve Banle,

[y
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Thus ,undor the proposed arrangenent, the banks would
need only $3,7 billions of new cash or Govermment bonds To sabtisfy a 100% reserve

requirenent. We could, therefore, today introduce the 1004 reserve system and

stabilize our banking situaticn, with-ut causing any very disturbing changes in

pank earnings from interest un federal bonds, While, under the plan proposed, these

new funds would be distributed mmong hanks automatically, as necded, to raise rc-

scrves, in practice almost three-fourths of the reguired new money would be ncoded

st this time by the large bauks in MNew Y ork, which funetion as the "bankers?! banks"

for the snall country bhanks. For New York State aloune "intorbank deposits" exceed-

ed "interbank balances" by $2,8 billions ([Decenber 31, 1938), A similar situation
exists in the large banks in the rest <f the country. The problem is thus largely
one of putbing iuberbanls deposits on a 100% rescrve basis. Tho Federal Rescrve

Board haos repcatedly considercd taling this step, and it has often been discussed,

| particularly early iz 1939.

The anount «f Goverrment bonds which the banks would be
perniitted te hold on their own veolition, as part of their 1007 rescrve behind de-
mand doposits, should Lo limited to the anount they held on the day  when the 100%
reserve requircnent went imto effcet, Ls to any Tfuture additions tc that velume
(or subtractions from it as the bLonds natured) the Monetary Authority wonld decide
from time to time solely on the basis of the legal criterion of stability under
which it was operating. The banks would be permitted to sell thelr rescrve bonds
to the Monetary futhority at any time, thus converting their reserves into casil.

Gavernment Creation of Money

(12) Upder o 1007 requircment, the Honctary

Authority would replace the banks os the manu-
tocturer’ of our circulating mediun. As long

as our populaticn and trade continue to inerensc
there will, in gencral, be a nced for incrcas-
ing the volume of noncy in cirenlation. The
Honetary futhority might satisfy this nced by
purchasing and retiring Govermmont bonds with now
moncye. This nroeess would operate to roducce the
Goverment debte This mcans that the Govermment
would profit by msimfacturing the ngcossary

26




increoment of moncy, much as the banks have
profited in tines pesst, though, they do not

and cannot profit greatly now because of' the
costly depression, largely a result of their
uncoordineted aetivities, That is, the govern-
nental creaticn of money would now be profif-
able where the bankerst' creatiom of money can
no longer be profitable, for lack of unified
control.

Ore of the maln recasons why tho Board of Governors of tho

Fodernl Reserve System is not able to carry ouf o nmore offeetive policy of increase-
ing our volume of circulating mediurm, thus helping recovery, is that it has no

approxinately $4

dircet ond irmediate contrel. The cormercicl banks have today

billiong of excess reserves. Open-narket purchases of Govermment bonds by the

e

A
Board nay nerely inereage bank reserves, and not increase the volume of money,
——— e —_— e e P T PR A

becsuse, as the Boord itself said "it camot make the peoplc borrow," nor can it
— LR

noke the cormoercial banks invest. Undeor the 1004 reserve systen, however, such
purchases of bonds by the MonotarylAuthority would direetly and correspondingly
increase the volume of circulating riedium. Convorsely the sale of such bonds by
the Federal Roscrve Banles would diroctly_and correspondingly rocduce the volume of
circulating nediunm whon that was desired.

The peoint is sonetimes nade, however, that, even under
the 100% systen, the avallability of an ineresased volume of circulating medium wonld
not necessarily assure a correspondingly increased use of moneye. For exanple, the
banks might hold an excoss of "froe" cash and be either unable or umwilling to
invest or lend it; with the result that production and enploynent could not be
naintained,

In such & case, it would, of coursc, bec imperative for
the Monctary Luthority o incroase the volwie of circulating medimm still furthera
Howover, instead of purchasing nore bhonds from barizs, ¢r fron othors, whe night
not employ the funds thus obtained, it night buy bonds from the publice The circue

tating modiwr could be reduccd by the couversce proccss whenever this was nocossary.
Tha profit to the Covermmoent from the ercation « P new eir-

c i ; s . . .
wlating medium would be a fitting reward for supplying us with such increased means
P -



of payment as might become necessary to care for an incressed volume of business.

