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Money and Banking
Since the days of Adam Smith, professional and

amateur economists have been attempting to provide
useful descriptions of man's money-credit activities. Such
descriptions (sometimes called "theories") have varied as
greatly as dia the descriptions of an elephant by the six
blind men of Industan who relied on touch alone.

In recent decades the professional economists have
provided increasingly sophisticated (in the sense of
complicated) descriptions varying so markedly, especially
in their choices of technical terms, that such a word as
"money," for example, no longer can be used with
assurance that most economist readers will know what
one is talking about. Modern monetary economists may
be likened to builders of a "tower of Babel" who are lost
in a semantic swamp. Unfortunately, many seem not to
realize that they are lost; they continue writing and
speaking with assurance and do not trouble to seek
common usage of technical terms in the interests of more
enlightening discussion with their professional associates.

Examples of modern writings are collected in a recent
book.* The editor-author says, "The truth, however, is
that even though the word 'money' is used every day, it
does not have a commonly accepted definition. . . . The
suggestion has been made that a more accurate and more
economically meaningful estimate of the money supply
might be attained by first weighting each type of financial
asset according to some measure of its degree of
'moneyness.` " (pp. 1 and 2)

We have concluded that progress in lessening confusion
and communicating more usefully among the experts as
well as to the general public can be achieved only by
describing the pertinent behaviors of men in terms that
are clear and unambiguous. Technical naming or designa-
ting is involved. Names (or technical terms) are applied to
any thing on which attention is focussed as differentiated
from other things. Naming may be said to select and
differentiate,† and describing what happens or may
happen is expanded naming.

PERTINENT BEHAVIORS OF MEN
What are some of the more important behaviors of men

*S. Mittra, Money and Banking, Theory, Analysis, and Policy, a
textbook of readings, edited and with introductions by S. Mittra,
New York: Random House, 1970. Included are 98 articles b\
many of the economists whose views have been widely reported in
recent decades. Unfortunately, the book lacks an index, but it
nevertheless is useful in that it makes available in one book
writings that originally were published in various economic
journals and other periodicals.

†See Rollo Handy and E. C. Harwood, "Trial Names" in The Behavior
al Sciences: Essays in Honor of George A. Lundberg, Great
Barrington, Massachusetts, Behavioral Research Council, 1968.

concerned with money-credit aspects of a modern
industrial economy? Three will be described in some
detail:

1. Specialization of processing activities and services
has become so great that exchanges are essential for
nearly every person in a modern industrial society.
Almost no one processes all that he uses from materials
found in a natural state, and nearly every person depends
on others not only for practically all material things
desired but also for nearly all services obtainable. For the
exchange aspect of economic behavior, a medium of
exchange must have relatively stable exchange value for
things generally:

a. So that potential buyers who have the exchange
medium may purchase wisely. (In practical effect, each
unit of an exchange medium used to buy something may
be considered a vote for the production of that thing and
a vote against the competing item not purchased.) If the
general exchange value of the medium used for exchanges
fluctuates markedly in short periods (for example, the
buying power of the dollar has depreciated greatly in
recent years), buyers have serious difficulty in judging
wisely among the many things in the markets.

b. So that sellers who are receiving the exchange
medium may judge wisely the "election returns" or
"dollar vote." Ordinarily, sale of things at a profit
encourages the producer and provides the means to
process more things for market (or offer more of the
apparently desired services). If the "election returns" are
rigged by the injection of counterfeit or otherwise excess
purchasing media into the system of exchanges, windfall
profits mislead many sellers and encourage them to
expand operations unwisely at the cost of subsequent
losses.

c. So that peaceful and voluntary cooperation (or
free and fair competition under "rules of the game," a
different name for the same situation) will be encouraged
in the social group, rather than the internecine strife tnat
has become characteristic of industrial and civic labor
relations. When some, especially the less well-informed
among the population, find themselves continually being
cheated in their wage bargains by a depreciating medium
of exchange, they become desperate (for them, survival is
involved), join militant labor organizations, and substitute
perpetual "war" against industrial and civic employers for
the peaceful cooperation that might exist, and at times
has existed for long periods. In various places on many
occasions in the past, depreciating units of exchange have
been accompanied by chaos in social relations. To date,
no representative form of government has been able to
survive extreme depreciation of the exchange medium.



