The author Michael Schemmann

The book reviews a long litany of financial crises and bank
failures since the 3rd century right up to the ongoing Global
Financial Crisis. The author analyzes the financial statement
of a large international commercial bank in Frankfurt,
Germany, and concludes that IFRS accounting principles
and standards are not followed but violated, rendering
the statements rather false and misleading.

ISBN 978-1492920595

Breakdown and Breakthrough

IICPA Publications
1st Edition - 31 October 2013

MONEY

The book contains a remedy to end the Global Financial
Crisis and prevent future crises, calling on the European
Central Bank to step in and take over the role of money
creator which is currently done by the private commercial
banks, and allow governments to buy-back their general
government debt theld by the banks, thereby reducing the
outstanding sovereign debt of the euro area by 32% while
improving the banks' liquidity sevenfold in a way that is
completely inflation-neutral (sterile). The misconceived
austerity programs 'to save the euro' can then be rolled
back and abandoned.
iicpa

Michael Schemmann

is a professional banker, certified public accountant,
and university professor of accounting and finance.

Money
Breakdown and
Breakthrough

The History and Remedy
of Financial Crises and
Bank Failures
IICPA PUBLICATIONS

Money. Breakdown and Breakthrough. The History and
Remedy of Financial Crises and Bank Failures. (1st Edition.)
By Michael Schemmann

Modern states gave control of monetary policy and markets to the
barons of global finance. The experiment has resulted in the same
disastrous outcomes as before.

Copyright © by Michael Schemmann 2013, 2015

The state lost control of the currency as central banks allowed the
barons in banks and shadow banks to "create" money from
securitisation and quantitative easing.

This publication is designed to provide accurate and
authoritative information in regard to the subject matter covered.
It is sold/distributed with the understanding that the publisher is
not engaged in rendering legal, accounting, investment, or other
professional services. If legal advice or other professional
assistance is required, the services of a competent professional
person should be sought.
—

From a Declaration of Principles jointly adopted by
Committee of the American Bar Association and a
Committee of Publishers and Associations.

Text and images referenced to Wikipedia are reproduced under the GNU
Free Documentation License at http://en.wikipedia.org/wiki/GNU_Free_
Documentation _License; and images under the Creative Commons
Attribution-Share Alike 3.0 Unported License.

258 pages, illustrated.
ISBN-13:
ISBN-10:

978-1492920595
1492920592

IICPA Publications
Website: www.iicpa.com
With notice request of copyright infringement
2015-07-14

The barons have debased the coinage and corrupted the markets.

The state lost control of markets as the SEC, FSA and others
allowed those same barons to set up alternative trading platforms
beyond any public scrutiny and to bastardise public exchanges with
algorithmic trading and synthetic instruments priced against
fraudulent reference rates.
London Banker
Wednesday 20 March 2013.
londonbanker.blogspot.com

CONTENTS
INTRODUCTION

INTRODUCTION
5

MONEY AND DEBT — THE NUMBERS

10

HISTORY OF ECONOMIC CRISES AND BANK FAILURES

23

THE GLOBAL FINANCIAL CRISIS

131

LOSSES FROM THE GLOBAL FINANCIAL CRISIS:
FROM 2007—ONGOING

145

THE U.K. BANK CHARTER ACT 1844 – REVISITED

148

PERVERSE ‘MONEY’ MACHINES

168

Irving Fisher: Bankers Often Oppose Their Own Interests

173

A REMEDY FOR THE PRESENT BANKING AND EURO
SOVEREIGN DEBT CRISIS

186

APPENDIX 1
Speech by Robert Peel on the Bank Charter Act 1844

202

APPENDIX 2
John Law of Lauriston and the Mississippi Bubble

216

INDEX

255

Christian clerics preach to lay up treasure in heaven: wenn die
Münze im Kästlein klingt, die Seele in den Himmel springt — as
the coin in the collection box sounds, the soul into heaven
bounds (or jumps). Buddhists give alms for the benefit of their
karma creating seeds in the mind that will sprout into the
appropriate result (PƗli vipaka) when met with the right
conditions. The followers of Mammon would rather put their
gains into the bank. Both practices are based on faith, and faith
alone. Heaven (in my native German “Himmel”) is also the blue
sky on a sunny day. Money in the bank is merely bookkeeping
in the abstract, and the U.S. dollar bills say so: “In God We
Trust.” When I was a young banker in training, the treasurer
asked me whether the payment-clearing of the day balanced. “I
believe it does,” I replied. “Believing commonly means not
knowing anything,” he shouted. (Glauben heißt bekanntlich
nichts wissen.)
My school year as a foreign exchange student in Pennsylvania
ended in June 1959. I received the obligatory high school
diploma and a month later was back in Germany being told to
repeat grade 12 in preparation of the challenging Abitur
examinations at the end of grade 13 including higher math, two
foreign languages, physics and chemistry at first year college
level, none of which I had taken in America. After a frustrating
couple of months stuck in high school again with my younger
peers, I decided to become a banker on the suggestion of a
school friend who heard that I liked money of which I had little
or nothing. My father was a vocational school teacher. The
banking decision was an impulsive one like so many others that
young people take.
I was accepted as an apprentice at a large German commercial
bank starting in the filing department, attending vocational
school once a week to learn about bookkeeping and accounting
which were their main activities, simple economics and
principles of commercial law. The curriculum included courses
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in typing on a mechanical typewriter and stenography. The
bank trained me well in every department from bookkeeping to
treasury, investment securities, foreign exchange and consumer
credit. After two and a half years I passed the professional
banker’s examination and was a Bankkaufmann in the spring of
1962, aged 22. I went to Zurich, Switzerland, in order to avoid
the military draft of two years’ service in defense of western
freedom and capitalism against eastern communism and
servitude in my divided country. American Express Bank in
Zurich paid me well in recognition of my English language
capability and newly acquired banking skills.
My banking career had lasted 15 years when I left the Bank of
Nova Scotia in Toronto, Canada, as a corporate credit officer in
charge of three western provinces to become a corporate
controller for Sandoz (now part of Novartis) in Basel,
Switzerland, several years later an articled student of chartered
accounting in Vancouver, Canada, and eventually a certified
public accountant (CPA) in the State of Washington, USA. In
between I completed an MBA in Germany, and a PhD in
California. After running a private accounting practice, I retired,
teaching accounting & finance at universities in Bangkok,
Thailand, and in Almaty, Kazakhstan.
For a good half of my professional life I was of the opinion,
based on public knowledge, my training and education right up
to MBA level, that good money was scarce, needed to be saved
by households to be re-invested in productive capacity to
provide jobs and foster growth. I did not give it a second
thought that the millions of marks, francs and dollars of
commercial and private loans authorized and made by my banks
were not backed by pre-existing funds that had been entrusted to
us — the typical fairy tale that Professor of economics, Dr.
Dieter Dahl (* 1930), taught and examined us on at Pforzheim
University. After all, the good professor, who had been a
banking apprentice himself at one time, had studied economics
and had written a book about it, first edition published ca. 1969
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entitled Volkswirtschaftslehre with an appropriate subtitle
referring to theory and politics.
The good professor informed us about Silvio Gesell’s (18621930) Schwundgeld, money that would shrink in value over
time to force its circulation and thereby avoid depression. I
learned about Irving Fisher’s (1867-1947), the Yale professor’s,
exchange equation, which, simplified reads (the foundation of
the equation is more complex) M · V = P · Q stating that the
nominal amount of money in circulation (M) multiplied by its
velocity (V) being the average frequency with which a unit of
money is spent, is equal to the price level (P) multiplied by an
index of real expenditures on newly produced goods and
services (Q), which is intuitively understandable.
I further learned that Irving Fisher was the brilliant author of the
famous “Theory of Interest” (1930), but not a single word about
his revelations on the causes of, and the remedy for, Booms and
Depressions (1932), written and published to explain the Great
Depression of the 1930s, and the creation and maintenance of a
stable money supply called 100% Money (1935) with the
subtitle Designed to keep checking banks 100% liquid; to
prevent inflation and deflation; largely to cure or prevent
depression; and to wipe out much of the National Debt, or “The
Chicago Plan for Banking Reform” of 1933 which I discuss
below.
John Kenneth Galbraith (1908-2006) — son of a Canadian dirt
farmer from Ontario, accomplished economist at Harvard
University, U.S government price controller during WWII, and
ambassador to India 1961-1963, whose rapport with President
Kennedy was such that he regularly bypassed the State
Department and sent his diplomatic cables directly to the
President — laments the deficiency in education on the subject
of money and financial history. He begins Chapter 1 of his
enlightening book on “Money, Whence It Came, Where It
Went,” (1975) with the sentences:

7
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“It has long been fashionable for historians, except in the secret
recesses of their belief, to be modest about the lessons of history.
Perhaps it teaches only that it teaches little. Where money is
concerned, this restraint is unwarranted. The history of money
teaches much or it can be made to teach much. It is, indeed,
exceedingly doubtful if much that is durable can be learned about
money in any other way.”

Introduction

irrelevant and redeem much of the sovereign debts, putting an
end to the misconceived and ruinous austerity programs,
unemployment and a lost generation of young people in
Southern Europe.
Nakhon Ratchasima
October 2013

Therefore, this book covers 47 of the seemingly never ending
financial crises, from the 3rd century A.D. on to the present
global financial and sovereign debt crises.
It was not until thirty years after I had begun my bank training
at age 19, that I began to learn about money creation by reading
Galbraith (1975), that “the process by which banks create
money is so simple that the mind is repelled,” namely doubleentry bookkeeping. In 2010 I republished the remarkable life
story of Henry Ford (1863-1947), citing his warning: “It is well
enough that people of the nation do not understand our banking
and monetary system, for if they did, I believe there would be a
revolution before tomorrow morning.”
I am now in my so called golden years, an author/publisher and
director of two international institutes concerned with money
and higher education — and an advisory board member of a
society based in Berlin, Germany, advocating the introduction
of debt-free money and such reforms.
The reforms I propose in this book are quite simple —
complexity is used to disguise and hide the truth, says Galbraith
(1975) — based on two rules: (1) ALL money of the realm
(area, zone or jurisdiction in which it represents the official
currency) is issued by ONE monetary authority such as the
central bank instead of 6,000 private mints called banks in the
euro area alone. (2) Deposit taking banks do not lend or invest
but maintain 100% liquid reserves of the ONE monetary
authority and are therefore always liquid, making complex
supervision, deposit insurance and capital requirements
8
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MONEY AND DEBT — THE NUMBERS
The Bank Charter Act of 1844 in Britain forbade country banks
to issue their own paper money and gave the monopoly to the
Bank of England. The Bank of England, however, was outfoxed
by the private banks, which, instead of issuing paper money,
started making bookkeeping entries for the credit of their
customers’ chequing accounts against which cheques could be
written that would be cleared by a clearing house by way of
offset against cheque deposits, avoiding the use of legal tender
money in the settlement (except for minor so called adverse
balances which the clearing house could authorize or the banks
lend to each other). 1

failures, but is only now prosecuted, and even then for the
wrong reasons; 2 the false money creators, the banks, and their
enablers, the auditors of their financial statements, are never
held to account.
The British art of literally “making money” has become the
practice the world over, including, of course, the United States
of America, Canada, the Euro Area, and the rest of the world.
Of the total deposits so created in the world of 7 billion people,
estimated at the equivalent of seventy trillion dollars ($70
trillion, or $10,000 per person), only about five percent (5%) is
based on legal tender money issued by the various nations’
note-issuing central banks; eg. the Federal Reserve Banks (or
System) in the United States, the Bank of Canada, the Bank of
England, the European Central Bank, the Peoples Bank of
China, and so forth.

In other words, although it was the government’s intention
under Robert Peel to give the sole money creating power to the
Bank of England to the exclusion of the private banks, the
private banks never stopped creating an image of money in the
public’s mind, though not in fact, by simply booking deposits
and allowing the deposit holders to draw cheques against them.
Under strict application of IFRS, the International Financial
Reporting Standards — this perversion of accounting if not
outright fraud, as I will show — is the cause for the asset
bubbles, inflations with resulting crashes, depressions and bank

Global Money Supply, 2007-2008
In the equivalent of U.S. dollar trillions
Source: DollarDaze.com

1

Before the Bank Charter Act 1844 (7 & 8 Vict. c. 32) was passed in Britain,
regulating the issue of a paper circulation while ceding the monopoly to the
Bank of England, the English country banks sustained themselves on the
interest of their paper note issue which was used by merchants as the
circulating medium.
“In England, of course, bankers immediately set themselves to recover
the economy and elasticity which the Act of 1844 banished from the English
system by other means; and with the development of the cheque system to its
present state of perfection they hae magnificently succeeded.” (Michael
Schemmann. 2013. ‘Money in Crisis. A Practical Solution to Resolve
America’s Financial System and Redeem the National Debt,” 3rd ed., pp. 5657 citing ”Keynes, J.M. 1913.“Indian Currency and Finance.” Republished:
Nakhon Ratchasima: IICPA Publications.)

2

“Jury Finds Bank of America Liable in Mortgage Program Nicknamed the
'Hustle',” Bloomberg 24 October 2013.
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Source: tradingeconomics.com as compiled by Simon Thorpe at
http://simonthorpesideas.blogspot.com/2013/04/total-global-debt-andmoney-supply.html

Total World Debt and Money Supply - End of 2011.
(Debt-to-money ratios under 1:1 are highlighted)

The Gross World Product — the sum of all GDPs of the
individual economies — is also estimated at about US $70
trillion. In 1970 the world’s GDP was $12 trillion. 3 While the
world population has doubled since 1970 when it stood at 3.7
billion — today estimated at 7 billion — the global money
supply has grown about a hundred times.
In summary, the world’s so called money supply of the
equivalent of $70 trillion is concentrated in a few countries,
namely China and in the West:
China
Euro Area
United States
Japan
UK
Above nation together
Remaining world

$16 trillion
$13 trillion,
$10 trillion
$10 trillion
$ 3 trillion
$52 trillion
$18 trillion
$70 trillion

This enormous sum of $70 trillion is created by commercial
banks by monetizing private and public sector debts through the
following bookkeeping entries:
Debit
Loans receivable from “A” (or
Securities bought from government of country “X”)
Demand deposit “A”
(or govt. of country “X”
Bank commission earned
NOTE: To avoid double counting, the sum of Eurozone is not included
in the total, but the individual countries of the Eurozone are included.

12

3

Credit

$ x,xxx
$ xxx
$
x

OECD & World Bank Data at ceicdata.com and Wikipedia, “World gross
product.”
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The banks creating the principal sum for the “loan” do not lend
the interest payable on the “loans,” forcing the borrowers to
earn and receive it in their ordinary or other course of business.
Since all borrowers are in the same predicament, every
borrower having to earn and receive the money to pay the
interest due from someone else, cutthroat competition results;
borrowers are under constant threat of default on serving the
banks’ “loans,” and the banks are under constant threat of
having to classify their receivables (classified as assets) as
“Non-operating loans,” unless there is growth in the economy
fostered by the banks’ continuous and uninterrupted making of
“new loans,” if only to allow the economy to pay their loan
interest.
The governments that have borrowed from their social security
funds as the U.S. federal government, or from pension funds,
life insurers or private households, must also service their debts,
but unlike business borrowers, can raise the interest due by
increasing their borrowings based on the notion supported for
the longest time by the Basel Committee on Banking
Supervision (BCBS), and enshrined in the Basel Capital
Accords, that governments are immune to default and therefore
have a zero capital adequacy requirement. The recent Irish,
Greek, Spanish, Portuguese and Cypriot sovereign debt crises
debunked this notion.

History of Economic Crises and Bank Failures

“The primary deficit projections [along with those for interest
rates and GDP], determine the projections for the ratio of debt
held by the public to GDP that are shown in Chart 8. That ratio
was 68 percent at the end of fiscal year 2011, and under current
policy is projected to exceed 76 percent in 2022, 125 percent in
2042, and 287 percent in 2086. The continuous rise of the debt-toGDP ratio illustrates that current policy is unsustainable.”

I wrote in 2012, “Reflections on American Money,” pp. 40-41 5 :
If Congress thinks otherwise, financing increasing budget
deficits by raising the debt ceiling to the level of 287% of GDP,
first of all, the United States is already there if we include the
unfunded obligations of $46 trillion, secondly, there is a
successful precedent in Japan, at least so far. In 2011, Japan's
public debt was 230 percent of its annual gross domestic
product, the largest percentage of any nation in the world. In
numbers, the public debt of Japan was $13.64 trillion, only
second to the United States whose debt (not counting unfunded
obligations) was 105% of GDP. 6
By comparison, in 2011 the European Union’s debt was 83 % of
GDP, including the UK’s at 87%.
Overview of the US Federal Debt.
The Congressional Research Service (2011) writes: 7

The U.S. banking and debt-based financial system is out of
control, most of all the federal debt of $16 trillion which is
unsustainable. The US Treasury admits this as fact in its annual
U.S. government financial report. 4 The federal government’s
total debt (including unfunded obligations) of $58 trillion is the
distorting factor that puts the whole structure of United States
public finances in jeopardy because it is based on an illusion.

“For most of American history, federal debt was closely linked to
war finance. In recent decades, the growing costs of federally
financed health care and other entitlement spending have played
an important role in the government’s fiscal situation. Higher
spending on defense and other security costs, as well as tax cuts
and other tax policy decisions, have also influenced the size of
5
6

4

Schemmann, M. 2012. “Reflections on American Money, Private Wealth,
the National Debt and Alternatives for Redemption,” IICPA Publications,
ISBN 978-1481017015. pp. 40-41, citing “A Citizen's Guide to the Fiscal
Year 2011 Financial Report of the U.S. Government. “Challenges Ahead:
Deficits and Interest.” Washington: Department of the Treasury, p. xii.

14

Michael Schemmann. 2012. “Reflections on American Money….”

Wikipedia, “List of countries by public debt.” Note: The US public debt including
unfounded obligations totaling $58 trillion is already at 400% of GDP totaling $14.5
trillion. (2011)

7

D. Andrew Austin. “Overview of the Federal Debt.” Congressional
Research Service, 7-5700 www.crs.gov R41815, May 11, 2011 retrieved
2013-10-03.
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federal deficits and the accumulation of debt. Interest rates on
federal debt have fallen to extremely low levels due to the effects
of the 2007-2008 financial crises and subsequent recession. As
the economy continues to recover interest rates will likely rise.
Federal debt levels, according to projections, will continue to
increase in coming years. Thus, net interest costs are projected to
rise rapidly. According to April 2011 CBO baseline projections,
net interest costs will rise from $213 billion in FY2011 to $534
billion in FY2016. A growing proportion of the federal debt is
held by foreign investors and governments as capital markets
have become more international. Some countries, especially in
East Asia, have had very high savings rates that have financed
significant accumulations of [U.S.] federal debt.”

In a separate study concerning the U.S. federal debt limit, the
Congressional Research Service (2013) concludes: 8
Debate during the 2011 debt limit episode reflected a growing
concern with the fiscal sustainability. Over the next decade,
without major changes in federal policies, persistent and possibly
growing deficits, along with the ongoing growth in the debt
holdings of government accounts, would increase substantially
the amount of federal debt. CBO warns that the current trajectory
of federal borrowing is unsustainable and could lead to slower
economic growth in the long run as debt rises as a percentage of
GDP. Unless federal policies change, Congress would repeatedly
face demands to raise the debt limit to accommodate the growing
federal debt in order to provide the government with the means to
meet its financial obligations.

Today as I write, 30th September 2013, the US federal
government is once again under threat of shut-down, having
reached its legislated debt ceiling of $16.7 trillion. The
government did, in fact, subsequently shut down from October
1-17, 2013 before Congress raised the debt limit.
Asia would have been the main victim of a U.S. government
default. “China, Japan and other Asian governments have a
hoard of U.S. Treasuries in their $5 trillion cache of foreign
exchange reserves, the equivalent of almost a third of U.S. gross
domestic product. About $2 trillion of that amount was
accumulated after November 2008, when the U.S. Federal
Reserve embarked on its 5-year ultra-easy monetary policy,
which included flooding global markets with cheap cash that
drove U.S. yields to record lows.” 9
Apart from regional conflicts such as the Arab spring
awakening, or fundamentalists’s insurgencies in parts of Africa
9

8

D. Andrew Austin and Mindy R. Levit, “The Debt Limit: History and
Recent Increases.” Congressional Research Service, 7-5700, RL31967,
September 25, 2013 www.crs.gov retrieved 2013-10-03.
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“Analysis: Default or not, Asia a hostage to U.S. debt,” Reuters by
Choonsik Yoo and Kevin Yao, Seoul/Beijing, Sun Sep 29, 2013.
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and Asia, the world is at peace, it seems, at least militarily. The
greatest threats to economic stability come from unsustainable
sovereign debts, in particular of the United States, Japan and
Southern Europe (Greece, Spain, Portugal and Italy). These
national debts cannot be redeemed with taxes, and are therefore
in default unless the system is changed; but will it?
Is there really anyone out there who, in this industrialized world
and its division of labor, is still self-sufficient, has food and
shelter free of debt? The world’s seven billion people, if
employed, are in constant fear of unemployment; if they have
money, in fear of the lack of money; of taxes, crime, the police,
the courts, health, old age and death. We have not even
eradicated starvation, so what are the chances for the United
States’ $50 trillion unfunded obligations and national debt to be
repaid? There must and there will be breakdown of the old
system before the new system, which has been known since
Fisher’s 1935 100% Money book and the Chicago Plan for
Banking Reform, 10 can finally break through.
10
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Financial Crisis — Synthetic financial instruments
On Monday, 15th September 2008, I was associate professor and
chair of accounting at KIMEP University in Almaty,
Kazakhstan, — an invigorating American-style university with
six thousand students started, majority-owned and run by a
Korean university professor from San Francisco, Dr. Chan
Young Ban, now in his late seventies, who had been Nursultan
Nazarbayev’s, Kazakhstan’s president’s, personal advisor for
the transition from a planned communist to a free market
economy following the demise of the Soviet Union, helping to
guide the new independent country’s staggering steps towards
capitalism.
I remember clearly the day when the news broke that we had all
expected, the apparent indifference of my colleagues from the
finance department who were all academics from the US to
Korea to Russia and Kazakhstan, when visiting professors from
the United States arrived and held presentations, resounding the
all too familiar finale of Lehman Brothers. Today, again I read:

See Ronnie J. Phillips. 1995. “The Chicago Plan & New Deal Banking
Reform.” Armonk, NY and London: M.E. Sharpe, Inc., p xii-xiii:
“This was a proposal to split banks and the banking system into two
parts: one would administer the part of the payments system that takes the
form of deposits subject to check; and the other would participate in the
financing of ‘the capital development of the economy.’ The ‘Chicago Plan’
called for deposits subject to check to be offset on the books of the banks
with 100 percent reserves. Because they were so reserved, the question of
deposit insurance, a popular nostrum of the day, was irrelevant.” “The idea
of 100 percent reserves for checkable deposits—that is for the reserves of
banks to be liabilities of the federal government—was a natural extension of
the manner in which the National Bank Act had required that the circulation
notes of national banks be fully offset, on the books of the issuing banks, by
government bonds. Furthermore these circulating notes were fully
guaranteed as to their face value by the United States Treasury: that is, they
were fully insured.
“The 100 percent government-debt reserve currency of the National
Bank Act [National Banking Acts of 1863 and 1864—Author] broke down,
because there was not enough government debt outstanding to enable the
currency supply to be responsive to the needs of an expanding economy.
“The original Federal Reserve Act of 1913 demonetized government
debt as the offsetting asset for circulating currency. According to the act,

currency was to be a liability of the Federal Reserve banks that was to be
offset by a combination of gold and eligible bank loans to business that
member banks discounted at their district Federal Reserve banks. The 1913
Federal Serve Act represented a 180 degree turn for the National Banking
Act: a currency that was 100 percent offset by government debt was replaced
by a currency that was 0 percent offset by government debt…”

18

19

“The milestones in the 2007–2008 economic meltdown
(including the fifth anniversary September 15, 2013 of Lehman
Brothers’ bankruptcy filing) trigger questions about what has
been learned to avert future crises.
“An avalanche of blame for the meltdown extended to
investment banks, regulators, rating agencies, ‘synthetic
financial instruments,’ failed leadership and faulty assumptions
about how things are or should be… Former Federal Reserve
Chairman Allen Greenspan was forced to acknowledge to a
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congressional committee in 2008 a flaw in his economic theory:
the self-interest of lending institutions didn’t protect shareholder
equity.” 11
Harvard professors urged caution. Harvard Business School
published a “View on News” (“Working Knowledge. The Thinking
That Lead.”) with the headline “Financial Crisis Caution Urged by
Faculty Panel: Jay Light, Robert C. Merton, David Moss, Nicolas
Retsinas, Clayton Rose” published September 29, 2008. 12 Further
reading revealed:
Professor and historian David A. Moss stressed the importance of
risk management and oversight. Professor Robert Merton
similarly expressed concern about the unintended consequences
of change on Wall Street, closing with the assertion that
innovation should and must continue.
Professor Jay Light recommended designing various auction
processes that treat differently the questions of what is bought,
from whom, and at what price in order to re-liquefy the markets...
It is a big job in the intermediate run. And in the long run we've
got to have a system that substantially readdresses leverage,
transparency, and liquidity…
“It will be years before we figure out where the crucial
financial functions lie, in what new institutions, governed how,
and regulated how," Light concluded.
Professor Nicolas Retsinas, who before arriving at Harvard
served as assistant secretary for housing in the U.S. Department
of Housing and Urban Development, presented a review of the
status quo, how the U.S. got there, and concluded:
"We know what happened, we know how we got there. Our
short-term strategy is to nationalize the housing market. Is that a
good strategy over time? If you nationalize that market, how do
you balance between extending credit and making sure you have
safety and soundness without burdening the taxpayer? That's the
question."
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Harvard can say anything, and it’s printed, but no one bought
the proposal. 13 I see the whole debacle from a different
perspective, namely the creation of so called “quasi money”
replacing legal tender issued by the central banks based on the
surrender of the state-sovereign’s right to coin, print and put
money into circulation — surrendering this right, which is
enshrined, for example, in Article 1 Section 8 of the U.S.
Constitution, to the thousands of private bank for NOTHING in
return, but to the contrary. Commercial banks that privatize
their gains, paying outrages salaries and bonuses to their
leaders, while socializing their losses.
Lehman’s failure was the Federal Reserve’s chair’s, Ben
Bernanke’s, and Treasury Secretary Hank Paulson’s, as he then
was, line in the sand that no bank was too big to fail. The
maverick bankers failed the world and burdened the taxpayers
and central banks with over ten trillions of dollars in bailouts
and bail-ins. (IMF, 2009) 14
The world’s confidence in the financial system is gone forever.
One may argue that the stock markets have recovered. For me,
these markets — where nothing is created, nothing is destroyed,
money only changing hands — are legalized casinos; financial
bordellos for the use of the banks’ illicit fiat money. After all, a
common stock has no intrinsic value except on liquidation of
the enterprise when the assets are valued at firehouse-sale
prices. There is an expectation of gain if the company issuing
the stock shows growth and profits, so that others will join the
bandwagon at higher prices, but in the meantime the stock
confers only a voting right once a year, nothing more… voting
who will be the directors to appoint the management. Warren
Buffett, 83, of Omaha, Nebraska, has made his fortune holding
13

Harvard Business School http://hbswk.hbs.edu/item/6013.html Retrieved in utter
disbelief many times over, last 2011-11-07.

Michael Schemmann. 2012.” The Euro is Still the Strongest Currency
Around. Analyses and Solutions for the Money and Sovereign Debt Crises of
the 2010s” pp. 44-45.
14
The global credit crunch has cost governments more than $10 trillion, the
International Monetary Fund (IMF) says.” (Steve Schifferes, Economics
reporter, BBC News, 31 July 2009.)

20

21

11

Gael O’Brien, “Lessons Learned from the Financial Crisis,” Business
Ethics. The Magazine of Corporate Responsibility, September 16, 2013. Text
and picture.
12
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stocks along with other people’s money, earning $54 billion
according to Forbes. 15

HISTORY OF ECONOMIC CRISES AND
BANK FAILURES 16
The Global Financial Crisis is a mosaic in a long list of
economic crises, 17 interrupted by periods of stability, if not
prosperity; because in our zero-sum-game economies, the sales
and revenues of one, equal the purchases and expenditures or
cost of another, and so are the gains and the losses. While
trillions were lost, trillions were gained in crises, the devil
taking the hindmost. The expression was known colloquially
prior to that though. The Oxford Dictionary of Quotations lists
"Every man for himself and the Devil take the hindmost" as an
'early 16th century' proverb.
3rd century
• The Crisis of the Third Century also known as Military
Anarchy or the Imperial Crisis, (AD 235–284) was a period in
which the Roman Empire nearly collapsed under the combined
pressures of invasion, civil war, plague, and economic
depression.. The Crisis began with the assassination of Emperor
Alexander Severus at the hands of his own troops, initiating a
fifty-year period in which 20–25 claimants to the title of
Emperor, mostly prominent Roman army generals, assumed
imperial power over all or part of the Empire.

15

Forbes. “The World’s Billionaires.” Retrieved 2013-09-30. Berkshire's
class A shares sold for $140,803.06 as of January 4, 2013, making them the
highest-priced shares on the NYSE, in part because they have never had a
stock-split and have only paid a dividend once since Warren Buffett took
over, retaining corporate earnings. (Wikipedia, “Berkshire Hathaway.”)
Warren Buffett’s good instincts saved lives by inviting New York World
Trade Center executives to his last "last annual golf charity event" on
September 11, 2001, at the U.S. Strategic Command headquarters located at
Offutt Air Force Base in Omaha, Nebraska, headquarters of the U.S.
Strategic Command. Offutt AFB is where President G. W. Bush flew on Air
Force One later in the day for "safety" in the underground command center
designed to withstand a nuclear blast. One lucky lady was Anne Tatlock,
CEO of Fiduciary Trust Co. International which occupied five floors high in
the South Tower. (San Francisco Business Times, week of 2/04/2002)

22

14th century
• 14th century banking crisis (the crash of the Peruzzi and the
Bardi family (Compania dei Bardi) occurred in 1345 in
16

The “Financial Crises” chapter information herein relies extensively on
information and text contained in Wikipedia’s “List of economic crises,”
verified in part by the links provided, reproduced with or without further
reference under the GNU Free Documentation License at
http://en.wikipedia.org/wiki/GNU_Free_Documentation_License;
and
images under the Creative Commons Attribution-Share Alike 3.0 Unported
License.
17
Wikipedia, “List of economic crises.”
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Florence, before the rise of the Medici. The traditional
explanation of unsecured loans extended to Edward III of
England is currently considered simplistic.
th

17 century
• The tulip mania or tulipomania (1637) was a period in the
Dutch Golden Age during which contract prices for bulbs of the
recently introduced tulip reached extraordinarily high levels and
then suddenly collapsed.
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man of the twentieth century who knew that the banking system did
not need to be anchored in gold and silver.”
“Amongst twentieth-century writers on John Law, it is fascinating to
read the view of Joseph Schumpeter [the Austrian-American
economist and political scientist, 1883-1950], author of “A History of
Economic Analysis” [published posthumously, ed. Elisabeth Boody
Schumpeter, 1954], the magnum opus of books on the history of
economic thought. Schumpeter, unlike Hume, Smith, and Marshall,
was unstinting in his praise of Law:
“John Law (1671-1729) I have always felt is in a class by himself.
He worked out the economics of his projects with a brilliance and,
yes, profundity, which places him in the front ranks of money
theorists of all time.”

18th century
• John Law’s Banque Générale (Banque Royale) and the
Mississippi Bubble (1716-1721). The literature traditionally
described John Law as a runaway from justice, a gambler and
con-artist until Antoin E. Murphy’s book appeared in 1997. 18
Excerpt from the Introduction:
“While born in Edinburth in 1671, his spiritual age of birth was really
three hundred years later in the year 1971, a year in which the final
link between the Western world’s monetary system and metallic
money was finally broken when the United States cut the last vestiges
of the gold standard system by refusing to guarantee any longer the
fixed price of #35 for an ounce of gold. Post-1971 the international
financial system has been unshackled from gold. Ironically it was
only on the tercentenary of Law’s birth that the world moved to the
system which he envisaged at the start of the eighteenth century and
which he actually succeeded in implementing for a short period in
France between 1719 and 1720. In producing a paper/credit monetary
system which replaced, albeit temporarily, the metallic money system
of eighteenth-century France, John Law behaved very much like a
18

Antoin E. Murphy. 1997. “John Law. Economic Theorist nad Policymaker.” Oxford University Press. Book Description: “John Law (1671-1729)
is most widely known outside economics as a rake, duellist and gambler.
This intellectual biography of the Scottish-born economic theorist and
policy-maker shows him to have been a significant economic theorist when
economic conceptualization was very much at an embryonic stage. It also
explains his ultimate failure.”
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John Law was born into a family of bankers and goldsmiths
from Fife in Scotland; his father had carried on the business of
goldsmith and banker, amassing sufficient wealth to purchase
the estates of Lauriston and Randleston on the Frith of Forth
and became known as Law of Lauriston. The boy joined the
family business at age fourteen and studied the banking
business until his father died in 1688. Law subsequently
neglected the firm in favor of more extravagant pursuits and
travelled to London, where he lost large sums of money in
gambling. 19
In April 1694, John Law fought a duel with Edward Wilson in
Bloomsbury Square in London. Wilson had challenged Law
over the affections of Elizabeth Villiers. Law killed Wilson with
a single pass and thrust of his sword, was arrested, charged with
murder, and stood trial at the Old Bailey appearing before the
infamously sadistic 'hanging-judge', Salathiel Lovell, who found
John Law guilty of murder and sentenced him to death. Law
was initially incarcerated in Newgate Prisonto awaiting
execution. His sentence was later commuted to a fine upon the
ground that the offence amounted to manslaughter, not murder.
19

Wikipedia, “John Law (economist).”
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Wilson's brother appealed, had Law imprisoned, but he
managed to escape to Amsterdam.
Law urged the establishment of a national bank to create and
increase instruments of credit and the issue of banknotes backed
by land, gold, or silver. The first manifestation of Law's system
came when he had returned to Scotland and contributed to the
debates leading to the Treaty of Union 1707. He published a
text entitled Money and Trade Consider'd with a Proposal for
Supplying the Nation with Money (1705). Law's propositions of
creating a national bank in Scotland were ultimately rejected,
and he left to pursue his ambitions abroad.
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and the revival of overseas commerce — and indeed industry
increased 60% in two years, and the number of French ships
engaged in export went from sixteen to three hundred
Following the devastating War of the Spanish Succession,
France's economy was stagnant and her sovereign debt was
crippling, Law proposed to stimulate industry by replacing gold
with paper credit and then increasing the supply of credit, and to
reduce the national debt by replacing it with shares in economic
ventures. Though they failed, his theories ironically live on
(Antoin E. Murphy, 1997-1).

Law spent ten years moving between France and the
Netherlands, dealing in financial speculations. Problems with
the French economy presented the opportunity to put his system
into practice by abolishing minor monopolies and private
farming of taxes and. establishing a bank for national finance
and a state company for commerce, ultimately to exclude all
private revenue. This would create a huge monopoly of finance
and trade run by the state, and its profits would pay off France’s
national debt. The council called to consider Law's proposal,
including financiers such as Samuel Bernard, rejected the
proposition on 24 October 1715. 20 But the wars waged by King
Louix XIV had left France completely wasted and the shortage
of precious metals led to a shortage of coins in circulation. It
was in this context that the regent, Philippe d’Orléans,
appointed John Law as Controller General of Finances.
Law instituted many beneficial reforms (some of which had
lasting effect, others of which were soon abolished). He tried to
break up large land-holdings to benefit the peasants; he
abolished internal road and canal tolls; he encouraged the
building of new roads, the starting of new industries (even
importing artisans but mostly by offering low-interest loans),
20

Samuel Bernard (1651-1739) created the French Guinea Company and
was declared by Saint-Simon to be "the most famous and richest banker in
Europe." He lent important funding to Louis XIV, financial the War of the
Spanish Succession (1701-1714), and to Louis XV.
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Bank promissory note for 100 “Livres Tournois en Efpeces d’Argent.”. 21

In May 1716, the Banque Générale Privée ("General Private
Bank"), which developed the use of paper money, was set up by
John Law. Law also became the promoter of what would later
21

1709 : Louis XIV revient à la livre Tournois ( 1 livre tournois =
0,38 gr d'or fin) ; 1720 : Louis XV ( 1 livre tournois = 0,31 gr d'or
fin)
http://tournois.alain.pagesperso-orange.fr/livre_tournois.htm
retrieved 2013-10-09. Representing 31 grams of gold, equivalent of
1 troy ounce. At the time of writing 10 October 2013, one ounce of
fine gold is quoted at 1,324.20 US dollars.
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be known as “The Mississippi Bubble,” an event that began
with the consolidation of the trading companies of French
Louisiana in North America into a single monopoly (The
Mississippi Company), and ended with the collapse of the
Banque Générale (which had been renamed Banque Royale)
and subsequent devaluing of the Mississippi Company's shares.
Charles Mackay (1841), writes about the final months of the
Mississippi Company (see Appendix 2):
“The value of shares in the Louisiana, or Mississippi stock, had
fallen very rapidly, and few indeed were found to believe the tales
that had once been told of the immense wealth of that region. A
last effort was therefore tried to restore the public confidence in
the Mississippi project. For this purpose, a general conscription of
all the poor wretches in Paris was made by order of government.
Upwards of six thousand of the very refuse of the population were
impressed, as if in time of war, and were provided with clothes
and tools to be embarked for New Orleans to work in the gold
mines alleged to abound there. They were paraded day after day
through the streets with their pikes and shovels, and then sent off
in small detachments to the out-ports to be shipped for America.
Two-thirds of them never reached their destination, but dispersed
themselves over the country, sold their tools for what they could
get, and returned to their old course of life. In less than three
weeks afterwards, one-half of them were to be found again in
Paris. The manoeuvre, however, caused a trifling advance in
Mississippi stock. Many persons of superabundant gullibility
believed that operations had begun in earnest in the new
Golconda, and that gold and silver ingots would again be found in
France.”

John Kenneth Galbraith, 1975, “Money. Whence It Came.
Where It Went” in his chapter on “Banks” comments on the
perversion of John Law’s banking model by the avarice of the
Regent of France:
“[T]he Banque Royale was also steadily increasing its loans and
thereby the notes in which they were taken away. In the spring of
1719, it had some 100 million livres in notes outstanding; by
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midsummer there were 300 million more. In the last six months of
1719, another 800 million were issued.
The sale of [Mississippi Company] stock, it might be
assumed, was creating a vast fund for the development of the
Louisiana wilderness. Alas, it was not. By a beneficial agreement
with the Regent, the proceeds of the sale of the Mississippi stock
went not to the Mississippi but as loans to pay the expenses of the
government of France. Only the interest on the loans was
available for colonial development and to mine the gold that
would go into the Banque Royale reserves. To simplify slightly,
Law was lending notes of the Banque Royale to the government
(or to private borrowers) which then passed them on to people in
payment of government debts or expenses. These notes were then
used by the recipients to buy stock in the Mississippi Company,
the proceeds from which went to the government to pay expenses
and pay off creditors who then used the notes to buy more stock,
the proceeds from which were used to meet more government
expenditures and pay off more public creditors. And so it
continued, each cycle being larger than the one before.”

The company's shares were ultimately rendered worthless, and
initially inflated speculation about their worth led to widespread
financial stress, which saw Law dismissed from his post as
Chief Director of the Banque Royale at the end of 1720.
Law initially fled to Brussels in impoverished circumstances.
He spent the next few years gambling in Rome, Copenhagen
and Venice but never regained his former prosperity. Law
realized he would never return to France when Philiipe
d’Orléans died suddenly in 1723 and Law was granted
permission to return to London, having received a pardon in
1719. He lived in London for four years and then moved to
Venice where he contracted pneumonia and died a poor man in
1729.
Montesquieu (1689-1755), the French social commentator and
political thinker who lived during the Age of Enlightenment and
is famous for his articulation of the theory o separation of
powers, met John Law in Venice. Montesquieu had lampooned
Law in his Lettres persanes, Law took great pleasure in
29
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explaining to his famous visitor how his 'Système' had been set
up. Montesquieu records Law's explanation at great length and
interjects in the middle, "Il n'y a que les fous qui soient mis à
I'Inquisition à Venise." 22 The context is not clear.
• The South Sea Bubble 1719-1720. The South Sea Company
was a British joint-stock company founded in 1711, created as a
public-private partnership to consolidate and reduce the cost of
national debt.
“It was while Law’s plan was at its greatest height of
popularity, while people were crowding in thousands to the
Rue Quincampoix [in Paris], and ruining themselves with
frantic eagerness, that the South Sea directors laid before
Parliament their famous plan for paying off the national
debt. Visions of boundless wealth floated before the
fascinated eyes of the people in the two most celebrated
countries of Europe. The English commenced their career of
extravagance somewhat later than the French; but as soon as
the delirium seized them, they were determined not to be
outdone.” 23
The company was also granted a monopoly to trade with South
America, but since Britain was involved in the War of Spanish
Succession and Spain controlled South America, there was no
realistic prospect that trade would take place and the company
never realized any significant profit from its monopoly.
Company stock rose greatly in value as it expanded its
operations dealing in government debt, peaking in 1720 before
collapsing to little above its original flotation price.
• The Crisis of 1772. Economic growth at that period was
highly dependent on the use of credit, which was largely based
upon people’s confidence in the banks. From the mid-1760s to
22

Don Desserud, “Reading Montesquieu's Voyage d'Italie as Travel
Literature,” Promenades autobiographiques online retrieved 2013-10-09.
23
Charles Mackay. 1851. “Extraordinary Popular Delusions and the
Madness of Crowds.” London: Richard Benley
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the early 1770s, the credit boom, supported by merchants and
bankers, facilitated the expansion of manufacturing, mining and
internal improvements in both Britain and the thirteen American
colonies. Until the outbreak of the credit crisis, the period from
1770 to 1772 was considered prosperous and politically calm in
both Britain and the American colonies. As confidence started
ebbing, paralysis of the credit system followed. Crowds of
people gathered at the banks and attempted to withdraw their
deposits. As a result, twenty important banking houses went
bankrupt or stopped payment by the end of June 1772, and
many other firms endured hardships during the crisis. On June
8, 1772, Alexander Fordyce, a partner in the banking house
Neal, James, Fordyce and Down in London, fled to France to
avoid debt repayment, and the resulting collapse of the firm
stirred up panic in London which then spread to other parts of
Europe, such as Scotland and the Netherlands.
• Failure of the Bank of Amsterdam 1790. The Bank of
Amsterdam (Amsterdamsche Wisselbank) was an early bank,
vouched for by the city of Amsterdam, established in 1609. The
bank, administered by a committee of city government officials
concerned to keep the bank's affairs secret, initially operated on
a deposit-only basis, but by 1657, was allowing depositors to
overdraw their accounts, and was providing large loans to the
Municipality of Amsterdam, and the Dutch East India
Company. While initially this had remained confidential, it
became public knowledge by 1790, in consequence the
premium on the bank money dropped from around 6.25% at its
peak to a 2% discount, and by the end of the year, the bank
declared itself insolvent, offering to sell silver at a 10% discount
to depositors. The City of Amsterdam took over direct control
in 1791, before finally closing it in 1819.
• The Panic of 1792 was a financial credit crisis in the United
States that occurred during the months of March and April of
1792, precipitated by the expansion of credit by the newly
formed Bank of the United States as well as by rampant
speculation on the part of prominent bankers and their
31
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colleagues attempting to drive up prices of US debt securities
and bank stocks, but when they defaulted on loans, prices fell
causing a bank run.
• The Panic of 1796-1797 was a series of downturns in Atlantic
credit markets that led to broader commercial downturns in both
Britain and the United States.
19th century
• Post-Napoleonic depression refers to a post-war economic
depression experienced by European countries following the
end of the Napoleonic wars. In England, an agricultural
depression led to the passage of the Corn Laws (designed to
protect cereal producers in the UK and Ireland against
competition from less expensive foreign imports between 1815
and 1846) which were to polarize British politics for the next
three decades), and placed great strain on the system of poor
relief inherited from Elizabethan times. Samuel Jackson of
Pennsylvania theorized that the Panic of 1819 and resulting
depression in the United States were caused by the postNapoleonic depression, holding that the end of the Napoleonic
wars had led to the collapse of export markets and resulting
under-consumption.
• The Danish state bankruptcy of 1813 was the result of
Denmark’s Gunboat War since 1807, causing a financial crisis
which ultimately resulted in Denmark’s default on its
international financial obligations on 5 January 1813. The
Gunboat War (1807–1814) was the naval conflict between
Denmark-Norway and the British Navy during the Napoleonic
Wars, the Danes employing small gunboats against the
conventional Royal Navy. In Scandinavia it is seen as the later
stage of the English Wars, whose commencement is accounted
as the First Battle of Copenhagen in 1801. The UK had declared
war on Denmark-Norway due to disagreements over the
neutrality of Danish trade and to prevent the Danish fleet falling
into the hands of the Napoleonic Empire, followed by the
32

History of Economic Crises and Bank Failures

Dano-Swedish War of 1808-1809 and the Swedish invasion of
Holstein in 1814.
• The Panic of 1819 was a U.S. recession with bank failures
culminating in the U.S.’s first boom-to-bust economic cycle.
Though driven by global market adjustments in the aftermath of
the Napoleonic wars, the severity of the economic downturn
was compounded by excessive speculation in public lands,
fueled by the unrestrained issue of paper money from banks and
business concerns.
In the War of 1812 (the Second War of Independence against
Great Britain) the U.S. Treasury had issued $16 million in
government war bonds in order to stave off bankruptcy due to
military costs and wartime loss of revenue. Private financier
Stephen Girard, business magnate John Jacob Astor and
merchant David bought up these government securities and
rescued the nation’s credit seeking to augment their investment
by proposing that the securities be exchangeable for stock in a
new Bank of the United States. Secretary of State James
Monroe supported the Bank’s revival. Republicans in the South
and West joined with monied interests in the mid-Atlantic states
to support Hamiltonian banking mechanisms for the purpose of
democratizing a national system of currency and credit.
Congressman John C. Calhoun argued forcefully that the federal
government had a constitutional obligation to regulate bank
credit as part of the national money supply. In January 1816, he
introduced a bill of incorporation in the House of
Representatives for a government bank. The measure was
passed by Congress and signed by President James Madison in
April 1816.
Opposition to the Bank came from two fronts: the orthodox Old
Republicans who regarded an enlargement of the central
government as an assault on personal liberty and a violation of
Jeffersonian agrarianism, and state chartered private banking
interests, who favored paper money, but considered federal
regulation of local banking operations to be anti-Republican.
33
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These ideologies and interests would be arrayed against the
central bank during the Andrew Jackson administration (18291837) and would destroy the institution by 1833.
• The Panic of 1825 was a stock market crash that started in the
Bank of England arising in part out of speculative investments
in Latin America, including the imaginary country of Poyais, a
fictional Central American country that Gregor MacGregor, a
Scottish soldier in the British Army had invented which, with
his help, drew investors and eventually colonists. The crisis was
felt most acutely in England where it precipitated the closing of
six London banks and sixty country banks in England, but was
also manifest in the markets of Europe, Latin America, and the
United States. An infusion of gold reserves from the Banque de
France saved the Bank of England from complete collapse.
• The Panic of 1837 was a financial crisis in the United States
that touched off a major recession that lasted until the mid1840s. Profits, prices and wages went down while
unemployment went up. Pessimism abounded during the time.
The panic had both domestic and foreign origins. Speculative
lending practices in western states, a sharp decline in cotton
prices, a collapsing land bubble, international specie flows, and
restrictive lending policies in Great Britain were all to blame.
On May 10, 1837, banks in New York City suspended specie
payments, meaning that they would no longer redeem
commercial paper in specie at full face value. Despite a brief
recovery in 1838, the recession persisted for approximately
seven years. Banks collapsed, businesses failed, prices declined,
and thousands of workers lost their jobs. Unemployment may
have been as high as 25% in some locales. The years 1837 to
1844 were, generally speaking, years of deflation in wages and
prices.
• The Panic of 1847 was started as a collapse of British
financial markets associated with the end of the 1840s railway
industry boom.. As a means of stabilizing the British economy,
the ministry of Robert Peel passed the Bank Charter Act 1844
34
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(7 & 8 Vict. c. 32) which restricted the powers of British banks
and gave exclusive note-issuing powers to the central Bank of
England. Until the mid-nineteenth century, commercial banks in
Britain and Ireland were able to issue their own banknotes, and
notes issued by provincial banking companies were commonly
in circulation. Under the Bank Charter Act 1844, no bank other
than the Bank of England could issue new banknotes, and
issuing banks would have to withdraw their existing notes in the
event of a takeover.
Prime Minister Sir Robert Peel in committee on the Bank of
England Charter Act on 6 May 1844: 24
The public mind, confused by the practice that had prevailed since
the issue of inconvertible paper, would not admit the doctrine of a
metallic standard. Those who contested it were, however, called
upon to give their definition of the Pound Sterling, and it must be
admitted that they responded to the call. They did not evade the
question, as is now the practice, by writing long and unintelligible
pamphlets, but, confident in their own theories, gave, in brief and
compendious forms, their definitions of the standard of value. One
writer said "that a Pound might be defined to be a sense of value in
reference to currency as compared with commodities." Another
writer was dissatisfied with that definition, thinking the public had a
right to something more definite and tangible, and that the meaning
of "a reference to currency as compared with commodities", was
not very obvious to enlightened minds. This writer said, "There is a
standard and there is an unit which is the measure of value, and that
unit is the interest of £33 6s. 8d. at 3 per cent, that being £1, and
being paid in a Bank-note as money of account." The last definition
of the standard of value which I shall quote is this: - "The standard
is neither gold nor silver, but it is something set up in the
imagination, to be regulated by public opinion."

The Bank Charter Act 1844 restricted the Bank of England to
issue new banknotes only if they were 100% backed by gold or
24

The Bank Charter Act: 1844, Hansard (LXXIV [3d Ser.], 720-54). The
entire text from the Hansard of Robert Peel’s speech in committee is in
Appendix 1.
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up to £14 million in government debt. The Act served to restrict
the supply of new notes reaching circulation, and gave the Bank
of England an effective monopoly on the printing of new notes.
The Act was a victory for the British Currency School, who
argued that the issue of new banknotes was a major cause of
price inflation. The currency school under Samuel Jones-Lloyd,
Baron Overstone, the British politician and banker, was opposed
by members of the British Banking School, who argued that
currency issue could be naturally restricted by the desire of bank
depositors to redeem their notes for gold.
However, the government retained the power to suspend the Act
in case of financial crisis, and this in fact happened several
times: in 1847 and 1857, and during the 1866 Overeind Gurney
crisis. Also, while the act restricted the supply of new notes, it
did not restrict the creation of new bank deposits, and these
would continue to increase in size over the course of the 19th
century.
As a result of the Act, as provincial banking companies merged
to form larger banks, they lost their right to issue notes. The
English private banknote eventually disappeared, leaving the
Bank of England with a monopoly of note issue in England and
Wales. The last private bank to issue its own banknotes in
England and Wales was Fox, Fowler and Company in 1921.
The limitations of the 1844 Act only affected banks in England
and Wales, and today three commercial banks in Scotland and
four in Northern Ireland continue to issue their own sterling
banknotes, regulated by the Bank of England.