As we have seen, the banks have often oxpanded the volune
of the means of payment whon it should have boen contracted, and contracted it when

1t should have been expandod. For this, bankers arc not to bo blamed; tho fault

lies with tho system which tics the croafion of cur ncans of paynont to the croa-
tion of dcbts to, and by, the banks. Morcovor, this systom has boon advantageous
to the benks only by fits and starts, chiefly during boom periods whei The volume
of loans was high. When crash and depression have arrived, the system has result-
ed in serious trouble for the banks. Thousonds of banks failed primarily booause
of "frozen" assets due in large pert to the Tact that their demand deposits were
baged on slow assets like land and industrial equipment which could not vield cash

when suddernly necded. This fact greatly aggravated the banks? ocmbarrossnent from

the froctional reseorve system.

Morsover, the independent and uncoordinated operations
of some 15,000 separate banks result in haphazard changes in the volume of money
and moke for insbability, with periodic depressions and losses 10O the banks them-
selves as well as to others.

In the past, before bank reserves were greatly wealkened,
the banks made tremendous profits first by lending out bank notes &b interest, and
later by lending "deposits" both of which they had thenselves created, But as
tine went on these bononza profits on bank notes ond denend deposits became snall-
er and smeller as the reserve rabios became wealer and wealer, and the banks!
ability to reet their demand liabilities becane nore and riore precarious. Evenw
tually, ruin ensued, hoth to business and bonking not only Lecause operating pro-

Fits were less but even mors because of the havoe played with the velue of their
nlay

ore than ten thousand banks
e e

rrrrr e e T T

capital assets., In the ten ycaors from 1927 to 1987

.closed their doors, with enormous losses to the stoclholders as well as to the

depositors aud the public in gencral.

The assumption by the Honetary Suthority of the money=
W;W T
?reﬂﬁlng responsibility would incidentally benefit bthe Government, by rcducing the

e e —m S
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intercst-bearing public debt pori passu with ovory dollar of 1ew curroncy, moicy

vere 2
put outs IT wwould bhenefit both the public and the banks, by preventiag paniles

and resulting failures; and it would bonofit the public because of the groator

stability of prices, enployment, wnd profits,

In carly times, the creation of moncy was the scle

privilege of the kings or other sovercigns. And, aftnr alT the privilege is

PEENEE——

utlll that of the sovereign - namcly the sovereign peoplic, acting through thoir

Govtrnnont. The prineiple is Tirmly anchored in our Constitutlion and it is a

———— U ve VU _ et o vy e

e e e i e = S —

porvorslon 0 tr&nsfer the pr1v1lege to prlvate part"es to use in t%elr own real,

or presuned 1nterest

—

The founders of the Republic did not expect the banks %o
create the money they lend. John Adams, when President, looked with horror upon
the exercise of control over our money by the banks.

Lending Unver the 100% Roserve System

(13) The 100% reserve requirement would, in
effect, completely separate fron banking the
power to issue money. The two are now disas-
trously interdepondent. Banking would become
wholly o business of lending end investing
pre-~existing money. The banks would no longer
be concerned with creating the money they lend
or invest, though they would still continue to
be the chief ageancies for handling and clecaring
checking accounts,

Under the prescent fractional rescorve syston, if any

actual money is deposited in a checking account, the banlr hes the right to lend

1t out ag belonging to the benl and not to tho depositor. The legel title to tho

money rests, indeod, in the bank. Under the 10% systen, on the othor hand, the
depositor who had a checking account (i.c., o demand deposit) wreuld own the money

which he had on deposit in the bank; the bank would sinmply hold this mouey in

trust for the depositeor and could not lend it oute. In other words, the demond

deposit, representing actual money, could be transferred only on the order of the

depositor who had title to it. As regards tinme or savings depesits, on the ecther
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hand, the situation would, under the 100% sysben, remain essentially as it is
today. Once o depositor had brought his money to the bonk to bo added To his

time deposit or savings account, hoe cculd no longer use it as rnoncy. 1T would

now bolong to the oaqﬂ, ublch could lOud 1t out as its own roncy, while the de-
‘r_.ﬁ_.____,_ et e
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pozitor would hold o cloin agalfst the n&nd. rPh.o arnun+ iu Pact ought 1o lung-
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cr to be callod a “deposmt“ Acttally it would be a lonn to the banle

B e ——

Now let us see how, under the 1OV system, the bonks
would be able to maké loans, even though they could no longer use thelir customers!
demand depesits for that purpose.