2. A second important aspect of man's behavior in a
modern industrial society is concerned with accounting
processes. The plant and equipment of a modern
industrial society includes many different things useful for
varying periods from a few months or years to a half
century or even longer. Depreciation of buildings,
depletion of resources, wearing out of machines, and
obsolescence for various reasons must be accounted for
with reasonable accuracy in order to determine the
profitable use of present and future accumulations of
savings; i.e., to guide those who invest savings. Rapid
depreciation of the buying power of a medium of
exchange cannot readily be allowed for in the accounting
procedures generally used. Under such circumstances
adverse consequences follow:

a. Because depreciation and other charges against
earnings are inadequate to replace plant and equipment at
higher prices, profits are overstated and therefore are
misleading. This delays diversions of new investments
from relatively unprofitable uses and invites commitment
of new savings in other than the best channels for
investment.

b. Because profits are systematically overstated, year
after year, the large portion (nearly half) taken as taxes
by the Federal Government in the United States includes
some of the Nation's capital, which thus is dissipated.

c. Because millions of individual owners of rental
buildings find that they must spend for living so much of
their gross rental income, part of which otherwise could
have been used to renovate or replace obsolete buildings,
that they lack the funds for new investments. Under such
circumstances (and influenced also by unwise real estate
tax policies further distorted by a depreciating medium of
exchange) large sections of cities have become blighted
areas.

3. A third important aspect of man's behavior is
concerned with providing for one's retirement years, for
possible disability, and for dependents in the event of
untimely death. In a more primitive agricultural commu-
nity, elderly persons can be self-supporting family
members until almost completely incapacitated, but in a
modern industrial society the situation is quite different.
Also in the more primitive communities, orphans could
readily be accommodated on the farms of relatives where
participation in family "chores" made them self-
supporting at an early age. Far different is the situation in
a modern industrial society.

a. For most citizens, a depreciating exchange
medium makes a mockery of a pension plan and of other
retirement income.

b. Only those who die young can obtain nearly their
money's worth from life insurance wherever the exchange
medium is continuously depreciating. In some countries
such as Austria and West Germany, where the exchange
media became worthless twice in the memory of many
now living, few citizens buy life insurance. In the United
States, citizens own far more life insurance than do the
citizens of any other country. Nearly 40 years ago leading
life insurance executives protested against depreciation of
the exchange medium, but such efforts to protect the
interests of policyholders long have been absent. Today,
the sales personnel of some life insurance companies are
selling shares in mutual funds as alleged protection against
a depreciating exchange medium, thereby making two
commissions where they made one before.

c. A continuously depreciating exchange medium
deprives widows and orphans of their support and makes
nearly every citizen dependent on the State. Politicians

soon discover how votes can be bought with increasing
Social Security payments even at the cost of larger
deficits and more rapid depreciation of the exchange
medium. Thus does political power gradually pass to the
more unscrupulous among a Nation's politicians.

THE BASIC REQUIREMENT
Clearly, one, perhaps the basic requirement for a

medium of exchange in a modern industrial society is
relatively stable exchange value in both the short and the
long run. A purchasing medium that fluctuated wildly in
buying power from day to day would complicate and
retard the exchanges that must occur if a modern
industrial society is to function even temporarily. A
purchasing medium that altered markedly in exchange
value over longer periods likewise can result in serious loss
of efficiency, even if a final breakdown is postponed for a
few decades.

From the U.S. experience in the latter part of the
1800's we know that an industrial society not only can
adjust, without breaking down, but also can expand
rapidly during a period of gradually increasing rather than
decreasing exchange value of the purchasing medium.
However, even gradually decreasing exchange value
(depreciation) of the purchasing medium seems always to
have been followed by a more or less serious breakdown
including severe contractions of business activity such as
those of 1870-73 and 1929-33, which apparently were the
somewhat belated after-effects of wartime inflating.