History of Economic Crises and Bank Failures

Nevertheless, the fact that the banking system failed so soon
after the Currency reform made it appear as if the Currency
principle itself were at fault and that restricting the central bank
could only lead to economic disaster. “ 25 [Emphasis added.]
• The Crisis of 1857 was U.S. recession with bank failures. In
the early 1850s, there was much economic prosperity in the
United States. In the beginning of 1857, the European market
for goods from western America began to decline, which caused
western bankers and investors to become wary. Eastern banks
became cautious with their loans to the west and some even
refused to accept western currencies. Many banks had financed
the railroads and land purchases, they began to feel the
pressures of the falling value of railroad securities. The Illinois
Central, Erie, Pittsburgh, Fort Wayne and Chicago and Reading
Railroad lines were all forced to shut down owing to the
financial downturn. The Delaware, Lackawanna and Western
Railroad and the Fond du Lac Railroad companies were forced
to declare bankruptcy. The Boston and Worcester Railroad
Company also experienced serious financial difficulties. The
employees were informed, in a memo written in late October
1857, "the receipts from Passengers and Freight have fallen off
during [the] last month (as compared with the corresponding
25

In 1847, the Peel Banking Act was circumvented when the
Bank of England requested a suspension of the Bank Charter
Act. This caused excessive monetary inflation due to fractional
reserve banking, causing the Panic of 1847. “The crisis of 1847
was a terrible blow to the Currency School's reputation. As
Rothbard and Mises emphasized, however, it was not the central
doctrines of the Currency School that were at fault but only the
error regarding the distinction between notes and deposits.

“Panic of 1847.” Ludwig von Mises Institute at
http://wiki.mises.org/wiki/Panic_of_1847 retrieved 2013-10-05.
“The British Currency School was a group of British economists, active in
the 1840s and 1850s, who argued that the excessive issuing of banknotes was
a major cause of price inflation, and believed that, in order to restrict
circulation, issuers of new banknotes should be required to hold an
equivalent value of gold as a reserve. In these beliefs they were supporting
the provisions of the 1844 Bank Chart Act (known as the "Peel's Act"),
which had been passed by the Conservative government of Robert Peel. The
leading figure of the school was Lord Overstone, the British politician and
banker. His role in the debate was analysed and criticised by Henry Meulen.
The currency school was opposed by members of the British Banking
School, who argued that currency issue could be naturally restricted by the
desire of bank depositors to redeem their notes for gold. “ (“British Currency
School,” Ludwig von Mises Institute at
http://wiki.mises.org/wiki/British_Currency_School)
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month of last year), over twenty thousand dollars, with very
little prospect of any improvement during the coming winter."
The company also announced that their workers would receive a
"reduction in … pay of ten percent." In addition to the
decreasing value of railroad securities, farmers began to default
on their payments on their mortgaged lands in the west, which
put more financial pressure on banks.
The tipping point that for the Panic of 1857 was the failure of
Ohio Life Insurance and Trust Company on August 24, 1857.
Ohio Life was an Ohio-based bank with a second main office in
New York City. The company had large mortgage holdings and
was the liaison to other Ohio investment banks. Ohio Life failed
because of fraudulent activities by the company’s management,
and its failure threatened to precipitate the failure of other Ohio
banks or even worse, create a run on banks.
The prices for grain also decreased significantly and farmers
experienced losses in revenue causing foreclosures on recently
purchased lands. Grain prices in 1855 skyrocketed to $2.19 a
bushel and farmers began to purchase land. However, by 1858,
grain prices dropped severely to $0.80 a bushel.
Another event prior to the Panic of 1857 was the U.S. Supreme
Court’s ruling in Scott v. Sanford in March 1857. After Scott
had sued for his freedom and won, in a 7–2 decision written by
Chief Justice Roger B. Taney, the Court reversed the judgments
below, holding that the plaintiff, Dred Scott, 26 was not a citizen
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because he was an African American and therefore did not have
standing to sue in federal court. …
The U.S. Supreme Court’s ruling in Scott v. Sandford also made
the Missouri Compromise 27 unconstitutional, and it was clear
that the decision would have a significant impact on the further
development of western territories. Soon after the ruling, "the
political struggle between 'free soil' and slavery in the
territories" began. The western territories were now opened to
the possibility that slavery might expand into them, and it was
quickly evident that this would have drastic financial and
political effects. "Kansas land warrants and western railroad
securities' prices declined slightly just after the Dred Scott
decision in early March."[ This fluctuation in railroad securities
proved "that political news about future territories called the
tune in the land and railroad securities markets.
Although Chief Justice Taney had hoped that the ruling would
settle the slavery question once and for all, the decision
immediately spurred wide public debate. Most scholars and
many contemporary political figures (including the leadership
of the then-new Republican Party) considered that the ruling
regarding slavery in the territories to not be binding precedent,
but instead mere dictum. The decision would prove to be an

Dred Scott was born a slave in Virginia sometime between 1795 and 1800.
In 1820, he was taken by his owner, Peter Blow, to Missouri, where he was
later purchased by U.S. Army Surgeon Dr. John Emerson. After purchasing
Scott, Emerson took him to Fort Armstrong, which was located in Illinois.
Illinois, a free state, had been free as a territory under the Northwest
Ordinance of 1787, and had prohibited slavery in its constitution in 1819
when it was admitted as a state.
In 1836, Emerson moved with Scott from Illinois to Fort Snelling, which
was located in the Wisconsin Territory (in what would become the state of
Minnesota). Slavery in the Wisconsin Territory (which was a part of the
Louisiana Purchase) was prohibited by the United States Congress under the

Missouri Compromise in Congress. During his stay at Fort Snelling, Scott
married Harriet Robinson, a slave who had been acquired by Emerson at the
fort.
In 1837, the Army ordered Emerson to Jefferson Barracks Military Post,
south of St. Louis, Missouri. Emerson left Scott and his wife at Fort Snelling,
where he leased their services out for profit. By hiring Scott out in a free
state, Emerson was effectively bringing the institution of slavery into a free
state, which was a direct violation of the Missouri Compromise, the
Northwest Ordinance, and the Wisconsin Enabling Act. (Wikipedia, “Dred
Scott v. Sandford.”)
27
The Missouri Compromise was passed in 1820 between the pro-slavery
and anti-slavery factions in the U.S. Congress, involving primarily the
regulation of slavery in the Western Territories, prohibiting slavery in the
former Louisiana Territory north of the 36º30’ parallel north, except within
the boundaries of the proposed state of Missouri. (Wikipedia, “Missouri
Compromise.”)
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indirect catalyst for the American Civil War (1861-1865) and
was functionally superseded by the post-war Reconstruction
Amendments. It is now widely regarded as the worst decision
ever made by the United States Supreme Court. 28
U.S. Supreme Court 29
Scott v. Sandford - 60 U.S. 393 (1856)
Syllabus
I
…
4. A free negro of the African race, whose ancestors were
brought to this country and sold as slaves, is not a "citizen" within
the meaning of the Constitution of the United States.
5. When the Constitution was adopted, they were not
regarded in any of the States as members of the community which
constituted the State, and were not numbered among its "people
or citizens." Consequently, the special rights and immunities
guarantied to citizens do not apply to them. And not being
"citizens" within the meaning of the Constitution, they are not
entitled to sue in that character in a court of the United States, and
the Circuit Court has not jurisdiction in such a suit.
6. The only two clauses in the Constitution which point to this
race treat them as persons whom it was morally lawfully to deal
in as articles of property and to hold as slaves.
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7. Since the adoption of the Constitution of the United States,
no State can by any subsequent law make a foreigner or any other
description of persons citizens of the United States, nor entitle
them to the rights and privileges secured to citizens by that
instrument.
8. A State, by its laws passed since the adoption of the
Constitution, may put a foreigner or any other description of
persons upon a footing with its own citizens as to all the rights
and privileges enjoyed by them within its dominion and by its
laws. But that will not make him a citizen of the United States,
nor entitle him to sue in its courts, nor to any of the privileges and
immunities of a citizen in another State.
9. The change in public opinion and feeling in relation to the
African race which has taken place since the adoption of the
Constitution cannot change its construction and meaning, and it
must be construed and administered now according to its true
meaning and intention when it was formed and adopted.
10. The plaintiff having admitted, by his demurrer to the plea
in abatement, that his ancestors were imported from Africa and
sold as slaves, he is not a citizen of the State of Missouri
according to the Constitution of the United States, and was not
entitled to sue in that character in the Circuit Court.
11. This being the case, the judgment of the court below in
favor of the plaintiff on the plea in abatement was erroneous.
II

28

In a prior ruling against Dred Scott’s appeal for freedom, Chief Justice
William Scott of the Missouri Supreme Court had declared:
“Times are not now as they were when the former decisions on this subject
were made. Since then not only individuals but States have been possessed
with a dark and fell spirit in relation to slavery, whose gratification is sought
in the pursuit of measures, whose inevitable consequences must be the
overthrow and destruction of our government. Under such circumstances it
does not behoove the State of Missouri to show the least countenance to any
measure which might gratify this spirit. She is willing to assume her full
responsibility for the existence of slavery within her limits, nor does she seek
to share or divide it with others.“ (Scott v. Emerson, 25 Mo. 576, 586 (Mo.
1852). retrieved August 20, 2012.)
The Missouri chief justice’s decision is just another example of governmentappointed judiciary fulfilling its designated role as agent of its master,
namely government.
29
http://supreme.justia.com/cases/federal/us/60/393/case.html retrieved
2013-10-01.
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1. But if the plea in abatement is not brought up by this writ
of error, the objection to the citizenship of the plaintiff is still
apparent on the record, as he himself, in making out his case,
states that he is of African descent, was born a slave, and claims
that he and his family became entitled to freedom by being taken
by their owner to reside in a Territory where slavery is prohibited
by act of Congress, and that, in addition to this claim, he himself
became entitled to freedom by being taken to Rock Island, in the
State of Illinois, and being free when he was brought back to
Missouri, he was, by the laws of that State, a citizen.
2. If, therefore, the facts he states do not give him or his
family a right to freedom, the plaintiff is still a slave, and not
entitled to sue as a "citizen," and the judgment of the Circuit
Court was erroneous on that ground also, without any reference to
the plea in abatement.
41
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3. The Circuit Court can give no judgment for plaintiff or
defendant in a case where it has not jurisdiction, no matter
whether there be a plea in abatement or not. And unless it appears
upon the face of the record, when brought here by writ of error,
that the Circuit Court had jurisdiction, the judgment must be
reversed.
The case of Capron v. Van Noorden, 2 Cranch 126, examined,
and the principles thereby decided reaffirmed.
4. When the record, as brought here by writ of error, does not
show that the Circuit Court had jurisdiction, this court has
jurisdiction to review and correct the error like any other error in
the court below. It does not and cannot dismiss the case for want
of jurisdiction here, for that would leave the erroneous judgment
of the court below in full force, and the party injured without
remedy. But it must reverse the judgment and, as in any other
case of reversal, send a mandate to the Circuit Court to conform
its judgment to the opinion of this court.
5. The difference of the jurisdiction in this court in the cases
of writs of error to State courts and to Circuit Courts of the United
States pointed out, and the mistakes made as to the jurisdiction of
this court in the latter case by confounding it with its limited
jurisdiction in the former.
6. If the court reverses a judgment upon the ground that it
appears by a particular part of the record that the Circuit Court
had not jurisdiction, it does not take away the jurisdiction of this
court to examine into and correct, by a reversal of the judgment,
any other errors, either as to the jurisdiction or any other matter,
where it appears from other parts of the record that the Circuit
Court had fallen into error. On the contrary, it is the daily and
familiar practice of this court to reverse on several grounds where
more than one error appears to have been committed. And the
error of a Circuit Court in its jurisdiction stands on the same
ground, and is to be treated in the same manner as any other error
upon whish its judgment is founded.
7. The decision, therefore, that the judgment of the Circuit
Court upon the plea in abatement is erroneous is no reason why
the alleged error apparent in the exception should not also be
examined, and the judgment reversed on that ground also, if it
discloses a want of jurisdiction in the Circuit Court.
8. It is often the duty of this court, after having decided that a
particular decision of the Circuit Court was erroneous, to examine
into other alleged errors and to correct them if they are found to
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exist. And this has been uniformly done by this court when the
questions are in any degree connected with the controversy and
the silence of the court might create doubts which would lead to
further useless litigation.
…

• The Panic of 1866 was an international financial downturn
that accompanied the failure of Overend, Gurney and Company
in London, and the corso forzoso abandonment of the silver
standard in Italy.
Overend, Gurney & Company 30 was a London wholesale
discount bank, known as "the bankers' bank", which collapsed
in 1866 owing about 11 million pounds, equivalent to £1 billion
at 2013 prices. The business was founded in 1800.. At that time,
bill-discounting was carried on in a spasmodic fashion by the
ordinary merchant in addition to his regular business, but
Richardson considered that there was room for a London house
which should devote itself entirely to the trade in bills. The
bank's core business was the buying and selling of bills of
exchange at a discount. It was well respected, and expanded
rapidly, reaching a turnover double its competitors combined.
For forty years it was the greatest discounting-house in the
world. During the financial crisis of 1825, the firm was able to
make short loans to many other bankers. The house indeed
became known as "the bankers' banker", and secured many of
the previous clients of the Bank of England. Following the
retirement and death of its principal, Samuel Gurney, in 1866,
the bank came under less competent control and began a
seemingly profitable mismatch of maturities, reducing liquidity
by expanding its investment portfolio by substantial holdings of
railways and other long term investments rather than holding
short term cash reserves as was necessary for their banking role,
reducing its liquid assets to £1 million on liabilities of around
£4 million, which would be a superbly safe ration today. In an
effort to recover its liquidity, the business was incorporated as a
30

Collins, M. 1992 "Overend Gurney crisis, 1866", in Newman, P. (ed.)
(1992). The New Palgrave Dictionary of Money and Finance. London:
Palgrave Macmillan
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limited company in July 1865 and sold its £15 shares at a £9
premium, taking advantage of the buoyant market during the
years of 1864-66. However, this period was followed by a rapid
collapse in stock and bond prices, accompanied by a tightening
of commercial credit. Railway stocks were particularly badly
affected.
Overend Gurney's monetary difficulties increased, and it
requested assistance from the Bank of England which was
refused. The bank suspended payments on 10 May 1866. A run
on the bank ensued as panic spread across London, Liverpool,
Manchester, Norwich, Derby and Bristol the following day,
with large crowds around Overend Gurney's head offices at 65
Lombard Street.
The failure of Overend Gurney was the most significant
casualty of the credit crisis. The bank went into liquidation in
June 1866. The financial crisis following the collapse saw the
bank rate rise to 10 per cent for three months. More than 200
companies, including other banks, failed as a result. The
directors of the company were tried at the Old Bailey for fraud
based on false statements in the prospectus for the 1865 offering
of shares. Lord Chief Justice Sir Alexander Cockburn advised
the jury that the directors were guilty of "grave error" rather
than criminal behavior, and the jury acquitted them. The
director’s advisor was found to be guilty. Although some of the
Gurneys lost their fortunes in the bank's collapse, the Norwich
cousins succeeded in insulating themselves from the bank's
problems, and the Gurney’s Bank escaped significant damage to
its business and reputation. In 1896, Gurney's Bank merged
with Blackhouse’s of Darlington and Barclays Bank of London
and several other provincial banks, controlled by Quaker
families, to form what is today Barclays bank. 31
31
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• Long Depression (1873-1896) is sometimes known as the
Great Depression, especially in the late 19th-early 20th century)
was a worldwide economic recession beginning in 1873 and
running through the spring of 1879. It was the most severe in
Europe and the United States, which had been experiencing
strong economic growth fueled by the Second Industrial
Revolution in the decade following the American Civil War. At
the time, the episode was labeled the Great Depression and held
that designation until the Great Depression of the 1930s.
Though a period of general deflation and low growth, it did not
have the severe economic retrogression of the Great Depression
of the 1930s. 32 In the United States, economists typically refer
to the Long Depression as the Depression of 1873–79, kicked
off by the Panic of 1873, and followed by the Panic of 1893,
ending the entire period of the wider Long Depression. In the
United States, from 1873–1879, 18,000 businesses went
bankrupt, including hundreds of banks, and ten states went
bankrupt, while unemployment peaked in 1878, long after the
panic ended. Different sources peg the peak unemployment rate
anywhere from 8¼% to 14%. 33 At 65 months, it is the longestlasting contraction before the Global Financial Crisis which
started in August 2007 with the onset of the sub-prime lending
crisis, the collapse of Lehman Brothers, the banking bailout, and
the sovereign debt crisis which is still ongoing and the subject
of this book. The Global Financial Crisis to date has lasted for
seven full years or 84 months with no end in sight.
See also below: “Controversy exists over the “Myth of the Long
Depression.” The Ludwig von Mise Institute comments. And
“Paul Krugman is quoted…”
31 December 2011 Barclays had total assets of US$2.42 trillion, the seventhlargest of any bank worldwide

Barclays plc is a British multinational banking and financial services
company headquartered in London, United Kingdom. It is a universal bank
with operations in retail, wholesale and investment banking, as well as
wealth management, mortgage lending and credit cards. It has operations in
over 50 countries and territories and has around 48 million customers. As of

Rosenberg, Hans . 1943.. :”Political and Social Consequences of the Great
Depression of 1873-1996 in Central Europe.". The Economic History
Review. 13 (Blackwell Publishing).
33
Wikipedia, ‘Long Depression.”
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• The Panic of 1873 and the subsequent depression had several
underlying causes. Post-war inflation, rampant speculative
investments (overwhelmingly in railroads), a large trade deficit,
ripples from economic dislocation in Europe resulting from the
Franco-Prussian War (1870-1871), property losses in the
Chicago 1871 and Boston 1872 fires, and other factors put a
massive strain on bank reserves, which plummeted in New York
City during September and October 1873 from $50 million to
$17 million. The first symptoms of the crisis were financial
failures in the Austro-Hungarian capital Vienna, which spread
to most of Europe and North America by 1873.
The decision of the German Empire to cease minting silver
thaler coins in 1871 caused a drop in demand and downward
pressure on the value of silver; this had a knock-on effect in the
United States where much of the supply was then mined. As a
result, the U.S. Coinage Act of 1873 was introduced and this
changed the United States silver policy. Before the Act, the
United States had backed its currency with both gold and silver,
and it minted both types of coins. The Coinage Act of 1873
moved the United States to a 'de facto' gold standard, which
meant the U.S. Treasury would no longer buy silver at a
statutory price or mint silver from the public into silver coins.
The Act had the immediate effect of depressing silver prices.
This hurt Western mining interests, who labeled the Act "The
Crime of '73." Its effect was offset somewhat by the
introduction of a silver trade dollar for use in the Orient, and by
the discovery of new silver deposits at Virginia City, Nevada,
resulting in new investment in mining activity.
After the Civil War, the number of banks, national bank notes,
and deposits all pyramided upward, and after 1870 state banks
began to boom as deposit-creating institutions. With lower
requirements and fewer restrictions than the national banks,
they could pyramid on top of national banks. The number of
national banks increased from 1,294 in 1865 to 1,968 in 1873,
while the number of state banks rose from 349 to 1,330 in the
46
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same period. Total state and national bank notes and deposits
rose from $835 million in 1865 to $1.964 billion in 1873, an
increase of 135.2 percent or an increase of 16.9 percent per
year. The following year, the supply of bank money leveled off
as the panic of 1873 struck and caused numerous bankruptcies.
The Coinage Act of 1873 reduced the domestic money supply,
which raised interest rates, thereby hurting farmers and other
borrowers. The resulting outcry raised serious questions about
how long the new policy would last. The instability in United
States monetary policy caused investors to shy away from longterm obligations, particularly long-term bonds. The problem
was compounded by the railroad boom, which was in its later
stages at the time.
Following a period of post-Civil War economic over-expansion
that arose from the Northern railroad boom, the American
economy entered a crisis in September 1973. It came at the end
of a series of economic setbacks including the Black Friday
panic of 1869, The Chicago fire of 1871, the outbreak of equine
influenza in 1872, and demonetization of silver in 1873..

Black Friday at May 9th 1873 at the Vienna stock exchange, wood engraving
from 1873 (author unknown).
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In September 1873, Jay Cooke & Company, a major banking
establishment in the United States, was unable to market and
liquidate several million dollars of Northern Pacific Railway
bonds. Cooke’s firm, like many others, had invested heavily in
the railroads. Cooke and other entrepreneurs had planned to
build the second transcontinental railroad, called Northern
Pacific Railway, Cooke's firm provided the financing, and
ground was broken near Duluth, Minnesota, for the line on 15
February 1870. Just as Cooke was about to swing a $300
million government loan in September 1873, reports circulated
that his firm's credit had become nearly worthless. On 18
September, the firm declared bankruptcy.
At a time when investment banks were anxious for more capital
for their enterprises, U.S. President Ulysses Grant (in office
4th March 1869 – 4th March 1877) favored a hard-money, goldbased, anti-inflationary policy that entailed paying off the large
national debt with gold. He reduced governmental spending,
decreased the federal work force, and reduced the national debt,
while tax revenues increased in the Treasury Department.
During his second term in office, the Panic of 1873, caused by
rampant railroad speculation, shook the nation's financial
institutions; banks failed, prices fell, and unemployment surged.
Before the Panic there had been eight years of tremendous
industrial growth after the Civil War that fueled lavish moneymaking schemes, personal greed, and national corruption.
President Grant's contraction of money supply worsened the
panic; the ensuing major U.S. depression that followed lasted
for five years causing massive economic damage to the country,
wiping out both the fortunes of business and corruption. 34
Southern Reconstruction continued that included escalated

History of Economic Crises and Bank Failures

sectional violence over the status of freedmen and fractured
state party alliances and elections.
President Ulysses S. Grant’s monetary policy of contracting the
money supply (again, also thereby raising interest rates) made
matters worse for those in debt. While businesses were
expanding, the money they needed to finance that growth was
becoming scarcer.
The failure of the Jay Cooke bank, followed quickly by that of
Henry Clews, set off a chain reaction of bank failures and
temporarily closed the New York stock market. Factories began
to lay off workers as the United States slipped into depression.
The effects of the panic were quickly felt in New York, and
more slowly in Chicago, Virginia City, Nevada, and San
Francisco. The New York Stock Exchange closed for ten days
starting 20 September. By November 1873 some 55 of the
nation's railroads had failed, and another 60 went bankrupt by
the first anniversary of the crisis. Construction of new rail lines,
formerly one of the backbones of the economy, plummeted
from 7500 miles of track in 1872 to just 1600 miles in 1875.
18,000 businesses failed between 1873 and 1875.
Unemployment peaked in 1878 at 8.25%. Building construction
was halted, wages were cut, real estate values fell and corporate
profits vanished.
Controversy exists over the “Myth of the Long Depression.”
The Ludwig von Mises Institute comments: 35
”This ‘depression’ saw an extraordinarily large expansion of
industry, of railroads, of physical output, of net national product,
and real per capita income. As [Milton] Friedman and [Anna
Jacobson] Schwartz admit, the decade from 1869 to 1879 saw a 3percent-per-annum increase in money national product [sic.], an
outstanding real national product growth of 6.8 percent per year
in this period, and a phenomenal rise of 4.5 percent per year in

34

Nevins, Allan. 1957. “Hamilton Fish: The Inner History of the Grant
Administration.” New York: Frederick Ungar Publishing Company, pp 638–
639.
35

Ludwig von Mises Institute, “Panic of 1873” http://wiki.mises.org/wiki/Panic_of_1873 retrieved 2013-10-01,
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real product per capita. Even the alleged "monetary contraction"
never took place, the money supply increasing by 2.7 percent per
year in this period. From 1873 through 1878, before another spurt
of monetary expansion, the total supply of bank money rose from
$1.964 billion to $2.221 billion — a rise of 13.1 percent or 2.6
percent per year. In short, a modest but definite rise, and scarcely
a contraction.” “The analogous "great depression" in England in
this period was also a myth for the same reasons.” 36

Paul Krugman is quoted by Danny Sanchez in Mises Economics
Blog,: 37
“Recessions are common; depressions are rare. As far as I can
tell, there were only two eras in economic history that were
widely described as “depressions” at the time: the years of
deflation and instability that followed the Panic of 1873 and the
years of mass unemployment that followed the financial crisis of
1929-31.
Neither the Long Depression of the 19th century nor the
Great Depression of the 20th was an era of nonstop decline — on
the contrary, both included periods when the economy grew. But
these episodes of improvement were never enough to undo the
damage from the initial slump, and were followed by relapses.

36

Friedman and Schwartz marshaled massive historical data and sharp
analytics to support the claim that monetary policy--steady control of the
money supply--matters profoundly in the management of the nation's
economy, especially in navigating serious economic fluctuations. In their
influential chapter 7, The Great Contraction--which Princeton published in
1965 as a separate paperback--they address the central economic event of the
century, the Depression. According to Hugh Rockoff, writing in January
1965: "If Great Depressions could be prevented through timely actions by
the monetary authority (or by a monetary rule), as Friedman and Schwartz
had contended, then the case for market economies was measurably
stronger." Milton Friedman won the Nobel Prize in Economics in 2000 for
work related to A Monetary History as well as to his other Princeton
University Press book, A Theory of the Consumption Function (1957).
(Princeton University Press, “ A Monetary History of the United Sates,
1867-1960” by Milton Friedman and Anna Jacobson Schwartz.“
http://press.princeton.edu/titles/746.html retrieved 2013-10-01.)
37
“Krugman and the ‘Long-Depression’ Myth,” 29 June 2010 at
http://archive.mises.org/13120/krugman-and-the-long-depression-myth/
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We are now, I fear, in the early stages of a third depression. It
will probably look more like the Long Depression than the
much more severe Great Depression. But the cost — to the world
economy and, above all, to the millions of lives blighted by the
absence of jobs — will nonetheless be immense.”

• The Panic of 1884:.Gold reserves of Europe were depleted
and the New York City national banks, with tacit approval of
the U.S. Treasury, halted “investments in the United States” and
called in outstanding loans for redemption. A larger crisis was
averted when New York Clearing House bailed out banks in
risk of failure. Nevertheless, the investment firm Grant & Ward,
Marine Bank of New York, and Penn Bank of Pittsburgh failed
along with more than 10,000 small firms.
• The Baring Crisis or the Panic of 1890 was an acute
recession, although less serious than other panics of the era, still
it is the nineteenth century’s most famous sovereign debt
crisis. 38
It was precipitated by the near insolvency of Barings Bank in
London. Barings, led by Edward Baring, 1st Baron Revelstoke,
who faced bankruptcy in November 1890 due mainly to
excessive risk-taking on poor investments in Argentina.
Argentina itself suffered severely in the recession of 1890 with
its real GDP falling by 11 percent between 1890 and 1891. An
international consortium assembled by William Lidderdale,
governor of the Bank of England, including Rothschilds and
most of the other major London banks, created a fund to
guarantee Barings debts, thereby averting a larger depression.
Natty Rothschild remarked that if this had not happened,
perhaps the entire private banking system of London would
have collapsed, which would have created a tremendous
economic catastrophe.
38

Kris James Mitchener and Marc D. Weidenmier, “The Baring Crisis and
the Great Latin American Meltdown of the 1890s,” National Bureau of
Economic Research (NBR), September 2007.
“http://www.nber.org/papers/w13403
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The international financial distrust generated with this crisis
helped to blow a bubble in the Brazilian economy, which had
been inflating since the previous decade, anticipating both its
expected end, as the financial crisis that followed on that
country, which in turn along with Argentine and Uruguayan
crisis, dramatically decreased the amount of money sent by
European immigrants to their countries of origin, also affecting
the economy overseas in the 1890s.
The Baring crisis had an effect on the United States. John T.
Flynn wrote in his 1932 book: “The preceding year [in 1890]
the great Baring failure had shaken London and the rest of the
financial world. America was shielded from its most virulent
effects because of a bountiful wheat crop. But the following
year all the forces of business disturbance were assembling,
though the country as a whole hardly realized it. Gold was
leaving the country at an alarming rate.” 39
• The Panic of 1893 was a serious economic depression in the
United States that began in 1893. Similar to the Panic of 1873, it
was marked by the collapse of railroad overbuilding and shaky
railroad financing, resulting in a series of bank failures. The
Panic of 1893 was the worst economic depression the United
States had ever experienced at the time. One of the causes for
the Panic of 1893 can be traced back to Argentina. Investment
was encouraged by the Argentinean agent bank, Baring
Brothers. However, a failure in the wheat crop and a coup in
Buenos Aires ended further investments. This shock started a
run on gold in the U.S. Treasury, as investors were cashing in
their investments.
As a result of the Panic, stock prices declined. 600 banks were
closed, 15000 businesses failed, and numerous farms ceased
operation. The unemployment rate in Pennsylvania hit 25%, in
39

John T. Flynn. 1932. “God’s Gold: The Story of Rockefeller and His
Times.” Boston: Harcourt Brace, and Company, p. 310 (as cited by
Wikipedia in “Baring Crisis.”).
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New York 35%, and in Michigan 43%. Soup kitchens were
opened in order to help feed the destitute. Facing starvation,
people chopped wood, broke rocks, and sewed in exchange for
food. In some cases, women resorted to prostitution to feed their
families. To help the people of Detroit, Mayor Hazen Pingree
started "Pingree's Potato Patch," community gardens for
farming.
The U.S. economy began to recover in 1897. After the election
of Republican William McKinley as president, confidence was
restored with the Klondike Gold Rush and the economy began
10 years of rapid growth, until the Panic of 1907..
• The Australian banking crisis of 1893. The rapid economic
expansion which followed the gold rushes produced a period of
prosperity which lasted forty years, culminating in the great
Land Boom of the 1880s. Melbourne in particular grew rapidly,
becoming Australia's largest city and for a while the secondlargest city in the British Empire: its grand Victorian buildings
are a lasting reminder of the period. The traditional craft of
Stonemasons in Melbourne were the first organized workers in
the Australian labor movement and in the world to win an eighthour day in 1856. The property boom was facilitated by
Australia’s banks lending heavily while operating in a freebanking system with few legal restrictions, without a central
bank, and without deposit insurance. Following the asset price
collapse of 1888, companies that had borrowed money started to
declare bankruptcy. The full banking crisis became apparent
when the Federal Bank failed on 30 January 1893. By 17 May,
eleven commercial banks had suspended operations.
20th century
• The Panic of 1907 also known as the 1907 Bankers' Panic or
Knickerbocker Crisis. The Knickerbocker Trust, chartered in
1884 by Frederick G. Eldridge, a friend and classmate of
financier John Pierpont Morgan (1837-1913), was at one time
among the largest banks in the United States. As a trust
53
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company, its main business was serving as trustee for
individuals, corporations and estates. Eldridge was the founding
president; he was succeeded in the 1890s by Robert MacClay
with Charles T. Barney as vice president. When MacClay
retired in 1897, Barney was elected president.
The 1907 panic began with a stock manipulation scheme to
corner the market in F. Augustus Heinze’s Union Copper
Company. Heinze had made a fortune as a copper magnate in
Butte, Montana. In 1906 he moved to New York City, where he
formed a close relationship with notorious Wall Street banker
Charles W. Morse. Morse had once successfully cornered New
York City's ice market, and together with Heinze gained control
of many banks — the pair served on at least six national banks,
ten state banks, five trust companies and four insurance firms.
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return the borrowed stock. The share price rose to nearly $60,
but the short sellers were able to find plenty of United Copper
shares from sources other than the Heinzes. Otto had misread
the market, and the share price of United Copper began to
collapse. The failure of the corner left Otto unable to meet his
obligations and sent his brokerage house, Gross & Kleeberg,
into bankruptcy.
The Panic of 1907 was a financial crisis that almost crippled the
American economy. Major New York banks were on the verge
of bankruptcy and there was no mechanism to rescue them until
Morgan stepped in personally and took charge, resolving the
crisis. The U.S. Treasury earmarked $35 million of federal
money to quell the storm but had no easy way to use it.

Otto, devised the scheme to corner United Copper, believing
that the Heinze family already controlled a majority of the
company. He also believed that a significant number of the
Heinzes' shares had been borrowed and sold short by
speculators betting that the stock price would drop and that they
could thus repurchase the borrowed shares cheaply, pocketing
the difference. Otto proposed a “short squeeze” whereby the
Heinzes would aggressively purchase as many remaining shares
as possible, and then force the short sellers to pay for their
borrowed shares. The aggressive purchasing would drive up the
share price, and, being unable to find shares elsewhere, the short
sellers would have no option but to turn to the Heinzes, who
could then name their price. To finance the scheme, the Otto
and Morse approached the president of the city's third-largest
trust, Charles Barney of the Knickerbocker Trust Company,
who had provided financing for previous Morse schemes.
Morse, however, cautioned Otto that he needed much more
money than he had to attempt the squeeze and Barney declined
to provide funding. Otto decided to attempt the corner anyway.
On Monday, October 14, he began aggressively purchasing
shares of United Copper, which rose in one day from $39 to $52
per share. On Tuesday, he issued the call for short sellers to

Enter J.P. Morgan. Morgan now took personal charge, meeting
with the nation's leading financiers in his New York mansion;
he forced them to devise a plan to meet the crisis. James
Stallman, president of the National City Bank, also played a
central role. Morgan organized a team of bank and trust
executives which redirected money between banks, secured
further international lines of credit, and bought plummeting
stocks of healthy corporations. A delicate political issue arose
regarding the brokerage firm of Moore and Schley, which was
deeply involved in a speculative pool in the stock of the
Tennessee Coal, Iron and Railroad Company. Moore and Schley
had pledged over $6 million of the Tennessee Coal and Iron
(TCI) stock for loans among the Wall Street banks. The banks
had called the loans, and the firm could not pay. If Moore and
Schley should fail, a hundred more failures would follow and
then all Wall Street might go to pieces. Morgan decided they
had to save Moore and Schley. TCI was one of the chief
competitors of U.S. Steel and it owned valuable iron and coal
deposits. Morgan controlled U.S. Steel and he decided it had to
buy the TCI stock from Moore and Schley. Elbert Henry
“Judge” Gary, head of U.S. Steel, agreed, but was concerned
there would be antitrust implications that could cause grave
trouble for U.S. Steel, which was already dominant in the steel
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industry. Morgan sent Gary to see President Theodore
Roosevelt, who promised legal immunity for the deal. U.S.
Steel thereupon paid $30 million for the TCI stock and Moore
and Schley was saved. The announcement had an immediate
effect; by November 7, 1907, the panic was over. Vowing to
never let it happen again, and realizing that in a future crisis
there was not likely to be another Morgan, banking and political
leaders, led by Senator Nelson Aldrich of Rhode Island, 40 leader
of the Republican Party in the Senate, devised a plan that
became the Federal Reserve System in 1913. The crisis
underscored the need for a powerful mechanism, and Morgan
supported the move to create the Federal Reserve System. 41
• Hyperinflation and the Reichsmark Crisis of 1923. In order
to pay the large costs of the First World War, Germany
suspended the convertibility of its currency into gold when that
war broke out. Unlike France, which imposed its first income
tax to pay for the war, the German Kaiser and Reichstag
decided without opposition to fund the war entirely by
borrowing, a decision criticized by financial experts like
Hjalmar Schacht even before hyperinflation broke out. The
result was that the exchange rate of the Reichsmark against the
40
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US dollar fell steadily throughout the war from 4.2 to 8.91
Marks per dollar. The peace treaty of Versailles, burdening
Germany with immense reparation payments, accelerated the
decline in the value of the Mark, so that by the end of 1919
more than 6.7 Reichsmarks were required to buy one US dollar.
The German currency was relatively stable at about 60 Marks
per US Dollar during the first half of 1921. Because combat had
ruined mostly France and Belgium, Germany had come out of
the war with most of its industrial power intact, a healthy
economy, and arguably in a better position to once again
become a dominant force in the European continent than its
neighbors. 42 But the "London ultimatum" in May 1921
demanded reparations in gold or foreign currency to be paid in
annual installments of 2,000,000,000 (2 billion) goldmarks plus
26 percent of the value of Germany's exports.43
The first payment was paid when due in June 1921. That was
the beginning of an increasingly rapid devaluation of the Mark
which fell to less than one third of a cent by November 1921
(approx. 330 Marks per US Dollar). The total reparations
demanded were 132,000,000,000 (132 billion) gold marks, of
which Germany was required to pay 50 billion marks (a sum
less than what they had offered to pay).

Aldrich became wealthy with insider investments in street railroads, sugar,
rubber and banking.] His son Richard Steere Aldrich became a U.S.
Representative, and his daughter, Abby, married John D. Rockefeller, Jr., the
only son of John D Rockefeller. Her son and his grandson Nelson Aldrich
Rockefeller, served as Vice President of the United States under Gerald
Ford.. (Wikpedia, “Nelson W. Aldrich.”)
41
Some critics lament that the US central bank, the "Federal Reserve Bank"
as they call it, is privately owned, mostly by private banks, which is a widely
held misconception. In fact, the "Board of Governors of the Federal Reserve
System" in Washington, DC, which is the official name of the U.S. central
bank — and not the 12 regional reserve banks in New York, Chicago, St.
Louis, San Francisco, etc., whose shares are held by private member banks
earning a statutory dividend of 6% — have the power over monetary policy
and its exercise is firmly held in Washington, DC, by the Governor and the
Board of the Federal Reserve System, “the Fed”. The System made a profit
of $82 billion for 2010, and transferred $79 billion to the U.S. Treasury. This
was followed at the end of 2011 by a transfer of $77 billion in profits to the
U.S. treasury. (The New York Times, 2012-01-11.)

Shapiro, Max. 1980. “The penniless billionaires.” New York: Times
Books.
43
Eberhard Kolb. 2012. “The Weimar Republic.”. Translated by P.S. Falla
(2nd ed.). London and New York: Routledge. p. 92
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Because war reparations were required to be repaid in hard
currency and not the rapidly depreciating Papiermark, one
strategy Germany employed was the mass printing of bank
notes to buy foreign currency which was in turn used to pay
reparations. During the first half of 1922, the Reichsmark
stabilized at about 320 Marks per Dollar. This was accompanied
by international reparations conferences, including one in June
1922 organized by U.S. investment banker J.P. Morgan, Jr.
When these meetings produced no workable solution, the
42
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inflation changed to hyperinflation and the Mark fell to 800
Marks per Dollar by December 1922. The cost of living index
was 41 in June 1922 and 685 in December, an increase of more
than 15 times.
Our grandmother Gertrud Hartmann told us the stories of the
times following World War I, and what stays in my mind is that
people walked on crutches, had no energy resulting from
immense food shortage. Today I read the following passage,
and I know, Oma Hartmann told only half the story to spare us
her trauma, anxieties and fears.
“If one word could describe Germany during the immediate
aftermath of World War I, it would be "starvation." And yet,
while some 900,000 German men, women and children were
starving to death, the American and British public knew nothing
about the reason for this holocaust, deliberately caused by the
continuation of a wartime British naval blockade. Britain's postwar naval blockade of food to Germany in 1919 matched the then
current blockade of news by the American and British press. Even
today, only a few non-Germans know the truth, and American and
British historians, for the most part, have participated in the cover
up of this most appalling crime. The guilt of the world press in
covering up the atrocity is compounded by the fact that the
American and British public were told of the starvation itself, but
were kept ignorant of the criminal policies of the Allies which
produced it. Newspapers carried stories of relief efforts to rescue
the starving. The most famed of these efforts was directed by
Herbert Hoover, later to become the 31st president.” 44
The war not only destroyed the financial system, but also 16 million
lives and 20 million wounded. The influenza pandemic (also known
as the Spanish flu) that ravaged from January to December 1918,
however, was more deadly and took between 50 and 100 million
lives, or 3-5% if the world’s population. 45
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You think [this] is a kindergarten
for the little ones. No, these are
children of seven and eight years.
Tiny faces, with large, dull eyes,
overshadowed by huge puffed,
rickety foreheads, their small
arms just skin and bones, and
above the crooked legs with their
dislocated joints the swollen,
pointed stomachs of the hunger
edema... "You see this child
here," the physician in charge
explained, "it consumed an
incredible amount of bread, and
Drawing, done in 1924 by artist yet it did not get any stronger. I
Käte Kollwitz: "Our Children
found out that it hid all the bread
Are Starving".
it received underneath its straw
mattress. The fear of hunger
was so deeply rooted in the child that it collected the stores
instead of eating the food: a misguided animal instinct made the
dread of hunger worse than the actual pangs." As told by Otto
Friedrich in Before the Deluge: A Portrait of Berlin in the
1920s, John Maynard Keynes cited the testimony of an observer
who accompanied Herbert Hoover's mission to help the
starving: 46
In January 1923 French and Belgian troops occupied the
industrial region of Germany in the Ruhr Valley to ensure that

Fred Blahut, “Hidden Historical Fact: The Allied Attempt to Starve
Germany in 1919.” The Barnes Review, April 1996, pp. 11-14. The Barnes
Review, 645 Pennsylvania Ave SE, Suite 100, Washington D.C. 20003,
USA.
45
“In the fall of 1918 the Great War in Europe was winding down and peace
was on the horizon. The Americans had joined in the fight, bringing the

Allies closer to victory against the Germans. Deep within the trenches these
men lived through some of the most brutal conditions of life, which it
seemed could not be any worse. Then, in pockets across the globe,
something erupted that seemed as benign as the common cold. The influenza
of that season, however, was far more than a cold. In the two years that this
scourge ravaged the earth, a fifth of the world's population was infected. The
flu was most deadly for people ages 20 to 40.” (http://virus.stanford.edu/uda/
retrieved 2013-10-04)
46
Otto Friedrich. 1995. “Before the Deluge: A Portrait of Berlin in the
1920s.” New York: HarperCollins.
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the reparations were paid in goods, such as coal from the Ruhr
and other industrial zones of Germany. Because the Reichsmark
was practically worthless, it became impossible for Germany to
buy foreign exchange or gold using paper Recihsmarks. Instead,
reparations were paid in goods. Inflation was exacerbated when
workers in the Ruhr went on a general strike, and the German
government printed more money in order to continue paying
them for “passively resisting” the occupation.
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By November 1923, the American dollar was worth
4,210,500,000,000 (4.2 billion) Reichsmark.
Exchange Rates
Reichsmarks per U.S. dollar 48

Two days after the invasion of the Ruhr by French and Belgian
troops, 5,000 storm troopers demonstrated in Germany and their
leader, Adolf Hitler, denounced the “Weimar Republic.” The
occupation lasted until September 1924.
On October 21, 1923, the exchange rate reaching 12 billion
Reichsmarks for one U.S. dollar, and on October 22nd 40 billion.
On November 15th, the dollar was worth 4 trillion Reichsmarks,
a totally meaningless number except for the wretch whose life
savings had, within a few hours been reduced to a single meal.
John Kenneth Galbraith tells of an incident during this turbulent
period reported in The New York Times: At the end of October
1923 a stranger in one of the lesser restaurants in Berlin who
flourished a dollar bill and asked for all the dinner it would buy.
He was amply provided, and as he was about to leave, the
waiter arrived with another plate of soup and another entrée and
bowed politely: “The dollar has gone up again.” 47
At the height of the absurdity, on November 6, 1923, one loaf of
bread in Berlin was worth 140 billion marks. It took a
wheelbarrow full of money to buy one, and, as the story goes,
the person who had entered a bakery store, by the time he
stepped out to get the money to pay for the loaf, found the
wheel borrow missing but the money was still there.

July
January
July
January
July
January
July
January
July

1914
1919
1919
1920
1920
1921
1921
1922

……………………………..4.2
……………………………..8.9
……………………………14.0
……………………………64.8
……………………………39.4
……………………………64.9
……………………………76.7
…………………………..191.8
…………………………..493.2

January
July
August
September
October
November

1923

……………………….17,972.0
……………………...353,412.0
……………………4,620,455.0
…………………..98,860,000.0
……………...25,260,208,000.0
…………..4,200,000,000,000.0

………
………
………

On November 20, 1923, the Reichsmark ceased to be legal
tender, the money presses stopped and “the curtain was rolled
down. As in Austria a year earlier, the end came suddenly. And
as with the milder French inflation, the end came with
astonishing ease. Perhaps it ended simply because it could not
go on.” 49 The old Reichsmark was declared void and the new
Rentenmark introduced and exchanged at the rate of one trillion
of the old for one of the new, effectively striking off twelve
decimals by taking back recyclable paper.
The new Rentenmark’s success was helped by the fact that the
victors soon came to the unhappy realization that their own
prosperity depended on the repaid return to productivity of their
former enemy. One innovative conference after another dealt
with the reparations, debt and monetary standard problem.
48

Source: Chronicle of the 20th Century. Mount Kisko, NY: Chronicle
Publications, 1987.
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Galbraith. J.K. 1975. “Money. Whence It Came. Where It Went.” Boston:
Houghton Mifflin, p. 157
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Although the principle that the victor should subsidize the
vanquished did not become accepted international policy until
the Marshal Plan was adopted after World War II, during the
1920s Germany made her reparation payments with foreign
loans.
Although the inflation ended with the introduction of the
Rentenmark and the Weimar Republic continued for a decade
afterwards, hyperinflation is widely believed to have
contributed to the Nazi takeover of Germany and Adolf Hitler’s
rise to power. Adolf Hitler himself in his book, Mein Kampf,
makes many references to the German debt and the negative
consequences that brought about the inevitability of "national
socialism". Some economists, however, point out that Hitler's
rise was immediately preceded by the 1931 economic crisis,
which, while also being partially triggered by Germany's debt,
was, unlike the hyperinflation crisis of 1923, characterized by
massive deflation created by a government austerity program.
Paul Krugman concurs: “No, the 1923 hyperinflation didn’t
bring Hitler to power; it was the Brüning deflation and
depression. Hard money and a gold standard obsession, not
excessive money printing, was the proximate disaster.”50
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great chunk out of German industry and set off mass resistance.
[Britain’s prime minister] Lloyd George suspected that the
French were trying to precipitate the disintegration of Germany
by sponsoring a break-away Rhineland state (as indeed they
were). For a brief moment rebels set up a separatist government
in Dusseldorf. With poetic justice, the crisis recoiled against
Paris and destroyed the franc.” 51
The hyperinflated, worthless Marks became widely collected
abroad. The Los Angeles Times estimated in 1924 that more of
the decommissioned notes were spread about the United States
than existed in Germany.
The U.S. Banking Crisis of 1933. Franklin Delano Roosevelt
was elected president of the United States in November 1932.
President Hoover made a final plea for banking reform. Bank
failures continued into 1933. “When Franklin Roosevelt took
office in March 1933, the banking system in the United States
teetered on the edge of total collapse.” 52 In his first inaugural
address, delivered on Saturday 4th March 1933, FDR attacked
the bankers’ role in the depression. Excerpt: 53
Only a foolish optimist can deny the dark realities of the moment.
And yet our distress comes from no failure of substance. We are
stricken by no plague of locusts. Compared with the perils which
our forefathers conquered, because they believed and were not
afraid, we have still much to be thankful for. Nature still offers
her bounty and human efforts have multiplied it.

The inflation raised doubts about the competence of liberal
institutions, especially amongst a middle class who had held
cash savings and bonds. It also produced resentment of bankers
and speculators, whom the government and the press blamed for
the inflation crisis.
“A conspiracy theory took root that the inflation was a Jewish
plot to ruin Germany. The currency became known as
"Judefetzen" (Jew- confetti), hinting at the chain of events that
would lead to Kristallnacht a decade later. While the Weimar
tale is a timeless study of social disintegration, it cannot shed
much light on events today. The final trigger for the 1923
collapse was the French occupation of the Ruhr, which ripped a

Plenty is at our doorstep, but a generous use of it languishes in the
very sight of the supply. Primarily, this is because the rulers of the
exchange of mankind's goods have failed, through their own
stubbornness and their own incompetence, have admitted their
51

Paul Krugman, “The Conscience of a Liberal. It’s always 1923,” The New
York Times, The Opinon Pages, February 12, 2013.
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25 July 2010.
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Ronnie J. Phillips. 1995. “The Chicago Plan & New Deal Banking
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failure, and have abdicated. Practices of the unscrupulous money
changers stand indicted in the court of public opinion, rejected by
the hearts and minds of men. True, they have tried. But their
efforts have been cast in the pattern of an outworn tradition.
Faced by failure of credit, they have proposed only the lending of
more money. Stripped of the lure of profit by which to induce our
people to follow their false leadership, they have resorted to
exhortations, pleading tearfully for restored confidence. They
only know the rules of a generation of self-seekers. They have no
vision, and when there is no vision the people perish. Yes, the
money changers have fled from their high seats in the temple of
our civilization. We may now restore that temple to the ancient
truths. The measure of that restoration lies in the extent to which
we apply social values more noble than mere monetary profit.
Happiness lies not in the mere possession of money; it lies in the
joy of achievement, in the thrill of creative effort.
…
So, first of all, let me assert my firm belief that the only thing we
have to fear is fear itself—nameless, unreasoning, unjustified
terror which paralyzes needed efforts to convert retreat into
advance.
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The use of the postal savings system, established in 1910, “was
proposed during the bank crisis was a widely recognized and
supported proposal. It was an alternative that could have
effectively dampened the crisis, but one that would have
eliminated the commercial banks. Because banks opposed the
plan and FDR did not want radical change to lead to a
perception of greater crisis, he did not institute such a proposal.
(Phillips 1995:41).
Court Justice Louis Brandeis wrote in a letter to his colleague,
Felix Frankfurter, the day before Roosevelt’s inauguration:
What it (the Government) should have done was to pen wide
the Postal Savings & take the risk of lending to worth
banks—marking them, in effect, its agents to lend to worthy
businesses. Then there would have been little hoarding.

On Monday, there was a meeting to discuss steps to be taken to
reopen the banks, including the issue of scrip and Federal
Reserve notes, the nationalization of banks, and the conversion
of Federal Reserve Banks into government owned deposit
banks. “During the period of the banking holiday, Roosevelt
proposed to his advisors a plan for converting all government
bonds ($21 billion at the time) directly into cash at par. His
advisers thought it would be a disaster…” (Phillips, 1995:39).

On 9 March 1933, the Emergency Banking Relief Act
(Emergency Banking Act, EBA, Public Law 73-1, 48 STAT 1.,
03/09/1933) was introduced to and passed in less than an hour
with little debate by a joint session of Congress amid an
atmosphere of chaos and uncertainty as over 100 new
Democratic members of Congress swept into power. In the
Senate, the only opposition came from progressive Republicans
finding that the president had not gone far enough in providing
government control over banking. The sense of urgency was
such that the act was passed with only a single copy available
on the floor of the House of Representatives, and legislators
voted on it after the bill was read aloud to them by House
Banking Committee chair, Congressman Henry Steagall. In its
short five Titles, the EBA validated the president’s actions of 69 March 1933, provided a plan to reopen the banks, authorized
national banks to issue preferred stock for sale to the public or
the Reconstruction Finance Corporation (RFC) in order to
rehabilitate their capital structure, provide Federal Reserve
funding on acceptable assets, and appropriate $2 million for
carrying out the EBA.
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Roosevelt was informed that the New York banks would not
open on the following Monday. On Sunday, 5th March 1933, the
president invoked a hitherto unused section of the Trading with
the Enemy Act of 1917, which gave the president authority in
times of national emergency, and issued two proclamations: one
closing all banking institutions (including the Federal Reserve
Banks from March 6-9), and the other calling Congress into
special session on Thursday, 9th March 1933.
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The EBA permitted the establishment of trust accounts, drawing
upon the principle employed in the National Banking Acts of
1863 and 1864, which had backed bank notes with government
debt, whereas the EBA permitted banks to offer deposit
accounts backed with government debt or other secure assets.
(Phillips, 1975:41-42). 54 The relevant section stated:
The Secretary of the Treasury… is authorized and empowered…
(c) to authorize and direct the creation in banking institutions of
special trust accounts for the receipt of new deposits which shall
be subjected to withdrawal on demand without any restriction and
shall be kept separately in cash or on deposit in Federal Reserve
Banks or invested in obligations of the United States.