There would be threc sources of loanable funds. The
first would be in the repaymonts tec the banks of cx1stlﬂg leans of cireculating

_/"—’—A———mﬁ_m—"‘“
medium largely created bv the banks in the past. Such repayments would relcasc

e s,

to the banks more cash than thoy would nced to maintain the 1004 roserve behind .
demand deposits; and this "free" cash they would be able to lond out againe The
boanks would, therefore, suffer no controction in their present volume of loans.
They would have a "rewolving fund" of approximately sixteen billions {(as of Decen-
ber 31, 1833) of "Loans, Discounts and Overdrafts (including Rediscounts)" with
which to operate under the 100% systems The banks could keep these sixteen bil-
lions of losns revolwving indefinitely by lending them oubt or imvesting them as
fast as they were repaid.

The sccond source of loans would be the baks owm funds,
capital, surplus, ond undividod profits which might be increascd from tine to
tine by the sale of new bank stock,.

The third source of loans would be unew savings "doposit-
ed" in savings accounts or otherwise borrowed by the banks. That is, the barks
would accept as time or savings deposits the savings of the community and lond
such funds out again to those whe could pubt then to advantageous nsce I Tills
monncr, the banks might add without restraint te their savings, or tire, deposits,

but not to the total of their derund deposits and caosh.
=30
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However, there would, of course, be o con
iﬁg of denond deposits from one bank to another, from one deposito.
and from demend deposits imbo cash and vice versa. To increase the total circu-
lating mediun would, nevertheless be the funetion of the Monetary Authority exclu-
sively.

The Goverrmext ought, &s suon as possible, to retire
from the banking and money-lending business, intec which the recent energency has
driven it, While depending on our banks +to mint our neney, ve have come rore and
nore to depend upon Unclc San to be our banker and source of loansble funds., The
appropriate functions bf cach have thus been pervorted to the other, Uncle San
has been acting through the R.F.C., HeOusL.Ca., the F.S.C,, the Cormiodity Credit

Corporation, the A.A.A., and other lending agencles. Between the Govermment as

»8 banker and the cormercial banlks there is, howaver, ap essentisl difference:

The banlks can create the noney they lend, while the Govermment borrows this noney

in-order to perforn the appropriste function of the banks. The 100% rose_rire gys=
ten: would put an end to this pernicious reversal of functions. It would tale the

banks out of tho noney-croating business and put them hecl squarely into the
noney=londing business whore thoy bolong, and it would put the Goverment in the
noney-creating business, where it belongs, and take it out of the lending business,
where it dces not. The commercial banlks vould then be on a basis of parity in

short-ters loans with lenders on long~tern who have no power to ercate their owm

funds L3

The questioen has been raised,whother, under the 100%

syster, the banks would not, through their loan policies, continue to oxercise

control over the volure of circulating nedium. Might not the bankes rofuce %o

lend out their own moncy and the noney saved by the cormunity, and thus inevit-‘
ably causc a shrinkaze in the volune 5f actively circulating money? The avnswer
1s that, if such hoarding should occur, the Monetary Authority could roadily offe
set it by putting now noney into circulation. But the likelihood that the Lanks
Ncy
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would wish to hoard nonoy on which they have to pay interost or dividends is

not wvery groat.

The Protcctlon of Banking

(14) Whilo there would be no rostrictions on
tho transfor and withdrawal of checking doposits,
withdrawals fror time or savings deposits {in-
cluding Postal Savings) should be restricted and
subject to adequate notice. Only thus may the
bankers ever feel safe in long ftorm investing.