Why modern industrial society should be more
vulnerable to depreciation (decrease in exchange value)
than to appreciation of the exchange medium is not
immediately apparent. Perhaps the difference has occurred
because depreciation was attributable to inflating the
supply of the purchasing medium thereby encouraging
overoptimistic commitments to which the human race
seems prone.

On the other hand, appreciation of the purchasing
medium (falling prices), as in the latter part of the last
century, may have reflected progress in removing
inflationary purchasing media from circulation or at least
in lessening its importance in relation to noninflationary
purchasing media with resulting rapid correction of
excessive optimism, thereby minimizing investment mis-
takes rather than encouraging and accentuating them.

The next question to be considered is: (1) How may a
relatively stable exchange medium be provided?

THE MAGNITUDE OF THE JOB
Before investigating various possible ways of providing

a medium of exchange for a modern industrial nation, a
summary description of the job to be done is in order.

The automobile industry in the United States processes
about 10,000,000 vehicles a year. The processing activities
include: mining raw materials, smelting or refining and
related initial processing, further processing by the use of
machine tools and other manufacturing procedures,
assembling and testing, shipping to market, and selling to
the consumer. Various intermediate markets are involved
as coal is purchased from mines, steel is sold to the
industry by suppliers, parts such as tires, etc., are
purchased, and various accessories are obtained.

In recent years, the automobile industry has provided
about one-fortieth of what is commonly called the gross
national product. Although the statistical procedures
applied in calculating GNP include many estimates, and
the margin of error is large, we can use 40 times the
exchange value of all automobiles processed each year as



a rough indication of the order of magnitude of the job
to be done. Whatever purchasing media are provided must
be adequate for market transactions each year involved in
the processing and distribution of a total exchange value
equal to 400,000,000 automobiles.

During recent years the turnover of each unit of the
purchasing media used in the United States, excluding a
major city where great speculative activity in securities
has been focussed, has been about 40 times annually.
Several times the exchange value of any item in the retail
market is required for the transactions from original
mining or growing of the raw materials through the
various stages to the final product. The total volume of
exchanges of purchasing media in the U.S. has been 10 to
12 times the total exchange value of the gross national
product.

If we use 12 times the exchange value of 400 million
automobiles, we have an exchange value of 4.8 billion
automobiles. This is nearly 100 million automobiles per
week. Therefore, whatever exchange medium is provided
must be adequate for transactions in all markets having a
total exchange value each week about equal to the retail
value of 100 million automobiles. Inasmuch as each unit
of purchasing media apparently can be used about once
each week, if time is allowed for the usual transfer of
funds by mail or otherwise, the total of purchasing media
available for use at any time must roughly equal the
exchange value of nearly 100 million automobiles. This is
the magnitude of the job to be done.

ONE POSSIBLE PROCEDURE

Functioning of the many different markets in the
United States may be described as somewhat analagous to
the functioning of a baggage check room. Innumerable
items come into the markets (luggage rooms), where those
who bring the items receive claim checks, and a more or
less equal volume flows out to those who offer claim
checks. The principal difference is that those who bring
or send items to a nation's markets wish to take out an
equivalent exchange value of other things, whereas the
traveler who has temporarily left his luggage wishes in due
course to retrieve the same baggage that he brought in.

For the proper functioning of markets, therefore, those
who send items to the markets must be given claim
checks not necessarily valid for retrieving the same items
but equal in exchange value to the items brought in. If
this is done, those using claim checks to obtain things in
the markets will be taking out a flow of goods equal in
exchange value to the items originally brought to market.
Provided care is taken in estimating exchange values,
prospective buyers would have claim checks or purchasing
media sufficient to purchase all things in the markets. Ot
course, one can imagine that minor difficulties might arise
if estimates of exchange value for some items were
erroneous or buyers' changing desires made demand for
some items more than had been estimated. In this event,
prices of the things in great demand would be bid up and
prices of some other things necessarily would decline.
These indications of buyers' preferences would inform
processors of things that they should change the "mix" of
items offered in the markets, and necessary adjustments
would be made.