The banks began to open on Monday, 13 March 1933. On
Wednesday, 15 March, one-half of the banks with 90 percent of
deposits were opened, 45 percent were under conservators, and
5 percent were closed permanently. 55
Phillips sees two aspects of the banking crisis: the failure of the
payment system and the reluctance of the banks to extend
credit. (1995:43.) These systemic failures also marked the onset
of the Global Financial Crisis in 2007, which was then still
mitigated as a “credit crunch”. The central banks in Europe and
the United States answered with massive liquidity infusion in
the form of central bank money, because internally created bank
book money (quasi money) failed to transfer, wrecking the
“payment system” that never was except by the crutch of offset.
Bank runs ceased after the reopening of the banks in March
1933,
54

Phllips footnote, page 42: “I am grateful to Alex Pollock [“The Same Old
Banking Questions,” American Banker, May 6, 1991] for bringing this to my
attention. Pollock calls the principle employed in the National Banking Acts
and the Emergency Banking Act of backing money with “safe” assets,
“collateralized money.”
55
Phillips 1995:43, citing Susan Kennedy. 1973. “The Banking Crisis of
1933.” Louisville: U. of Kentucky Press.
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“When confidence in private institutions vanished, it was still
possible to save the financial system as long as confidence
remained in government.” (Phillips, 1995:44.)
Under the Chicago Plan according to Frank Knight (1933) 56
No violation of the basic principles of extreme laissez faire theory
would be involved in separating the monetary system from the
vicissitudes of speculative private business.

Also, according to Irving Fisher’s 100% Money proposal, of
course, ALL money on deposit is government money issued by
the central bank and spent into circulation by the government in
lieu of borrowed quasi money issued by the private banks. In
such a public financial system, deposit insurance and capital
adequacy are irrelevant, lending and investment banks being
effectively relegated or elevated to the deregulated and
unsupervised freedom of finance companies.
• The Wall Street Crash of 1929 and Great Depression
(1929-1939). The Roaring Twenties (1920s), the decade that led
up to the Crash, was a time of wealth and excess. Despite the
dangers of speculation, many believed that the stock market
would continue to rise indefinitely. On March 25, 1929,
however, a mini crash occurred after investors started to sell
stocks at a rapid pace, exposing the market's shaky foundation.
Two days later, banker Charles E. Mitchell announced his
company the National City Bank of New York (now Citibank)
would provide $25 million in credit to stop the market’s slide.
Mitchell's move brought a temporary halt to the financial crisis
and call money declined from 20 to eight percent. However, the
American economy was now showing ominous signs of trouble.
Steel production was declining, construction was sluggish, car

56

Frank Knight. 1933. “Review of Alwin Hansen’s Economic Stabilization
in an Unbalanced World.” Journal of Political Economy (41) April: 242245.
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sales were down, and consumers were building up high debts
because of easy credit.
The market had been on a nine-year run that saw the Dow Jones
Industrial Average increase in value tenfold, peaking at 381.17
on 3rd September 1929. Shortly before the crash, economist
Irving Fisher famously proclaimed, "Stock prices have reached
what looks like a permanently high plateau." The optimism and
financial gains of the great bull market were shaken on 18th
September 1929, when share prices on the New York Stock
Exchange (NYSE) abruptly fell. The Wall Street Crash of 1929
was the most devastating stock market crash in the history of
the United States, when taking into consideration the full extent
and duration of its fallout. The crash signaled the beginning of
the 10-year Great Depression that affected all Western
industrialized countries The American mobilization for World
War II at the end of 1941 moved approximately ten million
people out of the civilian labor force and into the war. World
War II had a dramatic effect on many parts of the economy, and
may have hastened the end of the Great Depression in the
United States. Government-financed capital spending accounted
for only 5 percent of the annual U.S. investment in industrial
capital in 1940; by 1943, the government accounted for 67
percent of U.S. capital investment.
After losing his fortune in the stock market crash, Irving Fisher
went to study the underlying causes of the Great Depression and
published his now famous book “Booms and Depressions: some
first principles” in 1932. 57 Irving Fisher published his "The
Debt-Deflation Theory of Great Depressions" as an analysis of
past events in 1933, still hopeful of a turnaround. When this did
not occur, he presented a monetary system's solution in his book
two years later: "100% Money. Designed to keep checking banks
100% liquid; to prevent inflation and deflation largely to cure or
prevent depression; and to wipe out much of the National Debt."
57

Fisher, Irving. 1932. "Booms and Depressions: Some First Principles."
New York: Adelphi Company. Republished 2012 by ThaiSunset
Publications.
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(1935) and a brief summary entitled "100% Money and the
Public Debt" (1936).

United States annual real GDP from 1910–60 in billions constant dollars
2005, with the years of the Great Depression (1929–1939) highlighted.
(Wikipedia, “Causes of the Great Depression.”)

Fisher wrote in his “100% Money” book (1935):
Under the [present] 10% factional reserve deposit banking
system, the unreliability of the dollar incessantly raises and
lowers the rates of interest, especially the real rate. In boom,
while the dollar is depreciating, the real rate is often below zero –
temporarily a benefit to the borrower, but luring him into
excessive debt and ending in depression and deflation with a real
rate of interest sometimes above 50%.

I am now turning to Fisher’s article
published by the Econometric
Society in October 1933 entitled
“The Debt-Deflation Theory of
Great Depressions,” a society
founded in 1930 in Chicago whose
first president he was. The following
text is from the republished edition’s
foreword:
Photo: Irving Fisher (1867-1947)
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From the Introduction “Hat Tip to London Banker” (2008):
58

“I [the anonymous London Banker] have been both a central
banker and a market regulator. I now find myself questioning
whether my early career, largely devoted to liberalizing and
deregulating banking and financial markets, was misguided. In
short, I wonder whether I contributed - along with countless
others in regulation, banking, academia and politics - to a great
misallocation of capital, distortion of markets and the
impairment of the real economy. We permitted the banks to
betray capital into “hopelessly unproductive works”, promoting
their efforts with monetary laxity, regulatory forbearance and
government tax incentives that marginalized investment in
“productive works”. We permitted markets to become so
fragmented by off-exchange trading and derivatives that they no
longer perform the economically critical functions of
capital/resource allocation and price discovery efficiently or
transparently. The results have been serial bubbles - debtfinanced speculative frenzy in real estate, investments and
commodities.
Since August of 2007 we have been seeing a steady
constriction of credit markets, starting with subprime mortgage
back securities, spreading to commercial paper and then to
interbank credit and then to bond markets and then to securities
generally. While the problem is usually expressed as one of
confidence, a more honest conclusion is that credit extended in
the past has been employed unproductively and so will not be
repaid according to the original terms. In other words, capital
has been betrayed into unproductive works.
The credit crunch today is not destroying capital but
recognizing that capital was destroyed by misallocation in the
years of irrational exuberance. If that is so, then we are entering
a spiral of debt deflation that will play out slowly for years to
come. To understand how that works, we turn to Professor
Irving Fisher of Yale.
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Republished 2010 by ThaiSunset Publications, 42 pages, with an
unsolicated foreword by London Banker (2008) and an Autobiography,
ISBN 978-1443624456.
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Like me, Professor Fisher lived to question his earlier
convictions and pursuits, learning by dear experience the
lessons of financial instability.
Professor Fisher was an early mathematical economist,
specializing in monetary and financial economics. Fisher’s
contributions to the field of economics included the equation of
exchange, the distinction between real and nominal interest
rates, and an early analysis of intertemporal allocation. As his
status grew, he became an icon for popularizing 1920s fads for
investment, healthy living and social engineering, including
Prohibition and eugenics.
He is less famous for all of this today than for his one
statement in September 1929 that “stock prices had reached a
permanently high plateau”. He subsequently lost a personal
fortune of between $6 and $10 million in the crash. As J.K.
Galbraith remarked, “This was a sizable sum, even for an
economics professor.” Fisher’s investment bank failed in the
bear market, losing the fortunes of investors and his public
reputation.”
,,,
Fisher translated his theory into a policy prescription of "100
percent money" (all bank deposits should be backed by 100
percent reserves rather than fractional reserves, used then and
now by virtually all banking systems) on the grounds that such a
policy would control large business cycles. According to the
debt-deflation theory, a sequence of effects of the debt bubble
bursting occurs:
1. Debt liquidation and distress selling.
2. Contraction of the money supply as bank loans are paid off.
3. A fall in the level of asset prices.
4. A still greater fall in the net worth of businesses,
precipitating
bankruptcies.
5. A fall in profits.
6. A reduction in output, in trade and in employment.
7. Pessimism and loss of confidence.
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8. Hoarding of money.

Evidently debt and deflation go far toward explaining a great
mass of phenomena in a very simply logical way.
25. The above chain causes, consisting of nine links, includes
only a few of the interrelations between the nine factors. There
are other demonstrable interrelations, both rational and empirical,
and doubtless still others which cannot, yet, at least, be
formulated at all. 59 There must also be many indirect relations
involving variables not included among the nine groups.
26. One of the most important of such interrelations (and
probably too little stressed in my Booms and Depressions) is the
direct effect of lessened money, deposits, and their velocity, in
curtailing trade, as evidenced by the fact that trade has been
revived locally by emerging money without raising of the price
level.
27. In actual chronology, the order of nine events is
somewhat different from the above "logical" order, and there are
reactions and repeated effects. As stated in Appendix I of Booms
and Depressions:

In his article “The Debt-Deflation Theory of Great Depressions”
(1933), Irving Fisher writes (excerpts):
The Rôles of Debt and Deflation
22. No exhaustive list can be given of the secondary variables
affected by the two primary ones, debt and deflation; but they
include especially seven, making in all at least nine variables, as
follows: debts, circulating media, their velocity of circulation,
price levels, net worths, profits, trade, business confidences,
interest rates.
23. The chief interrelations between the nine chief factors
may be derived deductively, assuming, to start with, that general
economic equilibrium is disturbed by only the one factor of overindebtedness, and, in particular, assuming that there is no other
influence, whether accidental or designed, tending to affect the
price level.
24. Assuming, accordingly, that, at some point in time, a state
of over-indebtedness exists, this will tend to lead to liquidation,
through the alarm either of debtors or creditors or both. Then we
may deduce the following chain of consequences in nine links: (1)
Debt liquidation leads to distress selling and to (2) Contraction of
deposit currency, as bank loans are paid off, and to a slowing
down of velocity of circulation. This contraction of deposits and
of their velocity, precipitated by distress selling, causes (3) A fall
in the level of prices, in other words, a swelling of the dollar.
Assuming, as above stated, that this fall of prices is not interfered
with by reflation or otherwise, there must be (4) A still greater
fall in the net worths of business, precipitating bankruptcies and
(5) A like fall in profits, which in a "capitalistic," that is, a privateprofit society, leads the concerns which are running at a loss to
make (6) A reduction in output, in trade and in employment of
labor. These losses, bankruptcies, and unemployment, led to (7)
Pessimism and loss of confidence, which in turn lead to (8)
Hording and slowing down still more the velocity of circulation.
The above eight changes cause (9) Complicated disturbances
in the rates of interest, in particular, as fall in the nominal, or
money, rates and a rise in the real, or commodity, rates of interest.
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The following table of our nine factors, occurring and recurring
(together with distress selling), gives a fairly typical, though still
inadequate, picture of the cross-currents of a depression in the
approximate order in which it is believed they usually occur. (The
first occurrence of each factor and its sub-divisions is indicated in
italics. The figures in parenthesis show the sequences in the
original exposition.)
I.

II.
III.

(7)
(8)
(1)
(9)
(9)
(2)

Mild Gloom and Shock to Confidence
Slightly Reduced Velocity of Circulation
Debt Liquidation
Money Interest on Safe Loans Falls
But Money Interest on Unsafe Loans Rises
Distress Selling

59

[Original footnote 1] Many of these interrelations have been shown
statistically, and by many writers. Some, whch I have so shown and which fit
in with the debt-deflation theory, are: that price-change, after a distributed
lag, causes, or is followed by, corresponding fluctuations in the volume of
trade, employment, bankruptcies, and rate of interest. The results as to pricechange and unemployment are contained in Charts II and III, pp. 352-3. See
references at the end of this article; also [original foot note 2 in the heading
"Illustrated by the Depresson of 1929-33" below], regarding the charts.
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IV.

V.

VI.

VII.

VIII.

IX.

(7)
(3)
(1)
(3)
(9)
(7)
(1)
(2)
(8)
(2)
(2)
(3)
(4)
(4)
(7)
(8)
(1)
(5)
(5)
(7)
(8)
(1)
(6)
(6)
(6)
(6)
(6)
(7)
(8)
(8)
(8)
(8)
(7)
(8)
(1)
(2)
(3)

More Gloom
Fall in Security Prices
More Liquidation
Fall in Commodity Prices
Real Interest Rises;
More Pessimism and Distrust
More Liquidation
More Distress Selling
More Reduction in Velocity
More Distress Selling
Contraction of Deposit Currency
Further Dollar Enlargement
Reduction in Net Worth
Increase in Bankruptcies
More Pessimism and Distrust
More Slowing in Velocity
More Liquidation
Decrease in Profits
Increase in Losses
Increase in Pessimism
Slower Velocity
More Liquidation
Reduction in Volume of Stock Trading
Decrease in Construction
Reduction in Output
Reduction in Trade
Unemployment
More Pessimism
Runs on Banks
Banks Curtailing Loans for Self-Protection
Banks Selling Investments
Bank Failures
Distrust Grows
More Hoarding
More Liquidation
More Distress Selling
Further Dollar Enlargement
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As has been stated, this order (or any order, for that matter)
can be only approximate and subject to variations at different
times and places. It represents my present guess as to how, if not
too much interfered with, the nine factors selected for explicit
study in this book are likely in most cases to fall in line.
But, as has also been stated, the idea of a single-line
succession is itself inadequate, for while Factor (1) acts on (2), for
instance, it also acts directly on (7), so that we really need a
picture of subdividing streams or, better, an interacting network in
which each factor may be pictured as influencing and being
influenced by many or all of the others.
Paragraph 24 above gives a logical, and paragraph 27 a
chronological, order of the chief variables put out of joint in a
depression when once started by over-indebtedness.
28. But it should be noted that, except for the first and last in
the "logical" list, namely debt and interest on debts, all the
fluctuations listed come about through a fall in prices.
29. When over-indebtedness stands alone, that is, does not
lead to a fall of prices, in other words, when its tendency to do so
is counter-acted by inflationary forces (whether by accident or
design), the resulting "cycle" will be far milder and far more
regular.
30. Likewise, when a deflation occurs from other than debt
causes and without any great volume of debt, the resulting evils
are much less. It is the combination of both – the debt disease
coming first, then precipitating the dollar disease – which works
the greatest havoc.
31. The two diseases act and react on each other. Pathologists
are now discovering that a pair of diseases are sometimes worse
than either or than the mere sum of both, so to speak. And we all
know that a minor disease may lead to a major one. Just as a bad
cold leads to pneumonia, so over-indebtedness leads to deflation.
32. And, vice versa, deflation caused by the debt reacts on the
debt. Each dollar of debt still unpaid becomes a bigger dollar, and
if the over-indebtedness with which we started was great enough,
the liquidation of debts cannot keep up with the fall of prices
which it causes. In that case, the liquidation defeats itself. While it
diminishes the number of dollars owed, it may not do so as fast as
it increases the value of each dollar owed. Then, the very effort of
individuals to lessen their burden of debts increases it, because of
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the mass effect of the stampede to liquidate in swelling each
dollar owed. Then we have the great paradox which, I submit, is
the chief secret of most, if not all, great depressions: The more the
debtors pay, the more they owe. The more the economic boat tips,
the more it tends to tip. It is not tending to right itself, but is
capsizing.
33.
But if the over-indebtedness is not sufficiently great
to make liquidation thus defeat itself, the situation is different and
simpler. It is then more analogous to stable equilibrium; the more
the boat rocks the more it will tend to right itself. In that case, we
have a truer example of a cycle.
34. In the "capsizing" type in particular, the worst of it is that
real incomes are so rapidly and progressively reduced. Idle men
and idle machines spell lessened production and lessened real
income, the central factor in all economic science. Incidentally
this under-production occurs at the very time that there is the
illusion of over-production.
35. In this rapid survey, I have not discussed what constitutes
over-indebtedness. Suffice it here to note that (a) overindebtedness is always relative to other items, including national
wealth and income and the gold supply, which last is specially
important, as evidenced by the recent researches of Warren and
Pearson; and (b) it is not a mere one-dimensional magnitude to be
measured simply by the number of dollars owed. It must also take
account of the distribution in time of the sums coming due. Debts
due at once are more embarrassing than debts due years hence;
and those payable at the option of the creditor, than those payable
at the convenience of the debtor. Thus debt embarrassment is
great for call loans and for early maturities.
For practical purposes, we may roughly measure the total
national debt embarrassment by taking the total sum currently
due, say within the current year, including rent, taxes, interest,
installments, sinking fund requirements, maturities and any other
definite or rigid commitments for payment on principal.

There is another view among many. Milton Friedman (19122006) who taught at the University of Chicago for more than
three decades, and was the recipient of the 1976 Nobel Prize in
Economics. About Friedman’s view, is articulated in an article
by Ivan Pongracic, 2007. The following is an excerpt:
76

History of Economic Crises and Bank Failures

“The Great Depression created a widespread misconception that
market economies are inherently unstable and must be managed
by the government to avoid large macroeconomic fluctuations,
that is, business cycles. This view persists to this day despite the
more than 40 years since Milton Friedman and Anna Jacobson
Schwartz showed convincingly that the Federal Reserve’s
monetary policies were largely to blame for the severity of the
Great Depression. In 2002 Ben Bernanke (then a Federal
Reserve governor, today the chairman of the Board of
Governors) made this startling admission in a speech given in
honor of Friedman’s 90th birthday: ‘I would like to say to
Milton and Anna: Regarding the Great Depression, you’re right.
We did it. We’re very sorry.’ “ 60
• The OPEC oil price shock. The Organization of the
Petroleum Exporting Countries (OPEC) was formed at a time
when the international oil market was largely separate from
centrally planned economies, and was dominated by
multinational companies. OPEC's ‘Policy Statement' states that
there is a right of all countries to exercise sovereignty over their
natural resources. In October 1973, OPEC declared an oil
embargo in response to the United States' and Western Europe's
support of Israel in the Yom Kipur War of 1973. The result was
a rise in oil prices from $3 per barrel to $12 and the
commencement of gas rationing. Gas stations put limits on the
amount of gasoline that could be dispensed, closing on Sundays,
and limited the days gasoline could be purchased based on
license plates. Germany reacted by imposing four Sunday
driving prohibitions and the normally busy and noisy highspeed Autobahnen went completely silent. Even after the
embargo concluded, prices continued to rise. One of the most
lasting effects of the 1973 oil embargo was a global economic
recession. Unemployment rose to the highest percentage on
record while inflation also spiked. Consumer interest in large
60

“The Great Depression According to Milton Friedman. The Great
Depression Could Have Been Avoided if the Fed Had Not So Badly Botched
Its Monetary Policy” by Ivan Pongracic Jr.(The Freeman, 1st September
207).
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gas guzzling vehicles fell and production dropped. Although the
embargo only lasted a year, during that time oil prices had
quadrupled and OPEC nations discovered that their oil could be
used as both a political and economic weapon against other
nations.
• The Failure of United California Bank in Basel 1972
Previously published in Michael Schemmann. “MBA Handbook
2008” The names of certain persons have been changed.
He was the smart smoothtalking son of a Lutheran
pastor
from
Stratford,
Ontario, not far from the
place where another great
son of Canada, though to a
dirt farmer, was born, also an
economist and his secret
idol:
John
Kenneth
Galbraith, a Professor at
Harvard University, presidential advisor to Roosevelt, Truman, Kennedy, Johnson, and US ambassador to India,
whose books also sold millions and into were translated into 30
languages. Both had a love and unrelenting admiration for the
greatness of America, no matter what. Was it the pull of the
economic engine that puffed louder and harder south of the
border? Was it the might and the glory, the can-do attitude that
British North America a.k.a. Canada lacked?
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Yes, the magnificent and intriguing Paul Erdman, economist
Doktor summa cum laude der Universität Basel. This is the yet
untold story covering the days of the Salik Bank in Basel AG
that he founded in 1965 with a million dollars in cash from the
financial hustler, Charles Salik of San Diego, sold it to United
California Bank of Los Angeles in 1968 or 1969 and then had it
ditched two years later, landing Paul Erdman and his venturous
crew in jail.
Actually, Paul Erdman was my favorite, well, I cannot say,
"banker" – always preaching something. I admired and really
liked him. He was smart to the point of being arrogant,
engaging with a sense of compassion that he had learned from
his father. Above all, he was total fun to be with and work for.
When he talked, individually or in groups, we were center of his
attention. He would never dictate because his natural authority
was always without question. He knew how to delegate.
His final downfall as a banker was his trust in people who
utterly deceived him, wounding him to the point that the
envious and petty-minded enemies could move in on him. But
no one can undo Paul Erdman. He recovered and became a
flamboyant writer, simply calling it a blessing in disguise, a
career change, acting out the remainder of his lost career as an
investment banker in fiction that sold millions of copies because
it was real. I knew it when I revisited our places, he new it, and
the readers knew it. I saw him for the last time many years ago
in San Francisco, together with his wife Helly, at the hotel he
used to stay when in town to conduct his business.

The Setting. At age 27, I was a thoroughly trained German and
Swiss banker when I joined the bank of which he was president
ņ as his 13th employee. This was on 1st August 1967, which
was also Switzerland’s National Day. His name was Paul Emil
Erdman. He told me he was of pure Prussian descent via the
United States of America. He was born on 19 May 1932 in
Stratford, Ontario, Canada.

I was a CPA with KPMG by then, inviting him as keynote
speaker for an international conference in Hawaii for the benign
fee of $10,000 plus expenses. He was a multimillionaire by then
from his writing, living on his ranch near Healdsburg in
Northern California. He accepted gracefully. Yes, I miss Paul
Erdman.
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The day, I remember clearly, was a very hot one at American
Express Co., Inc., the travel agency and bank at Bahnhofstrasse
20 in Zurich, Switzerland, at the Paradeplatz diagonally across
from Schweizerische Kreditanstalt and Schweizerische
Bankgesellschaft which later combined and are now Union
Bank of Switzerland or simply UBS. I had just been fired as the
right hand man of the General Manager, one Klaus Grossmann,
over a letter of protest I had written in anger over a missed
appointment. Amexco paid me off handsomely, but my wife,
Helga, pregnant in her second month with our son Gunter Sven,
didn't take it so lightly and cried when I broke the news, but
quickly recovered when I began counting out the severance pay
I had stashed in my pocket in big picturesque thousand Swiss
franc notes. Several days later I got a telephone call from Rudy
Robler, a friend and manager at Amexco in Basel whose loan
applications I had almost always approved. He sent me to a
small unheard of new Swiss-American bank in Basel that was
desperate for staff. I was hired on the spot by the personnel
manager, Herr Dr. Beat Schwyzer and put in charge of the
securities department while the president, a young American by
the name of Dr. Paul Erdman was away on business in America.
There were more chiefs than Indians in the so called bank
located in a brand spanking new three-storey office building at
Sankt Jakobs-Strasse 7 near Äschenplatz in the center of Basel
just down the street from the train station and the Bank for
International Settlement, the BIS. I had spent several years of
my youth in Basel and was fluent in the local Swiss-German
accent, the Schwytzerdütsch and fit-in well with the curious
local staff: a teller by the name of Samy Kilgen of the popular
Kilgen Bakery who later became Erdman's chauffeur and right
hand man, and figured in Erdman's first bestseller, two
secretaries versed in pouring good Swiss coffee, an elderly
messenger who always new the latest gossip in town, a
bookkeeper husband-and-wife couple whose books were
months behind, a securities trader by the name of Helmut
Rutschi, a learned economist by the name of Dr. Werner Saurer,
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a vice president by the name of Dr. Alfred Altenbach, twelve
people all in all, and I was the #13.
The name of the illustrious organization: Salik Bank in Basel
AG named after the financial electronics hustler Charles E. Salik
of San Diego, California, who had given Paul Erdman a million
dollars to start his Swiss bank. My office, so to speak, was a
desk in an open space on the second floor underneath a spiral
staircase that led up to the third floor where the top brass
resided, mainly Dr. Erdman himself.
The bank's total assets at my time of joining were short of $10
million. Its prime business was portfolio management on
margin, hypothecating the securities with Schweizerischer
Bankverein aka Swiss Bank Corporation, the third largest Swiss
bank with head offices just a block away from us. I soon found
out that Salik Bank was anything other than a bank, and when I
confided my frustration in Helmut Rutschi he comforted me by
saying, "just wait until Dr. Erdman comes back. Then you will
see".
Rutschi had been a dealer at Bank Hoffmann in Zurich, a well
respected bank I had had dealings with. Sami Kilgen had just
finished his banking apprenticeship at the old stodgy Swiss
establishment Bank Sarasin in Basel, and the teller, well anyone
can count cash. Werner Saurer was engaged in economic
research for a select clientele but knew little or nothing about
bank transactions.
Alfred Altenbach had been forced out a management position at
Bank Hoffmann and had taken his loyal employee, Helmut
Rutschi, with him to Basel. Altenbach, I later learned from
Rudy Robler, was seen by the banking community somewhat as
an eyesore for our new establishment, hustling old clients to
transfer their accounts to our new institution. Almost everyone
spoke passable English, but that was about all.
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Alas! here was I with eight years of thorough bank training in
all departments at Commerzbank in Germany and Amexco in
Zurich, including foreign exchange and corporate credit, left to
my devices to handle securities transfers and record keeping
without a functioning system whatsoever let alone computers
that banks hardly had at that early stage of the electronic
revolution.
Financial Gurus. How Paul Erdman pulled it off to squeeze a
million dollars out of a savvy electronics equity trader of La
Jolla, California, remains Paul's secret. It may have been the
attraction of Switzerland's banking secrecy laws that were
already breaking down under the threat of the United States to
cancel some favorable treaties.
Banking licenses were still easy to get, so long as the applicant
showed sufficient funds, adequate management such as Dr. Beat
Schwyzer whose uncle was president of an established
mortgage bank in town, and agreed to an annual audit.
Otherwise banking supervision as now instituted the world over
as designed by the Basel Committee for Banking Supervision at
the BIS twenty years later, was virtually non-existent in the
sixties.
Paul had a connection to the Stanford Research Institute having
done some work for them, and the European Coal & Steel
Community for which he had worked following his graduation
from the University of Basel.
One morning during the second month of my existence at Salik
Bank, sitting at my desk scanning the Basler Zeitung for the
latest news, I observed a shady figure in front of our filing
cabinets, opening them and reading the files, then taking notes.
He was a man in his mid thirties of small build wearing a
raggedy coat and unironed pants. Dr. Beat Schwyzer had been
hiring all kinds of characters lately to do odd jobs, but this guy
wasn't exactly a fit. I went downstairs and asked around:
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"Hey Sami, who's that guy upstairs going through our filing
cabinets?" I confronted Kilgen. Sami grinned at me with a big
smile displaying the dental work of a Swiss alpine bull, then
suggested:
"May be you mean Mr. Harry “Schoolz”, because you haven't
been around for as long as I have." Sami was a put-down
whenever he could. It later turned out he was also a snitch,
relating everything to Erdman but unfortunately not anything
that mattered or could have saved our bank.
"What's he doing? How can he get into the bank and have
access to private banking information?" If the Swiss Banking
Commission had been told about it, we would have been in
trouble, I thought.
It turned out that Harry “Schoolz”, yes the one, had owned
seven newspapers in California that he had sold for gain without
declaring, let alone paying any tax to the IRS. Instead, Harry
moved his residence in London, England attacking the USgovernment from the moral high ground publishing newsletters
under the title Harry “Schoolz” Letter (HSL) in funny stunted
English ("because" became bcuz and "business" biznez) but they
sold! After only a few years in business, Harry's following had
increased to several thousands.
He began offering his services as an investment advisor
charging advertising outrages hourly rates only so that he could
get into the Guinness Book of Records as the world's highest
paid financial advisor. Soon he addressed himself as Doctor
Harry D. “Schoolz”. It was common knowledge at the bank that
the title was acquired, not earned. The doctor was soon followed
by the rank Chevalier which is French for horseman. Most
Americans don't know, so it worked. The newest rank displayed
on the internet is "Sir" to be followed by "His Majesty" or some
Caribbean Island or other.
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Paul and Harry had a deal that the bank would pay HSL a share
of its fees from referrals. On this day, Harry's sole purpose at
the bank was to audit our files to ensure we weren't cheating
him out of his due share. The bank had to acquiesce becuz
without Harry “Schoolz”' promotion, Salik Bank would have
had only a handful of former Altenbach customers. With Harry's
help we had a customer base of several hundred, may be two to
three hundred but no more, not bad for a two-year old bank. At
that rate, Salik Bank would have taken ten years to grow to a
profitable size. Drastic measures were called for. With no one
near to come up with a grand scheme, Paul Erdman was left to
his own devices, and the economist he was magnificently
succeeded until the banker he was not failed him.
Paul Erdman's return from America was announced and
obligingly awaited by the bank's management and staff. Oh
well, I thought, but then was pleasantly surprised when I first
met him, running up the stairs, then stopping at my desk under
the spiral staircase extending his hand with a warm welcome.
As a junior clerk to which I took offence, I wasn't part of the
team receiving his debriefing but the whole atmosphere at the
bank went from low profile into high gear.
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before the end of the year citing the The Economist "Sterling
crises have become a bore". Feeling emboldened by his own
courage with everything to gain and nothing to lose, Paul
Erdman predicted that the London gold pool could not
withstand the massive drain caused, among others, by French
president Charles de Gaulle's withdrawals of bullion very much
longer and would have to cede support of the US currency (then
still guaranteed at $35 per ounce under the Bretton Woods
Agreement of 1944) to the free market forces. "Capitalism will
reign supreme once again!" was the motto.
I made a copy of the article, took it home to show to my wife
and read it over and over again. No one, no where I had ever
worked before at Commerzbank or American Express had ever
made the press and, as I felt, opened himself up to the extend
my new boss had done. No question, I was a part of
something... something else... a bank? This was the new type of
banking? I had some uncomfortable reservations but then again
I liked it.

In early November 1967, Paul Erdman took another trip to the
United States, saw a couple of old buddies from his days at the
School of Foreign Service at Georgetown University and one
week after his return to Basel made the front page of The Wall
Street Journal. The lead story was a pre-runner of his bestseller
ten years later, The Last Days of America, a more civilized
version of Harry “Schoolz”' now old theme of federal reserve
mismanagement, pound sterling devaluation and the rise of gold
as the ultimate reserve currency that American's weren't allowed
to own, but could legally open an account at Salik Bank.

Paul Erdman gave a grand dinner at the Euler Hotel that
evening for all of us, celebrating his minibank's recognition by
the rest of the world while the gnomes of Zurich and Basel were
fuming at their neglect calling each other on the phone for cold
comfort. "Who is this Erdman anyway? How can he go out on
limb advertising the cloak and dagger secrecy of Swiss banking.
We gotta get Sarasin to do something about such conduct
unbecoming." Alfred Sarasin-Iselin was the head of the first and
foremost of Basel's private banks on Freiestrasse who was also
president of the Swiss Banking Commission. Bank Sarasin was
founded in 1841. They didn't like newcomers like us, had
already given us one of their apprentices, the baking banker
Sami Kilgen, but not one loaf more.

True to his nature, Paul Erdman added a punch line. He took an
informed guess that based on his analysis as a summa cum laude
economist courtesy of Professor Salin of the University of
Basel, pound sterling would take a hit and finally be devalued

The next couple of days nothing much happened except a lot of
phone calls from America asking for Paul Erdman, then all hell
broke loose. Our old nice-guy messenger returned from his
morning run to the mail box at the central post office with his
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bag full of letters. The letters included bank drafts, money
orders, travelers and personal cheques in U.S. dollars anywhere
from $1,000 to $10,000 made payable to Salik Bank in Basel
AG requesting the opening of bank accounts, discretionary
investment accounts, numbered accounts, or plain asking for
directions of how to profit from the coming financial crisis.
Wire transfers came in through the big three, UBS, Credit
Suisse, and Swiss Bank Corporation in dollars and Swiss
currency. Paul Erdman's hour had come. He had seized on the
news coming out of London and sold his recipe to the private
readership of the Wall Street Journal.
Alfred Altenbach got busy dictating letters in reply. Ditto Beat
Schwyzer in his broken English. Werner Saurer was instructed
to stop his research and pitch in, and I helped out where I could
ending up answering the bulk of the letter and was appointed
Chief of Correspondence. On an ordinary day during the next
couple of weeks, I would dictate standard letters with slightly
varying content, up to fifty per day, forwarding accounting
opening forms, signature cards, and a small brochure of the
Bank showing photos of Paul Erdman, our management and
building. I did not only answer the letters but deposited the
cheques with the cashier and filled out purchase orders for
South African gold stocks, certificates of deposit or forward
currency contracts shorting pound sterling.
The pound sterling devaluation looked promising. Britain had
survived the Second World War on the battle field by crediting
the US and commonwealth governments with pound sterling - a
reserve currency - in payment of supplies shipped to Britain. At
the end of the war external sterling liabilities exceeded dollar
and gold reserves 80 times. By the sixties, the external liabilities
to reserves ratio was reduced to around four times but the
overhang was still large enough to make sterling inherently
unstable. In June 1966, a Sterling Group Agreement came into
effect providing a renewable one billion dollar facility from
leading central banks and the Bank for International Settlements
in Basel "to relieve operational stresses arising from the
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international use of sterling". The root problem, however, was
not pound sterling as a currency, but rather the economy of the
country from which it emanated.
Britain was losing to a fully recovered Germany awash in
foreign exchange reserves from trade surpluses. People overseas
were buying Volkswagen and Mercedes rather than
Minicoopers and Jaguars. Month after month, the British nation
was hypnotized by those balance of payments imbalances. The
Wilson government in its utter stupidity resorted to the most
ineffective means of preserving the balance of payments by
limiting the export of cash to £50 in order to curb outbound
tourism. The British had to stay home and save their money to
pay for imports.
British prime minister Harold Wilson summoned the German
ambassador Blankenhorn to number 10 Downing Street at
midnight and gave him hell for Germany's failure to revalue the
Deutsche Mark threatening to cut British troops stationed in
Germany under NATO to defend against the communist threat.
The writing was on the wall. The problem was timing because
maintaining short positions even at 5% margin still cost money
that was eroded by the spread between buy and sell in covering
and reopening short positions.
On Monday, November 19, 1967, it happened. In a televised
address, PM Wilson announced the devaluation of sterling from
$2.80 per pound to $2.40, a cut of just over 14%. Salik Bank's
short position must have been around £20 million that we now
covered at a discount of 14% for a gain of some $8 million. The
majority of these gains were made in discretionary investment
accounts en bloc without immediate allocation to the individual
accounts. Erdman, Altenbach and Rutschi had the great pleasure
of allocating to their buddies whatever they felt was their
proportionate share, basically pork-barreling.
Arrival of the Li-Boys. The small staff of Salik Bank,
husbands and wives included, celebrated Christmas New Year's
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with a big bang dinner party at a resort in the country of BaselLand. Harry “Schoolz” had flown in from his new home in
London beaming at the treatment as a celebrity, having been
lucky with the clamor about the pound devaluation. We all got
our regular bonuses. Basel's carnival started in February and
Erdman's secretary went through the offices handing out
envelopes with a hundred Swiss franc notes in cash and the
boss's best wishes to go out and have fun.
Salik Bank was doing fine, our operation was running smoothly
and we didn't need any extra staff let alone experts. "But when
the going is good, the donkey goes on the ice," is a German
saying. And Paul Erdman took the first step that put his bank
under.
Altenbach and Rutschi had left a couple of friends behind at
Bank Hoffmann in Zurich that were know willing to jump ship,
in particular its chief foreign exchange trader who had been an
intimate of Helmut Rutschi. Both were Baslers unappreciated in
Zurich, the rival city.
One morning, it must have been the month of March 1968, I
was ordered out of my office that I had been given to make
room for one Bernhard Luemmerli and his two young cronies in
their twenties, a sad looking fellow by the last name of Robler,
and a very assertive Züricher by the last name of Kurmühle. The
sign on the door was changed to read "Foreign Exchange
Department." Luemmerli which literally translate in "Small
Sorrow", a portly man in his early thirties, big head with black
hair combed backwards, with a load boisterous and
commanding voice. The trio later acquired the name "the Liguys" and with their arrival our sweet little Salik Bank was not
the same anymore. Luemmerli's voice echoed up and down the
marble stair case, giving orders, talking noisily on the phone,
laughing, threatening and so on.
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It wasn't long until he had an argument with me in which he
tried to prevail by raising his voice. I stood back looked him
straight in the eyes, then said:
"Why don't you join the Swiss Army if you think you can shout
like this and order people around."
Luemmerli was stunned, replied something in anger and
stormed out to complain to Beat Schwyzer. Schwyzer consulted
with Erdman and I was summoned into Schwyzer's office and
given notice of termination. I went home and came back the
following morning slowly clearing my desk and saying goodbye to my co-workers when Schwyzer called me in and asked
sheepishly what I was going to do now. I smiled back at him
and said I didn't know when he invited me to stay, urging I
should make up with Luemmerli which I did during lunch over
a couple of beers and wine. Almost everyone at the bank was an
alcoholic, more or less. Erdman was into his dry martinis,
Altenbach into whiskey, and the rest of the pack usually into the
excellent local Feldschlösschen Bier and the popular fruity
Swiss wines: Fendant, Aigle or Johannisberger - mostly white
ones. Good red does not grow in Germany or Switzerland.
It must have been Robler and Kurmühle who spoke for me and
saved me. I had developed a good accord with them and the two
knew very well what they are doing, trading millions of dollars
of currencies everyday for nostro account, and making money at
it. One thing I noticed was, they didn't close out their positions
over night but left them open, something American Express in
Zurich never did. In chatting with the two I learned that
Luemmerli had been hurt by remark about the Swiss Army
more than anything else, because being an epileptic he was
barred from service, a great dishonor and stigma among the
Swiss who cherish their armed forces.
Speculation into gold was one of the bank's major activities.
With all the money that poured in from America, we controlled
tons of the stuff we had bought at $35 an ounce plus 25 cents

88

89

Money. Breakdown and Breakthrough.

commission for Samuel Montagu of London and thousands of
South African gold mining stock from Grieveson Grant the
London stockbrokers. Rutschi's monthly phone bill easily
topped our rent for the building of which we now also occupied
the fourth floor. Instead of giving us middle managers loans to
buy bullion, Erdman had sat down with us and earmarked a
certain amount of kilograms for each of us and made us a copy
of the schedule. We didn't have to put any money down. The
bank was speculating for us, but of course, gold in London
served the same purpose as money in the vault to meet the
banks' liquidity requirements. I controlled several hundred
kilograms at 32.1507 troy ounces each, I forgot the exact
amount because when the time came, Luemmerli closed us all
out and reinvested the proceeds into silver.
The day was April 18 in 1968. My first son was born on the
2nd, Martin Luther King was assassinated on the 4th, and the
day I am talking about was a Friday. All week long there were
denials. The Swiss bankers asserted that gold was a poor
investment because it didn't earn interest, only cost money to
store, and that the Swiss banks would not participate in the
euphoria that had been captivating London, that they were not
assisting Americans in breaking the laws against ownership.
Erdman and the Li-boys including myself as chief of
correspondence chuckled. I was watching the eight o'clock news
on TV that particular Friday when it broke that the London
Gold Pool had closed. I jumped out of my chair a couple of feet
high. I had just earned a year's salary!
Everybody always worked on Saturdays these days until noon.
The phones rang off the hook. It was Christmas at Easter. Paul
Erdman had made a killing again while the Swiss banks had
been "too swissy" and were rubbing their noses. Big question
for Erdman everyone wanted to know: "What's next?"
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Bank anymore. Charles Salik had sold out to UCB of Los
Angeles and Paul Erdman himself was cashing in on his equity
options, calculating his profit in his newly furnished office
hours on end. Word was that he profited handsomely, very
handsomely but perhaps not in cash but value added to UCB
Los Angeles. The terms remained a secret, but the Erdmans
bought a villa in the most expensive part of town, on the
Bruderholz Mountain overlooking the city. On one of his trips
he came back with a brand new dark blue Cadillac, a monster of
a ship that Sami Kilgen would chauffeur up and down the
German autobahn if Erdman chose to land in Frankfurt rather
than Zurich. Paul Erdman was the star bucks banker every up
comer dreamed of wanting to be.
The problem with our inability to keep up with the bookkeeping
was solved by hiring ten people including a tall lean figure with
a sunken face by the last name of Fogley, our new chief
accountant. He had been trained to operate an NCR
bookkeeping machine that was writing and reading data from
magnetic stripes on the back of account cards. Problem was, if
someone took the card for photocopy and didn't return it, the
books wouldn't balance, and normally they didn't. It was a
constant battle for me to get numbers and balances from the
accountants, resulting in some customers closing their accounts
getting their money back twice, a fact that outraged Erdman
even ten years after when I mentioned it to him in San
Francisco.
I was not a CPA until nine year later but a trained banker and I
knew something at United California Bank in Basel AG was
amiss. Greatly amiss. Still the money was poring in, we were
dabbling in gold stocks, making money on commissions and
taking home rather decent salaries.

What's Next? It was around the time after the gold thing that
Paul Erdman went to the States again and came back with a
name change: United California Bank in Basel AG, not Salik

There are a couple of anecdotes that are stuck in my mind worth
telling. One occurred a day or two in April 1968 before the gold
pool closed. It the afternoon of a work day when I took a call
from someone who identified himself as a client, or a potential
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client, saying that he had just arrived at Frankfurt airport from
America with a couple of suitcases full of money and how to get
it to us for deposit on his account to invest in gold. The nerve
some Americans have, I thought, was truly astounding. I asked
what the amount was that he carried and he replied" "Four
hundred thousand dollars."
"Well," I said, "I'll purchase the gold for you right now to make
sure you don't miss the boat, okay?"
"Okay," the client answered somewhat baffled. There was
nothing illegal about if from my venue. I continued:
"You go downstairs to the train station, take the commuter train
to the main station Hauptbahnhof and then the next intercity
express to Basel, Switzerland, okay? But don't get out at the
Badische Bahnhof but continue to the second stop in Basel
which is the SBB, write that down S-B-B, and a taxi to Salik
Bank at the Äschenplatz. I'll instruct the teller stay over until
you get here."

History of Economic Crises and Bank Failures

United California Bank in Basel Aktiengellschaft meaning joint
stock company abbreviated "AG".
UCB's renown had traveled as far as Alaska, because one day a
man appeared at the bank who claimed that he was the chief
geologist, engineer or something for British Petroleum's venture
in the state where they were exploring for oil. They had struck
oil, he said in such fantastic quantities that he could make a
killing, and we with him if we went along, because it was still a
secret, nobody knew. Erdman checked with me because he
knew I had been working in the Canadian oil and gas industry in
Calgary, Alberta, for a short while. I replied, BP is a blue chip
and we should risk it. How much? I replied any amount we can
reasonably afford, at least for a week or so until the engineer
had left to give him time to return and release the news. Before
the foreigner left, I asked him:
"Out of curiosity, what is the name of the field we are talking
about?"
He replied: "Prudhoe Bay, Alaska." The rest is history.

Sure enough, at around eight o'clock in the evening, two men in
suit and tie arrived and our teller couple started counting the
bills finishing early in the next morning. A few days later the
depositors made a handsome profit.

Wealthy Americans make great bank customers. Some saw us at
Christmas giving us presents like thousand dollar gold watches,
Omega, of course, or wined and dined us for dinner. It was a
very rewarding time to be working for Paul Erdman and his

Paul Erdman had recruited the son of a wealthy private banking
family from Amsterdam, I believe his name was Louis Thole,
who had connections to the royal family of neighboring
Belgium. The Dutch banker was a professional bond trader. The
Belgian franc was said to be overvalued and the ministry of
finance had argued successfully in closed cabinet to devalue the
following Monday. As a matter of constitutional law, the king
had to be informed. This was on a Thursday. One branch of the
royals were our customers that the Dutch banker had brought
along. On Friday, as soon as the markets opened, United
California Bank began dumping Belgian francs in the foreign
exchange markets, selling them short en masse covering the
short positions during the following week after the devaluation
had taken place. The king has died. The statutes of limitation
take care of the rest which also is history. Sometimes I
wondered whether anything has changed since John Law of
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Another client, a surgeon from Cleveland, Ohio, who had a
medium size portfolio with the bank, a discretionary investment
account, wrote me a letter that accompanied another $10,000
deposit.
"I am a surgeon," he wrote, "playing in life and death everyday.
So don't worry losing my money."
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Lauriston (1671-1729), the notorious Scottish gambler and
founder of the Royal Bank of France, who first saved the French
finances under Louis XIV, then wrecked them. Most of the
famous castles along the River Loire were built with profits his
bank made for the nobility. I wonder what castles were built in
Belgium, if any.
Word got out that our bank was going to open up a branch in
Brussels, the government license was already assured. That way
the dirty millions earned in Basel could be withdrawn locally
without raising an eyebrow, I thought. Our bank was going to
be in the money laundering business right in continental Europe.
No need to travel to the Bahamas or the mosquito-infested
Cayman Islands and catch malaria. I volunteered, mentioning to
Erdman that my French was a bi sketchy, though.
“You’re fluent in English and German. Good enough. We’re not
opening a language school, just a small bank. You’ll be fine.”
A small bank by total assets that now approached a hundred
million dollars, among our clientele was a big bear of a man
with a black beard and a little bit cross-eyed, an American we
called "Yogi Bear", the most popular television cartoon creation
of TV's early years. Yogi bear was the owner of one of the most
successful franchises in the US and said to be worth several
billions of dollars. He was a regular visitor, about six feet and
half tall, dressed in worn out blue jeans, and, of course, his very
unattractive unkempt black beard. He could have bought us out
if he had come only a year earlier. The story was that the bank
made millions and millions for him, but then lost them at which
time he left us never to be heard of again.
There was another problem. Gold didn't move much. Following
the closure of the London Gold Pool, the price went up to $37
1/2 per troy ounce, then slowly towards $39, broke through $40,
and a couple months later stood at $42 1/2. All promotion and
screaming in Harry “Schoolz”' newsletter didn't help. It wasn't
until 1974 that gold finally moved up to $200, and then in
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January 1980 in a frenzy reached a high of $850 per ounce. By a
stroke of genius as he said, Luemmerli closed out our
earmarked gold positions without asking and moved us into
silver. Silver was increasing along with gold and the Swiss
began exporting their silver coins and had them melted into bars
in Southwest Germany until the Swiss Central Bank put a stop
to it and started minting coins made of nickel and copper.
In the summer of 1968, I took my young family and a friend and
his family to the Costa Brava in Spain. We had three sun filled
weeks at a seaside hotel, wining and dining spending my gains
from a quick turn-around in Red Lake Silver Mines, a Canadian
stock I bought on a tip from a broker and sold before I had to
pay for it. Settlement had come to a crawl and almost a still
stand. The New York Stock Exchange was threatening to shut
down trading if the securities firms didn't find a way to speed it
up. They did. In the spring of 1969, I left the bank to earn an
MBA at the University of Applied Science in Pforzheim,
Germany, which I thought was a sound investment to overcome
my superiority complex being surrounded by doctors at the
bank and not being taken seriously. I returned during the
summer training a couple of young fellows that had arrived
from London in the art of international banking, then went back
to school. Before I did I had a long conversation with Bernhard
Luemmerli at the bar. He had been to Ghana on a trip from our
brokers in London, Grieveson Grant. The world was running
out of cocoa. Being Swiss, from a country that made the best
chocolate in the world, he sensed opportunity. He imparted on
me a secret that I was to keep for myself:
"They showed me the cocoa storage sheds. They were empty.
Cocoa pests, fungus “witch’s broom”, swollen-root virus,"
rolling his pop eyes at me searching whether I took the bait of
new found wisdom. "You know what that means..."
"Aham," I grunted in reply.
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Sometime later I learned from friends at the bank that
Luemmerli was in Rio de Janeiro at the annual sugar
conference. When he returned, that's what he invested in. And
in a big way. I had opened up lines of credit with new
correspondent banks, but not for cocoa and sugar speculation
but for documentary letters of credit. To the correspondent
banks it must have been one of the same, a line of credit is a line
of credit, especially if it's to one of the United California Banks.
So credit we had, massive credit if we wanted. The rest I'm
afraid is also history.
Cocoa & Sugar - Next! Cocoa was first traded on the New
York Cocoa Exchange in 1925, now merged with the New York
Board of Trade (NYBOT), so are coffee, cotton, frozen
concentrated orange juice, and sugar.
"The trading of agricultural commodities represents one of
civilization’s oldest commercial activities" advertises the
exchange. "In 1847, a revolutionary change in chocolate making
brought solid eating chocolate to the marketplace in England.
This new “fondant chocolate” was smoother, quickly replacing
its coarse predecessor to become the preferred chocolate. In
1878, a second major change for chocolate came in Switzerland
when Daniel Peter developed milk chocolate. The invention of
milk chocolate further expanded the market for chocolate and
the demand for cocoa beans."
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labor issues can create great uncertainty in the supply of cocoa,
which directly affects the price."
Reading, hearing and taking in this information mesmerized
Luemmerli who had but a middle school education. Knowing
about a secret and having the means to gobble up a chunk of the
market while prices were low... It was a stunning temptation. He
ran it by Erdman who wasn't thrilled but thought it was
intriguing pending further investigation.
Neither one of the trio consisting of Erdman the economist,
Altenbach the lawyer, Luemmerli the F/X trader, had undergone
grass-roots bank training, they had no idea of effective risk
management calculating the sufficiency of margins by markingto-market. With the exception of Erdman who said he needed a
study, they looked at cocoa as just another commodity akin to
the dollar, pound sterling and the Japanese yen in the trading of
which they were proven masters. Luemmerli wasn't given to
analysis like “Schoolz” and Erdman. He was a man satisfied by
plausibility limited only by the resources under his command,
not risk. His assessment was by looking people in the eye,
reading their lips, and having a first hand look at the stuff if he
could: crops, trucks, ships, and then "go for it" with other
peoples' illicit money hidden in his bank; the usual OPM
approach of the Swiss banker.

"The eight primary cocoa producing countries are Côte d’Ivoire
(more than 40%), Ghana (about 15%); Indonesia (14%); Nigeria
(5%); Brazil (4%); Cameroon (4%); Ecuador (3%); Malaysia
(2%). Other countries produce the remaining 9%. The cocoa
produced in Ghana has long been recognized as the standard for
basic cocoa grade. Total annual world production in recent
years has been around the 3 million metric ton mark." "Cocoa
growth characteristics are much more restrictive than cotton or
sugar and are major contributors to price uncertainty. In
addition the concentration of production in two countries (Côte
d’Ivoire and Ghana) also means the social/political situation or

Risk management as mandated by the Basel Committee on
Banking Supervision (BCBS) at the BIS up the road from Salik
Bank was first studied and recommended after the Bank
Herstatt failure in Köln, Germany in June 1974. The BCBS's
Core Principles for effective banking supervision, methodology
and self-assessment did not come out until September 1977
(revised October 2006). Risk management (credit, market,
interest, liquidity, foreign exchange, operational, reputational
and so on) and internal control along with minimum capital
requirements under the Basel Two Accord are now required for
internationally active banks. Either banks have it or they lose
their license, it's that simple.
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Grieveson Grant in London knew they had a sucker. They saw
Luemmerli in person on one of their routine visits to Basel
thanking Rutschi for his business and dumped a lot of literature
on him. Luemmerli trusted Helmut Rutschi. They had worked
side by side at Bank Hoffmann in Zurich under Alfred
Altenbach, but neither of them liked the rogue, so they kept him
out. After all, the two made the money for the bank through
commissions and fees, without them the bank was dead.
Although Erdman had cooked up the schemes, was the PR man,
without Rutschi's and Luemmerli's execution he wouldn’t' have
succeeded. Luemmerli was desperate to get his hands on the
controls with something that was of his own creation.

sampled and then graded by Exchange-licensed graders and
price adjustments may be made for imperfections according to
set standards. The contract permits delivery of beans from any
country or clime including new or yet unknown growths as long
as it meets the standards concerning defects, bean count, bean
size and other basic factors. Over 40 growths are divided into
three classifications: Group A, deliverable at a premium of
$160/ton (including the main crops of Ghana, Nigeria, Ivory
Coast, among others); Group B, deliverable at a premium of
$80/ton (includes Bahia, Arriba, Venezuela, among others);
Group C, deliverable at par (includes Sanchez, Haiti, Malaysia
and all others). The Exchange designates delivery points,
licenses specific warehouses and grades cocoa for delivery
against the contract."