Undor the 100% roserve systery, demand deposits or chocke
ing deposits, being the equivalent of cash, would be withdrawable or transferrable
without any restrictions whatever. The cash would belong t¢ the depositor, and
ought to be ready at his beck and call. But savings or tine deposits would, as
ot present, normally be covered only fractionally by cash reservese They repre=
cent time loans to the bonks and therefore should be withdrawable orly upon ade-
quate notice., Their charactor as loans is ofton ovarlockoda

The tern "tine deposits" is a nisnomer - cven riore so
than the tern "demand deposits". Denand deposits) when provi&ed with 100% cash
reserves, becono, as we have geen, true deposits of physical money withdrawable
on demend, But time deposits (iies the bank's lisbility) cemnnot under any cir-
cwmstances be true deposits of physical money. The actual "geposit" is a loan
to the bank, dyrawing interest, and therefore not appropriately available as monoy
to the depositor.

One roason why time deposits are sometlnes thought of
ag noney is that they are guarantecd loons - o peculiar form of imwestnent. The
owner of a tine or savings account of $1,000 can, under the ternms of his contractk,
sell it back to the bank for oxactly $1,000 plus intcrests, Thoerofore he thinks
he acktuslly has $1,000 plus interost, With othor invostments this guaran.ce 1is
soldon given. If, today, $1,000 is "put into" same bLond or stocl, there is no
coertainty that tomorrow it can be sold for cxoctly £1,000. It moy bring mero or
it may bring lcss. The owner thinks of his property not as $1,000 of noncy butb
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as o right in the bond or stook,'wbrth what it will bring in the market, Ordy

the finsncially ignorant think of a millionaire as possessing $1,000,000 in

noney stored away in his cellar. Yet one naive investor, who hed put $500 into

a new conpony, visited the company's offico a year lator and said that he had

changed his mind and wonted to "tako his monoy out.! Ho inagined "his noney' to

be lying idle in the company's safo, His case was very much like that of thoe sav-

ings-barlk depositor who plcturos his nonoy, once "put in", as always "in", becauso

ho is assurcd thot he can always "toke 1t out®. The truth is, of courso, that,

jin mwtual sovings banks, the nonoy pub in is invested by the bank on behalf of the

savings depositor while, in stock savings banks, 1t is horrowod, on tornm, by tho

bank fron the depositor and gives hin ne right to consider it as monoy freely at

his disposal at any time.
As already nentioned, if we could renane tine "deposita”

and oall Ther "tine losns" s the gemeral public would gain ruch in its understand-

ing of these natters. The word "deposit" could then be confined to "demand de=

posits.' The expression "momey on deposit" would cease to be a mere figure of

epeechs As natters mro now, the "money on deposit" is not really Yoney® and is

not reelly a "deposit'.

In order to nake a clear distinction bebween truc dew

posits which serve as money and tine leans,which arc invegtnonts, wo should also

discouragce the too casy comversion of those tirc "doposits" into cash. AT pro-
Z D

sent, tiro doposits soldom turn oveor as ofton as cnot a yoar; and Lthe facu Lhint

they draw intcrest 1s, and would continuc to be, a considorable gsafeguard azainst

any attenpt to make then function as o modiwn of exchange. Nevortheless, it is

concoivable that abuses might cracp ing for oxamplos that the banks rmight on-

ccurago the savings "depositor" to circulate his "doposit" by providing hinm with

. . . . A a 'S
sone sort of certificates, in convenient denoriinations of say %1 or $hH, as con=-

sideration for a lowering of the rate of interest pald to him, This sublerfuge

should be forbidden, It would obscure the sharp distinetion that should always

-3 e
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bhe maintaired between money, a nedium of exchange, that does not Lear interest,
and a time loan, which bears interest, but does not serve as s medium of exchange.

I* has becone custonary to let savings depositors with-
draw cash alnost as readily as if they held checking pnccounts. Banks having
Wsavings" departnents are thus in constant denger of having o neet unreasonable
derands for the withdrawal of such savings and the proctice should be stoppod.

The savings "dopositor" is not proporly entitled To any such privilege.