ONE SOLUTION TO THE PROBLEM
One solution to the problem of providing an adequate

medium of exchange, which has been tried in many places
at numerous times, is to have either private agencies or
the government undertake the task of printing claim

checks or purchasing media.
For example, the Scottish banks during the 1700's,

independent private organizations, undertook to print
claim checks or purchasing media in the form of bank
notes. During the early 1800's, thousands of commercial
banks in the United States undertook the same function.
The results in each instance were:

1. The bankers concerned issued notes or claims
checks having a purported exchange value far in excess of
the things being offered in the markets.

2. Initially, these mistakes occurred not because the
bankers incorrectly estimated the exchange values of
things reaching the markets but because the bankers
issued claim checks secured, in some instances, by things
(a man's home, for example) that were not being offered
in the markets. When the excess claim checks (or paper
currency) were used to bid for things in the markets,
price changes were initiated that deceived the bankers as
to the long-run exchange values of many things and
induced them to increase further the amount of claim
checks (bank notes or currency) issued. The all-too-
familiar inflationary "boom and bust" cycle followed.

Many governments in the past and many now in
existence have undertaken to issue the claim checks
needed. The process of putting such paper currency (and
related checking accounts) into circulation had been
simple. Governments printed paper currency or printed
bonds and induced the banks to create additions to the
government's checking account in exchange for bonds. By
requiring that the claim checks (or paper currency or
monetized government debt) be accepted as legal tender
in payment of all debts and that taxes be paid in such
claim checks, governments had little difficulty in forcing
citizens to use them as purchasing media. However,
problems always have occurred:

1. One can imagine that, if the government
restricted the issue of purchasing media to that required
for buying things offered in the markets, such a scheme
might function permanently. Of course, ascertaining at
any one time precisely how many purchasing-media units
would be required would be wholly impracticable in view
of the tremendous volume flowing through the markets.
By the time a count of the items could be completed, it
would be out of date. However, one can imagine that, by
watching an index of all prices, the government might be
able to regulate the issue and retirement of claim checks
or purchasing media (currency and checking accounts) in
such a manner as to keep many prices nearly stable.

2. Unfortunately, the practical aspects of such an
operation are more readily imagined than put into effect.
If the index is to be available promptly, only a few
hundred current prices can be used in the index. Even
then, as recent studies have shown,* wide variations
frequently exist between reported prices and the actual
prices at which transactions occur, after allowing for
special discounts, regional variations, and other factors.
Also, over an extended period of several years the things
offered in the markets may vary greatly as to quantities
desired and as to the quality offered. What might begin as
a statistician's dream, all clearly measured and counted, in
actual experience could become a statistician's nightmare
tending to foster economic distortions.

3. Finally, thus far in the history of mankind no
ways have been found to restrain the greed and the
cupidity of the managers of fiat purchasing media.

*George J. Stigler and James K. Kindahl, The Behavior of
Industrial Prices, New York: National Bureau of Economic
Research, 1970.



Always, without any exception whatsoever in the
thousands of experiments to date, under all types of
governments, kings, dictators, republics, and democracies,
many of which have ruthlessly used the death penalty to
enforce their decrees; all attempts to use fiat purchasing
media have failed. A wise man must conclude that until
government administrators become both omniscient and
of undeviating integrity, fiat paper purchasing media never
will function satisfactorily.

AN ALTERNATIVE SOLUTION
An alternative solution has been imagined. It is to choose

one of the many millions of things processed by men and
use it as the medium of exchange, the purchasing medium.
For the purposes of describing how this solution might
function, we choose item X, that is, something not directly
named at present but represented by the symbol X.

In order to apply this solution, X need not necessarily be
available in a convenient form to carry around from one
market to another. Its purpose as a purchasing medium
could be served if the claim checks used (currency or check-
ing accounts) directly represented units of X by weight and
other appropriate specifications. Thus currency and check-
ing accounts could be used denominated in units of X,
provided the issuing agencies actually held available on de-
mand the units of X represented by the paper currency and
checking accounts in use. (Professional economists will rec-
ognize this as the 100-percent reserve "money" advocated
by several members of the profession.)

Under the circumstances just described, all trade would,
in practical effect, be a somewhat more sophisticated form
of primitive barter. What problems would arise?