Rutschi had a clever idea: "May be not put all of your eggs into
one basket," he cautioned Luemmerli. "Is there another soft
commodity that you could trade in like I do. I don't trade in just
one stock, I take a couple to diversify the risk, you know that!"

But cocoa had another hitch, as the NY Board of Trade
explains:

Luemmerli quickly agreed and said there were a variety to
choose from including pork bellies, cotton, tuna and unsaturated
vegetable oil. He would look into it, he said, but in fact he knew
nothing about either except - as a man from the country - pork
bellies.
Luemmerli went back to the brochures Grieveson Grant had
dumped on him. His usual technique was so simple that the
mind was repelled and he was proud of it. Underlying
complexity is simplicity, he had learned from Erdman. Buy on
the rise and sell on the fall, the way he had done for years, and
successfully so. He started reading, and he read again. Wow this
was distinctly different:

"The production characteristics of cocoa contribute to a longterm price cycle. In other words, it is difficult to adjust supply to
demand conditions quickly. A surplus or shortage can lead to
sharp price fluctuations long before the cash market can adjust
the supply of cocoa. For this reason, the NYBOT cocoa futures
market lists contracts for trading more than 18 months out. For
example in September 2003, the Exchange was listing the July
2005 contract and trading was already taking place as far out as
the May 2005 contract."

"The cocoa futures contract (CC) listed for trading at NYBOT
calls for delivery of 10 metric tons of cocoa beans (22,046 lbs.).
The contract is priced in dollars per metric ton and the
minimum price fluctuation is one dollar per metric ton (each
point value equivalent to $10/ contract). Each lot of cocoa is

Unlike currencies used in the widest of varieties of trade or
plain speculation, managed or left alone by the all powerful
central banks who could and would intervene during currency
crises to smooth out the bumps, in the cocoa market all stops
had been pulled by nature, by unforeseeable uncontrollable
diseases, and not demand and supply except that which was
created through hedging. The finesse required was challenging.
Luemmerli was shrewd enough to sense that. It would take time
to learn. But did he have the nerve to sit down and analyze, plot
and plan what he with United California Bank credit was
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actually going into? He had gone through his due diligences by
traveling to Accra, Ghana, inspected the farms, seen the empty
storage bins, partied with the farm folks and been treated to a
young cocoa-colored lady's charms, ola!

banker it seemed. A couple of the participants tried to engage
him in amid conversation, sucking on Brazilian cigars:

Luemmerli’s journey had led him to some very remote places
full of delightful surprises. But African the hosts were even
more surprised to see a Swiss banker trying to inspect their
crops and villages in Africa, thought he was crazy and agreed to
play a number on him, leading him to inspect fields that had
already been harvested of the ripe green cocoa pods, not the red
and purple unripe pods, a distinction Luemmerli wasn’t aware
of. In Switzerland unripe apples are green, turning red when
ripe. The crop for 1969 was not a bumper crop but quite a
normal on. The storage sheds inspected by Luemmerli had been
emptied prior to his arrival to give him the illusion of a
shortage. The sheds he didn’t see were all full.

"I'm Bernie from Switzerland," Luemmerli replied.

In early February 1970, on Rutschi's advice and with Erdman's
blessing, Luemmerli left for Rio de Janeiro taking Swissair's
early morning flight to London Heathrow and a connecting
flight on Britain to Miami where he spent the night. On the
following evening he boarded a Varig 707 and got into Rio in
the morning utterly beat but full of expectation. He wasn't going
to be disappointed. The World Sugar Conference was in a plush
ocean resort on the Cocacabana. The ladies were waiting to
welcome the sugar daddies to an early Mardigras delight,
dancing through the hotel to the beat of the samba-bamba in
colorful feathers, scantily clothed wearing G-Strings.
Luemmerli was a married man in his early thirties with two kids
at home in Basel-Land, the country. He had no defenses for this
kind of an attack on his senses and with great pleasure allowed
himself be sucked right into it exclaiming: "This is life!"

"So where're you from?" was the usual approach.

"Not Bernie Cornfeld, I guess?" one plump little guy responded
with a heavy New York accent which ended the conversation.
The gist of the conference, as it turned out, was about meeting
Brazil's energy demands by converting sugar to ethanol that
could be used to supplement oil imports and shore up Brazil's
balance of payments situation. With a land area nearly the size
of the United States the opportunities were said be endless. The
technology was in place. It was a small matter of adapting
refineries to produce the right blend, no vehicle conversion was
needed. Volkswagen had set up a factory in Sao Paulo putting
out thousands of inexpensive cars ensuring a steady market for
sugar converted into ethanol. Luemmerli was captured by the
prospects and flew home to Basel armed with information to
justify the bank's participation in the sugar trade.
"I am satisfied," he boasted at the debriefing at the bank, "I am
satisfied that sugar trading is a good alternative to cocoa in the
diversification of risk, if any, based on demand that is steadily
increasing. Sugar is a great offset, to beating the Sheiks of
Arabia at their game of trying to corner the oil market."
Luemmerli laid his hands demonstrably on the file of brochures
from the Rio conference in front of him and confidently looked
around the circle for signs of approval.
"Just a minute," interrupted Erdman. "You are saying that sugar
is an alternative to oil?"

Luemmerli read the list of the participants. Most of the men, all
single it seemed, were from New York and London representing
brokerage firm, no one else from Switzerland, in fact no other

"Yes, I think so," replied Luemmerli, "because sugar is
convertible to energy. Ethanol."
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"Or to rum or other kinds of schnaps," quipped Erdman. "It'll be
more abundant now with plantations going up all over Brazil.
Shouldn't that drive the cost of land up rather than the price of
the commodity produced?"
The educated analytical Erdman had Luemmerli cornered. The
meeting was adjourned but that did not close the matter for
Luemmerli. 'I'll prove you wrong,' he said to himself. 'You think
you know everything because you’re a doctor. You’re only
talking smart. I'll show you what I can do. I'll prove it to you...'
Then he went back to his office to check the telexes that had
accumulated on his desk, took out a Brazilian cigar and let his
anger go up in smoke.
From 1960-1962 the world price for sugar was around 3 US
cents per pound, reaching a record high of 10.36 cents in
December of 1963, then tumbling down to 2 cents during 19651970. But Luemmerli had been told a secret in confidence, that
the Soviet-Union’s Nikita Khrushchev, the “Great Friend of
Cuba”, had just signed a 24.1 million ton supply contract with
Fidel Castro at an average price of 6.11 cents per pound and
Cuba, suffering under the US embargo devoid of spare parts to
maintain its machinery and equipment, wasn’t going to be able
to deliver and be forced to tap into the world market. As soon as
the world found out, Luemmerli thought, the price for sugar
would go through the roof and he could make a killing if he
acted quickly.
The price of crude oil ranged between $2.50 and $3.00 from
1948 to the end of the 1960s, too low to entice anyone in Brazil
to be serious about alternative energy. The Rio conference had
just been an excuse to escape the winter in New York, Toronto
and London for a week on the beach and an early Carnival in
Rio. The keynote speaker, an economics professor from the
University of the Rio Grande, was a crackpot and his handout
material futuristic dreams. Luemmerli was the only one who
actually believed him thirty years ahead of the times. He should
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have known, though, that in forward and futures trading, timing
is everything.
The Grand Finale of Paul Erdman’s Illustrious Bank. In the
day to day operation, taking deposits, extending credit and
managing customers' investments, bankers who are not a money
center bank tend to forget their true function of being trustees of
other peoples' money. Prudence, caution or conservatism did not
bode well with the entrepreneurial spirit of the academic gogetter Paul Erdman and his cohorts Altenbach, Rutschi and
Luemmerli. Rutschi had only been appointed recently to the
management board on recommendation of his buddy,
Luemmerli, on the basis of three year's of service rather than
merit. I was still a student at the time it happened, getting my
MBA. I learned of the events that follow by hearsay, but they've
also been covered by newspaper articles and in the literature.
Erdman was in America once again, and when he returned
saying hello to everyone with his usual "how is it going"
friendly approach, Luemmerli stared back at him somewhat
disturbed and mumbled:
"I have to talk to you, Paul."
"About what?" Erdman replied with his dislike of people trying
to mince words, but getting no answer added: "Okay, in my
office." Erdman led the way up the spiral staircase with
Luemmerli in tow then sat down at the conference table.
"What's up?"
"We have a large forward position in commodities," Luemmerli
began.
"How large?" Erdman asked.
"Quite large, Paul, quite large."
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"Get it down then," suggested Erdman.
"I'm doing it," Luemmerli continued, "working day and night."
"Come on, Bernie, gimme straight goods. You can't work at
night. They're closed. What is the problem?"
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believe their eyes. There were piles of telexes, brokerage
confirmations and debit and credit advices for cocoa and sugar
contracts without day of receipt stamps, unprocessed. Erdman
instructed Fogley to sort them out and give him the totals, then
went back to his office and poured himself a strong one.
Luemmerli had asked Robler to drive him home. The day at
UCB was in ruins as soon as it had begun.

"We have losses."
"How big?"
"Big, Paul. Big."
By now Paul was sitting at the edge of his chair looking
Luemmerli straight in the eyes and pointing the finger at him
raising his voice by a decibel. "What are you telling me? Tell
me straight. Right now!" Erdman demanded.
"Millions, millions of dollars," Luemmerli winced.
"How many millions? Two, five, ten? How many?" Erdman
shouted.
"More, more..." Luemmerli mumbled, disturbed with his head
down. Altenbach, attracted by the commotion came in.
"Come on in Alfred. Sit down and listen to this!" Erdman
commanded.
Erdman called in the accountant who stated they were making
money, not losing. Luemmerli, now on the brink of one of those
epileptic attacks couldn't be questioned anymore and laid down
on the couch as his secretary rolled up his left armsleave and
administered an injection.

Banks today have contingency plans in place to prevent a meltdown, but first and foremost they're supposed to have a
functioning system of internal control in place, beginning with
the opening of the mail, with order initiation, order processing,
order confirmation, follow-up and accounting. There must be a
clear separation between each one of the duties so that the
person initiating an order is not also the person processing and
controlling it, let alone settling it by receiving or making
payment.
Such a system was not in place, neither at UCB in 1970, nor at
Baring Brothers in Singapore two decades later where a trader
of the likes of Luemmerli, one Nick Leeson, single handedly
took down Britain's oldest and most prestigious merchant bank,
the Queen's personal bank, while his board of directors were
sipping tea. But not quite yet.
Fogley returned to Erdman a couple of hours later and gave him
the news:
"There uncovered positions at yesterday's rates show losses in
excess of $35 million."
"What about margin calls?" Erdman asked.
"What do you mean?" Fogley asked back.

While Luemmerli rested, Erdman, Altenbach and Fogley went
to Luemmerli's office and began looking for evidence. They
opened the drawer of his big mahogany desk and couldn't

"God damned, we trade on margin with stop loss orders in
place. Doesn't anybody know the simplest rules of trading

104

105

Money. Breakdown and Breakthrough.

around here?" Erdman exploded. Fogley wasn't the brightest of
them all, just and accountant.
"I'm the accountant, Sir," Fogley replied in all calmness. "I am
not the trader. Now I will do the entries and let you know,
hopefully by tomorrow morning what our exact position is."
UCB Basel, being a subsidiary of the big Los Angeles bank
with solid credit behind it, did not require margin as Erdman,
the economist, suggested, a danger as much as a blessing. Had it
still been the small Salik Bank, Luemmerli would have had to
shore up considerable down payments in the form of margin to
maintain those huge open positions, margin that would have
been wiped out quickly by the losses, stopping him dead in the
tracks but not busting the bank.
The exact events that took place are now part of the court
records if they haven't been sealed. The fair minded Swiss have
a tendency to shot things down before they get out of control. It
was said that the orderly and law- abiding Fogley insisted on
notifying the authorities. Under Germanic law, a corporation
that had lost its capital was seen as insolvent and obligated to
notify the court to make a determination. Fogley believed it was
his duty to do so. Erdman pleaded for time and got on the phone
to Frank King, the chairman of UCB in Los Angeles, giving
him the news hoping for support if not a bailout.
I was told by reliable sources that Fogley picked up the phone
and called Larry King, the chairman of United California Bank
in Los Angeles as a call of duty. UCB Los Angeles then
informed the Swiss Banking Commission at which time Alfred
Sarasin must have swung into action. Whatever happened
behind the scenes, the following morning or after, the Swiss
Banking Commission ordered United California Bank in Basel
AG closed and, of course, the news made the press. I was
shocked but not surprised when I read it.
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Frank King was not well disposed. Thirty-five millions were at
lot of money at the time. The assistance hoped for did not come
and UCB Basel remained closed. The Dutch banker with
connections to Belgian royalty committed suicide at his home. It
was rumored that he had gotten his lovely young secretary
pregnant so that his death was unrelated to the bank's failure, if
anyone wanted to believe it.
The Swiss food cooperative had a bank in Zurich called Migros
Bank. They took over the staff of UCB Basel and made it their
Basel branch. Today the premises are occupied by
Raiffeisenbank.
Following UCB Basel's closure, the speculation in the press was
unrelenting. After a week or so, undercover police showed up at
the homes of Dr. Paul Erdman, Dr. Alfred Altenbach, Dr. Beat
Schwyzer, Bernhard Luemmerli and Helmut Rutschi and took
the men into custody pending investigation known as
Untersuchungshaft.
Erdman was locked up at the century old dungeon dubbed the
Lohnhof on the hill above the center of Basel, a few blocks
away from the university where he had been a doctoral student.
No habeas corpus in Switzerland, Paul lamented and busied
himself organizing the library of the prison until eight or nine
months later the court released him release on $155,000 bail
pending trial. Erdman was broke. His old friend, Harry
“Schoolz”, whom he despised bailed him out on the assurance
that Erdman was onto a book that could become a best seller, as
it in fact did.
The European edition of the book was published in Britain
under the title "The Billion Dollar Killing" with royalties, I
would think, going to Harry to retire the loan and give him a
profit. The American edition for North America was published
under the title "The Billion Dollar Sure Thing" and there it sold
a couple hundred thousand and more after it was translated into
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several foreign languages. Reading the book gave me some
memories back. All of the Swiss bankers read it.
After the trial about two years later, Altenbach, Schwyzer and
Rutschi were found guilty by association and spent a little while
longer in jail. The case against Luemmerli was a different
matter. He also served. Paul Erdman chose not to appear and
was sentenced in absentia to 9 (nine) years imprisonment,
unheard of at the time but, following Enron, not anymore.
I thought in the strict sense of criminal liability beyond the
reasonable doubt requiring proof of intent to break the law, Paul
Erdman was innocent; some guilt here or there did not suffice.
Yes, he had parked shares in Liechtenstein, financed by the
bank to increase its capital. Yes he had been cooking the books
by failing to treat these allegedly subscribed shares as treasury
stock; but that doesn’t fail a bank. What failed it was a complete
absence of internal control – but few banks knew what that was
forty years ago let alone the bank’s auditors and Swiss Federal
Banking Commission.. In that sense the convictions of UCB
Basel’s management were their indictments. 61
The bank was failed by Luemmerli’s reckless speculation, done
in secret without proper authorization from anyone except
himself in the same manner that twenty years later Nick Leeson,
acting in a vacuum of internal control, single-handedly wrecked
Baring Brothers. History always repeats itself.
In the Swiss court of public opinion and its rainbow press
Erdman, no doubt, was guilty of losing his bank, putting
pressure on the prosecution and the court that something ought
to be done, namely to convict. Busting a bank in Switzerland is
not a laughing matter, and that was the message that Basel’s
district attorney Wunderlin (pronounced “wound-earl-in”) and
61

When I was an auditor at KMG in Munich a decade later, I was told to my
amazement that it was superfluous to audit a company’s liability side, which
is exactly were all of a bank’s activities occur, never mind the assets.
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his court gave the world. The sentences were disproportionate to
the alleged severity of the crimes or rather crimes by
association.
In any event, Paul Erdman’s sentence was unenforceable. As a
citizen of the United States, he was saved from extradition by
the U.S. Constitution.
"He should have become a writer, not a banker," said the review
in Basel’s press. In fact, now he was, having made a successful
career change with many more bestsellers to come including
"The Silver Bears" that was made into a Hollywood movie.
Paul Erdman died on April 23, 2007 on his ranch near
Healdsburg, California at the age of 74 after completing his last
novel: “The Great Game,” set in Uzbekistan to be published
post mortem ņ no doubt another bestseller.
• The Herstatt crisis of 1973 in: Germany which brought about
the foundation of the BCBS in Basel. Bank Herstatt had
incurred foreign currency trading losses of 470 million
Deutsche Mark. In one transaction the bank sold dollars in
Europe, but when bankrupt before settlement was due in New
York due to the time difference, leaving the counter parties
hanging. The foreign exchange settlement risk is now known as
“Herstatt risk”.
Responding to the cross-jurisdictional implications of the
Herstatt debacle, the G-10 countries formed a standing
committee at the Bank for International Settlement (BIS) in
Basel, Switzerland, called the Basel Committee on Banking
Supervision (BCBS). The BCBS is made up of representatives
from central banks and regulatory authorities. The Herstatt risk
was a key factor that led to the worldwide implementation of
Real Time Gross Settlement Systems (RTGS), which ensure
that payments between one bank and another are executed in
real-time and are considered final. The Continuous Linked
Settlement platform (CLS) was launched almost 30 years later
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in 2002. This payment versus payment (PVP) process enables
member banks to trade foreign currencies without assuming the
settlement risk associated with the process, whereby a
counterparty could fail before delivering their leg of the
transaction. 62
• Secondary banking or small crisis of 1973-1975. 63 An
example of banks that failed in spite of risk-weighted capital
ratios well above the 8% Basel minimum are the over 100 small
and medium-sized U.K. banks in the early 1990s. The BCBS
writes: “Before the introduction of the 1988 Basel Accord, the
Bank of England already required UK banks to maintain
minimum capital requirements. These capital ratios were set on
a bank-by-bank basis and as the small banks tended to have
relatively undiversified loan portfolios they were required to
maintain capital ratios well above 8%. In June 1991, the median
risk-weighted capital ratio of the small banks that would
subsequently fail was 26%.” 64 Rapid loan growth in the second
half of the 1980s was followed by an economic downturn in the
early 1990s that was particularly severe on the real estate
market, resulting in marked decline of banks’ asset quality and
collateral values. Followed by a withdrawal of foreign bank
deposits, particularly from the U.S. and Japan. Local authorities
withdrew their deposits from small banks. The trend was a
‘flight to quality’ enforced by the BCCI failure. The Bank of
England told the small banks to strengthen their liquidity or
reduce total assets. Three small banks were allowed to fail,
being no threat to the financial system. On 19 December 1974, a
1971 rent freeze by the Heath government was rescinded, and
the Bank of England, which had severely restricted the supply
of credit for housing in 1971, released greater funds. While
housing prices and lending recovered in 1975, inflation
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continued to rise, leading to greater economic, labor and
political problems for Britain. The Bank of England's regulatory
powers over lenders were increased in the 1979 Banking Act to
prevent a repeat of the crisis. 65
• Spain saw bank failures during 1978-1983 and early 1990s,
affecting more than 50 banks, around half the commercial banks
from spillover effects of the 1973 oil crisis. During the first half
of the 1990s several very small banks failed, and in 1993 Banesto,
then the fourth largest bank by deposits.

• The Continental Illinois Bank failure 1984. Continental
Illinois National Bank is a lesson of the pitfalls of illiquidity
that puts a big question mark on the utility of capital adequacy
requirements as a protector against bank failures. As in the
‘Small Banks Crisis’ in the UK, Continental was adequately
capitalized. Its net worth at the time of closure was over $2
billion and its resolution ended with a net gain of $200 million
to the FDIC who had closed it down in 1984. 66 In 1984,
Continental had become the seventh largest commercial bank in
the US with over $40 billion in assets. Under the McFadden
Act, national banks could not branch outside their home state,
and the branching laws of Illinois restricted all banks within the
state to a single retail office. “In name, Continental was a
national bank; in fact, it was located in downtown Chicago and
could collect retail deposits only at that location. Thus,
Continental was confined by a very narrow consumer deposit
base and had to fund its ambitious growth plan from less
reliable large institutional and overseas depositors.” 67 In early
1984, Continental faced a run by overseas institutional investors
caused by news that it was a purchaser of $1 billion energy
participation loans from the failed Penn Square Bank of
Oklahoma and had $2.3 billion non-performing Latin American
loans. The bank lost $10 billion in deposits and was borrowing
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massively from the Federal Reserve’s discount window to
maintain liquidity.” As part of the resolution, the FDIC not only
protected insured depositors, but also guaranteed uninsured
accounts over $100,000 including Continental’s bondholders.”
Continental failed because it was unable to liquidate its assets to
“satisfy fast-fleeting creditors”. In 1984 saw 79 bank failures in
addition to Continental Illinois. In 1985, 120 banks failed.
• The Japanese asset price bubble (1986-2003) was an
economic bubble characterized by rapid acceleration of real
estate and stock prices, overheated economic activity as well as
uncontrolled growth of the money supply through credit
expansion. More specifically, over-confidence and speculation
over the asset and stock prices has been closely associated with
excessive monetary easing by the Bank of Japan. By August
1990, stock prices plummeted to half the peak following
monetary tightening by Bank of Japan. 180 deposit-taking
institutions were dissolved because of non-performing loans,
inadequate market discipline and banks’ capital positions
mainly resulting from real property lending, securities trading
and contagion. (102 trillion yen, 20% of GDP)
The Japanese asset price might have been avoided if the Bank
of Japan would have curbed monetary expansion earlier. By end
of August 1987, the BOJ signaled a possible of tightening the
monetary policy but decided to delay the decision in the view of
economic uncertainty due to Black Monday, 19th October 1987,
stock crash around the world. Another alternative view of BOJ
reluctance to tighten monetary expansion was due to uncertainty
in Japanese economy. Technically, the Japanese economy had
just recovered from the brief (1985-19860 recession caused by
appreciation of Japanese Yen under the Plaza Accord. The Plaza
Accord was an agreement between the governments of France,
West Germany, Japan, the US and the UK, signed at the Plaza
Hotel in New York on 22 September 1985. to depreciate the
U.S. dollar in relation to the Japanese yen and the Deutsche
Mark by intervening in the currency markets.
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• Black Monday 1987. In August 1987 at the Dow Jones
Industrial Average peaked at 2722 points, or 44% over the
previous year's closing of 1895 points. On October 14, the DJIA
dropped 95.46 points (a then record) to 2412.70, and fell
another 58 points the next day, down over 12% from the August
25 all-time high. On Friday, October 16, when all the markets in
London were unexpectedly closed due to the Great Storm of
1987, the DJIA closed down another 108.35 points to close at
2246.74 on record volume. American Treasury Secretary James
Baker raised concerns over the falling prices. That weekend
many investors worried over their stock investments.
The crash began in Far Eastern markets the morning of October
19. Later that morning, two U.S. warships shelled an Iranian oil
platform in the Persian Gulf in response to Iran's Silkworm
missile attack on the U.S. flagged ship MV Sea Isle City.
Potential causes for the decline include program trading,
overvaluation, illiquidity, and market psychology. Economist
Dean Furbush points out that the biggest price drops occurred
when trading volume was light, 68 ruling out program trading. In
program trading, computers perform rapid stock executions
based on external inputs, such as the price of related securities.
Common strategies implemented by program trading involve an
attempt to engage in arbitrage and portfolio insurance strategies.
• 3,000 U.S. Commercial and Savings Banks Failed: The
savings & loans and banking crisis in the United States in
the 1980s and early 1990s –– suffering the highest number of
failures since the Great Depression of the 1930s. The Federal
Deposit Insurance Corporation (FDIC) resolved 1,650 insured
banks, and 1,320 failed Savings & Loans institutions (S&Ls)
were bailed out at a cost estimated by the U.S. General
Accounting Office of $370 billion, including $341 billion taken
68

Furbush, Dean (2002). :Program Trading” in David R. Henderson (ed)
Concise Encyclopedia of Economics (1st ed.). Library of Economics and
Liberty. “The precipitous price declines occurred when the normal indexarbitrage relation was most disrupted, not when index arbitrage was
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from taxpayers;69 the cost of the resolution published at the time
was $160 billion.
A savings and loan or "thrift" is a financial institution that
accepts savings deposits and makes mortgage, car and other
personal loans to individual members — a cooperative venture
known in the UK as a building society. In 1996, the U.S.
General Accounting Office estimated the total cost to be $370
billion, including $341 billion taken from taxpayers.
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effects: it meant that the fraud continued longer and
substantially increased the economic losses involved, and it
attracted "opportunistic" control who were looking for
businesses they could subvert into Ponzi schemes. 71 For
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Wikipedia, “Savings and loan crisis,” citing Black, William K. (2005).
“The Best Way to Rob a Bank is to Own One.,” Austin: Univ. of Texas
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Wikipedia, “James Keating,” writes:
Keating blamed government regulators for the failure of Lincoln
Savings and filed suit in order to regain control over the bank. The suit was
dismissed in August 1990, with the judge calling the seizure fully justified
because of the looting of the institution by Keating and his associates. By
then, Keating's legal fees were running at $1 million a month.[
In September 1990, Keating and his associates were indicted by the
State of California on 42 counts related to having duped Lincoln's customers
into buying worthless junk bonds of American Continental Corporation;
Keating went to jail when he could not post a $5 million bond. He was
convicted in December 1991 of 17 counts of fraud, racketeering and
conspiracy. Mother Teresa asked the court to show leniency to Keating, in
recognition of the considerable sums he had donated to her charitable
operations. However, in April 1992, California Superior Court Judge Lance
Ito gave Keating the maximum 10-year prison sentence, quoting Woody
Guthrie’s's line that "More people have suffered from the point of a fountain
pen than from a gun." Keating went to the medium-security Federal
Correctional Institution, Tucson to serve his time.
In May 1992, Keating's son-in-law Robert M. Wurzelbacher Jr. (married
to his daughter Elizabeth), a senior vice president of American Continental,
and chief executive of an investment firm owned by Lincoln Savings, was
also implicated, pleaded guilty to three federal fraud counts in connection
with the collapse of the Lincoln Savings and Loan Association and agreed to
testify against Keating. (In December 1993, Wurzelbacher was sentenced to
a 40-month prison term.)
In January 1993, a federal conviction followed, on 73 counts of fraud,
racketeering and conspiracy. In July 1993, Keating was given a 12½ year
sentence. The judge also ordered Keating to pay restitution of $122 million
to the government, but Keating said he was $10 million in debt and had no
assets to sell.
One case filed by the U.S. Securities and Exchange Commission was
settled in 1994: Keating claimed to be bankrupt but agreed to repay millions
should any hidden assets be discovered. A third case filed by the Resolution
Trust Corporation resulted in a summary judgment of $4.3 billion against
Keating and his wife in 1994, the largest judgment ever against a private
person. (The judgment was overturned on appeal in 1999, on grounds that
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William K. Black wrote that Paul Volcker as Chairman of the
Federal Reserve helped create a criminogenic environment for
the S&Ls in 1979 by doubling the interest rate: S&Ls made
long-term loans at fixed interest using short-term money. When
the interest rate increased, the S&Ls could not attract adequate
capital and became insolvent. Volker slammed on the monetary
brakes so hard, as Paul Erdman put it, “that the inflationary
expectations in the economy, were shocked out of the
system.” 70
Rather than admit to insolvency, some CEOs of S&Ls became
"reactive" control frauds by inventing creative accounting
strategies that turned their businesses into Ponzi schemes that
looked highly profitable, thereby attracting more investors and
growing rapidly, while actually losing money. This had two
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example, Charles Keating paid $51 million from Michael
Milken’s junk bond operation for Lincoln Savings and Loan,
which at the time had a negative net worth exceeding $100
million. 72
Binstein and Bowden’s 1993 book, Trust Me: Charles Keating
and the Missing Billions, presents Keating as a complex
individual with contradictory tendencies, and concludes: 73
“Charlie Keating built things, and, at some level that haunts
anyone who looks over his records, he thought his schemes
would work. He did not simply rob a bank. He broke a bank
Keating could not be held personally liable to the government without a
specific criminal conviction or some other decision at trial.)
Throughout his imprisonment, Keating maintained his innocence, saying
he was a “political prisoner” of the U.S. government and a scapegoat for the
largest banking scandal in the nation's history.
In April 1996, the 9th U.S. Circuit Court of Appeal in San Francisco
ruled that state trial judge Ito had mistakenly allowed the jury to convict
Keating by giving them faulty instructions as the law as regarding fraud.
Thus, the conviction was overturned. In December 1996, the same Court of
Appeals ruled that some of the jurors in the federal case might have been
influenced by their knowledge and discussion of the results of the state case,
and threw out the federal conviction. Keating was now a free man after
having spent 4½ years in prison; he later said that staying tough during his
incarceration was the thing he was proudest of that he had done.
In April 1999, on the eve of the retrial of the federal case, Keating
entered a plea agreement. He admitted to having committed four counts of
wire and bankruptcy fraud by extracting nearly $1 million from American
Continental Corp. while already anticipating the collapse that happened
weeks later. In return, the federal prosecutors dropped all other charges
against him and his son, Charles Keating III. He was sentenced to the over
four years time he had already served.
In October 2000, the U.S. Supreme Court refused to hear the
government's appeal of the overturning of the state conviction. This left
Keating without any convictions on his record of the core charge that he had
duped and defrauded investors by having them switch from insured accounts
for junk bonds. State prosecutors declined to move for a retrial, saying it
would bring no more than a six-month jail sentence and that many witnesses
had died in the interim or were in bad health. In reaction, Keating said that if
the government had left him alone, investors "would all be rich."
72
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73
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with his dreams. If he is simply a thief, why did he put the
money into deals and projects instead of into his own pocket? If
he is just a hardworking businessman simply trying to make a
profit and create jobs, why the need for jets, fancy meals, big
paychecks to his family? If he is such a devout communicant of
his faith, why did he peddle hundreds of millions of dollars'
worth of junk bonds to old people when he knew his empire was
in serious jeopardy?”
• Bank failure in Switzerland 1991. The offshore-onshore
bank haven of Switzerland is considered the safest of all
countries but was not immune to the real estate bubble caused
by bank lending during the 1980s. In October 1991 the Swiss
Federal Banking Commission closed Spark + Darlehenskasse
Thun, a regional bank with assets of 1.1 billion Swiss Francs
and depositors suffered losses, followed by a ‘regional banking
crisis”. Nearly 100 were taken over. Between 1991 and 1996
banks incurred losses of 42 billion Swiss Francs (8.5% of total
loan volume or 10% of GDP). The big banks alone wrote off
CHF 30 billion or 13% of their loan volume, but these were
covered by well-diversified portfolios and profits from other
businesses. The resolution of the ’regional banking crisis’ was
settled without government financial assistance, and that of
state-owned cantonal banks was less than 1% of taxpayers’
money. It was orderly and quick.
• 1991 India economic crisis. By 1985, India had started
having balance of payments problems. By mid-1991, with
foreign reserves nearly depleted, the Indian government
permitted a sharp depreciation that took place in two steps
within three days (1 July and 3 July 1991) against major
currencies. By the end of 1990, India experienced a serious
economic crisis. The government was close to default, its
central bank had refused new credit and foreign exchange
reserves had been reduced to such a point that India could
barely finance three weeks’ worth of imports which resulted
India to airlift its gold reserves as a pledge with the
International Monetary Fund (IMF) for a loan of $2.2 billion.
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• Sweden banking crisis of the 1990s. In 1990, Sweden’s
banks incurred large loan losses from credit, concentration and
liquidity risks following the end of strong economic growth in
the housing market and a slump in prices more than 50%
followed by a Krona depreciation of over 20% in 1992. The
Ministry of Finance, through the Bank Support Authority, ended
up bailing the banks out with 35 billion Kronas of taxpayers’
money (2.1% of GDP in 1997).
• 1991 BCCI bank failure. The Bank of Credit and
Commerce International was a major international bank
founded in 1972 by Agha Hasan Abedi (1922–1995)), a
Pakistani financier. The Bank was registered in Luxembourg
with head offices in Karachi and London. Within a decade
BCCI touched its peak. It operated in 78 countries, had over 400
branches, and had assets in excess of US $20 billion, making it
the 7th largest private bank in the world by assets. The bank
was closed in 1991 because of widespread endemic fraud to
conceal loan losses, unrecorded deposit liabilities, fictitious
loans and profits, and using depositor’s money to fund trading
activities. The fraud was uncovered by the external auditors,
Price Waterhouse and reported to the Bank of England. Eligible
depositors in the UK were compensated by the Deposit
Protection Fund. The following inquiry resulted in tightened
supervisory standards, requiring a the home country to assume
responsibility to monitor banks’ global operations, prohibit
corporate structures that impede supervision, prevent banks
from establishing a presence in suspect jurisdictions, and
improved ‘gateways’ for information-sharing among banking
supervisors.
The liquidators of BCCI, Deloitte & Touche, filed a lawsuit
against their colleagues, PriceWaterhouse and Ernst & Young –
the bank's auditors – which was settled for $175 million in
1998. A further lawsuit against UAE President Zayed II, a
major shareholder, was launched in 1999 for approximately
$400 million. BCCI creditors also instituted a $1 billion suit
118

History of Economic Crises and Bank Failures

against the Bank of England as regulatory body. After a nineyear struggle, due to the Bank's statutory immunity, the case
went to trial in January 2004. However, in November 2005,
Deloitte persuaded creditor Abu Dhabi to drop its claims against
the Bank of England, except for a claim for return of its
deposits, in that Abu Dhabi owned 77% of the bank shares at
closing, and was therefore also facing a major lawsuit. To date
liquidators have recovered about 75% of the creditors' losses. A
decade after BCCI’s liquidation, its activities were still not
completely understood. 74
• The 1994 Mexican crisis. The root causes of the crisis known
in Mexico as El error de diciembre—The Mistake of December
(or The December Mistake), are usually attributed to Salinas de
Gortari's policy decisions while in office, which ultimately
strained the nation's finances. As in prior election cycles, a preelection disposition to stimulate the economy, temporarily and
unsustainably, led to post-election economic instability. There
were concerns about the level and quality of credit extended by
banks during the preceding low-interest rate period, as well as
the standards for extending credit. 75
A week of intense currency crisis stabilized some time after US
president Bill Clinton, in concert with international
organizations, allowed financial accommodation to the Mexican
government. Loans and guarantees to Mexico totaled almost
$50 billion, with the following contributions:
x
x
x

The U.S. arranged currency swaps and loans guarantees
with a $20 billion total value.
The IMF promised an 18-month Stand-by Credit
Agreement of around US$17.7 billion.
The BIS Bank for International Settlement offered a $10
billion line of credit (with money it didn’t have, except

74

Wikipedia, “Bank of Credit and Commercie International,” note 6
(Deloitte – page not found).
75
Wikipedia, “1994 economic crisis in Mexico.”

119

Money. Breakdown and Breakthrough.

x

so called “Special Drawing Rights” that can be
discounted by central banks.
The Bank of Canada offered short term swaps of around
US$1 billion.

The Mexican "bailout" attracted criticism in the US Congress
and the press for the central role of the former Co-Chairman of
Goldman Sachs, U.S. Treasury Secretary Robert Rubin for
using a Treasury Department account under his personal control
to distribute $20 billion to bail out Mexican bonds, of which
Goldman was a key distributor. In late 1995, Patrick Buchanan
wrote "[n]ewly installed President Ernesto Zedillo said he
needed the cash to pay off bonds held by Citibank and Goldman
Sachs, lest the New World Order come crashing down around
the ears of its panicked acolytes."
Professor Hannibal Travis of Florida International University’s
College of Law, writes that Robert Rubin, the "former manager
of $5 billion in Mexican investments at Goldman Sachs, became
U.S. Secretary of the Treasury and lobbied for legislation that
forced U.S. taxpayers to contribute in excess of $20 billion to
bail out [U.S. banks as] investors in Mexican securities, in a
form of 'corporate socialism'". 76
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Stabilization Fund, money the Treasury has in reserve for
currency interventions. In his biography Rubin wrote that this
was the "largest nonmilitary international commitment by the
U.S. government since the Marshall Plan." Success also
required IMF support and the willingness of Mexico to institute
economic reform." 77
• Baring Brothers & Company was the oldest merchant bank
in London founded in 1762 with £10,000. “Sir Francis Baring,
the grandson of a Lutheran pastor from Bremen 78 , Germany,
once boasted that he made his fortune as a slave dealer while
only 16 years old.” 79 In 1802, BB&Co. helped finance the
Louisiana Purchase, despite the fact that Britain was at war with
France, and the sale had the effect of financing Napoleon’s war
effort. 80 Barings is said to have been the personal bank of Her
77

Hannibal Travis, 2007. “Of Blogs, eBooks, and Broadban Access to
Digital Media as a First Amendment Right”. Hofstra Law Review 35

Robert Lenzer, Forbes Staff. “Robert Rubin on Surviving the 1990s.”
Forbes Written a Boo? http://archive.is/GUgIp retrieved 2013-10-02.
78
“Francis was the son of Johann or John Baring, who came from Bremen
to Exeter to learn the wool and linen trade. His family, originally from
Groningen in Friesland, had produced a solid line of pastors, civil servants
and professors (`The Barings were not Jews,' is the unforgettable first
sentence of Ziegler's family history).” Stephen Fay. The Collapse of Baring.
W.W. Norton & Company, Inc.
79
“The risky and long-term nature of transatlantic slave trading meant that
new banking houses were needed to offer credit to people trading in slaves.
One bank that provided this service was run by Alexander and David Barclay
and Barclays Bank still carries their name today. Another bank which rose
from the profits of loaning credit to slavers was Barings Bank, whose
founder Sir Francis Baring, claimed to have made his fortune as a slave
dealer while only 16-years old. The Bank of England also featured heavily in
the slave trade. As a result of their financial power, it soon became very easy
for the slave traders and plantation owners to influence parliament directly.”
“The financial involvement of the Royal family and the country's aristocracy
were central to the growth of Britain's slave trade and the slaving company
known as the Royal Adventurers into Africa (1660) counted King Charles II
as a backer.” Slave Routes. Breaking the Silence.
http://www.antislavery.org/breakingthesilence/slave_routes/slave_routes_uni
tedkingdom.shtml visited on 30 April 2007.
80
The payment for the purchase was made in US bonds, which Napoleon
sold to Barings at a discount of 87 1/2 per each $100. As a result, Napoleon
received only $8,831,250 in cash for Louisiana. the company established ties
with King George V, beginning a close relationship with the British
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The United States' assistance was provided via the Treasury's
Exchange Stabilization Fund. This was controversial, as
President Bill Clinton tried and failed to pass the Mexican
Stabilization Act through Congress. However, use of the ESF
allowed the provision of funds without the approval of the
legislative branch. By the end of the crisis, the U.S. actually had
made a $500 million profit on the loans. According to Forbes
journalist, and a former student of Rubin, in his review of
Rubin's autobiography, argued that he was simply using his
skills to defuse potential catastrophes. "Congress was reluctant
to guarantee loans for Mexico in 1995, so Rubin dared to
unilaterally draw down $20 billion from the Exchange
76
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Majesty the Queen. 81 Barings had a long and storied history and
had to be bailed out by the governor of the Bank of England
during the Panic of 1890. With two main operating companies:
Barings Asset Management, and Barings Securities Limited
incorporated in the Cayman Islands with head office in London.
The failure of Barings Futures Singapore (BFS), a subsidiary of
Barings Securities, was caused by a lack of a system of internal
control and audit processes: the fraud of its head trader,
Nicholas W. Leeson who claimed to be arbitraging between
derivatives markets in Singapore and Osaka. As in the small
$35 million United California Bank of Basel failure on 1972,
the trader controlled both the trading and the documentation of
these trades and “was able to disguise the growing position he
was taking by having an important account excluded from daily
management reports and by fixing, through fraudulent entries,
this account to be zero on month-ends. He also falsified reports
to SIMEX in order to reduce the required margin calls. The
management structure at BFS was both complicated and at
times uncoordinated. Different strands of management believed
that each other were in charge of, and monitoring, Nick
Leeson’s activities. There was a failure of internal controls to
detect these problems and, as such, the fraud continued and
multiplied as Leeson took increasingly risky positions in an
attempt to cover up losses made on previous transactions.”
The losses uncovered in February 1995 amounted to $1.4
billion, three times as large as Barings’s capital. Barings
requested support from the Bank of England with the winding
down of Leeson’s activities. The amount the losses was not
known immediately because (1) Leeson had tampered with the
accounting records so that the financial statements were
unreliable and (2) the positions, if known, could not be closed
out until trading started again in Japan on Monday (Sunday
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evening UK time). “Private and public sector bankers involved
in the winding down of Barings expected the Nikkei would fall
between 5% and 10% when Barings’ (very large) positions
became known.” The Bank of England’s response had to be
reached by the time trading started, as insolvent institutions
were barred from trading. The Bank of England, “Light
Brigade” 82 , decided that Baring’s failure was an isolated case of
fraud by one individual, so that the threat of contagion in the
UK financial system was not large enough to justify the
commitment of public funds. The bank therefore invited private
parties within a potential interest to see Barings continue as a
going concern to provide liquidity and/or purchasing Barings,
but no one forthcoming, the bank “made public its willingness
to provide adequate liquidity to the UK banking system.” 83
Barings was eventually sold to the ING Groep N.V. (Naamloze
Vennootschap), the public corporation of a bank/insurance
group of the Netherlands for the token sum of £1 (or a cup of
coffee at Starbucks) along with assumption of all of Barings
liabilities and providing new cash at a cost of £660 million or
$1.6 billion. ING beat out a rival bid from Smith Barney, the
New York investment firm, and ABN-Amro, another Dutch
banking company. Barings reopened for business on March 10,
1995. 84
• The Asian Financial Crisis of 1997. The Asian financial
crisis that gripped much of Asia beginning in July 1997, and
raised fears of a worldwide economic meltdown due to financial
contagion.
82

monarchy that would endure until Barings' collapse. Wikepedia. The Free
Encyclopedia, Barings Bank, at http://en.wikipedia.org/wiki/Barings_Bank
visited 30 April 2007
81
Nick Leeson’s website. http://www.nickleeson.com/ visited 30 April 2007

“The regulators in Singapore were overly protective of the local
institutions and employees, and the Bank of England's handling of the
Barings collapse is best thought of as the financial equivalent of the charge
of the Light Brigade.” Diana B. Hendriques. One Man can Make a
Difference. Book Review of Stephen Fay’s The Collapse of Bearings. The
New York Times. February 16, 1999.
83
Basel Committee on Banking Supervision, supra, p. 54.
84
The New York Times, February 10, 1995.
http://topics.nytimes.com/top/news/business/companies/ing_groep_nv/index.
html?s=oldest& visited 1st May 2007
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The crisis started in Thailand (well known by the Thais as
њѧдїшшҖєѕѼѥдѫҖк, literally translated as Tom Yam Kung crisis,
taking the name of the popular Thai soup). The Thai bath had
been pegged. On the strength of the fixed arrangement,
Thailand’s expanding economy borrowed heavily in US dollars,
the exchange risk being borne by the central bank of Thailand,
but when foreign lenders began to withdraw their funds, the
central bank ran out of foreign reserves and in July 1997,
abandoned the peg, driving the exchange rate for the one US
dollar from 25 baht to 54 baht before it settled in the 40s for
several years and has not strengthened in 2008 hovering around
30 baht to the US dollar.
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Taiwan proved relatively insulated from the shock, but both
suffered serious hits in passing, the former more so due to its
size and geographical location between Malaysia and Indonesia.
By 1999, however, analysts saw signs that the economies of
Asia were recovering. Thailand’s prime minister Thaksin
Shinawatra, as he then was, took great pride in announcing in
mid-2008 that his country had retired the IMF’s $20 billion
bailout ahead of schedule to get rid of its dictates which
included pressure to change the law in order to allow foreigners
to own land. Thailand remained hostile, but keeps it status as
number one tourist and retirement destination. 85 (See “Essential
Guide of Living and Retiring in Thailand.” 86 )
The Asian Financial Crisis of 1997 teaches bankers and
regulators a lesson, if they wish to read and think, namely that
quality of assets and capital are not as relevant (as they believe
and regulate) to the survival of a quasi-book-money-creating
commercial bank; and that’s what they all are — private mints
coining tolerated counterfeit. The following is a passage from
my book (2010), “Snap into a Slim Accounting-Finance and
85

Thai baht / US dollar exchange rates from the Asian financial crisis of 1997
to the present year 2013.

As the 1997 crisis spread, most of Southeast Asia and Japan saw
slumping currencies, devalued stock markets and other asset
prices, and a precipitous rise in private debt.
Although most of the governments of Asia had seemingly sound
fiscal policies, the IMF stepped in to initiate a $40 billion
program to stabilize the currencies of South Korea, Thailand,
and Indonesia, economies particularly hard hit by the crisis. The
efforts to stem a global economic crisis did little to stabilize the
domestic situation in Indonesia, however. Only Singapore and
124

“Making one of his proudest radio broadcasts to the nation, Mr. Thaksin
revealed that the IMF board of management had sent a letter to Thailand
congratulating it on the early repayment, and praising the government’s
economic strategies and the expert handling of fiscal policies by the BOT
[Bank of Thailand], which had served to strengthen the economy.
The letter said that the prime minister and his economic team were worthy
of praise due to the impressive progress that they had made, he said.
“Thailand will continue to have a good relationship with the IMF, but no
longer in the status of a debtor. We must work to solve problems, and to
study economic figures, looking at indicators of strengths, weaknesses, and
dangerous situations. We must also keep an eye on global changes, and act
promptly to solve these situations”, he said.
The prime minister pledged that: “This government will lay down a strong
system, to ensure that we do not become indebted to the IMF again in the
future….
The prime minister said that with the final loan repayment, Thailand’s
foreign debts had been slashed from USD79 billion to only USD53 billion.
(IMF praises Thailand for early loan repayment.” Asian Tribune, Sun, 200308-03 05:00 — admin (TNA).
86
Michael Schemmann. 2012. “Essential Guide for Living and Retiring in
Thailand. Edition 2013.” ISBN 978-1480241411.
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Banking MBA.” 87 See also “European Banking Authority's
Stress Teasing. The fallacy of capital adequacy requirements for
commercial banks” by Michael Schemmann (2011).88
Another more recent example of the un-importance of a bank’s
assets to its functionality was the Asian Financial Crisis of 1997
in Thailand. Before 1997, the national currency, the Thai Baht,
was fixed at 25 THB/USD, effectively protecting Thai borrowers
of hard currency from the inherent foreign exchange risk until the
Bank of Thailand ran out of dollars to support the fix following an
exodus of foreign investment from Thailand, and the Minister of
Finance abandoned the peg. The Thai Baht lost half of its foreign
exchange value, doubling the loan liabilities of Thai borrowers,
causing bankruptcies en masse, driving the economy into a
tailspin.
One the one hand, almost overnight, half of the Thai banks’
assets became worthless non-performing loans (NPLs). On the
other hands, depositors of the large banks did not loose their
money, money which in light of the recession had a higher local
purchasing power. Banking supervisors could not close down a
bank for contagious reasons, or the nation would have lost its
banking system, so they basically ignored the debacle and willynilly allowed the banks to continue operating.
The new low value of the national currency attracted foreign
investment and production orders for export and droves of foreign
tourists. Meanwhile, the Thai Baht recovered and strengthened in
terms of US dollars. Since 2007, the Thai Baht stands firm at 32
THB/USD threatening Thailand’s export competitiveness.
Attempts by the Bank of Thailand to stem the influx of foreign
funds to prevent the Baht from appreciating have been
unsuccessful. And still, the NPLs are on the banks’ books
effectively wiping out their capital, although gradually less and
less as the banks outgrow them.
In December 2003, total assets of the 13 Thai commercial
banks stood at the equivalent of about USD 145 billion (at the
historic rate of 42 THB/USD). NPLs amounted to USD 14

billions. In 2004, bank equity amounted to USD 10 billion. 89
Thailand's commercial bank's equity capital was negative by $4
billion. Were the Thai banks bankrupt? From an international
bank-regulatory point of view: yes. Were the Thai banks illiquid:
No.

• The 1998 Russian financial crisis. Declining productivity, an
artificially high fixed exchange rates between the ruble and
foreign currencies to avoid public turmoil, and a chronic fiscal
deficit were the reasons that led to the crisis. Two external
shocks, the Asian financial crisis that had begun in 1997 and the
following declines in demand for (and thus price of) crude oil
and nonferrous metals, severely impacted Russian foreign
exchange reserves. When the East Asian financial crisis broke
out in 1997, prices for Russia's two most valuable sources of
capital flows, energy and metals, plummeted. Given Russia’s
fragile economy, the rapid decline in the value of those two
capital sources resulted in an economic chaos in the country
where GDP per capita fell, unemployment soared, and global
investors liquidated their Russian assets. On 17 August 1998,
the Russian government devalued the ruble, defaulted on
domestic debt, and declared a moratorium on payment to
foreign creditors. On that day the Russian government and the
Central Bank of Russia issued a "Joint Statement" announcing,
in essence, that:
1. the ruble/dollar trading band would expand from 5.3–7.1
RUR/USD to 6.0–9.5 RUR/USD;
2. Russia's ruble-denominated debt would be restructured in a
manner to be announced at a later date; and, to prevent mass
Russian bank default,
3. a temporary 90-day moratorium would be imposed on the
payment of some bank obligations, including certain debts
and forward currency contracts.

87

Michael Schemmann. 2010. “Snap Into a Slim Accounting-Finance and
Banking MBA.” Nakhon Ratchasima: ThaiSusnet Publications, ISBN 9781453851234.
88
IICPA Publications, ISB 978-1463729905.