Under the 100% system the savings oud Time deposit de=
partments of banks should be given ample oppertunity to sell investments in order
£6 be able to supply any ressonable cash demands made by their depositors. 1In
practice, the banks night require o month®s notice before cach could be withdrawn
from o sovings account. Instead of issuing poss bocks, the banks night issue de-
pentures with definite naturities after notice. Savings "denositors", noreover,
might, in casce of need, be entitled to Lorrow, ot low rotes of interest, agoinst
their "deposits" os security. However, such regulations, though important, are
only loosely related to the main change here proposed, that of introducing a

dollar-for-dollar reserve behind demand deposits.
In this way, the 100% reserve system would lead to a

complete separation, within sach barmk, of its demand deposit departnent from its

time deposit department. This separation would help subsbantially toward a great-

or develoment of our savings bank systen, particularly in small comunitics, many

of which today lack these facilities, largely, perhaps, becousc savings banks are

subject to unfalr competition from cormercial banks which can pyremid lcans on the

tasis of any cash deposited with them on tine account in a way which savings banks

cannot do.

(15) The splitting of the two functions of
lending and the creation of the money supply
would be much like that of 1844 in the Bark

of England which separated the Issne D epartment
from the Banking Department. That split was
made with substantially the same ohject as
urderlies the present proposal; but domand

LY.
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deposibts, being then comparabively little
used in place of bank notes, were over-
looked. The b-for-k reserve behind Bank
of England notes then enacted was a 100%
reserve systenl for pocket=book moneys

The present proposal nerely extends the
same systen to check-book money.

The Bonk Act of 1844 provided that, up to a specified
raximm, reserves behind Banlk of Engloend notes could be held in the form of se-
curities, but required that, above that raxinun, reserves rust be held in cash,
100%e The present 100% preoposal is nercly thot we follow up the job thus under-
taken in 1844 Ly Sir Robert Pecl. In 1844, Sir Robert oould scarcely be cxpected
to foresce thot demand deposits would in tine supplant bank notes as the doninant
circuloting mediun dnd sg reguirc gimilar treatment - o 100% reserve. Yot, only
four years later John Stuert ¥Mill forcsow an increascd usc of checks and both
Pullarton and Mill saw clearly that Peel's reforri night be frustrated by the use
of checks instead of nctes.

The Lot of 1844 satisfactorily solved the problen of
Bank of England notes, but serious difficuldies socn arose with respect to deposit
currency. As early as 1847, the Banking Department of +the Bank of Eng1and Was
confronted with a run, a pressing demand for cash -~ whereupon ancther step toward
the 100% sysbom was tolene With the approval .f the Brifish Covernment, though not

at first by authority of law, the Banking Department borrowed cash fron the Issue

Deopartnents This cash was NSV TIONGY specially nmanufactured for the emergency and
transferred to the Barking Department in exchange for sceurities. This proccdure
was called a "Suspension of the Dank Aet" {not to be confused with the Suspension
of thé Bank itselif). The practice was soon validated by Parliament; and tho same
policy has regularly been followed in subsequent crises.

The success of these perilodic gravitaticns ‘toward a

100% reserve system has been so invariable thodt their essential nature hos been
but little analyzed., Both the permanent set-up of the Bank of Bngland Issue De-

partment, and the emergercy sob-up of the Benmlring Department, arc plans to

—E 5.



i

strengthen reserves, one resorve being goid (now Goverment peper) behind the
Rank's note iiahilities, the other reserve being notes hehind the Bankt's deposit
1ishilitics. Tl former is a legally reguired 100% reserve., Tho latter could
readily be made so by a miner legal amendmont, Had it been so specified and mude
applicable at all tinmcs and to a1l banks, it would have finished in England the
task begun by Pecls, In a word, it would have —ut tho British bonks substantinlly
on o 100% rescrve systom.

Owr own National Bonk Act was similarly on atiompt to
put our barking system on a sounder roserve bosise. A primary object was to pro-
hibit wildecat issues of bank notes. Theugh we have stopped the ilssuance of these,
tho croation of domand doposits has ciromivonted the prohibitions The wild-cat is
now represcentod by demand dopositse. The 1004 reserve systen would givo hoelders
of depoesits the some prétoction,earlier given holders of bank notes.