1. Without suggesting at this point that gold necessari-
ly would be the most desirable of the many items processed
by men to use, what would be the consequences if gold (or
paper currency and checking accounts directly representing
gold) were used as the purchasing medium in a modern
industrial civilization such as the United States?

a. Enough gold would be required to equal the ex-
change value of about 100 million automobiles, as was des-
cribed earlier in this discussion. The present exchange value
of the gold held in the United States equals about 5.0 mil-
lion automobiles. Clearly, goldaí its present exchange value
is only about one-twentieth the amount needed.

b. At first thought one might believe that the prob-
lem readily could be solved by giving each unit of gold by
weight 20 times its present exchange value for other things
(raising the official "price" of gold to $700 per ounce).
What would be the consequence of thus increasing the ex-
change value of gold? Obviously, gold mining would be-
come highly profitable, and much labor and capital would
be diverted to gold mining. Great and unforeseeable eco-
nomic changes would result. Many times the present capital
and labor devoted to gold production might be diverted
from other uses.

c. With reference to gold, one must remember that
its exchange value for other things has been relatively stable
during nearly two centuries, perhaps much longer. Marked
fluctuations have occurred only as a result of greatly infla-
ting the principal currencies, which have resulted at first in
higher prices for other things (and lower exchange value for
gold) as more claim checks have been exchanged for a rela-
tively unchanged quantity of things in the markets. How-
ever, the resulting inflationary "booms" have been followed
by equally striking "busts" during which the exchange
value of gold has been restored approximately to earlier
levels.

2. As for the possibility of using some other thing

that men process rather than gold, we leave that to the
readers's imagination. When he has completed describing
the possible consequences, we suspect that he will con-
clude, as has mankind generally during the course of
history, that gold is the most useful basis for a purchasing
medium.

A THIRD POSSIBILITY
Inasmuch as fiat purchasing media have such an

impressive record of failure and the 100-percent reserve
notion seems to be impracticable in a modern industrial
society, is there a third possibility? The historical record
reveals that there is another possibility.

First, one should visualize the job to be done. A huge
flow of things to be offered for sale comes into the many
markets, and the things are sold to those who have
purchasing media or claim checks. Evidently, orderly
marketing at stable prices would result if claim checks
were issued day after day in parallel, as to timing and
amount, with the flow of things offered for sale, and if as
things were sold the claim checks or purchasing media
received were reissued to prospective buyers only to
parallel more things coming into the markets to be sold.

Second, and this is highly important, one should realize
that when gold (or silver or any other thing) is used as a
basic purchasing medium, the gold in the banking system is
always being offered in the markets. Therefore, paper
(currency or checking accounts) representing the gold can
be issued and left in circulation except as some of it may be
used from time to time to demand gold. New gold coming
into the system automatically is represented by newly is-
sued purchasing media (currency or checking accounts).

Third, commercial bankers may be permitted to create
additional purchasing media (ordinarily in the form of
additions to the checking accounts of businesses and
individuals) as Ions as such additional claim checks
approximately equal the gold-exchange value of things
coming into the markets; provided, and this too is
important, that such credit purchasing media are
withdrawn from circulation and cancelled as things are
sold, just as baggage claim checks are destroyed or at least
not again placed in the hands of people who can then
demand baggage until new baggage is left in the luggage
room. In any specific instance, however, such as Ford
Motor Company, which is shipping cars to market every
day of the year except during the summer changeover
period, the line of credit resulting in purchasing media
representing the flow of its product to markets could be
continuously in existence except furing the summer lull.

Without going into futher detail at this time, we note
that the procedures just described were recognized as
sound commercial banking for about 100 years from
1820 to 1914 during which the world enjoyed the
greatest expansion of industry and trade ever recorded.
However, the basic principle was put aside during World
War I and has been almost continuously disregarded since
then. Today, few bankers are aware of it. With unjustified
optimism they continue inflating by creating additional
purchasing media based on government debt and on
private debt secured not by things offered in the markets
but by almost any items that the bankers hope are
sufficiently valuable to protect their loans.

Thus has much of the civilized world embarked on still
another experiment with partially fiat purchasing media,
an experiment no more likely to succeed than hundreds
of earlier ones and far more dangerous to Western
civilization because of the broad geographical scope and
great magnitude of the inflating.