Research Department. Bangkok Bank. Commercial Banks in Thailand 2004.
Bangkok: Bangkok Bank PCL, 2004 (Source: Bank of Thailand).
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The ruble was redenominated on 1 January 1998, with one new
ruble equaling 1000 old rubles. The redenomination was a
purely psychological. The ruble lost 70% of its value against the
U.S. dollar in the six months following the financial crisis and is
currently trading at 32 rubles to the US dollar. Russia recovered
from the August 1998 financial crash with surprising speed as
world oil prices rapidly rose during 1999–2000 and Russia ran a
large trade surplus in 1999 and 2000. Domestic industries, such
as food processing, benefited from the devaluation, which
caused a steep increase in the prices of imported goods
• The Argentine crisis 1999-2002. Timeline of Argentina’s
road to ruin and recovery 1999-2002: 90 • Mid-1999: Recession
hits Argentina as a spill-over from the Brazilian crisis. State
workers take to the streets demanding back pay from the
provincial
government.
• October 2000: With recession dragging on, interest rates high,
and Argentina's debt reaching 50 percent of GDP.
• November 2000: A political split in the government sends
capital fleeing and interest rates soaring
• December 2000: The IMF approves an emergency rescue
package that includes $14 billion in IMF loans plus $6 billion
more from other official lenders
• February 2001: Argentine markets begin to slide anew as
evidence suggests that the government will not fulfill the IMF's
targets
• May 2001: A "mega-swap" of Argentine bonds aimed at
giving the country breathing space to resume growth by
stretching out the government's principal and interest payments
is concluded, with nearly $30 billion worth of bonds exchanged.
• June-July 2001: Markets continue to slide, and Argentina turns
again to the IMF for help.
• August 2001: IMF, under Horst Köhler's management,
approves an $8 billion increase in its loan package for
Argentina, including a vague proposal for some of the money to
90

:Timeline: Argentina's Road to Ruin,” The Washington Post extract from
“Argentina Didn’t Fall on Its Own,” August 3, 2003.
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go toward restructuring the country's debt, but markets resume
their decline soon thereafter.
• October 2001: Top bankers meeting in New York conclude
that the country must restructure.
• November 2001: The government announces a partial debt
restructuring plan.
• December 2001: To halt a flight of deposits from the banking
system, bank deposit withdrawals are restricted, and the IMF
announces that it does not intend to disburse a $1.3 billion loan
installment. Riots ensue and political chaos envelops Argentina
as a succession of presidents assume office briefly.
• January 2002: The government of President Eduardo Duhalde
announces a formal default on the debt and ends the peso
convertibility system. Argentina's economy contracts by 11
percent, unemployment soars above 20 percent.
Argentina’s periodic spasms have racked the country every 10
years or so going back to the 1930s. “A good way to think about
Argentina is that it is an immigrant society, very much like the
US, except that the dominating culture emerging from the
melting pot was Italian. This is why Argentines tend to be
famous for their dark good looks, vibrant culture, and excellent
food. Unfortunately, they also inherited "Italian style" politics. I
think that's a useful context for understanding the consistent
dysfunctioning of the Argentine government.” “The current
[2013] Argentine government is dominated by true believers –
young people who have that idealistic notion of equality for all,
and who believe that government mandates can fix anything
that ails. They are hardcore socialists, leaning towards
communism. But, as is the case in the United States, they really
don't know what they are doing and so pursue policies that are
incredibly shortsighted. They are uninformed as far as history
and economics are concerned and blunder from one harebrained
policy to another. There is literally nothing that they will not
try.” 91 .
91

David Galland, “Lessons from Economic Crises in Argentina,” Casey
Research, June 5, 2013 at caseyresearch.com retrieved 2013-10-04.
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“More than a decade after Argentina's epic financial collapse of
2001-02, many investors are rushing for the door once again.
From big Chinese and Brazilian companies like miner Vale do
Rio Doce SA, to small-business owners and savers, the fear of a
new crisis has led to canceled investments and suitcases of cash
leaving the country.” (Buenos Aires, Reuters, 13 June 2013).

THE GLOBAL FINANCIAL CRISIS

• UBS Switzerland $60 billion bailout 2008. Warren Giles October 16, 2008: “UBS AG [Union Bank of Switzerland],
Switzerland’s biggest bank, was forced into a $59.2 billion
government bailout after piling up the biggest losses of any
European lender from the global credit crisis. UBS will get a 6
billion Swiss francs ($5.2 billion) capital injection from the
government to help it set up a fund for as much as $60 billion of
toxic assets that will be supported by the central bank, the
government said in a statement from the capital Bern. Credit
Suisse Group AG [Swiss Credit Bank] raised 10 billion francs
from private investors including the Qatar Investment Authority
and announced a third-quarter loss, it said today from Zurich.
“

BBC NEWS, Thursday, 9 August 2007, 13:19 GMT 14:19 UK
http://news.bbc.co.uk/2/hi/business/6938425.stm

The financial crisis of 2007–2009, also known as the Global
Financial Crisis and 2008 financial crisis, manifested as a
“liquidity crisis” dated from 9th August 2007 when BNP Paribas
suspended three investment funds citing problems with
valuations of US sub-prime mortgages.

ECB moves to help banking sector
The European Central
Bank (ECB) has pumped
95bn euros (£63bn) into
the eurozone banking
market to allay fears
about a sub-prime credit
crunch.
The ECB made the money
BNP Paribas is one of several
available in the form of
banks to suffer from sub-prime
loans, an offer taken up by
woes
49 banks and other financial
institutions.
This came after French bank BNP Paribas suspended three
investment funds worth 2bn euros (£1.35bn), citing problems in
the US sub-prime mortgage sector.
It said it was "impossible to value certain assets" in an uncertain
market.
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Confidence measure

Bank losses

US lenders have suffered a sharp rise in defaults on higher-risk
mortgages and it is feared that the financial repercussions of this
slump could soon spread to Europe.

Also on Thursday, Dutch bank NIBC announced losses of 137m
euros from asset-backed securities in the first half of this year.

The ECB described the move as a "fine-tuning operation" for
the banking market, but it represents the bank's single largest
intervention in the banking sector since the immediate aftermath
of the 9/11 attacks on the US in 2001.
"The longer-term fear is that these liquidity issues could spill
into the wider economy," Ciaran O'Hagan, a Societe Generale
analyst, told Dow Jones Newswires.
"The prompt intervention of central banks puts off the day of
reckoning."
The three funds BNP Paribas has suspended are Parvest
Dynamic ABS, BNP Paribas ABS
Euribor and BNP Paribas ABS Eonia. BNP Paribas said the
valuation of the suspended funds would resume "as soon as
liquidity returns to the market". Other banks have also
suspended funds with sub-prime investments.
"The complete evaporation of liquidity in certain market
segments of the US securitization market has made it
impossible to value certain assets fairly regardless of their
quality or credit rating,"' BNP Paribas said in the statement.
Defaults on the loans, which are aimed at those on low incomes
or with a poor credit rating, have risen as interest rates charged
on the loans have risen.
News of the move sent BNP Paribas shares down some 4.5% in
Paris.
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The bank said "severe instability in the US credit fixed income
markets" had been a factor behind the fall.
In June, US bank Bear Stearns had to spend $1.6bn to bail out
two hedge funds, which had a strong focus on sub-prime loans.
The bank had invested heavily on securities that were backed by
sub-prime mortgages.
Many causes for the financial crisis have been suggested, with
varying weight assigned by experts (see Speech by Ben
Bernanke, Chairman of the Federal Reserve below). The U.S.
Senate's Levin-Coburn Report asserted that the crisis was the
result of "high risk, complex financial products; undisclosed
conflicts of interest; the failure of regulators, the credit rating
agencies, and the market itself to rein in the excesses of Wall
Street". 92 The 1999 repeal of the Glass-Steagall Act effectively
removed the separation between investment banks and
depository institutions in the United States. Critics argued that
credit rating agencies and investors failed to accurately price the
risk involved with mortages-related financial products, and that
governments did not adjust their regulatory practices to address
21st-century financial markets.93
Spreading Disease
“Fed and Treasury officials have identified the disease. It's
called deleveraging, or the unwinding of debt. During the credit
boom, financial institutions and American households took on
92

“Wall Street and the Financial Crisis: Anatomy of a Financial Collapse.”
Washington: Permanent Subcommittee on Investigations, 13 April 2011.
93
G-20’s “Declaration of the Summit on Financial Markets and the World
Economy,” November 2008.
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too much debt. Between 2002 and 2006, household borrowing
grew at an average annual rate of 11%, far outpacing overall
economic growth. Borrowing by financial institutions grew by a
10% annualized rate. Now many of those borrowers can't pay
back the loans, a problem that is exacerbated by the collapse in
housing prices. They need to reduce their dependence on
borrowed money, a painful and drawn-out process that can
choke off credit and economic growth.
“The U.S. financial system
resembles a patient in intensive
care. The body is trying to fight
off a disease that is spreading,
and as it does so, the body
convulses, settles for a time and
then convulses again. The illness
seems to be overwhelming the
self-healing
tendencies
of
markets. The doctors in charge
are resorting to ever-more
invasive treatment, and are now
experimenting with remedies that
have never before been applied.
Fed Chairman Bernanke and
Henry Paulson, US Treasury
Treasury Secretary Henry M.
Secretary (2006-2009)
Paulson, walking into a hastily
arranged meeting with congressional leaders Tuesday night [16
September 2008, the day after Lehman Bros. collapsed] to brief
them on the government's unprecedented rescue of AIG, looked
like exhausted surgeons delivering grim news to the family.
“Fed and Treasury officials have identified the disease. It's
called deleveraging, or the unwinding of debt. During the credit
boom, financial institutions and American households took on
too much debt. Between 2002 and 2006, household borrowing
grew at an average annual rate of 11%, far outpacing overall
economic growth. Borrowing by financial institutions grew by a
10% annualized rate. Now many of those borrowers can't pay
134
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back the loans, a problem that is exacerbated by the collapse in
housing prices. They need to reduce their dependence on
borrowed money, a painful and drawn-out process that can
choke off credit and economic growth. .” (John Hilsenrath,
Serena Ng and Damian Paletta, “Worst Crisis Since ‘30s, With
No End Yet in Sight,” The Wall Street Journal, 18 September
2008.)

The Wall Street Journal-Europe, 08 OCT 2008, p.36

Ben Bernanke and Mervyn King, both professors of economics
in the United States, and in Britain, respectively, are/were the
major players along with the ECB’s Jean-Claude Trichet, a
French bureaucrat without a foundation in economics but quite
pragmatic. The IMF’s Dominique Strauss-Kahn, once an active
member of the Union of Communist Students, graduated of top
business school HEC, and member of parliament, played a
supporting role as guarantor — “money” as such the IMF does
not have.
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Four Questions — Excerpts from a speech by Federal Reserve
Chairman Ben S. Bernanke at Morehouse College, 14 April
2009. 94
The financial crisis, the worst since the
Great Depression, has severely
affected the cost and availability of
credit to both households and
businesses. Credit is the lifeblood of
market economies, and the damage to
our economy resulting from the
constraints on the flow of credit has
already been extensive. With recent
job losses exceeding half a million per
month, this year's college graduates
are facing the toughest labor market in
25 years.
Photo: Ben S. Bernanke, Chairman of the Federal Reserve since 2006,
official portrait

In the communities in which you and I grew up, many families
are trying to cope with lost employment and depleted savings or
are facing foreclosure on their homes. Firms have shut factories
and cancelled construction projects. States and municipalities are
scrambling to find the funding to provide critical services.
[Emphasis added.]
How Did We Get Here?
At the most basic level, the role of banks and other financial
institutions is to take the savings generated by households and
businesses and put them to use by making loans and investments.
For example, financial institutions use the funds they receive from
savers to provide loans that help families buy homes or allow
businesses to finance inventories and payrolls. [Emphasis added.]
Importantly, in our global financial system, saving need not be
generated in the country in which it is put to work but can
come from foreign as well as domestic sources. In the past 10 to
94

Speech held at Morehouse College, Atlanta, 14 April 2009 at
http://www.federalreserve.gov/newsevents/speech/bernanke20090414a.htm
retrieved 2013-10-04.
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15 years, the United States and some other industrial countries
have been the recipients of a great deal of foreign saving. Much
of this foreign saving came from fast-growing emerging market
countries in Asia and other places where consumption has lagged
behind rising incomes, as well as from oil-exporting nations that
could not profitably invest all their revenue at home and thus
looked abroad for investment opportunities. Indeed, the net inflow
of foreign saving to the United States, which was about 1-1/2
percent of our national output in 1995, reached about 6 percent of
national output in 2006, an amount equal to about $825 billion in
today's dollars.
Saving inflows from abroad can be beneficial if the country that
receives those inflows invests them well. Unfortunately, that was
not always the case in the United States and some other countries.
Financial institutions reacted to the surplus of available funds by
competing aggressively for borrowers, and, in the years leading
up to the crisis, credit to both households and businesses became
relatively cheap and easy to obtain. One important consequence
was a housing boom in the United States, a boom that was fueled
in large part by a rapid expansion of mortgage lending.
Unfortunately, much of this lending was poorly done, involving,
for example, little or no down payment by the borrower or
insufficient consideration by the lender of the borrower's ability to
make the monthly payments. [Emphasis added.]
Mortgage markets were not the only ones caught up in the credit
boom. The large flows of global saving into the United States
drove down the returns available on many traditional long-term
investments, such as Treasury bonds, leading investors to search
for alternatives. To satisfy the enormous demand for
investments both perceived as safe and promising higher returns,
the financial industry designed securities that combined many
individual loans in complex, hard-to-understand ways. These new
securities later proved to involve substantial risks—risks that
neither the investors nor the firms that designed the securities
adequately understood at the outset.
The credit boom began to unravel in early 2007 when problems
surfaced with subprime mortgages--mortgages offered to lesscreditworthy borrowers—and house prices in parts of the country
began to fall. Mortgage delinquencies and defaults rose, and the
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downturn in house prices intensified, trends that continue today.
Investors, stunned by losses on assets they had believed to be
safe, began to pull back from a wide range of credit markets, and
financial institutions--reeling from severe losses on mortgages
and other loans—cut back their lending.
What Is the Fed Doing to Address the Situation?
The Fed's mandate from the Congress is to promote maximum
sustainable employment and stable prices. In addition, the Fed is
expected to contribute to financial stability by acting to contain
financial disruptions and prevent their spread outside of the
financial sector. Thus, we have been serving as a first responder
to the crisis.
The Fed's basic policy tool for influencing economic activity and
inflation is its ability to control very short-term interest rates—
specifically, the federal funds rate, which is the rate that banks
pay each other for overnight loans. Lower interest rates can be
used to stimulate private-sector borrowing and spending at times
like the present when the economy is suffering from a lack of
demand. In September 2007, shortly after the turbulence in
financial markets began and signs of economic weakness started
to appear, the Federal Open Market Committee (FOMC), the
body that determines the Federal Reserve's monetary policy,
began to aggressively reduce the federal funds rate. By the spring
of 2008, we had cut that interest rate from 5-1/4 percent to 2
percent, a highly proactive policy that helped to cushion the
economy from some of the effects of the financial turmoil. But, as
I mentioned a moment ago, the intensification of the financial
crisis in the fall of 2008 led to a further significant deterioration in
the economic outlook. The FOMC responded with additional
interest rate cuts, and since December, our policy interest rate has
been essentially zero. In addition, the FOMC has made clear that
it expects economic conditions to warrant holding the federal
funds rate low for an extended period.
We have taken a wide range of actions to help restore the flow of
credit, of which I will only mention a few of the most important.
One set of actions involves making short-term loans to banks and
other financial institutions. Banks and other financial
intermediaries normally make longer-term commitments—such
as residential mortgages and business loans—yet rely on funding

138

The Global Financial Crisis

that may be relatively short-term, such as customer deposits that
can be withdrawn at any time. To have the confidence to commit
to longer-term loans and investments, banks must be sure that
they will have ample access to funding when necessary. To give
this assurance to banks, the Federal Reserve has made clear that it
will provide short-term credit to sound financial institutions as
needed. Indeed, serving as a lender of last resort to financial
institutions is a method that central banks have used for centuries
to try to calm financial crises.
A second strategy the Fed has employed is to use targeted
lending to help free up critical credit markets outside of the
banking system. A good example of targeted lending is our efforts
in the commercial paper market. Commercial paper is a form of
short-term debt issued by a variety of businesses to finance their
operations; paychecks and payments to suppliers can depend on
it. Among the largest investors in commercial paper are money
market mutual funds. At the peak of the crisis last fall, many
people who had invested in money market mutual funds lost
confidence in those funds and withdrew their money; this loss of
funding forced money market mutual funds to reduce their own
investments, which in turn caused serious problems in the
commercial paper market.
More recently, the Federal Reserve has also initiated a lending
program, with the cooperation of the Treasury, designed to free
up the flow of credit to households and small businesses. Among
the forms of credit on which the program is currently focused are
auto loans, credit card loans, student loans, and loans guaranteed
by the Small Business Administration. We are currently
reviewing other types of credit for possible inclusion in this
program. In all cases, we will be taking the appropriate measures
to minimize the risk of loss to the Federal Reserve.
Restoring stability to the market for housing and home mortgages
has been a particular area of concern. To address this problem, the
Fed has employed a third type of policy tool--namely, buying
securities in the open market. The FOMC has approved purchases
of well over $1 trillion this year of mortgage-related securities
guaranteed by the government-sponsored mortgage companies,
Fannie Mae and Freddie Mac.
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Does the Fed's Aggressive Response Risk Inflation Down the
Road?

1930s-style global financial and economic meltdown, with
catastrophic implications for production, incomes, and jobs.

We have a number of effective tools that will allow us to drain
excess liquidity and begin to raise rates at the appropriate time;
that said, unwinding or scaling down some of our special lending
programs will almost certainly have to be part of our strategy for
reducing policy stimulus once the recovery is under way.

Second, the AIG experience demonstrates that federal regulators
urgently need a new set of procedures for dealing with a complex,
systemically important financial institution on the brink of failure.
Such rules already exists for banks: If a bank approaches
insolvency, the FDIC is empowered to intervene as needed to
protect depositors, sell the bank's assets, and take any necessary
steps to prevent broader consequences to the financial system.

Why Did the Fed and the Treasury Act to Prevent the Bankruptcy
of Some Major Financial Firms? Why did the Fed and the
Treasury act to prevent the bankruptcy of some major financial
firms, such as the investment bank Bear Stearns and the
insurance company American International Group, or AIG?
As a general rule, my strong preference is that any firm that
cannot meet its obligations should bear the consequences of the
marketplace. But recent circumstances have been truly
extraordinary. Consider the situation on September 16 of last
year, when the insurance conglomerate AIG faced pressures that
threatened to force it imminently into bankruptcy. At that time,
the strains in the global financial system were unprecedented and
extreme, and the confidence of financial market participants in the
system was rapidly eroding. The investment bank Lehman
Brothers had filed for bankruptcy the day before, and the
mortgage giants Fannie Mae and Freddie Mac, after suffering
losses that threatened their solvency, had effectively been taken
over by the government just two weeks earlier. As waves of panic
and fear washed over the markets, the Fed and the Treasury
became very concerned about the stability of a number of other
major financial firms.
AIG had insured many billions of dollars of loans and
securities held by banks around the world, and its failure would
have rendered those insurance contracts worthless, imposing large
losses on the global banking system. In addition, banks had
extended more than $50 billion in credit to the company, much
of which would have been lost.
The financial and economic risks posed by a collapse of AIG
would have been at least as great as those created by the demise
of Lehman. In the case of AIG…its failure could have triggered a
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Conclusion
To be sure, we will not have a sustainable recovery without a
stabilization of our financial system and credit markets. [End of
Ben Bernanke’s speech.]

Bernanke was a tenured professor at Princeton University and
chaired the department of economics from 1996 to 2002, was a
member of the Fed’s board of governors, and served as
chairman of President George W. Bush’s council of economic
advisors before being appointed chairman of the board of
governors of the Fed in 2006, succeeding Alan Greenspan.
Bernanke renominated by President Barack Obama in 2010. As
Fed chairman, monetary and banking reform and innovation are
not in his job description, but rather to maintain the status quo.
Is it heart warming to hear him teach college students the old
fairy tale that “the role of banks is to take the savings generated
by households and put them to use by making loans and
investment...”
John Kenneth Galbraith (1975) remarked in his “Money,
Whence It Came, Where It Went,” that “governments keep their
central banks on the shortest of leashes” including the Federal
Reserve “which enjoys the liturgy but not the reality of
independence. Most functions have long been reduced to a
routine; by tradition even the research of a central bank must be
non-controversial, which is to say it must avoid important
issues, for it is on these that opinion is likely to be divided. The
best conclusions are those that thoughtfully affirm the obvious:’
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The pervasive role of petroleum products in overall industrial
production implies that fuel price increases may intensify the
strong inflationary pressures already in prospect for the months
ahead.’ 95 Recognizing the relative innocuousness of the Federal
Reserve Board, presidents from both parties have on occasion
used it as a place of deposit not only for public funds but also
for men who could not reliably be trusted to balance their own
cheque-books.”

The Global Financial Crisis

Bank of England Governor Mervyn King:
Bank Balance Sheets and Financial Engineering
Mervyn A. King, Governor of the Bank of England, at the Second
Bagehot Lecture, Buttonwood Gathering, New York City, October
2010

:
Mervyn A. King, Governor of
the Bank of England (2003-2013)
The Independent.

“While banks’ balance sheets have
exploded, so have the risks
associated with those balance
sheets. Bagehot 96 would have been
used to banks with leverage ratios
(total assets, or liabilities, to capital)
of around six to one. But capital
ratios have declined and leverage
has risen. Immediately prior to the
crisis, leverage in the banking
system of the industrialised world
had increased to astronomical
levels. Simple leverage ratios of
close to 50 or more could be found
in the US, UK, and the continent of
Europe, driven in part by the

expansion of trading books (Brennan, Haldane and Madouros,
2010). And banks resorted to using more short-term, wholesale
funding. The average maturity of wholesale funding issued by
banks has declined by two thirds in the UK and by around three
quarters in the US over the past thirty years – at the same time as
reliance on wholesale funding has increased. As a result, they
have run a higher degree of maturity mismatch between their
long-dated assets and short-term funding. To cap it all, they held a

96

‘The business situation’, Federal Reserve Bank of New York. Monthly
Review, vol. 55, no. 12 (December 1973), p. 291 referred to by Galbraith in
footnote 2.

Walter Bagehot (1826-1877), Editor-in-Chief of The Economist.
Collections of Bagehot's literary, political, and economic essays were
published after his death. Their subjects ranged from Shakrespeare and
Disraeli to the price of silver. In honor of his contributions, The
Economist’s's weekly commentary on current affairs in the UK is entitled
"Bagehot". Every year, the British Political Studies Association awards the
Walter Bagehot Prize for the best dissertation in the field of government and
public administration.
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lower proportion of liquid assets on their balance sheets, so they
were more exposed if some of the short-term funding dried up. .
. . Moreover, the size of the balance sheet is no longer limited by
the scale of opportunities to lend to companies or individuals in
the real economy. So-called ‘financial engineering’ allows banks
to manufacture additional assets without limit. And in the run-up
to the crisis, they were aided and abetted in this endeavour by a
host of vehicles and funds in the so-called shadow banking
system, which in the US grew in gross terms to be larger than the
traditional banking sector. . .”

LOSSES FROM THE GLOBAL FINANCIAL
CRISIS: FROM 2007 –– ONGOING
For the United States alone, Dallas Federal Reserve Bank
estimates the loss from the Great Recession from 2007-2009 has
at $6 to $14 trillion. If we add to this estimate the same measure
for “the UK and the Continent” meaning Europe, being of about
the same size as the U.S., and another such measure for the rest
of the world including Japan (China and Australia escaped the
impact of the crisis), then the world suffered a total loss of
between $18 trillion up to $48 trillion for the time period from
2007-2009, but the crisis is ongoing to this year 2013 and
therefore $48 trillion is a more realistic number.
The abstract from the Dallas Fed’s Staff Paper of July 2013
says: 97
“The 2007.09 financial crisis was associated with a huge loss of
economic output and .financial wealth, psychological
consequences and skill atrophy from extended unemployment,
an increase in government intervention, and other significant
costs. Assuming the .financial crisis is to blame for these
associated ills, an estimate of its cost is needed to weigh against
the cost of policies intended to prevent similar episodes. We
conservatively estimate that 40 to 90 percent of one year’s
output ($6 trillion to $14 trillion, the equivalent of $50,000 to
$120,000 for every U.S. household) was foregone due to the
2007-2009 recession. We also provide several alternative
measures of lost consumption, national trauma, and other
negative consequences of the worst recession since the 1930s.
This more comprehensive evaluation of factors suggests that
what the U.S. gave up as a result of the crisis is likely greater
than the value of one year’s output.”
97

Tyler Atkinson, David Luttrell and Harvey Rosenblum. “How Bad Was It?
The Costs and Consequences of the the 2007-09 Financial Crisis.” Staff
Paper No. 20., Federal Reserve Bank of Dallas, July 2013.
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Where there are losers, there are also winners; but the winners
are not mentioned.
An economy is a zero sum game, because the revenues, receipts
and gains of one party are reflected in their counterparty as
expenses, disbursements and losses.

Losses from the Global Financial Crisis from 2007 — ongoing

In common parlance costs, expenses and losses are used
interchangeably. However, “cost” as a term used in accounting
is differently defined. For example: “Cost Basis” — The price
in money amounts at which an investment is acquired and
installed for production, subsequently adjusted for accretion,
amortization, previous other-than-temporary impairments,
foreign exchange, and hedging.

The word “crisis” is, of course, more burdened by the notion of
“losses” — of the ones left holding the bag, the devil taking the
hindmost. How many billions of dollars, pounds, euros were
privately gained by financial engineers aided and abetted by the
big banks from JP Morgan Chase in New York, to Deutsche in
Frankfurt and Mitsubishi in Tokyo, how many hundreds of
billions by speculators in the stock market before the crash
occurred, and by land owners and construction companies
contracted during the housing boom in the U.S., Europe, and
beyond? The profiteers were paid by bank credit, say deposits,
until the central banks and the taxpayer had to bail out the
banks, preserving the gains while socializing the losses.
And, of course, the environment got a break, a small one, from
the Great Recession, and not as many animals were raised and
slaughtered. Contrary to media reports that recession was good
for church attendance, an analysis by the Pew Forum on
Religion & Public Life found “… while the Dow Jones
Industrial Average has shed over half its value since October
2007, there has been no increase in weekly worship service
attendance during the same time period… a church attendance
peak over this period of 42 percent in April 2008 [up from 36
percent] coincided with a period when the Dow was making
some gains.” 98
The headline of CNBC’s article about the Dallas Fed’s paper
says “Crisis cost up to $14 trillion, Dallas Fed says.” The Dallas
Fed uses the term “losses.”
98

“Is recession good for church attendance? Pew finds no link,” Reuters, 12
March 2009.
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THE U.K. BANK CHARTER ACT 1844 –
REVISITED

nor would the UK government’s austerity programme need
to be quite so severe.” [Emphasis added.]
John Maynard Keynes’s (1913) analysis in his “Indian
Finance and Currency” was correct when he said: 100

Sir, How right you were to remind us that banking is a “utility ...
[whose] proper role is simply to channel capital from those with
savings to spare to those with investments to fund” (“Banks must
learn from past scandals”, Financial Times editorial, December 18,
2012). But as your distinguished financial correspondent Martin
Wolf has pointed out in an often quoted comment: “The essence of
the contemporary monetary system is creation of money, out of
nothing, by private banks’ often foolish lending” (“The Fed is right
to turn on the tap, by Martin Wolf in the Financial Times November
9, 2012). Is it not time now to call for the UK’s 1844 Bank Charter
Act to be updated, to adapt it to the electronic age? That act made it
illegal for private banks to create new money, which, in those preelectronic days, just meant printing notes. Today, banks dodge this
prohibition by creating money electronically, in the form of credit.
— James Skinner. 99

Proposals for a Government Paper Currency were instituted in
1859 by Mr. James Wilson on his going out to India as the first
Financial Member. Mr. Wilson died before his scheme could be
carried into effect, and the Act setting up the Paper Currency
scheme, which became law in 1861, differed in some important
respects from his original proposals. (For this and other historical
details see J. B. Brunyate [1900], An Account of the Presidency
Banks.) The system was eventually set up under the influence of
the very rigid ideas as to the proper regulation of note issue
prevailing, as a result of the controversies which had culminated
in the British Bank Act of 1844, amongst English economists of
that time.
According to these ideas, the proper principles of note issue were
two — first, that the function of note issue should be entirely
dissociated from that of banking; and second, that “the amount
of notes issued on Government securities should be
maintained at a fixed sum, within the limit of the smallest
amount which experience has proved to be necessary for the
monetary transactions of the country, and that any further amount
of notes should be issued on coin or bullion.” (“Mr. Wilson had

The writer of the Letter to, and published by, the Financial
Times says that only 3% of the money supply in the UK is
currently issued in the form of legal tender central bank notes
[as that part of the national debt on which no interest is paid —
Author]. Skinner says if the Bank Charter Act of 1844 is still
effective, the benefit by the private banks from creating “money
of account” out of nothing should accrue to the state. Skinner
points to the corruption of the sound principle underlying the
Bank Charter Act 1844 by writing: “Without that subsidy [to the
private banks circumventing the spirit of the Bank Charter Act
1844 — Author] it is unlikely that banks would have to
worry about the problem of overgenerous banking bonuses,

proposed to invest a high proportion of the reserve (perhaps two-thirds) in
Government securities.”) These principles were orthodox and all

others “unsound.”
“The sound principle for regulating the issue of a Paper
Circulation,” wrote the Secretary of State, “is that which was
enforced on the Bank of England by the Act of 1844.” In
England, of course, bankers immediately set themselves to
recover the economy and elasticity, which the Act of 1844
banished from the English system, by other means; and with
the development of the cheque system to its present state of

99

Mr. James Skinner, London W4, UK, ”Time to update and adapt the
Bank Charter Act of 1844,” Letters to the Financial Times, December 26,
2012 at http://www.ft.com/cms/s/0/ca327b28-49f5-11e2-a7b100144feab49a.html#axzz2goP0zGph

100

John Maynard Keynes. 1913. “Indian Currency and Finance.” London:
Macmillan & Co. Limited. Republished 2010 IICPA Publications, ISBN
978-1460942451, p. 27.
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perfection they have magnificently succeeded.

The UK Bank Charter Act 1844 - Revisited

[Emphases

added.]
Both, Henry Simons (U. Chicago) and Irving Fisher (Yale),
viewed the Bank Charter Act of 1844 as a correct guide for
monetary reform if it had been applied to demand deposits as
well as bank notes. However, the 100% Money plan of the
1930s made the same mistake as in 1844 which applied only to
bank notes while demand deposits were a substitute, whereas
the Chicago Plan only applied to demand deposits when time
deposits [including savings accounts, which are often checkable
in the United States] were a close substitute. 101

In the UK, the government “want[s] to make sure that when
banks make losses, retail customers aren’t excessively affected
and taxpayers’ money isn’t used to bail banks out. The Banking
Reform Bill, which is due to come into force in early 2014, will
[among others]
x

The UK’s Banking Reform Bill is based on the final report of
the Independent Commission on Banking under Sir John
Vickers of September 2011.

When it comes to the utility of money, our political system of
representative democracy is failing the public interest or
“common good.”
Similar suggestions disassociating the note issue, here meaning
deposit creation from the bank’s business of lending, is
supported by Irving Fisher (1935) in his monetary reform
proposal “100% Money.” 102
The splitting of the two functions of lending and the creation of
money supply would be much like that of 1844 in the Bank of
England which separated the Issue Department from the Banking
Department. That split was made with substantially the same
object as underlies the present proposal, but demand deposits,
being then comparatively little used in place of bank notes, were
overlooked. The £–for-£ reserve behind Bank of England notes
then enacted was a 100% reserve system for pocket-book money.
The present proposal merely extends the same system to checkbook moneyError! Bookmark not defined..

introduce a ‘ring-fence’ around the deposits of people and
small businesses, to separate the high street from the dealing
floor and protect taxpayers when things go wrong. 103

Broadly, this principle would mean that the majority of the retail
and commercial banking divisions of current UK banks could be
placed in ring-fenced banks, but the wholesale/investment
banking divisions could not. At present most, but not all, financial
companies are served out of the wholesale/investment banking
104
divisions.

Up to £2tn of assets could end up inside the 'firewall' –
including all domestic high street banking services – as the ICB
said that the aggregate balance sheets of the UK's banks was
over £6tn and that between one sixth and one third of these
should be protected from investment banking operations.” (The
Guardian 105 )

103

Ronnie J. Phillips, 1995:165 citing Maurice Allais (1987), “The Credit
Mechanism and Its Implications,” in George Feiwel, ed., Arrow and the
Foundations of the Theory of Economic Policy.” New York: NY Univ.
Press..
102
Fisher, 1935:192.

“Policy: Creating stronger and safer banks.” GOV.UK at
https://www.gov.uk/government/policies/creating-stronger-and-safer-banks
retrieved 2013-10-05.
104
Timothy Edmonds, “The Independent Commission on Banking: The
Vickers Report.” House of Commons Library. Last update 3 January 2013.
105
Jill Treanor, “Vickers report: banks get until 2019 to ringfence high street
operations,” The Guardian, 12 September 2011.
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Richard Werner is Professor of
International
Banking
at
the
University of Southampton, UK, and
Visiting
Professor
(Vetretungsprofessor) in Monetary Economics
and Development Economics at
Goethe-University, Frankfurt. He is
founding director of the University of
Southampton’s Centre for Banking,
Finance
and
Sustainable
Development. Prior to this, he was
chief economist of Jardine Fleming
Prof. Richard Werner
Securities (Asia) Ltd in Tokyo, and
held various academic positions in Japan and the UK. He
developed a credit theory of money (1992), which disaggregates
Fisher’s equation of money circulation into credit creation used
for GDP (‘real economy’) transactions and non-GDP (financial)
transactions, and warned of the collapse of the Japanese banking
system and the major Japanese recession (1991). (Source:
Monetative e.V., Berlin)

money, out of nothing, by private banks’ often foolish lending.”
(Martin Wolf, Financial Times, 10 November 2010).
Banks are the creators and allocators of the money supply. There
is no such thing as a ‘bank loan’ – as lending and borrowing refer
to the transfer of an item. Instead, banks create new money
through the process of credit creation. This is how the money
supply is created and allocated in the UK and other economies.
This is well recognised by central banks (although not necessarily
appropriately reflected in their policies). 107
This function of banks is so important that it reshapes the
economic landscape in any country. It is also crucial for the
formulation of bank regulation. However, it is not recognised in
leading economics and banking text books.
The report also barely acknowledges this, recognising it in only
two brief passages, namely section 4.12 (“even before the crisis
banks enjoyed various kinds of state support, including the
effective right to create money...”, p. 65), and section 4.120, in
which the ability of banks to create money is cited, in inverted
commas (as if to suggest that this description is not fully
accurate), without incorporating it into the analysis. The concepts
‘credit creation’ and ‘money creation’ do not appear in the entire
interim report, a document of 214 pages.

Professor Richard Werner’s Feedback to the Independent
Commission on Banking’s (ICB) Interim Report of 11 May
2011: 106
I herewith take the liberty of offering my feedback to your interim
report of 11 April 2011. I was surprised to see that the most
fundamental issues concerning the banking sector, its link to the
economy and the mechanics of the recurring banking crises were
basically omitted. The single most important fact concerning
banks and their interaction with the economy is the one
recognised by a member of the ICB, Mr Martin Wolf: “The
essence of the contemporary monetary system is creation of
106

Richard A. Werner, Chair in International Banking at the University of
Southampton’s School of Management, dated 4 July 2011. Prof. Werner was
chief economist of Jardine Fleming Securities (Asia) Ltd. in Tokyo and sits
on the Advisory Board of Irving Fisher’s disciples in “Positive Money” (UK)
and “Monetative e.V. (Berlin, Germany).
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Note (1) by Prof. Werner: “The actual process of money creation takes
place primarily in banks. … Of course, they do not really pay out loans from
the money they receive as deposits. If they did this, no additional money
would be created. ” (Federal Reserve Bank of Chicago, 1992, p. 3; p. 6);
“…when banks loan money to people and businesses, the overall money
supply increases...” (Federal Reserve Bank of Kansas City, p. 4.);
“Over time… Banknotes and commercial bank money became fully
interchangeable payment media that customers could use according to their
needs” (ECB, 2000);
“…by far the largest role in creating broad money is played by the banking
sector. … When banks make loans, they create additional deposits for those
that have borrowed the money” (Bank of England, 2007, p. 377);
“In the Eurosystem, money is primarily created through the extension of
bank credit…. The commercial banks can create money themselves, the socalled giro money” (Bundesbank, 2009).
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Even ‘money supply’ only appears once, in a brief passage on
limited-purpose banking, offering only a hint of banks’ potential
role.
…
Unfortunately the recommendations favoured by the ICB, namely
the standard capital adequacy approach combined with a form of
ring-fencing of retail banking, only aim at relief from symptoms
of banking crises, while failing to engage with its causes. As a
result, they do not even attempt to prevent future banking crises.
That, however, should be one of the primary tasks of the ICB’s
recommendations. I quote from my letter to the Financial Times,
17 November 2010 on this: “…capital adequacy requirements are
altogether the wrong instrument to try to rein in banks. That is
why we have had just as many, if not more, banking crises after
Basel I than before. The reason lies in a little-known fact…
namely that banks are the creators of the money supply.
As such, they also create the money that is used to purchase
shares newly issued by banks to bolster their capital ratios.
Requiring banks to raise more capital in the boom times will not
stop the boom in the first place – it is created by increased bank
credit, which can partly be used to fund the higher capital
adequacy ratios. A different approach is needed to prevent
banking crises…: limits on the creation of credit by banks,
according to the use the money is put to. One simple rule would
prevent banking crises: allow banks to create credit only if it is
used for transactions that contribute to gross domestic product.

The crises referred to in the previous chapters are ALL
avoidable, were ALL the unnecessary result of either corrupt or
utterly stupid lawmakers, bankers and their regulators, which is
understandable because our so called democracies are only
working once every four years or so, on election day. Politicians
being who they are — people who voters chose as the lesser
evils — base their long-term political careers on the support
they get to fund their campaigns. To go against vested interest
can deprive incumbents of their listing, their donations, and
should they make it into public office, justify their termination.
There is no such thing as an “evil empire” — a phrase coined by
Ronald Reagan, who also said with great providence: "Mr.
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Gobachev, tear down this wall!" in a speech at the Brandenburg
Gate near the Berlin Wall on 12 June 1987, commemorating the
750th anniversary of Berlin.
Observation by
John Kenneth Galbraith
Galbraith said: “The process
by which banks create money
is so simple that the mind is
repelled.” In the same chapter
1 “Money,” gave the reasons
why no one’s mind is
repelled:
JK Galbraith accepting his honorary
doctorate of the London School of
Economics 1999. (Wikipedia, “John
Kenneth Galbraith.”)

“The study of money, above all other fields in economics, is the
one in which complexity is used to disguise truth or to evade
truth, not to reveal it.” (Chapter 1, “Money.”)
Observation by Henry Ford
And had it been revealed, Henry Ford warned: “It is well
enough that people of the nation do not understand our banking
and monetary system, for if they did, I believe there would be a
revolution before tomorrow morning.” 108
The Bank Charter Act 1844
The foundation of money as legal tender and nothing else is
found in the Bank Charter Act 1844, as amended, passed by the

108

Henry Ford. 1922. “My Life and Work.” Garden City, NY: Garden City
Publishing, Inc..Republished 2010 ISBN 978-1453857366, p. 33.
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British parliament under government of Robert Peel. 109 In its
present form, the Act provides:

published by the said commissioners, in the next succeeding London
Gazette in which the same may be conveniently inserted.
10 No banker not issuing notes on 6th May 1844, to issue notes
hereafter.
No person other than a banker who on the sixth day of May one
thousand eight hundred and forty-four was lawfully issuing his own
bank notes shall make or issue bank notes in any part of the United
Kingdom.

Bank Charter Act 1844
1844 c.32 (Regnal. 7 and 8 Vict.)
Source: legislation.gov.uk at
http://www.legislation.gov.uk/ukpga/Vict/7-8/32#commentaryc558059 retrieved 2013-10-05.
1 Bank to establish a separate department for the issue of notes.
The issue of promissory notes of the governor and company of the
Bank of England, payable on demand, shall be separated and
thenceforth kept wholly distinct from the general banking business of
the said governor and company; and the business of and relating to
such issue shall be thenceforth conducted and carried on by the said
governor and company in a separate department, to be called “the
Issue Department of the Bank of England,” .
6 Weekly account in form in schedule (A.) to be rendered by the Bank
of England.
An account of the amount of Bank of England notes issued by the
issue department of the Bank of England, and of gold coin and of gold
and silver bullion respectively, and of securities, in the said issue
department, and also an account of the capital stock, and the
deposits, and of the money and securities belonging to the said
governor and company in the banking department of the Bank of
England, on some day in every week to be fixed by the [F5
commissioners of inland revenue], shall be transmitted by the said
governor and company weekly to the said commissioners, in the form
prescribed in the schedule hereto annexed marked (A.), and shall be
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http://www.legislation.gov.uk/ukpga/Vict/7-8/32/introduction
2013-10-04.
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11 Restriction against issue of bank notes.
It shall not be lawful for any banker to draw, accept, make, or issue,
in England or Wales, any bill of exchange or promissory note or
engagement for the payment of money payable to bearer on demand,
or to borrow, owe, or take up, in England or Wales, any sums or sum
of money on the bills or notes of such banker payable to bearer on
demand, ..
12 Bankers ceasing to issue notes may not resume.
If any banker in any part of the United Kingdom who shall be entitled
to issue bank notes shall become bankrupt, or shall cease to carry on
the business of a banker, or shall discontinue the issue of bank notes,
either by agreement with the Bank of England or otherwise, it shall
not be lawful for such banker at any time thereafter to issue any such
notes.
27 Bank to enjoy privileges, subject to redemption.
The Bank of England shall have and enjoy such exclusive privilege of
banking as is given by this Act, upon such terms and conditions, and
subject to the termination thereof at such time and in such manner, as
is by this Act provided and specified; and all and every the powers
and authorities, franchises, privileges, and advantages, given or
recognized by the M1Bank of England Act 1833 as belonging to or
enjoyed by the Bank of England, or by any subsequent Act or Acts of
Parliament, shall be and the same are hereby declared to be in full
force, and continued by this Act, except so far as the same are altered
by this Act; subject nevertheless to redemption upon the terms and
conditions following; (that is to say,) at any time upon twelve months’
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notice, and upon repayment by Parliament to the said governor and
company or their successors of the sum of eleven million fifteen
thousand and one hundred pounds, being the debt now due from the
public to the said governor and company, without any deduction,
discount, or abatement whatsoever, and upon payment to the said
governor and company and their successors of all arrears of the sum
of one hundred thousand pounds per annum, in the last-mentioned Act
mentioned, together with the interest or annuities payable upon the
said debt or in respect thereof, and also upon repayment of all the
principal and interest which shall be owing unto the said governor
and company and their successors upon all such tallies, Exchequer
orders, Exchequer bills, or parliamentary funds which the said
governor and company or their successors shall have remaining in
their hands or be entitled to at the time of such notice to be given as
last aforesaid, then and in such case, and not till then, the said
exclusive privileges of banking granted by this Act shall cease and
determine at the expiration of such notice of twelve months; and any
vote or resolution of the House of Commons, signified under the hand
of the speaker of the said House in writing, and delivered at the
public office of the said governor and company, shall be deemed and
adjudged to be a sufficient notice.

Peel’s Bank Chart Act —by the Ludwig von Mises Institute

28 Interpretation clause.

In an attempt to end fractional reserve banking and institute 100
percent money, the Peelites unfortunately decided to put
absolute monetary power in the hands of the very central bank
whose influence they had done so much to expose.

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . F16 in this Act. . . . . . . . . . . . .
. . . . . . . . . . . . . . . . . . . F16 the term “Bank of England notes” shall
extend and apply to the promissory notes of the Bank of England
payable to bearer on demand; and the term “banker” shall extend
and apply to all corporations, societies, partnerships, and persons,
and every individual person, carrying on the business of banking,
whether by the issue of bank notes or otherwise, except only the Bank
of England; and the word “person” used in this Act shall include
corporations; and the singular number in this Act shall include the
plural number, and the plural number the singular, except where
there is any thing in the context repugnant to such construction; and
the masculine gender in this Act shall include the feminine, except
where there is any thing in the context repugnant to such
construction.
.

110

In 1844, Sir Robert Peel, a classical liberal who served as Prime
Minister of Great Britain, put through a fundamental reform of
the English banking system (followed the next year by imposing
the same reform upon Scotland). Sir Robert Peel was
profoundly influenced by the neo-Ricardian British economists
known as the Currency School, who put forth a trenchant
analysis of fractional reserve banking and central banking. The
Currency School was the first group of economists to show how
expansion of bank credit and bank notes generated inflations
and business cycle booms, paving the way for the inevitable
contraction and attendant collapse of business and banks.
Furthermore, the Currency School showed clearly how the
Central Bank, in England’s case the Bank of England, had
generated and perpetrated these inflations and contractions, and
how it had borne the primary responsibility for unsound money
and for booms and busts. 111

Specifically, Peel’s Act of 1844 provided (a) that all further
issues of bank notes by the Bank of England must be backed
100 percent by new acquisitions of gold or silver; (b) that no
new bank of issue (issuing bank notes) could be established; (c)
that the average note issue of each existing country bank could
be no greater than the existing amount of issue; and (d) that
banks would lose their note issue rights if they were merged
110

The Ludwig von Mises Institute was founded in 1982 as the research and
educational center of classical liberalism, libertarian political theory, and the
Austrian School of economics. “About the Mises Institute” at mises.org .

111

“Bank Charter Act 1844.” Ludwig von Mises Institute.
http://wiki.mises.org/wiki/Bank_Charter_Act_1844 retrieved 2013-10-04.
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into or bought by another bank, these rights being largely
transferred to the Bank of England. Provisions (b), (c), and (d)
effectively eliminated the country banks as issuers of bank
notes, for they could not issue any more (even if backed by gold
or silver) than had existed in 1844. Thereby the effective
monopoly of bank note issue was placed into the not very clean
hands of the Bank of England. The quasi-monopoly of note
issue by the Bank had been transformed into a total legally
enforceable monopoly. (In 1844, the Bank of England note
circulation totaled £21 million; total country bank note
circulation was £8.6 million, issued by 277 small country
banks.)

The UK Bank Charter Act 1844 - Revisited

Currency School. For as crises arose when domestic and foreign
citizens called upon the banks for redemption of their notes, the
Bank of England was able to get Parliament to “suspend” Peel’s
Act, allowing the Bank to issue enough fractional reserve legal
tender notes to get the entire banking system out of trouble.
Peel’s Act requiring 100 percent issue of new Bank of England
notes was suspended periodically: in 1847, 1857, 1866, and
finally, in 1914, when the old gold standard system went into
the discard.
Alasdair Macleod teaches: 112
On the money side our mistakes go back to the Bank Charter Act
of 1844.

By these provisions, the Peelites attempted to establish one bank
in England—the Bank of England—and then to keep it limited
to essentially a 100 percent receiver of deposits. In that way,
fractional reserve banking, inflationary booms, and the business
cycle were supposed to be eliminated. Unfortunately, Peel and
the Currency School overlooked two crucial points. First, they
did not realize that a monopoly bank privileged by the State
could not, in practice, be held to a restrictive 100 percent rule.
Monopoly power, once created and sustained by the State, will
be used and therefore abused. Second, the Peelites overlooked
an important contribution to monetary theory by such American
Currency School economists as Daniel Raymond and William
M. Gouge: that demand deposits are fully as much part of the
money supply as bank notes. The British Currency School
insisted that demand deposits were purely nonmonetary credit,
and therefore looked with complacency on its issue. Fractional
reserve banking, according to these theorists, was only
pernicious for bank notes; issue of demand deposits was not
inflationary and was not part of the supply of money.
The result of this tragic error on bank deposits meant that
fractional reserve banking did not end in England after 1844,
but simply changed to focusing on demand deposits instead of
notes. As a result, inflationary booms of bank credit continued
immediately after 1844, leading to the final collapse of the
160

The Bank Charter Act gave the Bank of England a note-issuing
monopoly backed by gold and government debt. It failed to stop
other banks issuing bank credit. This led to credit-driven business
cycles which were socially destabilising, adding fuel to the
various brands of communism and socialism that developed in the
late nineteenth century.
Gold backing for the Bank of England’s notes was gradually
eroded, starting in the late 1890s, with a number of countries,
including Britain, abandoning it altogether in the interwar years.
A gold-exchange standard was adopted for central banks at
Bretton Woods. And finally President Nixon in August 1971
abandoned gold altogether.
Ever since then, the expansion of money supply has been
increasing exponentially. Quantitative easing is now required to
keep the pace of printing up, lest interest rates begin to rise.
Monetary policy from the 1920s has been used to manage an
increasingly unstable global economy. The irony is that this
instability has its origins in the expansion of money and credit
itself. The growth of money supply and bank credit has as its
112

Alasdair Maclead, “The bankruptcy of governments,” excerpt from his
“Adam Smith Lecture” 21 April 2013. The Cobden Centre for honest money
and social progress.
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currency which its promoters thought would lead to inflation
if too much were issued. This was based on the theories of
the Currency School, but was challenged by the Banking
School who argued that, as long as bank notes were
convertible on demand into a fixed amount of gold, this
would not happen. Marx agreed and a whole chapter of
Volume 3 of Capital is devoted, with contributions from
Engels, to “The Currency Principle and the English Bank
Legislation of 1844.”

counterpart debt. Few are the assets not encumbered with this
debt. Asset prices need more money and credit to sustain them. It
is a finite process that ended with the credit crunch five years ago.

The Socialist Party of Great Britain…
…objects, saying that demand deposits being exempt from the
restrictions on the expansion of the money supply under the
Bank Charter Act 1844 is false: 113
The Bank Charter Act of 1844 is back in the news. An article in
the Guardian (17 July) by Deborah Orr discussed its terms and
stated that it “removed from banks their licence to print money.”
It did remove the right of banks other than the Bank of England to
issue their own bank notes, but gradually rather than immediately.
Banks which had been issuing notes until 1844 were allowed to
continue until they merged or were taken over, but not to increase
the amount they had been issuing. Some banks continued to issue
notes for the rest of the 19th century, the last continuing till 1921.

Deborah Orr — The Guardian (excerpts): 114
Credit crunch became credit crash, and as the latter title
proved to be not quite doom-laden enough, consensus
gradually settled around Global Financial Crisis. This, too,
is an inaccurate term. A crisis is a turning point, for better or
for worse, determining a future course of events. Certainly,
the failure of international banking provoked a crisis. The
crisis, however, has not been in finance. It has been in
politics, particularly in public spending. Global
Governmental Crisis would be a more apposite title
for this ongoing chaos. And the political chaos is simply a
consequence of political failure to fully acknowledge what
went wrong with banking, and determinedly set about fixing
it.[Emphasis added.]

According to the wikipedia entry, “The Act exempted demand
deposits from the legal requirement of a 100-percent reserve
which it did demand with respect to the issuance of paper
money.” The source for this claim is given as the Ludwig von
Mises Institute, as if this could be regarded as a source of reliable
information.

This claim is wrong on two counts. The Act does not
mention “demand deposits” at all, let alone exempt them
from anything. Nor did it require banks to hold an amount of
cash (gold or Bank of England notes) in their vaults equal to
the face-value of the notes they were allowed to continue to
issue.

Deborah Orr continues by making the point that manufacturing
was not down in Britain, as part of the cause of the great
recession, but to the contrary.
The big international banks manufactured money, using
very simple raw materials. All they needed were computers
and borrowers. Every time they made a loan, the banks
simply typed the amount they were lending into their
computer system, transferred it to their victim's account, and

The basic aim of the Act was to regulate the issue of paper
113

“Cooking the Books: The Bank Charter Act,” The Socialist Party of Great
Britain, October 2012 at http://www.worldsocialism.org/spgb/socialiststandard/2010s/2012/no-1298-october-2012/cooking-books-bank-charter-act
retrieved 2013-10-05.
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Deborah Orr, “Yes, banking's a mess, but be part of the solution. Move
your money!” The Guardian, 13 July 2012 (with 449 comments).