Barks Under the 100% Reserve Svsten

(16) Lest anyome think that the 100% reserve

systent would be injuriocus to the banks, it should

be emphasized that the banks would gain, quite as
truly as the Government and the people in general.
Government cortrol of the money supply would save
the banks from themselves —— from the uncoordinated
action of some 15,000 independent Lanks, nanufactur-
ing and dostroying our check~book money in a hap-
azard waye

With the new steadiness in supplying the
sationts increasing monetary nceds, and with the
consequont alleviation of severc deprossions, the
peoplets savings would, in all probabllity, acou-
smlate more rapidly and with less interruption than
ot present. Loars and investments would become
larger and safer, thus swelling the total business
of banks, (These ncw loans and investnents would
no longer be assoclabed with demand geposits but
only with time and savings deposits).

The bLanks would also get sume rovonue from the
domond <oposit busiress itself in the form of charges
for their scrvices in taking carce of the checking
tusiness.

if the mamfacturce of nonoy is thus made oX-
clusively o Govermmental function cnd the londing of
noncy is I2ft te becone oxclusively a barking or non-

T
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Govermontal funeticon, some of tho vexatious
™ rogulations to which bankers are now subject
G could be abolished., llorecover, the Govermont
could withdraw fron the banking business and
again leave this ficld entirely to the bankors.

Incidentally, there would no lenger be any
nocd of deposit insurance cn demand deposits.
Mcreovor, the prineipal arguscent in favor of
branch banking, which is ofton regarded as a way
to stabilize banking but by climinating the small
banker, would be removed. Last, and riost impor-
tant, the disastrous eifects of depressicns would
te lessenecd.

Az we have seen, if thoe banks were permitted to re-

toin as earning asscts what private and Govermment bonds and notes they now have
as bocking for their demond deposits, thore would be no irmediate change in the
earmings of the bonks. chovor,las business contiiued to ineroasc, there would

be greator denands for tho sorvices of camercial barnks in their domand-deposit
departmonts. Tho banks night then be pressed to find additional inecone to com-
(ﬁ% pensate then for the additional work required. Thoy would presumably be able to
obtain this incomc through service charges. According to tho "Sorviec Charge
Survey of 1938" of the Bank Management Coamission of the fmericaon Bankers Associa-
tion, service charges are "a first essential to safe and sound banking.” In this

Survey, on analysis of earnings fron service charges in 1937 reveals that, while

those service charges amounted to only 4.5 per cent of the total gross earnings
of cormercial banks, yet, in o mmber of instances, they actually made all the
T difference botween profit ond loss. ' As to the soundness of this prineiple of
socrvice charges, the following nay be quoted from the Survey:

"Principles of sound bank managenent justify service charges

on checking accounts, The principle that adequate serwvice

charges constitute a necessary step in sound banking opera-

tion has been firmly established.”

Another importart point is that, if the 1006 system

were adopted for dersnd deposits, the expenses of the demand-deposit

wET e




broooh Af the business vould be deercased, for it would bocole nercly a
business ¢f warchousing cash and the Govermmont bonds iritially held and of
rocording the checking tronsactivns.

is t- feodoral regulation of the activitics of cm-
—areial banks, what wo unced 1s not ;ore, but less, of 1t it presont, banking
operations arc complicated und inpeded ny conflicting regnlations and contrcls.
Throo scparate Govermeit agoncios now send thoir oxaniners into the barks. De-
posit inegurance is a heavy burden; and, ove:l though it is an importent protection
to the small depositor, it does not affard full protection to +he banks thensclves.
Their trade is still dengerous. The larger barks bear what is prcbably an un-
fairly large ghare of the burden of tris insurnnccs The s=aller banks, face an
inereasing Trond tuwards nore aoncoertration of ecunonic power in the hands of the
big bankss Under the 100% systom, the demand doposits of both the stinllest and
tho largest banks would be absolutely sscure. The pressure towasrd the ccncentra-

ticn of banking asnd the ostablishnent of branch banking would thus be greatly

reduced.

These treunds are manifestatiocns of the basically fal-
iacious seteup under which all benks, large and small, are now functioning. This
camoct Le roredied by nercly multiplying the regulations or increasing the cone
centratison of banlking power, or hy depeosit insurance. ¥What is needed is to put
the systen as o whole om n sound rescrve basiss U ader the 101% _syste:l, Cinsurance
of deormand deposits weuld beeare superflvous. &iunce our sall bwc:lﬂ{s \{'?T_Q}llrd he
strengthened theoy could better porforn thelr impertant funetion of directing the
flow of our circulating nediw: into 5.ppropriatc chamicls.