163

Money. Breakdown and Breakthrough.

charged interest for the privilege. The late media
entrepreneur, Roy Thomson, once described his ownership
of Scottish Television as "a licence to print money". The
banks didn't even have to go to the trouble of printing the
stuff.
Deborah Orr makes the point that the banks created the housing
bubble by reckless creation of money of account (the term used
by Sir Robert Peel, see Appendix 1) through electronic
bookkeeping:
The more mortgages they made available, the more house
prices rose, the safer investment in housing seemed, and the
more willing people became to take on bigger mortgages.
When the banks ran out of safe prospective home owners,
they started lending to unsafe prospective home owners.
And when that too had run its course, they stopped lending
pretty much completely…
{T]the Bank Charter Act didn't foretell the advent of
computer-screen credit, and no one stepped in to arrest its
development. Positive Money campaigns for the
establishment of electronic seigniorage, which would
establish a nice little earner for the state. Obviously, this
responsibility could not be placed in the hands of politicians.
Positive Money suggests that the Monetary Policy
Committee could take on this function…
Frankly, the fact that the banks had been gifted with the
closest thing to alchemy that humanity has ever contrived,
and still managed to screw it up, suggests that a state
institution could do no worse than they on this matter.
Deborah Orr concludes that there should be many banks for all
kinds of business transactions, and that customers ask the
question:
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“Why stay with an institution that has made such a huge
contribution to the manufacture of chaos, grown rich on it,
then blamed everyone but itself for the mess that it left of
the world, including you personally? You know you want to
switch. So do it.”
_________________
Comments to Deborah Orr’s article. I have selected four the of
earliest of the 400+ comments:
Tiredofwhiners 13 July 2012. Yes but where ? Running a small
business means only the big banks can cater - the small mutuals and
similar have business facilities which are in the 1990's if they even
take business customers. I would move mine tomorrow but ever tried
getting a decent online system which can cope with £ and $ from a
small UK bank or mutual ? I haven't found one yet but would be
delighted to be proven wrong.
PeterGuillam 13 July 2012. I like Deborah Orr's writing and I
sympathise with this article but it is naive. It imagines that consumer
choices can make a systemically failed system work and, in that way,
is really just a re-statement of neo-liberal ideology in which the
consumer is king and markets are the ultimate democracy. It's
nonsense: banks and corporations need to be controlled by state (or
international) regulation and can only be controlled by state (or
international) regulation. Consumer action can contribute, but it is
naive to think that it can substitute for regulation.
jamesoverseas 13 July 2012.
The more mortgages they made available, the more house prices
rose, the safer investment in housing seemed, and the more
willing people became to take on bigger mortgages. When the
banks ran out of safe prospective home owners, they started
lending to unsafe prospective home owners. And when that too
had run its course, they stopped lending pretty much completely.
That's it. That's all that happened. Thanks to the advent of
computer technology, the banks simply found themselves able to
turn a customer's desire for a loan into an actual loan.
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Er. No. What happened was China joined the world economy. Instead
of spending the money they earned, they lent it to the US government,
this kept the price of money low, which lead to the under-pricing of
risk. oh, and banks can't create money out of thin air. If you genuinely
think that then you really should go and find a professional to explain
it to you.
JonathanKent 13 July 2012
The Positive Money argument that the state, through an institution
such as the Bank of England, should be responsible for the creation of
electronic funds makes considerable sense. After all one of the major
levers of economic control is control over money supply - something
that has been outsourced. The result has been an economy awash with
loose money, where the M4 measure of broad money was expanding
at 12-14% p.a. in the middle of the last decade when GDP was rising
only 2-3% each year and replicated across Western economies the
practice resulted in asset price bubbles - everything from property to
wine shot up in value as this excess money was hoovered up at low
rates and went looking for higher returns. It's a misjudgment (scam is
such an ugly word) that we're now all paying for, however prudent we
may have been personally. Electronic seigniorage is something that
the Greens, who already have a pretty robust position on banking
might consider adopting. Frankly it's hard to understand why the
Tories, Lib Dems and Labour don't follow suit. However while
moving one's money to Smile, the Ecology Building Society, Triodos
or local credit unions is a good move (and one that seems to have
caught on post LIBOR scandal) as others have said it's a complement
to good regulation not an alternative.

Syracuse Savings Bank also known as Bank of America Building, is a
historic building in Syracuse, New York designed by Joseph Lyman Silsbee,
then aged 26, built in 1875 adjacent to the Erie Canal. At 170 feet tall, was
the tallest building in Syracuse. The building was opened in 1876 as
Syracuse Savings Bank. (Photo credit ZeWrestler 10 May 2008 (Wikimedia
Commons own work in the public domain.)
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PERVERSE ‘MONEY’ MACHINES
The Bankers
As a learned banker I took a banking apprenticeship, studied
business administration, became a certified public accountant,
and, as a form of early retirement, became a university professor
of accounting and finance, and eventually a full-time author.
In my view banking is glorified bookkeeping in awe inspiring
structures resembling Greek and Roman temples or cathedrals
to enhance faith: “In God We Trust.”
The image of the archetypical banker from the times of Mark
Twain used to be like this:

J. P. Morgan in 1903

He sits in a leathered armchair
behind a mahogany desk in a
large office with tall windows,
long curtains and a thick
crimson carpet. The town folks
line up outside his office to ask
for a loan. The secretary ushers
them in one by one. He looks at
them dispassionately, listens to
their stories and hears them
out. When they are finished, he
leans back and stares them
down as his grandfather had
taught him and quarks a single
but unequivocal word: “No.”

JP Morgan Chase & Co. is the largest bank in the United
States by assets and as of 2012 and ranks as the second largest
bank in the world by assets (after HSBC) with total assets of
$2.4 trillion, operating in 60 countries with 260,000 employees

“serving millions of consumers, small businesses and many of
the world’s most prominent corporate, institutional and
government clients.” (JP Morgan Chase & Co., “About Us.”). It
is a major provider of financial services, and according to
Forbes magazine is the world's second largest public company
based on a composite ranking. The hedge fund unit of JP
Morgan Chase is one of the largest hedge funds in the United
States. JP Morgan Chase & Co. was formed in 2000, when
Chase Manhattan Corporation (the John D. Rockefeller bank)
merged with JP Morgan & Co.
Today’s boss is Jamie Dimon, chairman, president and CEO.
James "Jamie" Dimon
born March 13, 1956 in
New York City, has served
as a Class A director of the
Board of Directors of the
New York Federal Reserve
since January 2007. Dimon
was named to Time
magazine 2006, 2008, 2009,
and 2011 list of the
world’s most influential people. He was also named to
Institutional Investor’s Best CEOs list in the All-America
Executive Team Survey from 2008 through 2011. He was
named the CEO of the Year in 2011. Dimon received a $23
million pay package for fiscal year 2011, more than any other
bank CEO in the United States. His paternal grandfather was a
Greek immigrant and was a banker in Athens. Dimon's father
and grandfather were both stockbrokers at Shearson, Hammill
& Co 115
After a short stint in brokerage and management consulting,
Dimon took out an MBA at Harvard Business School before
115

Wikipedia, “Jamie Dimon”; photo Bloomberg 2012.
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working for Sandy Weill at American Express. In a power
struggle, Weill left American Express in 1985 and Dimon
followed him. The two then took over Commercial Credit, a
consumer finance company, from Control Data. Dimon served
as the CFO, helping to turn the company around. Through a
series of unprecedented mergers and acquisitions, in 1998
Dimon and Weill were able to form the largest financial
services conglomerate the world had ever seen, Citigroup.
Dimon left Citigroup in November 1998, after being fired by
Weill during a weekend executive retreat. Dimon resigned as
CEO of First Chicago Corp. In March 2000, Dimon became
CEO of Bank One, the nation's fifth largest bank which he
merged with JP Morgan Chase and in July 2004 became
president and CEO of the combined company and December 31,
2006 chairman of the board. Dimon is a Greek Orthodox, a
Democrat, and is married to Judith Kent whom he met at
Harvard. The couple have three daughters — Julia, Laura and
Kara Leigh.
Jamie Dimon’s undergraduate degree is from Tufts University
near Boston, Massachusetts. His majors are an interesting
combination — psychology and economics. The first gave him
the insights needed for his people-skills, the second the
background to argue his points that back up his management
decisions.
Jamie Dimon entered commercial banking from a stock
brokerage background with a solid business school education,
from the top, not as a grassroots professional. He comes across
as a most likeable power broker who looks well after his own
interests, and if in business for himself would earn (or loose) a
multiple of the $23 million that his board of directors at JP
Morgan Chase awarded him in 2011.
His career is marked by the blunder of a $6 billion loss for 2012
from risky derivative trading by the “London Whale” Bruno
Iksil; but the profits do come from risk taking. “CEO Dimon
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Blessed the Concept Behind Disastrous Trades; 'Blood in the
Water'.” The Wall Street Journal, 18 May 2012.)
The financial position of Jamie Dimon’s bank is interesting for
what is on the balance sheet, but more so what is “off-balance
sheet” — involving lending-related financial instruments,
guarantees and other commitments including non-consolidated
special-purpose entities 116 — if material could render JPM’s
statement of financial position rather useless.
JPM’s annual port affirms on page 109: “The Firm [meaning
JPM] holds capital, as deemed appropriate, against all SPErelated transactions and related exposures, such as derivative
transactions and lending-related commitments and guarantees.”
The truth is, no one can “hold capital,” capital in accounting
parlance, and by definition, being an abstract, not a tangible
item, representing merely a valuation difference between assets
and liabilities — one can view “equity capital” as a plug to
make the balance sheet “balance.”. The notion that capital can
absorb losses to protect depositors from bank failures is equally
widespread and patently false, because banks fail from a lack of
liquidity, not capital. 117 In this regard, JPM’s $54 billion cash to
116

JPM, Annual Report 2012, “off-balance sheet arrangements and
contractual cash obligations”.
117
The Basel Capital Accord suffers from the same capital-adequacymisconception that is also promoted in JPM’s said annual report. The Basel I
Capital Accord has failed to prevent any of the many financial crises cause
by bank failures since in first Basel I Capital Accord was adopted by the
world in 1988. Only Basel III finally includes a liquidity requirement in
addition to capital adequacy, “ensuring that banks have an adequate stock of
unencumbered high-quality liquid assets (HQLA) that can be converted
easily and immediately in private markets into cash to meet their liquidity
needs for a 30 calendar day liquidity stress scenario.” Once again the BCBS
is either willfully blind or giving in to the complacency of the bankers to
maintain the status quo, because when markets freeze as in 2007, ushering in
the Global Financial Crisis, nothing can be marketed, only central bank cash
and balances are king. (See Basel Committee on Banking Supervision,
“Basel III: The Liquidity Coverage Ratio and liquidity risk monitoring
tools,” January 2013.
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cover total deposits of $1,194 billion is only a meager fraction
of 4½%, meaning on a basis of simple average that only 1 in 22
customers can be paid off during a bank run — of course, JPM
is a Money Center Bank and therefore its deposits a kind of
clearing house credit akin to that of a central bank..

casino taking speculative bets en masse on the motto of “win
some, loose some,” which raises the question, should such a
“bank” be the originator, if not the creator, of money of account
constituting a great part of the world’s money supply? I believe
not..

JPM is a large, if not the world’s largest, derivatives trader. A
derivative is a financial contract which derives its value from
the performance of another entity such as an asset, index, or
interest rate, called the "underlying". Derivative transactions
include a variety of financial contracts, including futures,
forwards, swaps, options, and variations of these such as caps,
floors, collars, and credit default swaps. Most derivatives are
marketed through over-the-counter (off-exchange) or through an
exchange, while most insurance contracts have developed into a
separate industry. To give an idea of the size of the derivative
market, The Economist magazine has reported that as of June
2011, the over-the-counter (OTC) derivatives market amounted
to approximately $700 trillion, and the size of the market traded
on exchanges totaled an additional $83 trillion. 118

Irving Fisher: Bankers Often Oppose Their Own Interests
Irving Fisher (1935) writes in his 100% Money (Appendix III)
book that banks are often hostile to their own best interests. 120
Some readers may be skeptical of the claim that the 100%
plan would help the bankers, inasmuch as the rank and file of
bankers will probably oppose it. To meet this skepticism, the
following is quoted from Neil Carothers, writing in the New
York Herald Tribune, Sunday, November 25, 1934:
“For more than 100 years the banks of this country have
stubbornly and unwisely failed to keep abreast of the times
— to the injury of their own well being and to the damage
of the nation. They fought the banking reforms of the
Second United States Bank and reaped their own
destruction in the depression of 1837. They blindly fought
every attempt to obtain common decency in bank note
issue form 1830 to the Civil War, only to have very cent
of profit from note issue taken from they by the national
banking act of 1863.

The derivatives team at JP Morgan (including Blythe Masters)
was a pioneer in the invention of credit derivatives such as the
credit default swaps. The first CDS was created to allow Exxon
to borrow money from JP Morgan while JP Morgan transferred
the risk to the European Bank for Reconstruction and
Development. JP Morgan's team later created the 'BISTRO', a
bundle of credit default swaps that was the progenitor of the
Synthetic CDO. JP Morgan currently has the largest credit
default swap and credit derivatives portfolio by total notional
amount of any US bank. 119

“They balked like a sulky mule at every proposal for a
more rational system from 1890 to the World War, only to
have a Federal Reserve system forced upon them in 1913.
Even then they obstructed every proposal for a unified
system, and eventually got a hybrid two-system scheme,
whose weakness was one of the causes of the collapse in
1929. It is not of historical record that the banks of this
country ever got together on any platform or program

My thinking is that the derivatives market is effectively a casino
in which the sum of gains and losses equal zero (a zero sum
game), making JPM not a bank in the traditional sense, but a
118
119

Wikipedia, “Derivative (finance).”
Wikipedia “JP Morgan Chase.”
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Fisher. 1935, reprint 2011:160)
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whatever, except when they united in opposition to any
change whatever.”
Bankers should know what the public begins to know, too,
namely the breaking of Parliament’s intent, the spirit, if not the
letter, of the Bank Charter Act 1844, through the creation of
money of account not backed by anything but the promise of the
so called borrower.

Perverse ‘Money’ Machines

The larger question here though is, how is the banking industry
as a whole conforming with its adopted accounting principles
and their standards?
IASB’s current proposal for the working definition of an asset (see
Appendix I — [“Accounting Perversion in Bank Financial
Statements,” not reproduced herein]):

The bankers should know that IFRS accounting principles are
violated in the process, namely (1) the booking of a present
transaction, not the recording of a past transaction, the booking
being the transaction in and by itself, (2) using accounting to
create money of account without a cost basis, (3) in a manner
that is akin to self-dealing.

An asset is a present economic resource to which an entity has
a present right or other privileged access.
“An asset of an entity has three essential characteristics:
(a) There is an economic resource.
(b) The entity has rights or other privileged access to the
economic resource.
(c) The economic resource and the rights or other privileged
access both exist at the financial statement date.

Accounting Perversion and Bank Financial Statements:
Case Study — Bank Germin
I have analyzed the consolidated financial statements for the
year ending 31 December 2012 of an international bank
headquartered in Frankfurt “Germiny” which I therefore called
Bank Germin. 121
The following is an extract of the said case study posing four
questions, and giving my answers, whether the bank in the case
follows IFRS — the International Financial Reporting
Standards that it affirms to have adopted — or does not follow
IFRS. The case study comes to the conclusion, based on the
information provided in the bank’s annual report, that Bank
Germin violates the accounting principles in material respects
rendering its financial statements, in spite of a “clean” audit
opinion by a reputable international public accounting firm —
in my unsolicited opinion as an author relying on the freedom of
expression — false and misleading.

The IASB’s Asset definition’s amplifying text: 122
11. Assets are scarce economic resources, meaning useful for
economic activities such as consumption, production, and exchange;
i.e. have the capacity to eventually result in cash inflows to the entity
or a reduction in cash outflows from the entity. [Emphasis added.]
12. Cash flows from the economic resource may be direct or indirect,
and arise from a single or a combination of resources. [Emphasis
added.]
13. Market value is obvious evidence for existence of an economic
resource. Most things commonly bought and sold are economic
resources. Similarly, most things commonly accepted by creditors in
settlement of liabilities are economic resources and anything
commonly used to produce goods or services, whether tangible or
intangible and whether or not it has a market price or is otherwise
122

121

IASB International Accounting Standards Board, “Conceptual
Framework. Asset Definition.” INFORMATION FOR OBSERVERS WORLD

Michael Schemmann. 2012. “Accounting Perversion in Bank Financial
Statements. Rootcause of the Ongoing Financial Crisis.” IICPA Publications,
ISBN978-1468171112, pp. 40-46.

STANDARD SETTERS MEETING, SEPTEMBER 2006, LONDON AGENDA
PAPER 1A
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exchangeable, is also an economic resource. [Emphasis added.]

in Bank Germin’s Note 18 to the Financial Statements.

14. and 15. As long as there is for an item, at financial statement date,
some likelihood of cash inflows or a reduction in cash outflows, there
is an economic resource, including inventory, plant, equipment,
mineral deposits, patents, goodwill, rights to receive services, cash,
claims to cash, and ownership interests in other entities.

So far we have also established that the loan receivable so created is
not an economic resource because it is neither scarce nor useful.

16. A contractual promise can be an asset, an economic resource with
the capacity to give rise to cash inflows, eg, a seller’s contractual
promise to stand ready to exchange a specified quantity of corn for a
fixed payment. Until the promise is performed, the present economic
resource of the buyer is the sellers’ promise (the value of the
economic resource will increasing if the price of corn rises). The corn
is not the buyer’s economic resource (the seller may not yet have
grown corn or have any corn on hand).
17. An asset cannot arise as a result of an entity making a promise
to itself. When there is no party external to the entity against
which the entity can seek enforcement of a promise (i.e., there is
no external obligor), there is no economic resource. [Analogous
to the legal concept, that a contract without consideration is
unenforceable, a nullity. — Author.] [Emphasis added.]
Question 1:
Are Bank Germin’s Loans receivable “a present economic resource”?
Answer 1:
On the question of scarcity, Bank Germin’s loans receivable flow
from so called “loan agreements” made between the Bank and its
borrowers, executed at will and are therefore not scarce.

If the bank had taken its customer’s promissory note and turned the
note into a banker’s acceptance by adding its endorsement on the back
of the note, that so called “banker’s acceptance” could be taken in
kind or discounted by third parties in exchange for cash, the
promissory note remaining the primary liability of the maker being
bank’s customer.
The bank’s guarantee on a note is the bank’s contingent liability that
becomes a liability if and when the primary obligor, the bank’s
customer, defaults.
One may argue that the bank did not guarantee the primary obligor’s
promissory note (adding its aval turning the customer’s note into a
banker’s acceptance), but assumed full present liability by issuing its
own actionable right against the bank to the borrower, classifying this
right as a deposit on the liability side of its balance sheet. The
argument fails in that the term “deposit” from the bank’s standpoint is
the “cash in bank” from the obligor’s (bank customer’s) standpoint,
and if the customer has “cash in bank,” then the bank must have cash
for the customer which it clearly does not, misrepresenting the
economic reality. Accounting is not about reporting legal relations as
much as it reports economic substance.
According to IAS 1 Presentation of Financial Statements, Art. 10, a
liability is a present obligation of the enterprise arising from the past
events, the settlement of which is expected to result in an outflow
from the enterprise' resources, i.e., assets. [IAS International
Accounting Standards are part of IFRS.]

So far we have established that the bank in recognizing the loan
receivable as an asset has NOT given cash in consideration, as stated

The deposit classified as a liability by the Bank is recognized
concurrently with the loan receivable classified as an asset and not as
the result of a past event, although the settlement in the form of a
withdrawal by the customer does result in an outflow from the bank’s
recourses, namely cash, but cash it does not have. The outflow
through the daily clearing of payments is dependent on an offset with
inflows of recourses, consequently the definition of a liability is also
not met.
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On the question of usefulness for economic activities such as
consumption, production and exchange, the answer is negative,
because the deposit created in the process and used in lieu of cash to
settle debt resulting from consumption, production, and exchange is
useful, not the originating “loan receivable”.

Money. Breakdown and Breakthrough.

Perverse ‘Money’ Machines

Question 2:
The loan agreement between a bank and a borrowing customer
normally includes a clause giving the bank the right of offset; ie, the
bank is entitled to reduce the customer’s loan account balance by
simultaneously reducing the customer’s deposit account balance,
effectively reversing the previous balance sheet expansion by way of
contraction. GAAP/IFRS does not stand in the way of contraction, the
question remains, though, does GAAP/IFRS support willful balance
sheet expansion, creating assets by creating corresponding liabilities?
The right of offset exists at the moment of loans receivable and
deposit creation, and is unenforceable a moment later after the bank
has made a so called transfer of the deposit amount to another
customers.
While the loan receivable does not meet the asset definition, the
deposit in the name of a third party recipient cannot be reduced by
right of offset and therefore stands as what it is presented: an
actionable right against the bank by the third party depositor to draw
down the deposit by demanding and taking cash from the bank, cash
which the bank does not have. While the loan receivable for not
meeting the asset definition must be written off against income, the
deposit in the name of a third party remains a liability. Write-offs in
the magnitude of a bank’s loans receivable will result in losses that
completely erode equity turning previous equity into a massive deficit
and the bank into a bankrupt.
To better understand what banks are doing by loans receivable and
deposit creation, let us apply the technique to a commercial/industrial
enterprise and judge if it is a legitimate application of GAAP/IFRS.
In the case of a commercial or industrial enterprise that debits a loans
receivable account, crediting accounts payable to the same party,
would be unacceptable window-dressing to improve the current ratio
(current assets over current liabilities), a fiction without any
underlying commercial transaction. GAAP/IFRS applies to both,
banks and commercial/industrial enterprises, and what is unacceptable
to one on matter of principle, is unacceptable for the other as well. A
bank’s assets cannot be created on the strength of the banking license
alone, but the contrary, a banking license issued to protect the public
but used to defraud the public by creating deposits out of nothing that
are masquerading as “cash in bank”, must be withdrawn.
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Does the promissory note tendered by the “borrower” to the bank and
recorded as a “loan receivable” have the capacity to eventually result
in cash inflows to the bank?
Answer 2:
The facts alluded to are, for example, a manufacturing enterprise
acquiring a real property, and machinery and equipment, producing
and selling products. The real property and plant are the assets, the
products expected to be sold the cash inflow; such assets having a
cost basis being the cash and the net present value of a promissory
note tendered as consideration.
The bank’s “consideration” given in exchange for receiving the
promise of the maker of the promissory note to pay money at a future
date is the issuing of an actionable claim against the bank’s “cash on
demand” by the issuer of the promissory note, cash which is doesn’t
have; an exchange of promises on both sides, at will and ad infinitum
on the part of the bank under false pretenses, lacking economic
substance.
It has been said that accounting does not reflect economic reality, it
creates it. The truth in this statement is that the economic reality is
regularly bank failure caused by accounting that lacks economic
substance: In America 8,000 banks during the Great Depression,
3,500 banks during the Savings & Loan Crisis of the 1970s/early ‘80s,
and 11 trillion dollars/pounds/euros in bank bailouts so far during the
Global Financial Crisis. What more proof of the fallacy of
“accounting engineering” would anyone need?
The loan agreement results in an immediate outflow of cash if that is
what the bank’s borrowing customer demands, or as stated by Bank
Germin in Note 17, namely that “loans are initially recognized at their
transaction price, which is the cash amount advanced to the
borrower.”
The criteria of an economic asset are therefore not met for the Bank
Germin’s loans receivable.
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Question 3:
Are Bank Germin’s loans receivable an economic resource based on
market value, commonly bought and sold, and accepted by creditors
in settlement of liabilities?
Answer 3:
According to IASB’s above asset definition, “Market value is obvious
evidence for existence of an economic resource. Most things
commonly bought and sold are economic resources. Similarly, most
things commonly accepted by creditors in settlement of liabilities are
economic resources and anything commonly used to produce goods or
services, whether tangible or intangible and whether or not it has a
market price or is otherwise exchangeable, is also an economic
resource.”
Bank Germin may exchange its loans receivable portfolio for cash
including central bank money, so that it may be argued there is market
value, but that is not commonly done as with things commonly
bought and sold that constitute “cost of goods sold”. Similarly, loans
receivable are not commonly accepted in settlement of liabilities, and
are nothing to produce goods or services or otherwise exchangeable
or accepted by creditors in settlement of liabilities, but to the contrary
are clearly classified by the bank itself as another party’s liabilities.
The answer to Question 3 is therefore, the asset definition of the
bank’s loans receivable is not met.
Bank Germin’s consolidated financial statements as presented do not
present fairly the financial position of the Bank in accordance with
GAAP, let alone the Bank’s statement of income, and ought to be
restated.

Perverse ‘Money’ Machines

believers at interest, using the cash from Sunday collections as a
cash cushion, and allowing the borrowers to write cheques
against their loan receipts which the IOR had credited as
demand deposits. If the average loan was 10,000 euros, the
bank’s total assets would be reported as €12 trillion.
Not bad for bookkeeping, and I am certain that public
accountants could be found among the faithful to attest such
annual financial statements of the IOR. If laws of the Vatican —
which after all is a sovereign city state within the territory of the
Italian Republic boasting a population of 840 and based on the
law of celibacy born elsewhere…If, after the agreement made
with the EU adopting the euro were terminated and the laws of
the Holy See permitted the printing of bank notes on the full
faith and credit of the God We Trust… The possibilities seem
splendidly endless compared to the complex legal requirements,
onerous restrictions, rules and regulations, internal and external
audits, and the ongoing banking supervision burdening JP
Morgan Chase & Co. in New York and abroad. And the best
part of such a holy bank: The IOR operates in complete
secrecy. 123
Would the Vatican get away with what happened to Bear
Stearns, Fennie Mae and Freddy Mac, Goldman Sachs, Morgan
Stanley, AIG, the British banks, Citigroup, General Motors,
Bank of America…. Lehman Brothers? Absolutely, yes. No
published financial statements, no bank runs. Such a Vatican
bank with total assets equaling the European Union’s GDP of
€12 trillion in 2012 would have friends in Brussels and vice
versa.

123

Imagine a Bank of the Church’s Faithful
Imagine the Roman Catholic Church, through the Institute for
Religious Works (Istituto per le Opere di Religione, IOR) that
functions as the Vatican’s bank, offering loans to its 1.2 billion
180

But on 30 December 2010, Pope Benedict XVI established the Vatican’s
own Financial Information Authority to supervise to monitor the monetary
and commercial activities of Vatican agencies. The current director of the
Authority is René Brülhart, a Swiss national, who from 2010 to 2012 has
been serving as Vice-Chair of the Egmont group to improve cooperation in
the fight against money laundering and financing of terrorism, and was
headed of Liechtenstein’s Financial Intelligence Unit from 2004 to 2012.
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In keeping with the concept of Jubilee 124 as a special year of
remission of sins and universal pardon, on a certain day every
fifty years, the Vatican would declare all loans forgiven and
every one of the 1.2 billion Catholic borrowers would cease to
pay back their loans, but would continue to accept the bank’s
cheques; and the Vatican bank cleared them up to the balances
in the believers’s deposit accounts but without making any new
loans; and the Vatican’s Financial Information Agency turning a
blind eye; there would be no asset to adjust the value of, nothing
to write down from, because the cost of the so called loans
made by the bank which created the demand deposits, is and
always was zero.
If Martin Luther would have come
up with the idea of a monetized
faith instead of preaching dissent,
he could have become Pope and the
spiritual center would have moved
from the Vatican to Wittenberg,
Germany. If we think this through,
the Thirty Year War might not have
happened, the religious war between
Catholic and Protestant royals
which decimated the population of
Martin Luther (1486-1657
Europe; Germany might have
by Lucas Cranach
became a more spiritual nation
instead of a military one, and the First World War started by
Germany, and the Second World War started by Adolf Hitler
with the invasion of Poland, would in all likelihood have been
avoided, wars that were financed by Mammon instead of the
doing Religious Works by feeding the poor. The thought that
seemed to proceed as a joke, has serious undertones.
The Thirty Years’ War (1618–1648) was a series of wars
principally fought in Central Europe, involving most of the
124

In the Biblical Book of Leviticus, a Jubilee year is mentioned to occur
every fiftieth year, in which slaves and prisoners would be freed, debts
would be forgiven and the mercies of God would be particularly manifest.
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countries of Europe. It was one of the longest and most
destructive conflicts in European history, and one of the longest
continuous wars in modern history. So great was the devastation
brought about by the war that estimates put the reduction of
population in the German states at about 25% to 40%. Some
regions were affected much more than others. For example,
Württemberg lost three-quarters of its population during the
war. The Peace of Augsburg (1555) was signed by Charles V,
Holy Roman Emperor.
Jefferson: Let Banks Discount for Cash Alone
Previously published in Michael Schemmann, (1992-2013), “Money in
Crisis”

Thomas Jefferson (17431826) was no friend of
money creating banks. He
understood very well the
process by which banks put
notes into circulation which
all too often depreciated and
became worthless trash. [It is
safe to say that Jefferson’s
attitude toward money of
Thomas Jeffer () White House official
125
account, so called demand
portrait - cropped
deposits, created by circumvention of the Bank Charter Act 1844 would have been the
same.]
“But it will be asked, are we to have no banks? Are merchants
and others to be deprived of the resource of short
125

Notation under over the portrait by the White House, 8 October 2013:
“Due to Congress’s failure to pass legislation to fund the government, the
information on this web site may not be up to date. Some submissions may
not be processed, and we may not be able to respond to your inquiries.”
Information about government operating status and resumption of normal
operations is available at usa.gov .
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accommodations, found so convenient? I answer, let us have
banks; but let them be such as are along to be found in any
country on earth, except Great Britain. There is no bank of
discount in the continent of Europe (at least then was not one
when I was there), which offers anything but cash in exchange
for discounted bills. No one has a natural right to the trade of a
money lender, but he who has the money to lend. Let those then
among us, who have a moneyed capital and who prefer
employing it in loans rather than otherwise, set up banks, and
give cash or national bills for the notes they discount. Perhaps to
encourage them, a larger interest than is legal in the other cases
might be allowed them, on the condition of their lending for
short periods only. It is from Great Britain we copy the idea of
giving [the bank’s own] paper in exchange for [the borrower’s]
discounted bills; and while we have derived from that country
some good principles of government and legislation, we
unfortunately run into the most servile limitations of all her
practices, ruinous as they prove to her, and with the gulf
yawning before us into which these very practices are
precipitating her.”

Perverse ‘Money’ Machines

necessity, as well as patriotism, and confidence, will make us all
eager to receive treasury notes, if found on specific taxes.
Congress may now borrow of the public, and without interest,
all the money they may want, to the amount of a competent
circulation, be merely issuing their own promissory notes, of
proper denomination for the larger purposes of circulation, but
not for the small. Leave that door open for the entrance of
metallic money.” 128
In the same month, Jefferson wrote a similar message on the
issue of the national currency and bank suspensions to President
Madison: “The failure of our banks… restores to us a fund
which ought never to have been surrendered by the nation, and
which now, prudently used, will carry us through all the fiscal
difficulties of the war.” 129
Strong words, indeed, written by a strong, highly educated and
controlled man, the framer of the Declaration of Independence,
first Minister to France, first Secretary of State, and third
President of the United States —– Thomas Jefferson (1743–
1826).

“Let the banks continue if they please, but let them discount for
cash alone or the [U.S. government] treasury notes. They
discount for cash alone in every other country on earth except
Great Britain, and her too often unfortunate copyist, the United
States…” 126
When the paper bubble burst, Jefferson wrote to his good friend,
Thomas Cooper, 127 the refugee from England: “The banks have
discontinued themselves. We are now without a medium; and
126

Thomas Jefferson. September 1813. “The Jefferson Cyclopedia. A
Comprehensive Colletion of the Views of Thomas Jefferson.” John P. Foley,
Editor. New York: Funk & Wagnalls, 1900, pp. 740-741.
127
Cooper had been jailed in 1800, if I am not mistaken, for “insurrection
against the [Adams] government because he attacked Adams for enlarging
the army and navy, and because, in [Federalist] Justice Chase’s word, ‘he
intended to mislead the ignorant, and influence their minds against the
President… and influence their votes in the next electin.” Cooper protested
bitterly: “Is it a crime to doubt the capacity of the president?”
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Jefferson. September 1814. Supra, p.705
Jefferson, supra, p. 5621.
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A REMEDY
FOR THE PRESENT BANKING AND EURO
AREA SOVEREIGN DEBT CRISIS
Note: The United States’ federal debt of $16.7 trillions plus
$4.2 trillion of the combined 50 state government debt 130
(together $21 trillion) is (1) double the money supply created by
the US commercial banks compared to the Euro Area’s which
stands at €8.8 trillion and is about 80% of the “money of
account” of the Euro Area (see table below); and (2) US banks
are holding but a trifle of less than 2% of the US federal debt,
namely about $307 billion, while the euro areas’ commercial
banks (MFIs) are holding €2.8 trillion or 32% the of the euro
area’s general government debt, wherefore, in my submission,
the euro is the far stronger currency of the two, and the
proposed remedy proposed below cannot apply to the United
States monetary system. 131
JK Galbraith (1975) was right: "There is nothing about money
that cannot be understood by a person of reasonable curiosity,
diligence and intelligence. There is nothing on the following
pages that cannot be so understood. And whatever errors of
interpretation or of fact this history may contain, there are, the
130

Aug 28, 2912 (Reuters) - America's 50 state governments owe $4.19
trillion, including outstanding bonds, unfunded pension commitments and
budget gaps, according to a new report.
At $617.6 billion, California had by far the biggest total debt, more than
twice the total of No. 2, New York, with $300.1 billion owed, according to
State Budget Solutions, a research and non-partisan advocacy group.
Texas, with $287 billion owed, New Jersey, with $282.4 billion, and
Illinois, with $271.1 billion, ranked next among states with the biggest total
debt, according to State Budget Solutions. Vermont had the smallest debt
load at $5.85 billion.
131
See also: Michael Schemmann. 2013. “The Euro is Still the Strongest

Currency Around. Analyses and Solutions for the Money and
Sovereign Debt Crises of the 2010s; and Michael Schemmann. 2012.
“Reflections on American Money.” IICPA Publications

reader may be confident, none that proceed from
simplifications. The study of money, above all other fields in
economics, is one in which complexity is used to disguise truth
or to evade truth, not to reveal it. Most things in life —
automobiles, mistresses, cancer — are important principally to
those who have them. Money, in contrast, is equally important
to those who have it and those who don’t. Both, accordingly,
have a concern for understanding it. Both should proceed in the
full confidence that they can.” 132
And Thomas Jefferson (1813) was right is his warning: “Let
banks continue if they please, but let them discount for cash
alone or for [U.S. government] treasury notes.”
Underlying complexity is simplicity, and the rest will fall into
place — so here it is:
.
The Principal Remedy — Only Two Rules Are Needed for
Sound Money, Banking and No Government Debt
(1) : Let there be banks operating on a 100% legal tender
central bank money basis. With proper controls, deposit
insurance would not be necessary to guarantee the solvency and
safety of such deposit taking institutions. In the alternative, let
the central banks allow each and every person, individual or
business entity, to open and maintain an account strictly on a
credit basis, without overdraft or any other accommodation
similar to the postal chequing accounts, paying NO interest, but
charging the necessary fees to maintain the service of deposit
taking and cheque clearing or direct deposits. And let the
government have accounts at the central bank only.

132

John Kenneth Galbraith. 1975. Money. When It Came. Where It Went.”
Boston: Houghton Mifflin, p. 5.
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Complete Separation or “Ring-Fencing” of Deposit Taking
from Lending and Investment Banking:

x
x

(2) Let there be deposit-taking institutions or banks that are
completely separate from lending institutions or finance
companies which consist of the former credit departments of
commercial banks, savings banks and institutions, whose
funding comes from investments in legal tender central bank
money by anyone desirous of earning interest or a profit on
his/her investment at such a finance company for the full risk of
such investment..

x

The Benefits of the “Two Rule” Remedy Are:
x
x
x
x
x
x
x

x

The money supply of the nation(s) can be held constant by
the issuing authority, eg. the jurisdiction’s note issuing
central or national bank.
Such a stable money supply meet the European Central
Bank’s first and foremost objective of stable prices.
Such stable money and prices likewise stabilize the external
value of the currency.
Booms and depressions resulting from fluctuations in the
money supply do not occur.
Asset bubbles resulting from bank-created money of
account cannot form.
Private commercial banks in their present form as creators
of 95% of the euro area’s money supply are a phenomenon
of the past.
The lending and investing departments of present
commercial banks will in essence become finance
companies, whose failure is of no concern to the economy
as a whole let alone the State, because the money issued at
one time is simply in the pockets of other people;. the
finance companies suffering losses at the sole and complete
expense of their investors. The economy as a whole would
not suffer.
Deposit insurance is not needed because deposit-taking
banks are liquid at all times; eventually 100%.
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x
x
x
x

x
x

Bailouts and bails-ins are a matter of the past.
The
financial
institutions’
earnings
would
be
fees/commission and the margin between the interest
charged to borrowers, and the interest paid to the investors.
If the finance companies engage in derivative trading, their
investors benefit or loose according to the results.
Banking rules and regulation need not be complex to protect
depositors as they are today because deposit-taking banks
are “ring fenced”. See UK’s Financial Services (Banking
Reform) Bill 2012-13 separating deposit taking activities
from
investment
activities,
and
the
German
“Trennbankengesetz” of 2013 which, unfortunately, has no
bite being effective only for large banks with at least 100
billion euros assets. 133
Banking supervision could effectively be limited to internal
and external audits by professionally licensed accountants,
submitting their reports to the ECB and making them public.
There is no compulsion for constant economic growth with
an increase in the money supply to enable borrowers to pay
the interest on banks’ loans created as money of account.
When debts owed to finance companies are repaid, the
money supply is NOT destroyed as by present commercial
banks.
Increases in the money supply come from central bankissued money spent into circulation by general government
to cover budget deficits instead of borrowing; or to redeem
old debts.
Deposit insurance, if any, will be a thing of the past.
The Basel Capital Accords will be redundant.

Under the Two Rule Remedy, banks can no longer create
“money of account”. In the long-run, all bank deposits will be
133

Prof. em. Joseph Huber’s submission to the finance committee of the
Bundestag, 22.04.2013. (Huber’s conclusion is published in Michael
Schemmann. 2013, “Deutschlands Geld-Illusion. Monetative Reform oder
Bankpleiten.” IICPA Publications, ISBN978-1484920572, pp. 66, 68 et
seq.)
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100% backed by legal tender, ie, money created by the
independent note issuing central bank.

crippling Greece, Cyprus, Spain and Portugal (and soon Italy
and perhaps also France) can be rolled back and cancelled..

Commercial banks would be subject to a strict, not a watered
down, ring-fencing, ie, a complete separation of deposit-taking
and payment activities from those of lending and investing.

As a further result of these two kinds of repayments/buybacks,
the MFIs, the commercial banks, currently financing general
government debt will be relatively liquid with 2.8 trillion euros
of high-powered central bank money.

The deposit-taking banks would effectively be operating as
agencies of the central bank where customers’ deposits are
ultimately held, taking customers’ deposits, executing
payments, and maintaining automated teller machines (ATMs);
all on a credit basis, and for fees to cover the banks’ operating
expenses.
The lending and investing operations would be funded by
investors, not depositors. The lending and investing operations
would effectively be at the finance companies, the investors
bearing all of the risks.
The First Step to End the Euro Area’s Sovereign Debt Crisis
and Make the Commercial Banks Liquid
As a first sterile non-inflationary act would be for the central
banks to finance with new money
x
x

governments’ repayment of their commercial banks loans
at the Monetary Financial Institutions (MFIs), the
commercial banks, and
governments’ buy-back of general government debt
securities presently held by the MFIs

There is significant mental hemorrhage in the minds of the
present German central banker and the present German minister
of finance based on the traditional national fear of inflation,
namely that money supply created by the central bank(s) signals
the beginning of a repeat of the 1923 Reichsmark debacle,
which was an exponential increase of Germany’s post-World
War One’s money supply, eventually reducing the value of the
Reichsmark to nothing (or precisely one US dollar to 4.2 billion
Reichsmarks) (see “History of Economic Crises and Bank
Failures, Hyperinflation and the Reichsmark Crisis of 1923”
above).
The misconception is not limited to the German central bankers,
but to German economists as well, who may be correct on the
law governing the operation of the European Union and the
ECB, but patently wrong on the facts being the “moneyside”: 134 .
The Wall Street Journal of 11 September 2013 reports:
“More than one hundred German economics professors, led by
influential economists Manfred Neumann and Roland Vaubel are
now responding to a public defense of the ECB’s Outright
Monetary Transactions program, or OMT, launched by a large
group of European and American economists a few weeks ago.

both of which is merely a switch in assets for the MFIs and does
not increase the money supply one iota, thereby relieving the
general governments’ budgets of the burdens to service that part
of the debt and relieve the banks’ of the risks of sovereign debt
default.
134

As a result of these two kinds of repayments/buybacks, the most
brutal and idiotically-misconceived austerity programs that are
190

“Economists Call ECB’s Bond Buying Plan Unlawful,” article in The
Wall Street Journal, 11 September 2013.
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The attack comes as Germany’s constitutional court is due to rule
on the legality of the controversial program under German law
later this year. Mr. Neumann is emeritus professor at the
University of Bonn. Mr. Vaubel is a professor of economics at the
University of Mannheim.”
We — 136 German professors of economics — consider the
European Central Bank’s program to buy government bonds
unlawful and economically amiss. [Emphasis added.]
Article 123 Treaty of Lisbon forbids the ECB the direct “purchase
of debt instruments” from governments of Member States. The
article clarifies that monetary finance of governments is
inadmissible. While a purchase of bonds in secondary markets is
permitted, it must serve monetary policy goals (e.g. short-run
money market balance) not government finance. If monetary
policy were its focus, the ECB would buy the representative bond
portfolio, including sovereign or private debt from all member
states. But this is not the policy. Instead the ECB concentrates on
buying the bonds of over-indebted member states. This is money
finance of governments.

A Remedy

Traditionally, universities on the whole do not teach, let alone
research, the creation of money. And they teach that savings are
needed to fund investments, as does Fed Chairman Ben
Bernanke, an economist professor from Princeton University, in
his address at Morehouse College, 14 April 2009 (see Ben
Bernanke’s picture and “Global Financial Crisis” chapter
above).
Professor Mario Draghi of the ECB is also a professor but one
who is now a practitioner of the highest ranking of monetary
policy instead of in the ivory tower.
The ECB being an independent institution under European law,
German courts may lack jurisdiction to rein it in; wherefore the
professors’ urgings for Mario Draghi to observe the law but not
to have it enforced against him, come across as a somewhat
empty gesture. .
Mario
Draghi,
President,
European
Central
Bank,
Frankfurt is captured during the
special address session at the
Annual Meeting 2013 of the
World Economic Forum in
Davos, Switzerland, January 25,
2013.

Money finance of governments is rightly prohibited because it
endangers the central bank’s independence from governments.
The central bank’s duty is maintaining price stability, it is not
reducing the sovereign risk premia member states have to pay in
bond markets.
The authors of the above-mentioned defense of the ECB’s bond
purchase program disapprove of any interference by the
Bundesverfassungsgericht, the German constitutional court. They
assert this to be incompatible with central bank independence. We
counter: As anyone the ECB is bound to observe the law! The
Treaty requires independence from politics. But the ECB is not
independent if it is ready to finance member states’ budget
deficits.

The Wall Street Journal printed all of the 100+ professors’
names as if there was such a thing as collective wisdom.

Copyright by World Economic
Forum. . swiss-image.ch/Photo
Remy Steinegger. 135
Mario "The Dragon" Draghi (born 1947 in Rome) is an Italian banker and
professor of economics who succeeded Jean-Claude Trichet as the President
of the ECB on 1 November 2011. He was full professor at the Cesare Alfieri
Faculty of Political Science of the University of Florence from 1981 until
1994 and fellow of the Institute of Politics at the John F. Kennedy School of
Government at Harvard University (2001), and previously the governor of
135

Wikipedia, “Mario Draghi; license under the Creative Commons
Attribution-Share Alike 2.0 Generic license.
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the Bank of Italy from January 2006 until October 2011. . In 2012 Forbes
nominated Draghi 8th most powerful person in the world after Barack
Obama, Angela Merkel, Vladimir Putin, Bill Gates, Pope Benedict XVI, Ben
Bernanke, Saudi Arabia’s Monarch Abdullah, before China’s leader Xi
Jinping and Britain’s PM David Cameron.

I would support Prof. Draghi’s Euro Area general government
debt buyback from the MFIs (in the so called secondary
market), and have advocated the approach since 1991, after
three years of researching money-creation, bank failures and the
alarming rises of national debts, focusing on the United States
and, in part, on Canada and Germany; the European Union and
the ECB did not yet exist. 136
The present total euro area government debt securities of €8.8
trillion has already been bought — first of all monetized — by
the MFIs’ with their own self-created credit or “money of
account” out of nothing, before passing it on 80% to their (or
other MFIs’) depositors.
In terms of money supply, the depositors’ purchase of
government debt does not increase the money supply and is
therefore inflation-sterile or neutral; but that amount which is
not resold to depositors but is still held by the banks for
investment did increase the money supply with the government
being a new depositor for 20% of the debt.
Price inflation sets in when the money supply increases to buy
the same number of goods or services available for sale. The
repurchasing or buyback of government debt by the government
through its own agency, the central bank, from the banks’
investment holdings does NOT increase bank deposits and the
money supply, but is merely a switch in assets on the balance
sheets of the banks (see T-account below) with the added
advantage of receipt by the banks of high-power central bank
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Michael Schemmann. 1991. “Money in Crisis.” 3rd ed. ISBN 2013, ISBN
978-1449583057.
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money — liquidity of the highest order — as backing for their
customers’ deposits.
Demonstrative Bank
Balance Sheet
Assets
Liabilities
_________________________________________________
Cash
Central bank balance
(+)
Govt. securities (–)

x
xx

Customer deposits

xxxx

xxx

Increasing the liquidity of euro area commercial banks
In the matter of the banks’ liquidity, as of August 2013, the euro
area’s commercial banks’ (Monetary Financial Institutions or
MFIs) had total deposits amount to €16.9 trillion 137 for which
the MFIs held about €500 billion in cash in order to payout
deposits on demand (total cash, say banknotes, in circulation
was only €894 billion), representing a liquidity-to-deposit ratio
of only 3% which is next to nothing. The general governments’
repurchase of the debt securities which are still on the MFIs’
balance sheets, namely €1.8 trillion by the ECB, and paying off
the MFIs’ loans to the euro area’s general governments of €1
trillion by the ECB, together €2.8 trillion would increase the
MFIs cash from currently €500 billion to €3.4 trillion and
improve the cash-to-deposits ratio from 3% to 20%.
An increase of minimum reserve requirements to also 20% will
prevent euro area MFIs from making fresh loans that would
increase the money supply with the liquidity risk from another
asset bubble causing inflation, and all the rest of the crises we
137

ECB Aggregate balance sheet of euro area monetary financial institutions,
excluding the Eurosystem: August 2013.
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have witnesses before. Bank management considers vault cash a
necessary evil — a dead non-income producing asset — which
they try to minimize to the absolutely required level, instead
relying on holding marketable securities which cannot be
marketed in stressed markets during times of crisis as we have
seen in 2008 and after.
I have proven that redemption of general government debt by
the central bank taken from the balance sheets of MFIs is sterile
in that it does not increase the money supply; therefore, there is
NO logic in the Maastricht Agreement, and no logic in the laws
governing the European Union’s operations and the European
Central Bank (ECB) which allow private MFIs to monetize the
governments’ sovereign debt by creating and issuing their
money of account out of nothing, but prohibit the ECB to do
likewise with its high-powered universally accepted money,
saving the governments the interest expense on their sovereign
debt because any interest earned by the ECB flows back to the
governments.
Reduction of euro area general government debt
MFIs are currently financing (say, monetizing) the euro area’s
General governments in the following amounts:
Euro area MFIs’ financing of euro area
General governments:
As of August 2013
( in billions of euros)
Loans to General government
Holding of General government securities

€1,079
1,755
€2,834

In billons
of euros

Belgium
Bulgaria
Czech Rep
Denmark
Germany
Estonia
Ireland
Greece
Spain
France
Croatia
Italy
Cyprus
Latvia
Lithuania
Lux'g *)
Hungary
Malta
Netherlan
ds
Austria
Poland
Portugal
Romania
Slovenia
Slovakia
Finland
Sweden
UK
Total

EA 17
2012
Gener
al
govt.
debt

Loans to
General
gov't
Aug
2013
(1.1.2)

Securit.
hold'g of
General
gov't
Aug
2013
(1.2.2)

Total
General
govt.
loans +
securit.
buyback

Approx.
2012
General
gov't debt
remain’g

375

25

88

113

262

2,166
2
192
304
884
1,834

371
1
5
7
97
216

344
0
57
13
313
260

715
1
62
20
410
476

1,451
1
130
284
474
1,358

1,989
15
9
13
9
77
5

1,989
15

260
1

423
6

683
7

1,306
8

9

4

53

5

0

3

3

9
0
2

428
227
218
204
50
19
37
103
158
1,700
11,207

428
227

54
28

91
38

145
66

204

7

39

46

19
37
103

2
1

5
12
10

7
13
10

283
161
0
158
0
12
24
93

8,793

1,079

1,755

2,777

6,016

EU 27
2012
General
govt.
debt

375
7
70
112
2,166
2
192
304
884
1,834

*) Luxembourg ECB’s stats disagree with Eurostat’s .
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Sources: Eurostat General government gross debt – annual data 2012; ECB
Aggregated balance sheet of euro area monetary financial institutions, excluding
Eurosystem, August 2013.

The euro area MFIs’ loans to general government plus holdings
of government securities in the total amount of € 2.8 trillion
euros as of August 2013, represent about one third of the € 8.8
trillion euro area general government’s total debt.
Under special recall legislation, this €2.8 trillion euro area
general government debt can be subject to instant redemption,
financed by the ECB without price inflation, or when due at
maturity — 10-15% of debt matures within 1 year, 80-90%
within 1 to 5 years.

A Remedy

Deposits constituting “money of account”
Deposits backed by central bank money
Total euro area bank deposits

€14 trillion
3 trillion
€17 trillion

At the time of the euro-area-general-government-debt-buyback
from MFIs, the minimum reserve requirement on demand
deposits should be increased to nearly 20% with a view of an
eventual increase to 100% and an organizational ring-fencing,
completely separating deposit-taking from lending and investing
operations.
As already mentioned, the above €3 trillion buyback of euro
area’s central government debt from monetary financial
institutions (MFIs) does NOT increase the euro area’s money
supply, and is therefore inflation-neutral or sterile.
Proposal for the remaining €6 trillion general government
debt redemption following the proposed €2.8 trillion
buyback of the debt held by MFIs
The euro area’s total general government debt as of 2012
amounts to €8.8 trillion. If €2.8 trillion are redeemed by way of
the proposed buyback, then €6 trillion of euro area general
government debt remain outstanding.

2012 General government gross debt (Maastricht debt) by maturity
(Eurostat).

Money supply — increased reserve requirements — zero
inflation
The euro area’s total bank deposits as of August 2013 come to
€17 trillion. Following the proposed buyback of euro area
general government debt of €3 trillion, the composition of these
deposits is as follows:
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To be realistic, in spite of all good intentions during elections,
these remaining €6 trillion of debts will NOT be redeemed, and
especially NOT be redeemed from taxes. Other more urgent
programs than debt reduction are always on the horizon if and
when budgets go into surplus, such as tax reductions, education,
healthcare, welfare, social housing, old age security, and so on.
There is an opportunity, however, arising from the need to
supply the ring-fencing deposit institutions with €14 trillion of
legal tender which only the government’s agency, the
independent central bank, can provide in the form of central
bank money (or balances at the central bank), and nothing
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seems more attractive than to have the central bank monetize
the government’s remaining debt, giving the proceeds to the
ring-fenced banks, if the procedure could be sterile-inflationneutral, but it would not be so because the €6 trillion of the
remaining debt are held by the public, by people who are also
depositors, by increasing their deposits and thereby the money
supply accordingly.
The increase by buying back the privately held general
government debt of €6 trillion would be from currently €16.9
trillion 138 to €22.9 trillion, or 35.5%.

A Remedy

Transition to 100% legal tender money system
How to accomplish the transition of redeeming the remainder
of the outstanding general government debt is also discussed in
my book European Monetary Reform: A Plan for the
Redemption of Central Government Debt and the Financial
Rehabilitation of the Eurozone, 2010. See the list of my various
publications at the end of this book.

Alternatives — “once and for all” with inflation — bank
capital equity or slow liabilities
If the possibly and likely prince inflation up to 35% were the
price of the “once and for all” monetary reform to pay off the
troublesome sovereign debt, to establish a truly ring-fenced
deposit system, and above all to end the brutal and damaging
austerity programs in Ireland, Greece, Cyprus, Portugal and
Spain with their lost generation of unemployed youth, the
monetary expansion and inflation of up to 35% will be a tax
which no one can avoid or escape, but it will also be a 21st
century’s type of Marshall Plan that works
If the euro area general government debt redemptions would be
in the form certificates other than money, but certificates that
commercial banks would turn into equity capital or such other
slow liability while receiving full money’s worth from the ECB,
then the general government debt redemption would be
inflation-neutral or sterile. What could be the form of
customers’ general government debt redemption credits, must
be debated.
138

ECB , Aggregated balance sheet of euro area monetary financial
institutions, excluding the Eurosystem: August 2013, line item 2.2 Deposits
of euro area residents.
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The Bank of England performs two operations of banking, which
are quite distinct, and have no necessary connection with each
other: it issues paper currency as a substitute for a metallic one;
and it advances money in the way of loan, to merchants and
others. That these two operations of banking have no necessary
connection, will appear obvious from this—that they might be
carried on by two separate bodies, without the slightest loss of
advantage, either to the country, or to the merchants who receive
accommodation from such loans.

APPENDIX 1
Speech by Robert Peel on the Bank Charter Act
1844
In 1823, David Ricardo (17721823) drafted a “Plan for the
Establishment of a National
Bank.” A month before his early
death on 11th September 1823,
Ricardo wrote to Thomas
Malthus:
Portrait of David Ricardo ca. 1821 aged
49 two years before his death.
Painting by Thomas Phillips.

I have been writing a few pages in favour of my project of a
National Bank, with a view to prove that the nation would lose
nothing in profits by abolishing the Bank of England, and that the
sole effect of the change would be to transfer a part of the profits
of the bank to the national treasury.... 139

Ricardo’s plan entitled “Plan for the Establishment of a
National Bank” was published in February 1824, six months
after his death, opening with the following statement. 140

The Bank Charter Act of 1844, also known as Peel’s Act (after
Robert Peel, prime minister) implemented Ricardo’s plan,
separating the Bank of England into a money issuing
department and a lending department. “In 1933 this same
proposal was put forward by a group of economists at the
University of Chicago as the Chicago Plan for Banking
Reform.” (Ronnie J. Phillips, 1995:3.)
As mentioned above, both, Henry Simons and Irving Fisher,
viewed the Bank Charter Act of 1844 as a correct guide for
monetary reform if it had been applied to demand deposits as
well as bank notes. However, the 100% Money plan of the
1930s made the same mistake as in 1844 which applied only to
bank notes while demand deposits were a substitute, whereas
the Chicago Plan only applied to demand deposits when time
deposits [including savings accounts, which are often checkable
in the United States] were a close substitute.
Speech by Prime Minister Sir Robert Peel
On 6 May 1844 the House of Commons, on the motion of Sir
Robert Peel, resolved itself into a committee on the Bank of
England Charter Act. 141

139

James Bonar, ed. 1887. “Letters of David Ricardo to Thomas Robert
Malthus. 1810-1823. Oxford: At the Clarendon Press, p. 230.
140
David Ricardo. 1951. “The Works and Correspondence of David
Ricardo,” Vol. 4: Pamphlet and Papers 1815-1923. Cambridge: Cambridge
University Press, p. 276 in Ronnie J. Phillips. 1995. “The Chicago Plan &
New Deal Banking Reform.” Armonk, NY and London: M.E. Sharpe, Inc.,
p. 3.

141

“Bank Charter Act – Currency – Sir Robert Peel.” The Victorian Web
http://www.victorianweb.org/history/polspeech/bank.html retrieved 2013-1005.
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Sir R. Peel rose, and addressing Mr. Greene, who was in the
Chair, said —
Sir, there are occasionally questions of such vast and manifest
importance, and which prefer such a claim, I should rather say such a
demand, on the attention of the House, that all rhetorical prefaces,
dilating on their magnitude or enjoining the duty of patient
consideration, are superfluous and impertinent. I shall, therefore,
proceed at once to call the attention of this Committee to a matter
which enters into every transaction of which money forms a part.
There is no contract, public or private, — no engagement, national or
individual, which is unaffected by it. The enterprises of commerce,
the profits of trade, the arrangements made in all the domestic
relations of society, the wages of labour, pecuniary transactions of the
highest amount and of the lowest, the payment of the national debt,
the provision for the national expenditure, the command which the
coin of the smallest denomination has over the necessaries of life, are
all affected by the decision to [105/106] which we may come on that
great question which I am about to submit to the consideration of the
Committee.
My immediate proposition relates to Banking Concerns, and to the
issue of Promissory Notes; but, considering that ten years have now
elapsed since this subject was brought under consideration, I hope I
shall be excused, if I take a wider range than the immediate questions
for decision might seem to justify, and if I advert at the outset to the
great principles which govern, or ought to govern, the Measure of
Value, and the Medium of Exchange. They lie, in truth, at the very
foundation of our discussion. We cannot hope to agree on the
Measure to be adopted with regard to Paper Currency, unless we are
agreed on the principles which determine the value of that of which
Paper is the representative, and on the nature of the obligation which
is imposed upon the issuer of Promissory Notes. Now I fear there is
not a general agreement on those fundamental principles — that there
is still a very material difference of opinion as to the real nature and
character of the Measure of Value in this country.
My first question, therefore, is, what constitutes this Measure of
Value? What is the signification of that word "a Pound," with which
we are all familiar? What is the engagement to pay a "Pound"? Unless
we are agreed on the answer to these questions, it is in vain we
attempt to legislate on the subject. If a "Pound" is a mere visionary
abstraction, a something which does not exist either in law or in
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practice, in that case one class of measures relating to Paper Currency
may be adopted; but if the word "Pound," the common denomination
of value, signifies something more than a mere fiction — if a "Pound"
means a quantity of the precious metals of certain weight and certain
fineness — if that be the definition of a "Pound," in that case another
class of measures relating to Paper Currency will be requisite. Now,
the whole foundation of the proposal I am about to make rests upon
the assumption that according to practice, according to law, according
to the ancient monetary policy of this country, that which is implied
by the word "Pound" is a certain definite quantity of gold [106/107]
with a mark upon it to determine its weight and fineness, and that the
engagement to pay a Pound means nothing, and can mean nothing
else, than the promise to pay to the holder, when he demands it that
definite quantity of gold.
What is the meaning of the "Pound" according to the ancient
monetary policy of this country? The origin of the term was this: —
In the reign of William the Conqueror a pound weight of silver was
also the pound of account. The "Pound" represented both the weight
of metal and the denomination of money. By subsequent debasements
of the currency a great alteration was made, not in the name, but in
the intrinsic value of the Pound sterling, and it was not until a late
period of the reign of Queen Elizabeth that silver, being then the
standard of value, received that determinate weight which it retained
without variation, with constant refusals to debase the standard of
silver, until the year 1816, when gold became the exclusive standard
of value. The standard of silver was fixed about 1567; but in 1717, the
value of the guinea was determined to be 21s., and for a certain
period, both gold and silver constituted the mixed standard of value.
In the year 1774, it being then enacted that no legal contract should be
discharged in silver for any sum of more than 25 l., gold became
substantially the measure of value, and so it continued to be legally
and practically until 1797, when that fatal measure for restricting cash
payments by the Bank was passed, and parties were enabled to issue
at their discretion Paper Money not convertible into coin at the will of
the bearer. From 1797 to 1810 public attention was not much directed
to this important subject; but in 1810 men of sagacity observed that
the exchanges had been for a considerable period unfavourable to this
country — more unfavourable than could be accounted for by the
balance of trade or the monetary transactions of the country.
A Committee was appointed to inquire into the subject, and opinions,
not really novel, but at that time very startling, were enounced, to the
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effect that the "Pound" meant, in fact, nothing else than a definite
quantity of the precious metals, and that those who promised to pay a
Pound ought to pay that quantity. That theory was very much
contested at the time. The House of Commons was not convinced by
the arguments used in favour of it. The public mind, confused by the
practice that had prevailed since the issue of inconvertible paper,
would not admit the doctrine of a metallic standard. Those who
contested it were, however, called upon to give their definition of the
Pound Sterling, and it must be admitted that they responded to the
call. They did not evade the question, as is now the practice, by
writing long and unintelligible [107/108] pamphlets, but, confident in
their own theories, gave, in brief and compendious forms, their
definitions of the standard of value. One writer said "that a Pound
might be defined to be a sense of value in reference to currency as
compared with commodities." Another writer was dissatisfied with
that definition, thinking the public had a right to something more
definite and tangible, and that the meaning of "a reference to currency
as compared with commodities", was not very obvious to enlightened
minds. This writer said, "There is a standard and there is an unit
which is the measure of value, and that unit is the interest of 33l. 6s.
8d. at 3 per cent, that being 1l., and being paid in a Bank-note as
money of account." The last definition of the standard of value which
I shall quote is this: — "The standard is neither gold nor silver, but it
is something set up in the imagination, to be regulated by public
opinion."
Such were the absurdities into which ingenious men were betrayed, in
the attempt to set up some other standard of value, more consistent
with inconvertible paper than a metallic standard. It was supposed at
that time that the doctrines propounded by the Bullion Committee
were the visionary speculations of theorists, and were unknown in the
former monetary history of this country. But that is not the case. Refer
to every writer of eminence — to Mr. Locke, to Sir W. Petty, to any
one who wrote before 1797, and who had not been familiar with
inconvertible paper currency, and you will find they arrive at
precisely the same conclusions with the Bullion Committee. Take the
opinion of Mr. Harris, an officer of the Mint, and an eminent writer
on the subject a century before the Bank Restriction Act: —
"In all countries (says Mr. Harris) there is established a certain
standard both as to weight and fineness of the several species of
those coins.
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"In England, the silver monies are to contain 111 parts of fine
silver, and 6 parts of alloy. That is, the pound troy with us
contains 11 oz. 2 pennyweights of fine silver, and 18
pennyweights of alloy; and of a pound troy of this standard silver,
our money pound contains 20/62 parts, that is to say a pound of this
silver is coined into 62s. This standard has continued invariable
ever since the 43rd Elizabeth [1601].
"By the standard of money is always meant the quantity of pure
or fine metal contained in a given sum. In England accounts are
kept by the pound sterling, which is a certain quantity of fine
silver appointed by law for a standard." (He was writing at a time
when silver was the standard in England.) "All payments abroad
are regulated by the course of exchange, and that is founded upon
the intrinsic value, and not on the mere names of coins.
"We may break the public faith here, and curtail the longestablished measure of property, but foreigners will make ample
allowance for what [108/109] we may do, and however we may
rob and cheat one another, will secure themselves, and make an
advantage of our discredit, by bringing the exchange against us
beyond the part."
delivered one hundred years before the Report of the Bullion
Committee was made, but in precise conformity with that Report. The
truth of them is not, I fear, even now admitted. Publications daily
issue from the press contesting it. Here is a volume published at
Birmingham since the commencement of the present year, not the
production, I presume, of a single author, for it professes to be written
by Gemini. I have no wish to withhold justice from writers who gave
that proof of their sincerity, which is implied by the publication of an
octavo volume. And I admit at once, that I do not believe this work
could have proceeded from any other town in the Queen's dominions
than Birmingham, and that the efforts of no single writer are equal to
the production of so much nonsense. This volume collects and repeats
all the old exploded fallacies on the subject of the standard of value
and the currency. Its authors bewail the darkness of the age which
adheres to a standard which was adopted in the reign of Queen
Elizabeth, and which they consider wholly unsuitable as a measure of
value now, considering the extent of our commerce, and the increase
of all pecuniary transactions in number and amount. They might with
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equal justice complain, that since travelling has been increased by the
completion of railways, the foot measure is still adhered to. There is
no better reason for making the sovereign pass for twenty-five
shillings instead of twenty, than for making the foot consist of sixteen
inches instead of twelve. They consider it absurd, that with the
progress we have made in wealth and knowledge, we should still coin
the ounce of gold into a sum represented by 3l. 17s. 10½d. "Coin the
ounce of gold," say they, "into 5l. and we shall then have relief from
our burthens, and encouragement to industry and trade."
Now, let us consider what is meant by affixing to the ounce of gold a
value, represented in coin by the sum of 3l. 17s. 10½d.? According to
the regulations of the Mint, before the alteration of the silver coin in
1816, a pound weight of standard gold was coined into 44½ guineas;
a pound weight of standard silver was coined into 62s.; and a guinea
was made current for 21s. We are thus enabled to calculate the
relative value of gold and silver according to the Mint regulations.
The sum of 44½ guineas in gold, that is a pound of gold, was
equivalent to 1,869 sixpences in silver, and the pound of silver being
equal to 124 sixpences in coin, the value of gold was to that of silver,
as 1,869 to 124, or as 159/124 to 1. The [109/110] ounce of gold in coin
was equivalent to the corresponding amount in silver, namely, the
twelfth part of 1,869 sixpences, that is to say, to 155 sixpences and
9
/12 of a shilling, or 3l. 17s. 10½d. There was, indeed, a small
difference in the amount of alloy in a pound of coined gold and a
pound of coined silver, for which it is necessary to make allowance,
and that allowance being made, the relative value of pure gold to pure
silver in the coins of the two metals was as 152859/13460 to 1. Silver has
ceased to be a standard of value, and the silver coin being now a mere
token, the former relative value of gold coin to silver coin is not now
preserved.
The above calculations explain our meaning when we say that the
ounce of gold is coined into the sum of 3l. 17s. l0½d. These terms
express the relation of gold and silver coin, according to the Mint
regulations at the time that silver coin was made of standard silver.
You may now enact, no doubt, that the ounce of gold shall be coined
into 5l. in money of account, that is to say, you may debase the
standard to that extent. And what will be the effect of this? All
debtors will no doubt gain by it. In the case of all unfulfilled
contracts, he who has to receive payment will receive much less in
point of real value than he stipulated for. The creditor will be
defrauded — the debtor will have a corresponding advantage. But this
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will be the whole effect. No new transactions will be affected by your
choosing to call an ounce of gold 5l. As Mr. Harris says, you may
cheat each other at home, but foreign countries will adjust their
dealings with you, not on account of the name to be given to your
coin, but according to its real value. All new contracts at home will be
regulated by the same principle. The real and not the nominal value of
that which is made by law the medium of exchange, will regulate
prices and all future contracts. Even the relative value of gold and
silver will not be adjusted by your laws. You may insist on coining
the ounce of gold into 5l. instead of 3l. 17s. 10½d., that is to say, into
200 sixpences instead of, as at present, into 155 sixpences; and
fourpence halfpenny, but silver will disobey your law, and will insist
on finding its own value in the market on principles which you cannot
control. The Mint regulations do not, it is true, correctly express the
present relative value of gold and silver in the bullion market. Silver
is not worth 5s. 2d. an ounce, not more. I believe, than 5s. an ounce,
and there would be an apparent present advantage to the debtor in
taking silver rather than gold as the standard, since the relative value
of gold to silver when standard-silver is 5s. per ounce, is 15.575 to 1,
instead of 15285/1346 to 1.
But there is reason to doubt whether those who wish for a relaxation
of the standard, and who, for the purpose of benefiting the [110/111]
debtor, recommend either a joint standard of silver and gold, or the
substitution of silver for gold as the standard, would attain their object
were either of those Measures adopted. There is reason to believe,
adverting particularly to the rapid increase of the annual supply of
gold from mines within the dominions of the Emperor of Russia, that
the value of gold in the general markets of the world is on the
decrease, and that the interest of the debtor would not be permanently
advanced by the abandonment of gold for silver as the standard of
value in the country.
But to revert to the errors of those who are the advocates of some
measure of value other than the precious metals. They object to the
selection of gold as the standard of value, because gold is an article of
commerce, — because there is demand for it as bullion, affecting,
therefore, its value as coin, and disqualifying it to be the measure of
value. Now, no one contends that there is or can be an absolutely
fixed and invariable standard of value. No one denies that the value of
gold, with reference to all commodities, excepting gold itself, may be
subject to slight variations. But what other substance is not more
subject to variations in value than the precious metals? What other
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substance possessing intrinsic value will not also be in demand as an
article of commerce? It is because gold is an article of commerce,
because there are no restrictions upon its export or its import, that you
can at all times depend upon such a supply of gold for the purposes of
coin as may be sufficient for the wants of this country. The precious
metals are distributed among the various countries of the world in
proportion to their respective necessities, by laws of certain though
not very obvious operation, which, without our interference, will allot
to our share all that we require. Some entertain the apprehension that
we may be drained of all our gold in consequence of a demand for
gold from foreign countries, either for the payment of their armies in
time of war, or in consequence of sudden and unforeseen demand for
foreign corn for our own internal consumption. It is supposed that
gold, being an article in universal demand, and having at all times and
in all places an ascertained value, is more subject to exportation than
anything else. But the export of gold, whether coin or bullion, is
governed by precisely the same laws by which the export of any other
article is governed. Gold will not leave this country unless gold be
dearer in some other country than it is in this. It will not leave this
country, merely because it is gold, nor while there is any article of our
produce or manufacture which can be exported in exchange for
foreign produce with a more profitable return, If gold coin be in any
country the common medium of exchange; or if the promissory notes,
which perform in part the functions of gold coin, are at [111/112] all
times and under all circumstances of equal value with gold, and are
instantly convertible into gold; there are causes in operation which,
without any interference on our part, will confine within known and
just limits the extent to which gold can be exported. There may no
doubt be temporary pressure from the export of gold, even when it is
confined within those limits; but none for which you may not provide,
none to which you would not be subject, in a higher degree probably,
were any other standard of value adopted in preference to gold.
I have thus stated the grounds which justify the conclusion, that,
according to the ancient monetary policy of the country, according to
the law, according to the practice that prevailed at all times, excepting
during the period of inconvertible paper currency, a certain quantity
of the precious metals, definite in point of weight and fineness, has
constituted, and ought to constitute, the measure of value. The minds
of men, habituated during the Bank Restriction to a departure from
that measure of value, were loath to admit those great elementary
truths which are at the foundation of the whole system of currency,
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paper credit, and foreign exchange. Ingenious writers have from time
to time laboured to prove the unsoundness of these doctrines, to show
that a metallic standard was neither practically nor theoretically the
measure of value in this country, and have cited various facts
apparently irreconcilable with the theory. But when all the
circumstances attending each fact have been fully stated, they have
been sufficient to account for the seeming contradiction. When Sir
Isaac Newton had established the planetary system on the principle of
gravitation and attraction, there were phenomena apparently at
variance with the theory. But succeeding philosophers, starting from
the point which in the progress of science had been reached by Sir
Isaac Newton, applying his principles with improved means of
investigating truth, solved the doubts which he had not been able to
solve, and showed that the apparent contradictions, when all the
disturbing influences were taken into account, became in fact new
demonstrations of the soundness of the original theory. And the same
result has followed, and will follow, in the case of objections which
have been, and will continue to be, urged against the principle of the
metallic standard.
It must at the same time be admitted that it would be quite consistent
with that principle to adopt some other measure of value than that
which we have adopted. It would be consistent with that principle to
select silver instead of gold as the standard, — to have a mixed
standard of gold and silver, the relative values of the two metals being
determined, — to dispense with gold coin altogether, and regulate the
amount and value of paper currency by making it [112/113]
convertible only, according to the proposal of Mr. Ricardo, into gold
bullion of a given minimum amount.
I trust, however, this House will adhere to the present standard, —
will resolve on the maintenance of a single standard, and of gold as
that standard. All the great writers on this subject, Sir William Petty,
Mr. Locke, Mr. Harris, and Lord Liverpool, have been decidedly in
favour of a single, in preference to a double standard. Mr. Locke,
indeed, was of opinion that silver ought to be the standard; but there
appears good ground to doubt the soundness of that opinion; and there
are, at any rate, the most cogent reasons, since gold has been for a
long course of years the standard in this country, for the continued
maintenance of it. They are well stated in the admirable Treatise on
Coins, (The Coins of the Realm was published in 1805), written. by
the first Lord Liverpool. In that treatise a system of coinage is
recommended, which is in exact conformity, both in point of principle
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and detail, with the system which we have adopted. Lord Liverpool
observes: —
"After full consideration of this extensive, abstruse, and intricate
subject, I humbly offer to your Majesty, as the result of my
opinion,
"First, That the coins of this Realm, which are to be the principal
measure of property and instrument of commerce, should be made
of one metal only.
"Secondly, That in this Kingdom the gold coins only have been
for many years past, and are now, in the practice and opinion of
the people, the principal measure of property and instrument of
commerce.
"It has been shown that, in a country like Great Britain, so
distinguished for its affluence and for the extent of its commercial
connections, the gold coins are best adapted to be the principal
measure of property; in this Kingdom, therefore, the gold coin is
now the principal measure of property and standard coin, or, as it
were, the sovereign archetype by which the weight and value of
all other coins should be regulated.
"It is the measure of almost all contracts and bargains; and by it,
as a measure, the price of all commodities bought and sold is
adjusted and ascertained. For these reasons the gold coin should
be made as perfect and kept as perfect as possible.
"Thirdly. It is evident, that where the function of the gold coins as
a measure of property ceases, there that of the silver coins should
begin; and that where the function of the silver coins, in this
respect, ceases, there that of copper should begin: it is clear,
therefore, that so far only [113/114] these silver and copper coins
should be made legal tender and no further, at least not in any
great degree; and it follows that the coins, both of silver and
copper, are subordinate, subservient, and merely representative
coins; and must take their value with reference to the gold coins
according to the rate which the sovereign sets upon each of
them."
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suspension of cash payment. The silver coin is a mere token, auxiliary
and subordinate to the gold coin; the ounce of silver being now coined
into 66s. instead of 62s., and silver coin not being a legal tender for
any greater sum than 40s. By the abolition, in this part of the United
Kingdom, of the promissory notes below 5l., you introduce the gold
coin into general use for the purpose of effecting small payments; you
enable the holder of the smallest note to demand payment in gold, and
thus insure the maintenance of a very considerable quantity of gold as
a part of the circulating medium. There is, no doubt, some expense in
the maintenance of a metallic circulation, but none, in my opinion,
sufficient to countervail the advantage of having gold coin generally
distributed throughout the country, accessible to all, and the
foundation of paper credit and currency. It is contended by some, that
if you were to dispense with coin altogether, to adopt the principle of
Mr. Ricardo's plan, (The noteworthy economist presented his plan in a
pamphlet of 1816), and make bank notes not convertible into gold at
the will of the holder, excepting when presented. to the amount of a
very considerable sum (300l. or 400l. for instance), and then
convertible into bullion and not coin, you would provide a security
against the effects of a panic connected with political causes, causing
a sudden demand for gold. I very much doubt the policy of taking
such precautions against such a contingency, and consider that the
most effectual measure for promoting permanent confidence in the
paper circulation of the country, is to require that the gold coin shall
be in general use for small payments, and that the promissory note
shall be of equal value with the coin which it professes to represent. I
shall here close my observations on the measure of value and the
coinage, and proceed to the more immediate subject for consideration,
namely, the state of the paper circulation of the country, and the
principles which ought to regulate it. (The section of the speech
dealing with this subject is omitted. )……

These are, in fact, the principles which regulate our present coinage.
We have a single standard, and that standard gold, — the metal which
was practically the standard for many years previously to the

… Permit me, before I conclude, briefly to recapitulate the outlines of
the plan recommended by Her Majesty's servants. It is proposed that
the Bank of England shall continue in possession of its [114/115]
present privileges — that it shall retain the exclusive right of issue,
within a district of which sixty-five miles from London as a centre is
the radius. The private banks within that district, which now actually
issue notes, will of course be permitted to continue their issues to the
amount of the average of the last two years. Two Departments of the
Bank will be constituted: one for the issue of notes, the other for the
transaction of the ordinary business of banking. The bullion now in
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the possession of the Bank will be transferred to the Issue
Department. The issue of notes will be restricted to an issue of
14,000,000l. upon securities — the remainder being issued upon
bullion — and governed in amount by the fluctuations in the stock of
bullion. If there be, under certain defined circumstances, an increase
of the issues of securities, it can only take place with the knowledge
and consent of the Government; and the profit derivable from such
issue will belong to the public. Bankers now actually enjoying the
privilege of issue, will be allowed to continue their issues, provided
the maximum in the case of each bank does not exceed the average of
a certain prescribed period. A weekly publication of issues will be
required from every Bank of Issue. The names of shareholders and
partners in all banks will be registered and published. No new Bank of
Issue can be hereafter formed, and no Joint-stock Company for
banking purposes can be established, except after application to the
Government and compliance with various regulations which will be
hereafter submitted to the consideration of Parliament.

have at various times afflicted the country in consequence of rapid
fluctuation in the amount and value of the medium of exchange.
When I call to mind the danger to which the Bank of England has
been exposed, the various effects of a sudden change from an
overabundant to a contracted circulation, the reckless speculation of
some of the Joint Stock Banks, the losses entailed on their
shareholders, the insolvency of so many private banks, the miserable
amount of the dividends which have in many cases been paid, the ruin
inflicted on innocent creditors, the shock to public and private credit,
then indeed I rejoice on public grounds in the hope, that the wisdom
of Parliament will at length devise measures which shall inspire just
confidence in the medium of exchange, shall put a check on
improvident speculations, and shall ensure, so far as legislation can
ensure, the just reward of industry, and the legitimate profit of
commercial enterprise conducted with integrity and controlled by
provident calculations. The right hon. Baronet concluded by moving
—

I have now concluded the duty which I have to perform, and trust I
have clearly explained to the House the principle and details of the
plan which the Government proposes for the future regulation of the
currency, and the grounds upon which it is founded. I ask for no vote
tonight on the resolutions which I shall propose, pro forma, and, if I
might give advice on such a subject, would recommend the
postponement of discussion to a future day. Tomorrow the
correspondence which has taken place with the Bank, explaining
more in detail our communications with the Bank, and the nature of
the pecuniary arrangements between the Bank and the Government,
will be laid upon the Table. The knowledge of that correspondence is
important as a preliminary to full and satisfactory discussion on the
merits of our proposal. Considering the part which I took in the year
1819 in terminating the system of inconvertible paper currency, and in
re-establishing the ancient standard of value, it will no doubt be a
source of great personal satisfaction to me, if I shall now succeed,
after the lapse of a quarter of a century since those measures were
adopted, in obtaining the assent of the House to proposals which are,
in fact, the complement [115/116] of them, and which are calculated
to guarantee their permanence, and to facilitate their practical
operation.

"That it is expedient to continue to the Bank of England, for a
time to be limited, certain of the privileges now by law rested in
that Corporation, subject to such conditions as may be provided
by any Act to be passed for that purpose."

But my gratification will be of a higher and purer nature than any
connected with the satisfaction of personal feelings, if I may look
forward to the mitigation or termination of evils, such as those which
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APPENDIX 2
John Law and the Mississippi Bubble
By Charles Mackay (1841) 142
Some in clandestine companies combine;
Erect new stocks to trade beyond the line;
With air and empty names beguile the town,
And raise new credits first, then cry ‘em down;
Divide the empty nothing into shares,
And set the crowd together by the ears.
Defoe.

John Law of Lauriston (1671-1729)

142

Charles Mackay. 1841. “Extraordinay Popular Delusions and the
Madness of Crows.” The First Volume. “National Delusions.” London:
Richard Bentley, New Burlington Street, Publisher in Ordinary to Her
Majesty.

Some in clandestine companies combine; Erect new stocks to
trade beyond the line; With air and empty names beguile the town,
And raise new credits first, then cry ‘em down; Divide the empty
nothing into shares, And set the crowd together by the ears. Defoe.
The personal character and career of one man are so intimately
connected with the great scheme of the years 1719 and 1720, that a
history of the Mississippi madness can have no fitter introduction than
a sketch of the life of its great author, John Law. Historians are
divided in opinion as to whether they should designate him a knave or
a madman. Both epithets were unsparingly applied to him in his
lifetime, and while the unhappy consequences of his projects were
still deeply felt. Posterity , however, has found reason to doubt the
justice of the accusation, and to confess that John Law was neither
knave nor madman, but one more deceived than deceiving; more
sinned against than sinning. He was thoroughly acquainted with the
philosophy and true principles of credit. He understood the monetary
question better than any man of his day; and if his system fell with a
crash so tremendous, it was not so much his fault as that of the people
amongst whom he had erected it. He did not calculate upon the
avaricious frenzy of a whole nation; he did not see that confidence,
like mistrust, could be increased, almost ad infinitum, and that hope
was as extravagant as fear. How was he to foretell that the French
people, like the man in the fable, would kill, in their frantic eagerness,
the fine goose he had brought to lay them so many golden eggs? His
fate was like that which may be supposed to have overtaken the first
adventurous boatman who rowed from Erie to Ontario. Broad and
smooth was the river on which he embarked; rapid and pleasant was
his progress; and who was to stay him in his career? Alas for him! the
cataract was nigh. He saw, when it was too late, that the tide which
wafted him so joyously along was a tide of destruction; and when he
endeavoured to retrace his way, he found that the current was too
strong for his weak efforts to stem , and that he drew nearer every
instant to the tremendous falls. Down he went over the sharp rocks ,
and the waters with him. He was dashed to pieces with his bark, but
the waters, maddened and turned to foam by the rough descent, only
boiled and bubbled for a time, and then flowed on again as smoothly
as ever. Just so it was with Law and the French people. He was the
boatman and they were the waters.
John Law was born at Edinburgh in the year 1671. His father was
the younger son of an ancient family in Fife , and carried on the
business of a goldsmith and banker. He amassed considerable wealth
in his trade, sufficient to enable him to gratify the wish, so common
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among his countrymen, of adding a territorial designation to his name.
He purchased with this view the estates of Lauriston and Randleston,
on the Frith of Forth on the borders of West and Mid Lothian, and
was thenceforth known as Law of Lauriston.

Lauriston Castle as it appeared in 1775.
Author unknown. Old and New Edinburgh, James Grant, 1890

The subject of our memoir, being the eldest son, was received
into his father’s counting -house at the age of fourteen, and for three
years laboured hard to acquire an insight into the principles of
banking, as then carried on in Scotland. He had always manifested
great love for the study of numbers, and his proficiency in the
mathematics was considered extraordinary in one of his tender years.
At the age of seventeen he was tall, strong, and well made; and his
face, although deeply scarred with the small-pox, was agreeable in its
expression, and full of intelligence. At this time he began to neglect
his business, and becoming vain of his person, indulged in
considerable extravagance of attire. He was a great favourite with the
ladies, by whom he was called Beau Law, while the other sex,
despising his foppery, nicknamed him Jessamy John. At the death of
his father, which happened in 1688, he withdrew entirely from the
desk, which had become so irksome, and being possessed of the
revenues of the paternal estate of Lauriston, he proceeded to London,
to see the world.
He was now very young, very vain, good-looking, tolerably rich,
and quite uncontrolled. It is no wonder that, on his arrival in the
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capital, he should launch out into extravagance . He soon became a
regular frequenter of the gaming-houses, and by pursuing a certain
plan, based upon some abstruse calculation of chances, he contrived
to gain considerable sums. All the gamblers envied him his luck, and
many made it a point to watch his play, and stake their money on the
same chances. In affairs of gallantry he was equally fortunate; ladies
of the first rank smiled graciously upon the handsome Scotchman –
the young, the rich, the witty, and the obliging. But all these successes
only paved the way for reverses. After he had been for nine years
exposed to the dangerous attractions of the gay life he was leading, he
became an irrecoverable gambler. As his love of play increased in
violence, it diminished in prudence. Great losses were only to be
repaired by still greater ventures, and one unhappy day he lost more
than he could repay without mortgaging his family estate. To that step
he was driven at last. At the same time his gallantry brought him into
trouble. A love affair, or slight flirtation, with a lady of the name of
Villiers [Miss Elizabeth Villiers, afterwards Countess of Orkney]
exposed him to the resentment of a Mr. Wilson, by whom he was
challenged to fight a duel. Law accepted, and had the ill fortune to
shoot his antagonist dead upon the spot. He was arrested the same
day, and brought to trial for murder by the relatives of Mr. Wilson. He
was afterwards found guilty, and sentenced to death. The sentence
was commuted to a fine, upon the ground that the offence only
amounted to manslaughter. An appeal beinglodged by a brother of the
deceased, Law was detained in the King’s Bench, whence, by some
means or other, which he never explained , he contrived to escape;
and an action being instituted against the sheriffs, he was advertised
in the Gazette, and a reward offered for his apprehension. He was
described as “Captain John Law, a Scotchman, aged twenty-six; a
very tall, black, lean man; well shaped, above six feet high, with large
pockholes in his face; big nosed, and speaking broad and loud.” As
this was rather a caricature than a description of him, it has been
supposed that it was drawn up with a view to favour his escape. He
succeeded in reaching the Continent, where he travelled for three
years, and devoted much of his attention to the monetary and banking
affairs of the countries through which he passed. He stayed a few
months in Amsterdam, and speculated to some extent in the funds.
His mornings were devoted to the study of finance and the principles
of trade, and his evenings to the gaming-house. It is generally
believed that he returned to Edinburgh in the year 1700. It is certain
that he published in that city his “Proposals and Reasons for
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constituting a Council of Trade.” This pamphlet did not excite much
attention.
In a short time afterwards he published a project for establishing
what he called a Land-bank [The wits of the day called it a sand-bank,
which would wreck the vessel of the state.], the notes issued by which
were never to exceed the value of the entire lands of the state, upon
ordinary interest, or were to be equal in value to the land, with the
right to enter into possession at a certain time. The project excited a
good deal of discussion in the Scottish parliament , and a motion for
the establishment of such a bank was brought forward by a neutral
party, called the Squadrone, whom Law had interested in his favour.
The Parliament ultimately passed a resolution to the effect, that, to
establish any kind of paper credit, so as to force it to pass, was an
improper expedient for the nation.
Upon the failure of this project, and of his efforts to procure a
pardon for the murder of Mr. Wilson, Law withdrew to the Continent,
and resumed his old habits of gaming. For fourteen years he
continued to roam about, in Flanders, Holland, Germany, Hungary,
Italy, and France. He soon became intimately acquainted with the
extent of the trade and resources of each, and daily more confirmed in
his opinion that no country could prosper without a paper currency.
During the whole of this time he appears to have chiefly supported
himself by successful play. At every gambling-house of note in the
capitals of Europe, he was known and appreciated as one better
skilled in the intricacies of chance than any other man of the day. It is
stated in the “Biographie Universelle” that he was expelled, first from
Venice, and afterwards from Genoa, by the magistrates, who thought
him a visitor too dangerous for the youth of those cities. During his
residence in Paris he rendered himself obnoxious to D’Argenson, the
lieutenant-general of the police, by whom he was ordered to quit the
capital. This did not take place, however, before he had made the
acquaintance in the saloons, of the Duke de Vendome, the Prince de
Conti, and of the gay Duke of Orleans, the latter of whom was
destined afterwards to exercise so much influence over his fate. The
Duke of Orleans was pleased with the vivacity and good sense of the
Scottish adventurer , while the latter was no less pleased with the wit
and amiability of a prince who promised to become his patron. They
were often thrown into each other’s society, and Law seized every
opportunity to instil his financial doctrines into the mind of one whose
proximity to the throne pointed him out as destined, at no very distant
date, to play an important part in the government.

Shortly before the death of Louis XIV, or, as some say, in 1708,
Law proposed a scheme of finance to Desmarets, the Comptroller.
Louis is reported to have inquired whether the projector were a
Catholic, and, on being answered in the negative , to have declined
having anything to do with him. [This anecdote, which is related in
the correspondence of Madame de Baviere, Duchess of Orleans, and
mother of the Regent, is discredited by Lord John Russell , in his
“History of the principal States of Europe, from the Peace of
Utrecht;” for what reason he does not inform us. There is no doubt
that Law proposed his scheme to Desmarets, and that Louis refused to
hear of it. The reason given for the refusal is quite consistent with the
character of that bigoted and tyrannical monarch.]
It was after this repulse that he visited Italy. His mind being still
occupied with schemes of finance, he proposed to Victor Amadeus,
Duke of Savoy, to establish his land-bank in that country. The Duke
replied that his dominions were too circumscribed for the execution of
so great a project, and that he was by far too poor a potentate to be
ruined. He advised him, however, to try the King of France once
more; for he was sure, if he knew anything of the French character,
that the people would be delighted with a plan, not only so new, but
so plausible.
Louis XIV died in 1715, and the heir to the throne being an infant
only seven years of age, the Duke of Orleans assumed the reins of
government, as Regent, during his minority. Law now found himself
in a more favourable position. The tide in his affairs had come, which,
taken at the flood, was to waft him on to fortune. The Regent was his
friend, already acquainted with his theory and pretensions, and
inclined, moreover, to aid him in any efforts to restore the wounded
credit of France, bowed down to the earth by the extravagance of the
long reign of Louis XIV.
Hardly was that monarch laid in his grave ere the popular hatred,
suppressed so long, burst forth against his memory. He who, during
his life, had been flattered with an excess of adulation, to which
history scarcely offers a parallel, was now cursed as a tyrant, a bigot,
and a plunderer. His statues were pelted and disfigured; his effigies
torn down, amid the execrations of the populace, and his name
rendered synonymous with selfishness and oppression. The glory of
his arms was forgotten, and nothing was remembered but his reverses,
his extravagance, and his cruelty.
The finances of the country were in a state of the utmost disorder.
A profuse and corrupt monarch, whose profuseness and corruption
were imitated by almost every functionary, from the highest to the
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lowest grade, had brought France to the verge of ruin. The national
debt amounted to 3000 millions of livres, the revenue to 145 millions,
and the expenditure to 142 millions per annum; leaving only three
millions to pay the interest upon 3000 millions. The first care of the
Regent was to discover a remedy for an evil of such magnitude, and a
council was early summoned to take the matter into consideration.
The Duke de St. Simon was of opinion that nothing could save the
country from revolution but a remedy at once bold and dangerous. He
advised the Regent to convoke the States-General, and declare a
national bankruptcy. The Duke de Noailles, a man of accommodating
principles , an accomplished courtier, and totally averse from giving
himself any trouble or annoyance that ingenuity could escape from,
opposed the project of St. Simon with all his influence. He
represented the expedient as alike dishonest and ruinous. The Regent
was of the same opinion, and this desperate remedy fell to the ground.
The measures ultimately adopted, though they promised fair, only
aggravated the evil. The first, and most dishonest measure, was of no
advantage to the state. A recoinage was ordered, by which the
currency was depreciated one-fifth; those who took a thousand pieces
of gold or silver to the mint received back an amount of coin of the
same nominal value, but only four-fifths of the weight of metal. By
this contrivance the treasury gained seventy-two millions of livres,
and all the commercial operations of the country were disordered. A
trifling diminution of the taxes silenced the clamours of the people,
and for the slight present advantage the great prospective evil was
forgotten.
A chamber of justice was next instituted, to inquire into the
malversations of the loan-contractors and the farmers of the revenues.
Tax collectors are never very popular in any country, but those of
France at this period deserved all the odium with which they were
loaded. As soon as these farmers-general, with all their hosts of
subordinate agents, called maltotiers [From maltote, an oppressive
tax.], were called to account for their misdeeds, the most extravagant
joy took possession of the nation. The Chamber of Justice, instituted
chiefly for this purpose, was endowed with very extensive powers. It
was composed of the presidents and councils of the parliament, the
judges of the Courts of Aid and of Requests, and the officers of the
Chamber of Account, under the general presidence of the minister of
finance. Informers were encouraged to give evidence against the
offenders by the promise of one-fifth part of the fines and
confiscations. A tenth of all concealed effects belonging to the guilty

was promised to such as should furnish the means of discovering
them.
The promulgation of the edict constituting this court caused a
degree of consternation among those principally concerned which can
only be accounted for on the supposition that their peculation had
been enormous. But they met with no sympathy. The proceedings
against them justified their terror. The Bastile was soon unable to
contain the prisoners that were sent to it, and the gaols all over the
country teemed with guilty or suspected persons. An order was issued
to all innkeepers and postmasters to refuse horses to such as
endeavoured to seek safety in flight; and all persons were forbidden,
under heavy fines, to harbour them or favour their evasion. Some
were condemned to the pillory, others to the gallies, and the least
guilty to fine and imprisonment. One only, Samuel Bernard, a rich
banker, and farmer-general of a province remote from the capital, was
sentenced to death. So great had been the illegal profits of this man, –
looked upon as the tyrant and oppressor of his district, – that he
offered six millions of livres, or 250,000 pounds sterling, to be
allowed to escape.
His bribe was refused, and he suffered the penalty of death.
Others, perhaps more guilty, were more fortunate . Confiscation,
owing to the concealment of their treasures by the delinquents, often
produced less money than a fine. The severity of the government
relaxed, and fines, under the denomination of taxes, were
indiscriminately levied upon all offenders. But so corrupt was every
department of the administration, that the country benefited but little
by the sums which thus flowed into the treasury. Courtiers, and
courtiers’ wives and mistresses, came in for the chief share of the
spoils. One contractor had been taxed in proportion to his wealth and
guilt, at the sum of twelve millions of livres. The Count * * *, a man
of some weight in the government, called upon him, and offered to
procure a remission of the fine, if he would give him a hundred
thousand crowns. “Vous etes trop tard, mon ami ,” replied the
financier; “I have already made a bargain with your wife for fifty
thousand .” [This anecdote is related by M. de la Hode, in his Life of
Philippe of Orleans. It would have looked more authentic if he had
given the names of the dishonest contractor and the still more
dishonest minister . But M. de la Hode’s book is liable to the same
objection as most of the French memoirs of that and of subsequent
periods. It is sufficient with most of them that an anecdote be ben
trovato [happily invented]; the veto is but a matter of secondary
consideration.]
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About a hundred and eighty millions of livres were levied in this
manner, of which eighty were applied in payment of the debts
contracted by the government. The remainder found its way into the
pockets of the courtiers. Madame de Maintenon, writing on this
subject, says, “We hear every day of some new grant of the Regent;
the people murmur very much at this mode of employing the money
taken from the peculators.” The people, who, after the first burst of
their resentment is over, generally express a sympathy for the weak,
were indignant that so much severity should be used to so little
purpose. They did not see the justice of robbing one set of rogues to
fatten another. In a few months all the more guilty had been brought
to punishment, and the chamber of justice looked for victims in
humbler walks of life. Charges of fraud and extortion were brought
against tradesmen of good character, in consequence of the great
inducements held out to common informers. They were compelled to
lay open their affairs before this tribunal in order to establish their
innocence . The voice of complaint resounded from every side, and at
the expiration of a year the government found it advisable to
discontinue further proceedings. The chamber of justice was
suppressed, and a general amnesty granted to all against whom no
charges had yet been preferred.
In the midst of this financial confusion Law appeared upon the
scene. No man felt more deeply than the Regent the deplorable state
of the country, but no man could be more averse from putting his
shoulders manfully to the wheel. He disliked business; he signed
official documents without proper examination, and trusted to others
what he should have undertaken himself. The cares inseparable from
his high office were burdensome to him; he saw that something was
necessary to be done, but he lacked the energy to do it, and had not
virtue enough to sacrifice his case and his pleasures in the attempt. No
wonder that, with this character, he listened favourably to the mighty
projects , so easy of execution, of the clever adventurer whom he had
formerly known, and whose talents he appreciated.
When Law presented himself at court, he was most cordially
received. He offered two memorials to the Regent , in which he set
forth the evils that had befallen France, owing to an insufficient
currency, at different times depreciated. He asserted that a metallic
currency, unaided by a paper money, was wholly inadequate to the
wants of a commercial country, and particularly cited the examples of
Great Britain and Holland to show the advantages of paper. He used
many sound arguments on the subject of credit, and proposed, as a
means of restoring that of France, then at so low an ebb among the

nations, that he should be allowed to set up a bank, which should have
the management of the royal revenues, and issue notes, both on that
and on landed security. He further proposed that this bank should be
administered in the King’s name, but subject to the control of
commissioners, to be named by the States-General.
While these memorials were under consideration, Law translated
into French his essay on money and trade, and used every means to
extend through the nation his renown as a financier. He soon became
talked of. The confidants of the Regent spread abroad his praise, and
every one expected great things of Monsieur Lass. [The French
pronounced his name in this manner to avoid the ungallic sound, aw.
After the failure of his scheme, the wags said the nation was lasse de
lui, and proposed that he should in future be known by the name of
Monsieur Helas!]
On the 5th of May, 1716, a royal edict was published, by which
Law was authorised, in conjunction with his brother, to establish a
bank , under the name of Law and Company, the notes of which
should be received in payment of the taxes. The capital was fixed at
six millions of livres, in twelve thousand shares of five hundred livres
each, purchasable one-fourth in specie and the remainder in billets
d’etat. It was not thought expedient to grant him the whole of the
privileges prayed for in his memorials until experience should have
shown their safety and advantage.
Law was now on the high road to fortune. The study of thirty
years was brought to guide him in the management of his bank. He
made all his notes payable at sight, and in the coin current at the time
they were issued. This last was a master-stroke of policy, and
immediately rendered his notes more valuable than the precious
metals. The latter were constantly liable to depreciation by the unwise
tampering of the government. A thousand livres of silver might be
worth their nominal value one day and be reduced one-sixth the next,
but a note of Law’s bank retained its original value. He publicly
declared at the same time that a banker deserved death if he made
issues without having sufficient security to answer all demands. The
consequence was, that his notes advanced rapidly in public
estimation, and were received at one per cent. more than specie. It
was not long before the trade of the country felt the benefit.
Languishing commerce began to lift up her head; the taxes were paid
with greater regularity and less murmuring, and a degree of
confidence was established that could not fail, if it continued, to
become still more advantageous. In the course of a year Law’s notes
rose to fifteen per cent. premium, while the billets d’etat, or notes
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issued by the government , as security for the debts contracted by the
extravagant Louis XIV, were at a discount of no less than seventyeight and a half per cent. The comparison was too great in favour of
Law not to attract the attention of the whole kingdom, and his credit
extended itself day by day. Branches of his bank were almost
simultaneously established at Lyons, Rochelle, Tours, Amiens, and
Orleans.
The Regent appears to have been utterly astonished at his success,
and gradually to have conceived the idea, that paper, which could so
aid a metallic currency, could entirely supersede it. Upon this
fundamental error he afterwards acted. In the mean time, Law
commenced the famous project which has handed his name down to
posterity . He proposed to the Regent, who could refuse him nothing,
to establish a company, that should have the exclusive privilege of
trading to the great river Mississippi and the province of Louisiana,
on its western bank. The country was supposed to abound in the
precious metals, and the company, supported by the profits of their
exclusive commerce, were to be the sole farmers of the taxes, and sole
coiners of money. Letters patent were issued, incorporating the
company, in August 1717. The capital was divided into two hundred
thousand shares of five hundred livres each, the whole of which might
be paid in billets d’etat, at their nominal value, although worth no
more than 160 livres in the market.
It was now that the frenzy of speculating began to seize upon the
nation. Law’s bank had effected so much good, that any promises for
the future which he thought proper to make were readily believed.
The Regent every day conferred new privileges upon the fortunate
projector. The bank obtained the monopoly of the sale of tobacco; the
sole right of refinage of gold and silver, and was finally erected into
the Royal Bank of France. Amid the intoxication of success, both Law
and the Regent forgot the maxim so loudly proclaimed by the former,
that a banker deserved death who made issues of paper without the
necessary funds to provide for them. As soon as the bank, from a
private, became a public institution, the Regent caused a fabrication
of notes to the amount of one thousand millions of livres. This was
the first departure from sound principles, and one for which Law is
not justly blameable. While the affairs of the bank were under his
control, the issues had never exceeded sixty millions. Whether Law
opposed the inordinate increase is not known, but as it took place as
soon as the bank was made a royal establishment, it is but fair to lay
the blame of the change of system upon the Regent.