Another importomt influcnec of the 10@/3 systony, not
only for bankors but for the corrmunity as a wholc, would be the offect cn the

rate of intorost, The fractionnl rescrve gyston distorts the rate of int~rost,

B

~olting it somctimes shrornally high and gasotbines abnormally lowe Wihen excess

reserves are high, the rate of interest is chnornally laovie Barks often lend

~33=
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noney at nearly zerc por cert vhen they con nanufacture trithout apparent cosb the
roney the; lend and are even forced to du so o scne OIS of loang when so many
arks compete for this privilege, and when investment opportunities have been kzill-
cd by doprossion conditionse Whon, on the other hand, the noney lent h&é to bhe
saved, the rate is a result of noraal supply and demand and is rmch steadier.

Tneidentally, abmornally low rates injure endowed
institutions such as Universitios, which derive their ineonc from intercst. Hore-
~ver these low rates groantly inercoase the savings nccessory to provideo a piven
cmount of insurance ond operate to reduce the independence of all holders of fixed
irterest scouriticss.

« the Ather hond, if and when the rresent abnormal-
ly low rates cf interest are succesded by higher rates, two great perils will cone
Pront the barlzs and the country = unless the 100% plan is first put in force.

Ove of these two perils is a drastic fall in the
price of U.e S Govermert smd other bonds. This nay wreck many banifs now holding
large arounts of those bondse Undor 100% rescrves, hovever, tho banks would have
a special uecd for the bouds as 2 sort of inberest-boaring cash against their de-
posits and solely for the revemc they yield so that thelr value could not falle

The other peril is That the three billions of "haby
honds" in the hands of the public, redeensble at par on denand, nay hoe presented
for redemption and erbarrass the Gover:ment.

The 1007 Rosorve Systenm Vay Bo Incvitable

(17) There are Two forces now at work which arc
tending silently but powerfully to curmpel tho adops
tion of the 100% reserve plan:

() Short-tern cormercinl loans and liguid
hankarle investments other han Goveriment bonds
are no longer adeguate to furnish & basis for our
chief nediw of exchange (derand deposits) under the
froctional rescrve system. Copital loans are inappro-
rricte for this purrosc. g tine goas on this inade-
quacy willl grow for Worso. Under the present fractional
resorve sysbom, the only way Lo provide the mation with
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circulating nediun for its growing nceds is %o
add continuclly to our Govormment's huge bonded
debt. Under the 100% roscerve systemn tho nceded
incroasc in the circulabing mediun can be oc-
conplished without increoosing the interes®t bear-
ing debt of the Goverimenta

Tadaer the Federal Reserve Act our banking system,

is supposed to function on the principle of "automatic expansion”: That is, as the

volume of goods and services increases, Means of paymont are expected to expand

auvbomatically as a result of borrowing from the barkse. T he circulating medium thus

created is expected again automatically to shrink whenever business rcopays its bank

Tn this manner, the volume of our

loans afier boeing paid by 1lts own customers.

meons of payment is supposed to oxpand and contract with the volume of short-term,

self=liquidating, or Uoommorcinl", loans. In other words, the banks are supposecd
to "monctize®, tomporarily, the goods in procoss of production or distribubticn.
But the volumc of those camerceial loans has never closcly paralleled the increascd

noeds of our cxpanding cconcmy. Somebimes they hove oxpanded too fost. At other

times they have contracted drasticallye
Moreover, the baonlks have "monetized" not only self=-

liquidating comrmercial loans, but also long-term loans and investments. The funds,

for long-term investments pre-eminently, ought ta be provided out of voluntary

sovings. The hanks havo trespassed on that function and have thereby disturbed the

rate of interest on long-term investmentes. Morcover, as mentioned before, by cre~-

ating domand deposits based upon long-torm loans, the barks have filled thelr

portfolios with "slow asscbs" which havoe beooae M frozen” whenever they were supposed

to be repaid during times of deprossicn. Wi too casy rmonotization of sccurities

has focilitated the sky-rockoting in the stock market and has provided the benks

with inflated asscts which have collapscd und brolen the banks and the public when

£4wo stock Bocm collapscds. During the deprecsion of +he carly 30's the proceding

monctizotion of long=tcrn loans cubstonmtially contrituted to the failure of thous

! cands of Lanks.



In recomt years, attempts have beea made to rress

the benlks into making loans on real estate and other slow assets., The banks being

thoroughly frightened, have balked. They have been wwilling again to risk that

sort of expansion - at least for the present., To got the banks tc make such lowuns,

tho Goverrment has been compelled to guaranteo mortgages Un homes. BEVEN 50, it

ars doubtful that the demand for short-term or comoereial, loans by banks will

oppe

in the fuburc inercasce rapidly enough, or soon onough, nlonc to furnish the volume

of domand dopeosits requisite to tho mointonanee of the prosont price levele Busi-

ness has doveloped nothods of its own for finaneing its operations without beheflt

of borks. It has added to its cash resorves, and has obtained additional resource

cs, not by borrowing frem tho banks, but by offering investmonts direotly to the

public. Hence the natural trend seems to be boward less and less, rather than

more and more, cormercial loans. Thus it seens that the bottom has been knocked outb

out of the original basis underlying our cireulating medium. In short, we cannot
now depond on short-term bamnk louns for furnishing us the money we needa

(b) As alrendy noted, a by-product of tho
100% roserve systom would be thab it would
onable the Govermment graduaslly to reduce its
debt, through purchoses of Govermment bonds
b tho Monotary Authority as ew money was
nceded to toke care of oxpanding businoss.
Undor the froctiomnl rosorve systom any ate
toant Lo puy of f the Goverrmont deobt, whother
by deercasing Goveriment oxpondituros or by
inercasing taxaticn, threatons to bring abwut
dofintion and dopressiom,

' ;; Same competent observers think that the
two ferecs nbuve notod will cventually compel
the adombicn of the 1009 plan, oven 1f no other
prweriul frrecs should be ol worke

slow reducticn of the Govermmont dobt Might te

jass

! made an ineidental by-product of the Govermend -nthod of inercasing our clreulat-

ing mndiwn.  But the funduanontal sorsidoration is that whatewvsr inerocse in tac

cirveulating edina is neccssary to necomodnte Lrtivuwd growth could be nceorpliched

without corpelling more snd nore poople % 0 sobe dobt te the banbn, and without

inercasing the Federal intorcst-boaring doht.
4]



(18) If the money problem is nol solved in
the near future, another great depression,

as disastrous ag that of 1925-1538, seems
likely to overteke us within a fow years.

Then our opportunity of even partially solv-
ing the depression problem bty removing its
monetary causos may be lost, and, as in France,
Germany, and other countries where this oppor-
funity was lost, our country could expect, it
not cheos and revelution, at least more and more
3% ’ regulation and regimentation of industry, com-
o merce and labor -- practically the end of froe
onterprise as we have known it in America.,

|
f
|
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If we do not adopt the 100% rescrve systom, and if

the present movement for balancing the budget succceds without providing for on

adequate money supplys the reosulting reduction in the volume of our circulabing
medium may throw us into snothor terrible deflation ard depression, at loast as
severe as thot through which we have just becn passing.

To the extent that monetary forces play a part in
our great economic problems -- as, f&r example the pfoblems of full productiocn and
employment, and equitable prices for farm products -- to that extent the nonetary
reforms here proposed are a part of our task to make our form of Goverment work
and enable it to survive. When viclent booms and depressions, in which fluctua-

tions in the supply of money play so vital a par%, rob millions of thelr savings

and prevent millions from working, constitutions are likely to become scraps of

paper. We havc observed this phenomenon in other countriese It is probably no

nccident that the world depression coincided with the destruction of popular Goveriw
;? ! ment in mony parts of the world. In alnost every cose where liberal goverrment
broke down, the money systom, anmongst other disturbing alements, had troksn down
‘ first. That free cxchange of roods and terviccs on which pzople in irdustrizl
countries depend for thoir very existence had stopped funetionirg; and, in wifter
decperation, the people were willing to tnnd over their liberties for the rprozise

of ccoromic sccurity,

fis momer fhe d.elize of demoerscy hoo oot
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