Law found that he lived under a despotic government, but he was
not yet aware of the pernicious influence which such a government
could exercise upon so delicate a framework as that of credit. He
discovered it afterwards to his cost, but in the mean time suffered
himself to be impelled by the Regent into courses which his own
reason must have disapproved. With a weakness most culpable, he
lent his aid in inundating the country with paper money , which, based
upon no solid foundation, was sure to fall, sooner or later. The
extraordinary present fortune dazzled his eyes, and prevented him
from seeing the evil day that would burst over his head, when once,
from any cause or other, the alarm was sounded. The Parliament were
from the first jealous of his influence as a foreigner, and had, besides,
their misgivings as to the safety of his projects. As his influence
extended, their animosity increased. D’Aguesseau, the Chancellor,
was unceremoniously dismissed by the Regent for his opposition to
the vast increase of paper money, and the constant depreciation of the
gold and silver coin of the realm. This only served to augment the
enmity of the Parliament, and when D’Argenson, a man devoted to
the interests of the Regent, was appointed to the vacant
chancellorship, and made at the same time minister of finance, they
became more violent than ever. The first measure of the new minister
caused a further depreciation of the coin. In order to extinguish the
billets d’etat, it was ordered that persons bringing to the mint four
thousand livres in specie and one thousand livres in billets d’etat,
should receive back coin to the amount of five thousand livres.
D’Argenson plumed himself mightily upon thus creating five
thousand new and smaller livres out of the four thousand old and
larger ones, being too ignorant of the true principles of trade and
credit to be aware of the immense injury he was inflicting upon both.
The Parliament saw at once the impolicy and danger of such a
system, and made repeated remonstrances to the Regent. The latter
refused to entertain their petitions, when the Parliament, by a bold,
and very unusual stretch of authority, commanded that no money
should be received in payment but that of the old standard. The
Regent summoned a lit de justice, and annulled the decree. The
Parliament resisted, and issued another. Again the Regent exercised
his privilege, and annulled it, till the Parliament, stung to fiercer
opposition, passed another decree, dated August 12th, 1718, by which
they forbade the bank of Law to have any concern, either direct or
indirect, in the administration of the revenue; and prohibited all
foreigners, under heavy penalties, from interfering, either in their own
names , or in that of others, in the management of the finances of the
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state. The Parliament considered Law to be the author of all the evil,
and some of the counsellors, in the virulence of their enmity,
proposed that he should be brought to trial, and, if found guilty, be
hung at the gates of the Palais de Justice.
Law, in great alarm, fled to the Palais Royal, and threw himself
on the protection of the Regent, praying that measures might be taken
to reduce the Parliament to obedience. The Regent had nothing so
much at heart, both on that account and because of the disputes that
had arisen relative to the legitimation of the Duke of Maine and the
Count of Thoulouse, the sons of the late King.
Thus the first cloud upon Law’s prospects blew over: freed from
apprehension of personal danger, he devoted his attention to his
famous Mississippi project, the shares of which were rapidly rising, in
spite of the Parliament. At the commencement of the year 1719 an
edict was published, granting to the Mississippi Company the
exclusive privilege of trading to the East Indies, China, and the South
Seas, and to all the possessions of the French East India Company,
established by Colbert. The Company, in consequence of this great
increase of their business, assumed, as more appropriate, the title of
Company of the Indies, and created fifty thousand new shares. The
prospects now held out by Law were most magnificent . He promised
a yearly dividend of two hundred livres upon each share of five
hundred, which, as the shares were paid for in billets d’etat, at their
nominal value, but worth only 100 livres, was at the rate of about 120
per cent. profit.
The public enthusiasm, which had been so long rising, could not
resist a vision so splendid. At least three hundred thousand
applications were made for the fifty thousand new shares, and Law’s
house in the Rue de Quincampoix was beset from morning to night by
the eager applicants. As it was impossible to satisfy them all, it was
several weeks before a list of the fortunate new stockholders could be
made out, during which time the public impatience rose to a pitch of
frenzy. Dukes, marquises, counts, with their duchesses,
marchionesses, and countesses, waited in the streets for hours every
day before Mr. Law’s door to know the result. At last, to avoid the
jostling of the plebeian crowd, which, to the number of thousands,
filled the whole thoroughfare, they took apartments in the adjoining
houses , that they might be continually near the temple whence the
new Plutus was diffusing wealth . Every day the value of the old
shares increased, and the fresh applications, induced by the golden
dreams of the whole nation, became so numerous that it was deemed
advisable to create no less than three hundred thousand new shares, at

five thousand livres each, in order that the Regent might take
advantage of the popular enthusiasm to pay off the national debt. For
this purpose , the sum of fifteen hundred millions of livres was
necessary. Such was the eagerness of the nation, that thrice the sum
would have been subscribed if the government had authorised it.
Law was now at the zenith of his prosperity, and the people were
rapidly approaching the zenith of their infatuation. The highest and
the lowest classes were alike filled with a vision of boundless wealth.
There was not a person of note among the aristocracy, with the
exception of the Duke of St. Simon and Marshal Villars, who was not
engaged in buying or selling stock. People of every age and sex, and
condition in life, speculated in the rise and fall of the Mississippi
bonds. The Rue de Quincampoix was the grand resort of the jobbers,
and it being a narrow, inconvenient street, accidents continually
occurred in it, from the tremendous pressure of the crowd. Houses in
it, worth, in ordinary times, a thousand livres of yearly rent, yielded as
much as twelve or sixteen thousand. A cobbler, who had a stall in it,
gained about two hundred livres a day by letting it out, and furnishing
writing materials to brokers and their clients. The story goes, that a
hump-backed man who stood in the street gained considerable sums
by lending his hump as a writing-desk to the eager speculators ! The
great concourse of persons who assembled to do business brought a
still greater concourse of spectators. These again drew all the thieves
and immoral characters of Paris to the spot, and constant riots and
disturbances took place. At nightfall, it was often found necessary to
send a troop of soldiers to clear the street.
Law, finding the inconvenience of his residence, removed to the
Place Vendome, whither the crowd of agioteurs followed him. That
spacious square soon became as thronged as the Rue de Quincampoix
: from morning to night it presented the appearance of a fair. Booths
and tents were erected for the transaction of business and the sale of
refreshments, and gamblers with their roulette tables stationed
themselves in the very middle of the place , and reaped a golden , or
rather a paper, harvest from the throng. The Boulevards and public
gardens were forsaken; parties of pleasure took their walks in
preference in the Place Vendome, which became the fashionable
lounge of the idle, as well as the general rendezvous of the busy. The
noise was so great all day, that the Chancellor, whose court was
situated in the square, complained to the Regent and the municipality,
that he could not hear the advocates. Law, when applied to, expressed
his willingness to aid in the removal of the nuisance, and for this
purpose entered into a treaty with the Prince de Carignan for the Hotel
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de Soissons, which had a garden of several acres in the rear. A
bargain was concluded, by which Law became the purchaser of the
hotel, at an enormous price, the Prince reserving to himself the
magnificent gardens as a new source of profit. They contained some
fine statues and several fountains, and were altogether laid out with
much taste. As soon as Law was installed in his new abode, an edict
was published, forbidding all persons to buy or sell stock anywhere
but in the gardens of the Hotel de Soissons. In the midst among the
trees, about five hundred small tents and pavilions were erected, for
the convenience of the stock-jobbers. Their various colours, the gay
ribands and banners which floated from them, the busy crowds which
passed continually in and out – the incessant hum of voices, the noise,
the music, and the strange mixture of business and pleasure on the
countenances of the throng, all combined to give the place an air of
enchantment that quite enraptured the Parisians. The Prince de
Carignan made enormous profits while the delusion lasted. Each tent
was let at the rate of five hundred livres a month; and, as there were at
least five hundred of them, his monthly revenue from this source
alone must have amounted to 250,000 livres, or upwards of 10,000
pounds sterling.
The honest old soldier, Marshal Villars, was so vexed to see the
folly which had smitten his countrymen, that he never could speak
with temper on the subject. Passing one day through the Place
Vendome in his carriage, the choleric gentleman was so annoyed at
the infatuation of the people, that he abruptly ordered his coachman to
stop, and, putting his head out of the carriage window, harangued
them for full half an hour on their “disgusting avarice.” This was not a
very wise proceeding on his part. Hisses and shouts of laughter
resounded from every side, and jokes without number were aimed at
him. There being at last strong symptoms that something more
tangible was flying through the air in the direction of his head,
Marshal was glad to drive on. He never again repeated the
experiment.
Two sober, quiet, and philosophic men of letters, M. de la Motte
and the Abbe Terrason, congratulated each other, that they, at least,
were free from this strange infatuation. A few days afterwards, as the
worthy Abbe was coming out of the Hotel de Soissons, whither he
had gone to buy shares in the Mississippi, whom should he see but his
friend La Motte entering for the same purpose. “Ha !” said the Abbe,
smiling, “is that you?” “Yes,” said La Motte, pushing past him as fast
as he was able; “and can that be you?” The next time the two scholars
met, they talked of philosophy, of science, and of religion, but neither

had courage for a long time to breathe one syllable about the
Mississippi. At last, when it was mentioned, they agreed that a man
ought never to swear against his doing any one thing, and that there
was no sort of extravagance of which even a wise man was not
capable.
During this time, Law, the new Plutus, had become all at once the
most important personage of the state . The ante-chambers of the
Regent were forsaken by the courtiers. Peers, judges, and bishops
thronged to the Hotel de Soissons; officers of the army and navy,
ladies of title and fashion, and every one to whom hereditary rank or
public employ gave a claim to precedence , were to be found waiting
in his ante-chambers to beg for a portion of his India stock. Law was
so pestered that he was unable to see one-tenth part of the applicants,
and every manoeuvre that ingenuity could suggest was employed to
gain access to him. Peers, whose dignity would have been outraged if
the Regent had made them wait half an hour for an interview , were
content to wait six hours for the chance of seeing Monsieur Law .
Enormous fees were paid to his servants, if they would merely
announce their names. Ladies of rank employed the blandishments of
their smiles for the same object; but many of them came day after day
for a fortnight before they could obtain an audience. When Law
accepted an invitation, he was sometimes so surrounded by ladies, all
asking to have their names put down in his lists as shareholders in the
new stock, that, in spite of his well-known and habitual gallantry, he
was obliged to tear himself away par force. The most ludicrous
stratagems were employed to have an opportunity of speaking to him.
One lady, who had striven in vain during several days, gave up in
despair all attempts to see him at his own house, but ordered her
coachman to keep a strict watch whenever she was out in her carriage,
and if he saw Mr. Law coming, to drive against a post, and upset her.
The coachman promised obedience, and for three days the lady was
driven incessantly through the town, praying inwardly for the
opportunity to be overturned. At last she espied Mr. Law, and, pulling
the string, called out to the coachman, “Upset us now! for God’s sake,
upset us now!” The coachman drove against a post , the lady
screamed, the coach was overturned, and Law, who had seen the
accident, hastened to the spot to render assistance. The cunning dame
was led into the Hotel de Soissons, where she soon thought it
advisable to recover from her fright, and, after apologizing to Mr.
Law, confessed her stratagem. Law smiled, and entered the lady in his
books as the purchaser of a quantity of India stock. Another story is
told of a Madame de Boucha, who, knowing that Mr. Law was at
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dinner at a certain house, proceeded thither in her carriage, and gave
the alarm of fire. The company started from table, and Law among the
rest; but, seeing one lady making all haste into the house towards him,
while everybody else was scampering away, he suspected the trick,
and ran off in another direction.
Many other anecdotes are related, which even, though they may
be a little exaggerated, are nevertheless worth preserving, as showing
the spirit of that singular period. [The curious reader may find an
anecdote of the eagerness of the French ladies to retain Law in their
company, which will make him blush or smile according as he
happens to be very modest or the reverse . It is related in the Letters
of Madame Charlotte Elizabeth de Baviere, Duchess of Orleans, vol.
ii. p. 274.] The Regent was one day mentioning, in the presence of
D’Argenson, the Abbe Dubois, and some other persons, that he was
desirous of deputing some lady, of the rank at least of a Duchess, to
attend upon his daughter at Modena; “but,” added he, “I do not
exactly know where to find one.” “No!” replied one, in affected
surprise ; “I can tell you where to find every Duchess in France : –
you have only to go to Mr. Law’s; you will see them every one in his
ante-chamber.”
M. de Chirac, a celebrated physician, had bought stock at an
unlucky period, and was very anxious to sell out. Stock, however,
continued to fall for two or three days, much to his alarm. His mind
was filled with the subject, when he was suddenly called upon to
attend a lady, who imagined herself unwell. He arrived, was shown up
stairs, and felt the lady’s pulse. “It falls! it falls! good God! it falls
continually !” said he, musingly, while the lady looked up in his face,
all anxiety for his opinion. “Oh! M. de Chirac,” said she, starting to
her feet, and ringing the bell for assistance; “I am dying! I am dying!
it falls! it falls! it falls!” “What falls?” inquired the doctor, in
amazement. “My pulse! my pulse!” said the lady ; “I must be dying .”
“Calm your apprehensions, my dear Madam,” said M. de Chirac; “I
was speaking of the stocks. The truth is, I have been a great loser, and
my mind is so disturbed, I hardly know what I have been saying.”
The price of shares sometimes rose ten or twenty per cent. in the
course of a few hours, and many persons in the humbler walks of life,
who had risen poor in the morning, went to bed in affluence. An
extensive holder of stock, being taken ill , sent his servant to sell two
hundred and fifty shares, at eight thousand livres each, the price at
which they were then quoted . The servant went, and, on his arrival in
the Jardin de Soissons, found that in the interval the price had risen to
ten thousand livres. The difference of two thousand livres on the two

hundred and fifty shares, amounting to 500,000 livres, or 20,000
pounds sterling, he very coolly transferred to his own use, and, giving
the remainder to his master , set out the same evening for another
country. Law’s coachman in a very short time made money enough to
set up a carriage of his own , and requested permission to leave his
service. Law, who esteemed the man, begged of him as a favour, that
he would endeavour, before he went, to find a substitute as good as
himself. The coachman consented, and in the evening brought two of
his former comrades, telling Mr. Law to choose between them , and
he would take the other. Cookmaids and footmen were now and then
as lucky, and, in the full-blown pride of their easily-acquired wealth,
made the most ridiculous mistakes. Preserving the language and
manners of their old, with the finery of their new station , they
afforded continual subjects for the pity of the sensible, the contempt
of the sober, and the laughter of everybody. But the folly and
meanness of the higher ranks of society were still more disgusting .
One instance alone, related by the Duke de St. Simon, will show the
unworthy avarice which infected the whole of society. A man of the
name of Andre, without character or education , had, by a series of
well-timed speculations in Mississippi bonds, gained enormous
wealth, in an incredibly short space of time. As St. Simon expresses
it, “he had amassed mountains of gold.” As he became rich, he grew
ashamed of the lowness of his birth, and anxious above all things to
be allied to nobility. He had a daughter, an infant only three years of
age, and he opened a negotiation with the aristocratic and needy
family of D’Oyse, that this child should, upon certain conditions,
marry a member of that house. The Marquis d’Oyse, to his shame,
consented, and promised to marry her himself on her attaining the age
of twelve, if the father would pay him down the sum of a hundred
thousand crowns, and twenty thousand livres every year, until the
celebration of the marriage. The Marquis was himself in his thirtythird year. This scandalous bargain was duly signed and sealed, the
stockjobber furthermore agreeing to settle upon his daughter, on the
marriage-day, a fortune of several millions. The Duke of Brancas, the
head of the family, was present throughout the negotiation, and shared
in all the profits. St. Simon, who treats the matter with the levity
becoming what he thought so good a joke, adds, “that people did not
spare their animadversions on this beautiful marriage,” and further
informs us, “that the project fell to the ground some months
afterwards by the overthrow of Law, and the ruin of the ambitious
Monsieur Andre.” It would appear, however, that the noble family
never had the honesty to return the hundred thousand crowns.
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Amid events like these, which, humiliating though they be,
partake largely of the ludicrous, others occurred of a more serious
nature. Robberies in the streets were of daily occurrence, in
consequence of the immense sums, in paper, which people carried
about with them. Assassinations were also frequent. One case in
particular fixed the attention of the whole of France, not only on
account of the enormity of the offence, but of the rank and high
connexions of the criminal.
The Count d’Horn, a younger brother of the Prince d’Horn, and
related to the noble families of D’Aremberg, De Ligne, and De
Montmorency, was a young man of dissipated character, extravagant
to a degree, and unprincipled as he was extravagant. In connexion
with two other young men as reckless as himself, named Mille, a
Piedmontese captain, and one Destampes, or Lestang, a Fleming, he
formed a design to rob a very rich broker, who was known,
unfortunately for himself, to carry great sums about his person. The
Count pretended a desire to purchase of him a number of shares in the
Company of the Indies, and for that purpose appointed to meet him in
a cabaret, or low public-house, in the neighbourhood of the Place
Vendome. The unsuspecting broker was punctual to his appointment;
so were the Count d’Horn and his two associates, whom he
introduced as his particular friends. After a few moments’
conversation, the Count d’Horn suddenly sprang upon his victim, and
stabbed him three times in the breast with a poniard. The man fell
heavily to the ground, and, while the Count was employed in rifling
his portfolio of bonds in the Mississippi and Indian schemes to the
amount of one hundred thousand crowns, Mille, the Piedmontese,
stabbed the unfortunate broker again and again, to make sure of his
death. But the broker did not fall without a struggle, and his cries
brought the people of the cabaret to his assistance. Lestang, the other
assassin, who had been set to keep watch at a staircase, sprang from a
window and escaped; but Mille and the Count d’Horn were seized in
the very act.
This crime, committed in open day, and in so public a place as a
cabaret, filled Paris with consternation. The trial of the assassins
commenced on the following day, and the evidence being so clear,
they were both found guilty and condemned to be broken alive on the
wheel. The noble relatives of the Count d’Horn absolutely blocked up
the ante-chambers of the Regent, praying for mercy on the misguided
youth, and alleging that he was insane. The Regent avoided them as
long as possible, being determined that, in a case so atrocious, justice
should take its course ; but the importunity of these influential suitors

was not to be overcome so silently, and they at last forced themselves
into the presence of the Regent, and prayed him to save their house
the shame of a public execution. They hinted that the Princes d’Horn
were allied to the illustrious family of Orleans, and added that the
Regent himself would be disgraced if a kinsman of his should die by
the hands of a common executioner. The Regent, to his credit, was
proof against all their solicitations , and replied to their last argument
in the words of Corneille,- “Le crime fait la honte, et non pas
l’echafaud:” adding, that whatever shame there might be in the
punishment he would very willingly share with the other relatives.
Day after day they renewed their entreaties, but always with the same
result. At last they thought that if they could interest the Duke de St.
Simon in their layout, a man for whom the Regent felt sincere esteem,
they might succeed in their object. The Duke, a thorough aristocrat,
was as shocked as they were, that a noble assassin should die by the
same death as a plebeian felon, and represented to the Regent the
impolicy of making enemies of so numerous, wealthy, and powerful a
family. He urged, too, that in Germany, where the family of
D’Aremberg had large possessions, it was the law , that no relative of
a person broken on the wheel could succeed to any public office or
employ until a whole generation had passed away. For this reason he
thought the punishment of the guilty Count might be transmuted into
beheading, which was considered all over Europe as much less
infamous. The Regent was moved by this argument , and was about to
consent, when Law, who felt peculiarly interested in the fate of the
murdered man, confirmed him in his former resolution, to let the law
take its course.
The relatives of D’Horn were now reduced to the last extremity.
The Prince de Robec Montmorency, despairing of other methods,
found means to penetrate into the dungeon of the criminal, and
offering him a cup of poison, implored him to save them from
disgrace. The Count d’Horn turned away his head, and refused to take
it. Montmorency pressed him once more, and losing all patience at his
continued refusal, turned on his heel, and exclaiming , “Die, then, as
thou wilt, mean-spirited wretch! thou art fit only to perish by the
hands of the hangman!” left him to his fate.
D’Horn himself petitioned the Regent that he might be beheaded,
but Law, who exercised more influence over his mind than any other
person, with the exception of the notorious Abbe Dubois, his tutor,
insisted that he could not in justice succumb to the self -interested
views of the D’Horns. The Regent had from the first been of the same
opinion, and within six days after the commission of their crime,
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D’Horn and Mille were broken on the wheel in the Place de Greve.
The other assassin, Lestang, was never apprehended.
This prompt and severe justice was highly pleasing to the
populace of Paris; even M. de Quincampoix, as they called Law,
came in for a share of their approbation for having induced the Regent
to show no favour to a patrician. But the number of robberies and
assassinations did not diminish. No sympathy was shown for rich
jobbers when they were plundered: the general laxity of public
morals, conspicuous enough before, was rendered still more so by its
rapid pervasion of the middle classes, who had hitherto remained
comparatively pure, between the open vices of the class above and the
hidden crimes of the class below them. The pernicious love of
gambling diffused itself through society, and bore all public, and
nearly all private, virtue before it.
For a time, while confidence lasted, an impetus was given to
trade, which could not fail to be beneficial. In Paris, especially, the
good results were felt. Strangers flocked into the capital from every
part, bent, not only upon making money, but on spending it. The
Duchess of Orleans, mother of the Regent, computes the increase of
the population during this time, from the great influx of strangers
from all parts of the world, at 305,000 souls. The housekeepers were
obliged to make up beds in garrets, kitchens, and even stables, for the
accommodation of lodgers; and the town was so full of carriages and
vehicles of every description, that they were obliged in the principal
streets to drive at a foot-pace for fear of accidents. The looms of the
country worked with unusual activity, to supply rich laces, silks,
broad-cloth, and velvets, which being paid for in abundant paper,
increased in price four-fold. Provisions shared the general advance;
bread, meat, and vegetables were sold at prices greater than had ever
before been known; while the wages of labour rose in exactly the
same proportion. The artisan, who formerly gained fifteen sous per
diem, now gained sixty. New houses were built in every direction; an
illusory prosperity shone over the land, and so dazzled the eyes of the
whole nation that none could see the dark cloud on the horizon,
announcing the storm that was too rapidly approaching.
Law himself, the magician whose wand had wrought so surprising
a change, shared, of course, in the general prosperity. His wife and
daughter were courted by the highest nobility, and their alliance
sought by the heirs of ducal and princely houses. He bought two
splendid estates in different parts of France, and entered into a
negotiation with the family of the Duke de Sully for the purchase of
the Marquisate of Rosny. His religion being an obstacle to his

advancement, the Regent promised, if he would publicly conform to
the Catholic faith, to make him comptroller-general of the finances.
Law, who had no more real religion than any other professed gambler,
readily agreed, and was confirmed by the Abbe de Tencin in the
cathedral of Melun, in presence of a great crowd of spectators.
The following squib was circulated on the occasion: –
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“Foin de ton zele seraphique,
Malheureux Abbe de Tencin,
Depuis que Law est Catholique,
Tout le royaume est Capucin
Thus, somewhat weakly and paraphrastically rendered by
Justansond, in his translation of the “Memoirs of Louis XV:” –
“Tencin, a curse on thy seraphic zeal,
Which by persuasion hath contrived the means
To make the Scotchman at our altars kneel,
Since which we all are poor as Capucines?
On the following day he was elected honorary churchwarden of
the parish of St. Roch, upon which occasion he made it a present of
the sum of five hundred thousand livres. His charities, always
magnificent, were not always so ostentatious. He gave away great
sums privately, and no tale of real distress ever reached his ears in
vain.
At this time, he was by far the most influential person of the state.
The Duke of Orleans had so much confidence in his sagacity , and the
success of his plans, that he always consulted him upon every matter
of moment. He was by no means unduly elevated by his prosperity,
but remained the same simple, affable, sensible man that he had
shown himself in adversity. His gallantry, which was always
delightful to the fair objects of it, was of a nature, so kind, so
gentlemanly, and so respectful, that not even a lover could have taken
offence at it. If upon any occasion he showed any symptoms of
haughtiness, it was to the cringing nobles, who lavished their
adulation upon him till it became fulsome. He often took pleasure in
seeing how long he could make them dance attendance upon him for a
single favour. To such of his own countrymen as by chance visited
Paris, and sought an interview with him, he was, on the contrary, all
politeness and attention. When Archibald Campbell, Earl of Islay, and
afterwards Duke of Argyle, called upon him in the Place Vendome, he
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had to pass through an ante-chamber crowded with persons of the first
distinction, all anxious to see the great financier, and have their names
put down as first on the list of some new subscription. Law himself
was quietly sitting in his library, writing a letter to the gardener at his
paternal estate of Lauriston about the planting of some cabbages! The
Earl stayed for a considerable time, played a game of piquet with his
countryman, and left him, charmed with his ease, good sense, and
good breeding.
Among the nobles who, by means of the public credulity at this
time, gained sums sufficient to repair their ruined fortunes, may be
mentioned the names of the Dukes de Bourbon, de Guiche, de la
Force [The Duke de la Force gained considerable sums, not only by
jobbing in the stocks, but in dealing in porcelain, spices, &c. It was
debated for a length of time in the Parliament of Paris whether he had
not, in his quality of spice-merchant, forfeited his rank in the peerage.
It was decided in the negative. A caricature of him was made, dressed
as a street porter, carrying a large bale of spices on his back, with the
inscription, “Admirez La Force.”], de Chaulnes, and d’Antin; the
Marechal d’Estrees, the Princes de Rohan, de Poix, and de Leon. The
Duke de Bourbon, son of Louis XIV by Madame de Montespan, was
peculiarly fortunate in his speculations in Mississippi paper. He
rebuilt the royal residence of Chantilly in a style of unwonted
magnificence, and, being passionately fond of horses, he erected a
range of stables, which were long renowned throughout Europe, and
imported a hundred and fifty of the finest racers from England, to
improve the breed in France. He bought a large extent of country in
Picardy, and became possessed of nearly all the valuable lands lying
between the Oise and the Somme.
When fortunes such as these were gained, it is no wonder that
Law should have been almost worshipped by the mercurial population
. Never was monarch more flattered than he was. All the small poets
and litterateurs of the day poured floods of adulation upon him.
According to them he was the saviour of the country, the tutelary
divinity of France; wit was in all his words, goodness in all his looks ,
and wisdom in all his actions. So great a crowd followed his carriage
whenever he went abroad, that the Regent sent him a troop of horse as
his permanent escort, to clear the streets before him.
It was remarked at this time, that Paris had never before been so
full of objects of elegance and luxury. Statues, pictures, and tapestries
were imported in great quantities from foreign countries, and found a
ready market. All those pretty trifles in the way of furniture and
ornament which the French excel in manufacturing, were no longer

the exclusive play -things of the aristocracy, but were to be found in
abundance in the houses of traders and the middle classes in general.
Jewellery of the most costly description was brought to Paris as the
most favourable mart. Among the rest, the famous diamond, bought
by the Regent, and called by his name, and which long adorned the
crown of France. It was purchased for the sum of two millions of
livres, under circumstances which show that the Regent was not so
great a gainer as some of his subjects, by the impetus which trade had
received. When the diamond was first offered to him, he refused to
buy it, although he desired , above all things, to possess it, alleging as
his reason, that his duty to the country he governed would not allow
him to spend so large a sum of the public money for a mere jewel.
This valid and honourable excuse threw all the ladies of the court into
alarm, and nothing was heard for some days but expressions of regret,
that so rare a gem should be allowed to go out of France; no private
individual being rich enough to buy it. The Regent was continually
importuned about it; but all in vain, until the Duke de St. Simon, who,
with all his ability, was something of a twaddler, undertook the
weighty business. His entreaties, being seconded by Law, the goodnatured Regent gave his consent, leaving to Law’s ingenuity to find
the means to pay for it. The owner took security for the payment of
the sum of two millions of livres within a stated period, receiving, in
the mean time, the interest of five per cent. upon that amount, and
being allowed, besides, all the valuable clippings of the gem. St.
Simon, in his Memoirs , relates, with no little complacency, his share
in this transaction. After describing the diamond to be as large as a
greengage, of a form nearly round, perfectly white, and without flaw,
and weighing more than five hundred grains, he concludes with a
chuckle, by telling the world, “that he takes great credit to himself for
having induced the Regent to make so illustrious a purchase.” In other
words, he was proud that he had induced him to sacrifice his duty, and
buy a bauble for himself, at an extravagant price, out of the public
money.
Thus the system continued to flourish till the commencement of
the year 1720. The warnings of the Parliament, that too great a
creation of paper money would, sooner or later, bring the country to
bankruptcy, were disregarded. The Regent, who knew nothing
whatever of the philosophy of finance, thought that a system which
had produced such good effects could never be carried to excess. If
five hundred millions of paper had been of such advantage, five
hundred millions additional would be of still greater advantage. This
was the grand error of the Regent, and which Law did not attempt to
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dispel. The extraordinary avidity of the people kept up the delusion;
and the higher the price of Indian and Mississippi stock, the more
billets de banque were issued to keep pace with it. The edifice thus
reared might not unaptly be compared to the gorgeous palace erected
by Potemkin, that princely barbarian of Russia, to surprise and please
his imperial mistress: huge blocks of ice were piled one upon another;
ionic pillars , of chastest workmanship, in ice, formed a noble portico;
and a dome, of the same material, shone in the sun, which had just
strength enough to gild, but not to melt it. It glittered afar, like a
palace of crystals and diamonds; but there came one warm breeze
from the south, and the stately building dissolved away, till none were
able even to gather up the fragments. So with Law and his paper
system. No sooner did the breath of popular mistrust blow steadily
upon it, than it fell to ruins, and none could raise it up again.
The first slight alarm that was occasioned was early in 1720. The
Prince de Conti, offended that Law should have denied him fresh
shares in India stock, at his own price, sent to his bank to demand
payment in specie of so enormous a quantity of notes, that three
waggons were required for its transport. Law complained to the
Regent, and urged on his attention the mischief that would be done, if
such an example found many imitators. The Regent was but too well
aware of it, and, sending for the Prince de Conti, ordered him, under
penalty of his high displeasure, to refund to the Bank two-thirds of the
specie which he had withdrawn from it. The Prince was forced to
obey the despotic mandate. Happily for Law’s credit, De Conti was an
unpopular man: everybody condemned his meanness and cupidity,
and agreed that Law had been hardly treated. It is strange, however,
that so narrow an escape should not have made both Law and the
Regent more anxious to restrict their issues. Others were soon found
who imitated, from motives of distrust, the example which had been
set by De Conti in revenge. The more acute stockjobbers imagined
justly that prices could not continue to rise for ever. Bourdon and La
Richardiere, renowned for their extensive operations in the funds,
quietly and in small quantities at a time, converted their notes into
specie, and sent it away to foreign countries. They also bought as
much as they could conveniently carry of plate and expensive
jewellery, and sent it secretly away to England or to Holland.
Vermalet, a jobber, who sniffed the coming storm, procured gold and
silver coin to the amount of nearly a million of livres, which he
packed in a farmer’s cart, and covered over with hay and cow -dung.
He then disguised himself in the dirty smock-frock, or blouse, of a

peasant, and drove his precious load in safety into Belgium. From
thence he soon found means to transport it to Amsterdam.
Hitherto no difficulty had been experienced by any class in
procuring specie for their wants. But this system could not long be
carried on without causing a scarcity. The voice of complaint was
heard on every side, and inquiries being instituted, the cause was soon
discovered. The council debated long on the remedies to be taken, and
Law, being called on for his advice, was of opinion, that an edict
should be published, depreciating the value of coin five per cent.
below that of paper. The edict was published accordingly; but, failing
of its intended effect, was followed by another, in which the
depreciation was increased to ten per cent. The payments of the bank
were at the same time restricted to one hundred livres in gold, and ten
in silver. All these measures were nugatory to restore confidence in
the paper, though the restriction of cash payments within limits so
extremely narrow kept up the credit of the Bank.
Notwithstanding every effort to the contrary, the precious metals
continued to be conveyed to England and Holland. The little coin that
was left in the country was carefully treasured, or hidden until the
scarcity became so great, that the operations of trade could no longer
be carried on. In this emergency, Law hazarded the bold experiment
of forbidding the use of specie altogether. In February 1720 an edict
was published, which, instead of restoring the credit of the paper, as
was intended, destroyed it irrecoverably, and drove the country to the
very brink of revolution. By this famous edict it was forbidden to any
person whatever to have more than five hundred livres (20 pounds
sterling) of coin in his possession, under pain of a heavy fine, and
confiscation of the sums found. It was also forbidden to buy up
jewellery , plate, and precious stones, and informers were encouraged
to make search for offenders, by the promise of one-half the amount
they might discover. The whole country sent up a cry of distress at
this unheard-of tyranny. The most odious persecution daily took
place. The privacy of families was violated by the intrusion of
informers and their agents. The most virtuous and honest were
denounced for the crime of having been seen with a louis d’or in their
possession. Servants betrayed their masters, one citizen became a spy
upon his neighbour, and arrests and confiscations so multiplied, that
the courts found a difficulty in getting through the immense increase
of business thus occasioned. It was sufficient for an informer to say
that he suspected any person of concealing money in his house, and
immediately a search-warrant was granted. Lord Stair, the English
ambassador, said, that it was now impossible to doubt of the sincerity
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of Law’s conversion to the Catholic religion; he had established the
inquisition, after having given abundant evidence of his faith in
transubstantiation, by turning so much gold into paper.
Every epithet that popular hatred could suggest was showered
upon the Regent and the unhappy Law. Coin, to any amount above
five hundred livres, was an illegal tender, and nobody would take
paper if he could help it. No one knew to -day what his notes would
be worth to-morrow. “Never,” says Duclos, in his Secret Memoirs of
the Regency, “was seen a more capricious government-never was a
more frantic tyranny exercised by hands less firm. It is inconceivable
to those who were witnesses of the horrors of those times, and who
look back upon them now as on a dream, that a sudden revolution did
not break out – that Law and the Regent did not perish by a tragical
death. They were both held in horror, but the people confined
themselves to complaints; a sombre and timid despair, a stupid
consternation, had seized upon all, and men’s minds were too vile
even to be capable of a courageous crime .” It would appear that, at
one time, a movement of the people was organised. Seditious writings
were posted up against the walls, and were sent, in hand-bills, to the
houses of the most conspicuous people. One of them, given in the
“Memoires de la Regence,” was to the following effect : – “Sir and
Madam, – This is to give you notice that a St. Bartholomew’s Day
will be enacted again on Saturday and Sunday, if affairs do not alter.
You are desired not to stir out, nor you , nor your servants. God
preserve you from the flames! Give notice to your neighbours. Dated
Saturday, May 25th , 1720.” The immense number of spies with
which the city was infested rendered the people mistrustful of one
another, and beyond some trifling disturbances made in the evening
by an insignificant group, which was soon dispersed, the peace of the
capital was not compromised.
The value of shares in the Louisiana, or Mississippi stock, had
fallen very rapidly, and few indeed were found to believe the tales
that had once been told of the immense wealth of that region. A last
effort was therefore tried to restore the public confidence in the
Mississippi project. For this purpose, a general conscription of all the
poor wretches in Paris was made by order of government. Upwards of
six thousand of the very refuse of the population were impressed, as if
in time of war, and were provided with clothes and tools to be
embarked for New Orleans , to work in the gold mines alleged to
abound there. They were paraded day after day through the streets
with their pikes and shovels, and then sent off in small detachments to
the out-ports to be shipped for America. Two-thirds of them never

reached their destination, but dispersed themselves over the country,
sold their tools for what they could get, and returned to their old
course of life. In less than three weeks afterwards, one-half of them
were to be found again in Paris. The manoeuvre, however, caused a
trifling advance in Mississippi stock. Many persons of superabundant
gullibility believed that operations had begun in earnest in the new
Golconda, and that gold and silver ingots would again be found in
France.
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Investors outside the Mississippi Company on rue Quincampoix in Paris.

In a constitutional monarchy some surer means would have been
found for the restoration of public credit . In England, at a subsequent
period, when a similar delusion had brought on similar distress, how
different were the measures taken to repair the evil; but in France,
unfortunately, the remedy was left to the authors of the mischief. The
arbitrary will of the Regent, which endeavoured to extricate the
country, only plunged it deeper into the mire. All payments were
ordered to be made in paper, and between the 1st of February and the
end of May, notes were fabricated to the amount of upwards of 1500
millions of livres, or 60,000,000 pounds sterling. But the alarm once
sounded, no art could make the people feel the slightest confidence in
paper which was not exchangeable into metal. M. Lambert, the
President of the Parliament of Paris, told the Regent to his face that he
would rather have a hundred thousand livres in gold or silver than five
millions in the notes of his bank. When such was the general feeling,
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the superabundant issues of paper but increased the evil, by rendering
still more enormous the disparity between the amount of specie and
notes in circulation. Coin, which it was the object of the Regent to
depreciate, rose in value on every fresh attempt to diminish it. In
February, it was judged advisable that the Royal Bank should be
incorporated with the Company of the Indies. An edict to that effect
was published and registered by the Parliament . The state remained
the guarantee for the notes of the bank, and no more were to be issued
without an order in council. All the profits of the bank, since the time
it had been taken out of Law’s hands and made a national institution,
were given over by the Regent to the Company of the Indies. This
measure had the effect of raising for a short time the value of the
Louisiana and other shares of the company, but it failed in placing
public credit on any permanent basis.
A council of state was held in the beginning of May, at which
Law, D’Argenson (his colleague in the administration of the
finances), and all the ministers were present. It was then computed
that the total amount of notes in circulation was 2600 millions of
livres, while the coin in the country was not quite equal to half that
amount. It was evident to the majority of the council that some plan
must be adopted to equalise the currency. Some proposed that the
notes should be reduced to the value of the specie, while others
proposed that the nominal value of the specie should be raised till it
was on an equality with the paper. Law is said to have opposed both
these projects, but failing in suggesting any other, it was agreed that
the notes should be depreciated one-half. On the 21st of May, an edict
was accordingly issued, by which it was decreed that the shares of the
Company of the Indies, and the notes of the bank, should gradually
diminish in value, till at the end of a year they should only pass
current for one half of their nominal worth. The Parliament refused to
register the edict – the greatest outcry was excited, and the state of the
country became so alarming, that, as the only means of preserving
tranquility, the council of the regency was obliged to stultify its own
proceedings, by publishing within seven days another edict, restoring
the notes to their original value.
On the same day (the 27th of May) the bank stopped payment in
specie. Law and D’Argenson were both dismissed from the ministry.
The weak, vacillating, and cowardly Regent threw the blame of all the
mischief upon Law, who, upon presenting himself at the Palais Royal,
was refused admittance. At nightfall, however, he was sent for, and
admitted into the palace by a secret door, [Duclos, Memoires Secrets
de la Regence.] when the Regent endeavoured to console him, and

made all manner of excuses for the severity with which in public he
had been compelled to treat him. So capricious was his conduct, that,
two days afterwards, he took him publicly to the opera, where he sat
in the royal box, alongside of the Regent, who treated him with
marked consideration in face of all the people. But such was the
hatred against Law that the experiment had well nigh proved fatal to
him. The mob assailed his carriage with stones just as he was entering
his own door; and if the coachman had not made a sudden jerk into
the court-yard, and the domestics closed the gate immediately, he
would, in all probability, have been dragged out and torn to pieces.
On the following day, his wife and daughter were also assailed by the
mob as they were returning in their carriage from the races. When the
Regent was informed of these occurrences he sent Law a strong
detachment of Swiss guards, who were stationed night and day in the
court of his residence. The public indignation at last increased so
much, that Law, finding his own house, even with this guard,
insecure, took refuge in the Palais Royal, in the apartments of the
Regent.
The Chancellor, D’Aguesseau, who had been dismissed in 1718
for his opposition to the projects of Law, was now recalled to aid in
the restoration of credit. The Regent acknowledged too late, that he
had treated with unjustifiable harshness and mistrust one of the ablest,
and perhaps the sole honest public man of that corrupt period. He had
retired ever since his disgrace to his country-house at Fresnes, where,
in the midst of severe but delightful philosophic studies, he had
forgotten the intrigues of an unworthy court. Law himself, and the
Chevalier de Conflans, a gentleman of the Regent’s household, were
despatched in a post-chaise, with orders to bring the ex-chancellor to
Paris along with them. D’Aguesseau consented to render what
assistance he could, contrary to the advice of his friends, who did not
approve that he should accept any recall to office of which Law was
the bearer. On his arrival in Paris, five counsellors of the Parliament
were admitted to confer with the Commissary of Finance, and on the
1st of June an order was published, abolishing the law which made it
criminal to amass coin to the amount of more than five hundred livres.
Every one was permitted to have as much specie as he pleased. In
order that the bank-notes might be withdrawn, twenty-five millions of
new notes were created, on the security of the revenues of the city of
Paris, at two -and-a-half per cent. The bank-notes withdrawn were
publicly burned in front of the Hotel de Ville. The new notes were
principally of the value of ten livres each; and on the 10th of June the
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bank was re-opened, with a sufficiency of silver coin to give in
change for them.
These measures were productive of considerable advantage. All
the population of Paris hastened to the bank, to get coin for their small
notes ; and silver becoming scarce, they were paid in copper. Very
few complained that this was too heavy, although poor fellows might
be continually seen toiling and sweating along the streets, laden with
more than they could comfortably carry, in the shape of change for
fifty livres. The crowds around the bank were so great, that hardly a
day passed that some one was not pressed to death. On the 9th of July,
the multitude was so dense and clamorous that the guards stationed at
the entrance of the Mazarin Gardens closed the gate, and refused to
admit any more. The crowd became incensed, and flung stones
through the railings upon the soldiers. The latter, incensed in their
turn , threatened to fire upon the people. At that instant one of them
was hit by a stone, and, taking up his piece, he fired into the crowd.
One man fell dead immediately , and another was severely wounded.
It was every instant expected that a general attack would have been
commenced upon the bank; but the gates of the Mazarin Gardens
being opened to the crowd, who saw a whole troop of soldiers, with
their bayonets fixed, ready to receive them, they contented themselves
by giving vent to their indignation in groans and hisses.
Eight days afterwards the concourse of people was so
tremendous, that fifteen persons were squeezed to death at the doors
of the bank. The people were so indignant that they took three of the
bodies on stretchers before them, and proceeded, to the number of
seven or eight thousand, to the gardens of the Palais Royal, that they
might show the Regent the misfortunes that he and Law had brought
upon the country. Law’s coachman, who was sitting on the box of his
master’s carriage, in the court-yard of the palace, happened to have
more zeal than discretion, and, not liking that the mob should abuse
his master, he said, loud enough to be overheard by several persons,
that they were all blackguards, and deserved to be hanged. The mob
immediately set upon him, and, thinking that Law was in the carriage,
broke it to pieces. The imprudent coachman narrowly escaped with
his life. No further mischief was done; a body of troops making their
appearance, the crowd quietly dispersed, after an assurance had been
given by the Regent that the three bodies they had brought to show
him should be decently buried at his own expense. The Parliament
was sitting at the time of this uproar , and the President took upon
himself to go out and see what was the matter. On his return he
informed the councillors, that Law’s carriage had been broken by the

mob. All the members rose simultaneously, and expressed their joy by
a loud shout, while one man, more zealous in his hatred than the rest,
exclaimed, “And Law himself, is he torn to pieces?”
[The Duchess of Orleans gives a different version of this story;
but whichever be the true one, the manifestation of such feeling in a
legislative assembly was not very creditable. She says, that the
President was so transported with joy, that he was seized with a
rhyming fit, and, returning into the hall, exclaimed to the members:
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“Messieurs ! Messieurs ! bonne nouvelle !
Le carfosse de Lass est reduit en canelle !”]
Much undoubtedly depended on the credit of the Company of the
Indies, which was answerable for so great a sum to the nation. It was,
therefore, suggested in the council of the ministry, that any privileges
which could be granted to enable it to fulfil its engagements, would be
productive of the best results. With this end in view, it was proposed
that the exclusive privilege of all maritime commerce should be
secured to it, and an edict to that effect was published. But it was
unfortunately forgotten that by such a measure all the merchants of
the country would be ruined. The idea of such an immense privilege
was generally scouted by the nation, and petition on petition was
presented to the Parliament, that they would refuse to register the
decree. They refused accordingly, and the Regent, remarking that they
did nothing but fan the flame of sedition, exiled them to Blois. At the
intercession of D’Aguesseau , the place of banishment was changed to
Pontoise, and thither accordingly the councillors repaired, determined
to set the Regent at defiance. They made every arrangement for
rendering their temporary exile as agreeable as possible. The
President gave the most elegant suppers, to which he invited all the
gayest and wittiest company of Paris. Every night there was a concert
and ball for the ladies. The usually grave and solemn judges and
councillors joined in cards and other diversions, leading for several
weeks a life of the most extravagant pleasure, for no other purpose
than to show the Regent of how little consequence they deemed their
banishment, and that when they willed it, they could make Pontoise a
pleasanter residence than Paris.
Of all the nations in the world the French are the most renowned
for singing over their grievances. Of that country it has been remarked
with some truth, that its whole history may be traced in its songs.
When Law, by the utter failure of his best-laid plans, rendered himself
obnoxious, satire of course seized hold upon him, and, while
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caricatures of his person appeared in all the shops, the streets
resounded with songs, in which neither he nor the Regent was spared.
Many of these songs were far from decent; and one of them in
particular counselled the application of all his notes to the most
ignoble use to which paper can be applied. But the following,
preserved in the letters of the Duchess of Orleans, was the best and
the most popular, and was to be heard for months in all the carrefours
of Paris. The application of the chorus is happy enough :
Aussitot que Lass arriva
Dans notre bonne ville,
Monsieur le Regent publia
Que Lass serait utile
Pour retablir la nation.
La faridondaine! la faridondon.
Mais il nous a tous enrich!,
Biribi! A la facon de Barbari,
Mort ami!
Ce parpaillot, pour attirer
Tout l’argent de la France,
Songea d’abord a s’assurer
De notre confiance.
Il fit son abjuration.
La faridondaine! la faridondon!
Mais le fourbe s’est converti,
Biribi!
A la facon de Barbari,
Mon ami!
Lass, le fils aine de Satan
Nous met tous a l’aumone,
Il nous a pris tout notre argent
Et n’en rend a personne.
Mais le Regent, humain et bon,
La faridondaine! la faridondon!
Nous rendra ce qu’on nous a pris,
Biribi!
A la facon de Barbari,
Mon ami!
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The following smart epigram is of the same date:
Lundi, j’achetai des actions;
Mardi, je gagnai des millions;
Mercredi, j’arrangeai mon menage,
Jeudi, je pris un equipage,
Vendredi, je m’en fus au bal,
Et Samedi, a l’Hopital.
Among the caricatures that were abundantly published, and that
showed as plainly as graver matters, that the nation had awakened to a
sense of its folly, was one, a fac-simile of which is preserved in the
“Memoires de la Regence.” It was thus described by its author:
“The‘Goddess of Shares,’ in her triumphal car, driven by the Goddess
of Folly. Those who are drawing the car are impersonations of the
Mississippi, with his wooden leg, the South Sea, the Bank of England,
the Company of the West of Senegal, and of various assurances. Lest
the car should not roll fast enough, the agents of these companies,
known by their long fox-tails and their cunning looks, turn round the
spokes of the wheels, upon which are marked the names of the several
stocks, and their value, sometimes high and sometimes low, according
to the turns of the wheel. Upon the ground are the merchandise, daybooks and ledgers of legitimate commerce, crushed under the chariot
of Folly. Behind is an immense crowd of persons, of all ages, sexes,
and conditions, clamoring after Fortune, and fighting with each other
to get a portion of the shares which she distributes so bountifully
among them. In the clouds sits a demon, blowing bubbles of soap,
which are also the objects of the admiration and cupidity of the
crowd, who jump upon one another’s backs to reach them ere they
burst. Right in the pathway of the car, and blocking up the passage,
stands a large building, with three doors, through one of which it must
pass, if it proceeds further , and all the crowd along with it. Over the
first door are the words, “Hopital des Foux,” over the second,
“Hopital des Malades,” and over the third, “Hopital des Gueux.”
Another caricature represented Law sitting in a large cauldron, boiling
over the flames of popular madness, surrounded by an impetuous
multitude , who were pouring all their gold and silver into it, and
receiving gladly in exchange the bits of paper which he distributed
among them by handsfull.
While this excitement lasted, Law took good care not to expose
himself unguarded in the streets. Shut up in the apartments of the
Regent, he was secure from all attack , and, whenever he ventured
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abroad, it was either incognito, or in one of the Royal carriages, with
a powerful escort. An amusing anecdote is recorded of the detestation
in which he was held by the people, and the ill treatment he would
have met, had he fallen into their hands. A gentleman, of the name of
Boursel, was passing in his carriage down the Rue St. Antoine, when
his further progress was stayed by a hackneycoach that had blocked
up the road. M. Boursel’s servant called impatiently to the
hackneycoachman to get out of the way , and, on his refusal, struck
him a blow on the face. A crowd was soon drawn together by the
disturbance, and M. Boursel got out of the carriage to restore order.
The hackney-coachman, imagining that he had now another assailant,
bethought him of an expedient to rid himself of both, and called out as
loudly as he was able, “Help! help! murder! murder! Here are Law
and his servant going to kill me! Help! help!” At this cry, the people
came out of their shops, armed with sticks and other weapons, while
the mob gathered stones to inflict summary vengeance upon the
supposed financier. Happily for M. Boursel and his servant, the door
of the church of the Jesuits stood wide open, and, seeing the fearful
odds against them, they rushed towards it with all speed. They
reached the altar, pursued by the people, and would have been ill
treated even there, if, finding the door open leading to the sacristy,
they had not sprang through, and closed it after them. The mob were
then persuaded to leave the church by the alarmed and indignant
priests; and, finding M. Boursel’s carriage still in the streets, they
vented their ill-will against it, and did it considerable damage.
The twenty-five millions secured on the municipal revenues of
the city of Paris, bearing so low an interest as two and a half per cent.,
were not very popular among the large holders of Mississippi stock.
The conversion of the securities was , therefore, a work of
considerable difficulty; for many preferred to retain the falling paper
of Law’s Company, in the hope that a favourable turn might take
place. On the 15th of August, with a view to hasten the conversion, an
edict was passed, declaring that all notes for sums between one
thousand and ten thousand livres; should not pass current, except for
the purchase of annuities and bank accounts, or for the payment of
installments still due on the shares of the company.
In October following another edict was passed, depriving these
notes of all value whatever after the month of November next
ensuing. The management of the mint, the farming of the revenue,
and all the other advantages and privileges of the India, or Mississippi
Company, were taken from them, and they were reduced to a mere
private company. This was the deathblow to the whole system, which

had now got into the hands of its enemies. Law had lost all influence
in the Council of Finance, and the company, being despoiled of its
immunities, could no longer hold out the shadow of a prospect of
being able to fulfill its engagements. All those suspected of illegal
profits at the time the public delusion was at its height, were sought
out and amerced in heavy fines. It was previously ordered that a list of
the original proprietors should be made out, and that such persons as
still retained their shares should place them in deposit with the
company, and that those who had neglected to complete the shares for
which they had put down their names, should now purchase them of
the company, at the rate of 13,500 livres for each share of 500 livres.
Rather than submit to pay this enormous sum for stock which was
actually at a discount, the shareholders packed up all their portable
effects, and endeavoured to find a refuge in foreign countries. Orders
were immediately issued to the authorities at the ports and frontiers,
to apprehend all travellers who sought to leave the kingdom, and keep
them in custody, until it was ascertained whether they had any plate or
jewelry with them, or were concerned in the late stock-jobbing.
Against such few as escaped, the punishment of death was recorded,
while the most arbitrary proceedings were instituted against those
who remained.
Law himself , in a moment of despair, determined to leave a
country where his life was no longer secure. He at first only
demanded permission to retire from Paris to one of his country-seats;
a permission which the Regent cheerfully granted. The latter was
much affected at the unhappy turn affairs had taken, but his faith
continued unmoved in the truth and efficacy of Law’s financial
system. His eyes were opened to his own errors, and during the few
remaining years of his life, he constantly longed for an opportunity of
again establishing the system upon a securer basis. At Law’s last
interview with the Prince, he is reported to have said – ”I confess that
I have committed many faults; I committed them because I am a man
, and all men are liable to error; but I declare to you most solemnly
that none of them proceeded from wicked or dishonest motives, and
that nothing of the kind will be found in the whole course of my
conduct.”
Two or three days after his departure the Regent sent him a very
kind letter, permitting him to leave the kingdom whenever he pleased,
and stating that he had ordered his passports to be made ready. He at
the same time offered him any sum of money he might require. Law
respectfully declined the money, and set out for Brussels in a
postchaise belonging to Madame de Prie, the mistress of the Duke of
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Bourbon, escorted by six horse-guards. From thence he proceeded to
Venice, where he remained for some months, the object of the
greatest curiosity to the people, who believed him to be the possessor
of enormous wealth. No opinion, however, could be more erroneous .
With more generosity than could have been expected from a man who
during the greatest part of his life had been a professed gambler, he
had refused to enrich himself at the expense of a ruined nation.
During the height of the popular frenzy for Mississippi stock, he had
never doubted of the final success of his projects, in making France
the richest and most powerful nation of Europe. He invested all his
gains in the purchase of landed property in France - a sure proof of his
own belief in the stability of his schemes. He had hoarded no plate or
jewelry, and sent no money, like the dishonest jobbers, to foreign
countries. His all, with the exception of one diamond, worth about
five or six thousand pounds sterling, was invested in the French soil;
and when he left that country, he left it almost a beggar. This fact
alone ought to rescue his memory from the charge of knavery, so
often and so unjustly brought against him.
As soon as his departure was known, all his estates and his
valuable library were confiscated. Among the rest, an annuity of
200,000 livres, (8000 pounds sterling,) on the lives of his wife and
children, which had been purchased for five millions of livres, was
forfeited, notwithstanding that a special edict, drawn up for the
purpose in the days of his prosperity, had expressly declared that it
should never be confiscated for any cause whatever. Great discontent
existed among the people that Law had been suffered to escape. The
mob and the Parliament would have been pleased to have seen him
hanged. The few who had not suffered by the commercial revolution,
rejoiced that the quack had left the country; but all those (and they
were by far the most numerous class) whose fortunes were implicated,
regretted that his intimate knowledge of the distress of the country,
and of the causes that had led to it, had not been rendered more
available in discovering a remedy.
At a meeting of the Council of Finance, and the general council of
the Regency, documents were laid upon the table, from which it
appeared that the amount of notes in circulation was 2700 millions.
The Regent was called upon to explain how it happened that there
was a discrepancy between the dates at which these issues were made,
and those of the edicts by which they were authorised. He might have
safely taken the whole blame upon himself, but he preferred that an
absent man should bear a share of it, and he therefore stated that Law,
upon his own authority, had issued 1200 millions of notes at different

times, and that he (the Regent) seeing that the thing had been
irrevocably done, had screened Law, by antedating the decrees of the
council, which authorised the augmentation. It would have been more
to his credit if he had told the whole truth while he was about it, and
acknowledged that it was mainly through his extravagance and
impatience that Law had been induced to overstep the bounds of safe
speculation. It was also ascertained that the national debt, on the 1st
of January, 1721, amounted to upwards of $ 100 millions of livres, or
more than 124,000,000 pounds sterling, the interest upon which was
3,196,000 pounds. A commission, or visa, was forthwith appointed to
examine into all the securities of the state creditors, who were to be
divided into five classes, the first four comprising those who had
purchased their securities with real effects, and the latter comprising
those who could give no proofs that the transactions they had entered
into were real and bona fide. The securities of the latter were ordered
to be destroyed, while those of the first four classes were subjected to
a most rigid and jealous scrutiny. The result of the labours of the visa
was a report, in which they counselled the reduction of the interest
upon these securities to fifty-six millions of livres. They justified this
advice by a statement of the various acts of peculation and extortion
which they had discovered, and an edict to that effect was accordingly
published and duly registered by the parliaments of the kingdom.
Another tribunal was afterwards established, under the title of the
Chambre de l’Arsenal, which took cognizance of all the malversations
committed in the financial departments of the government during the
late unhappy period. A Master of Requests, named Falhonet, together
with the Abbe Clement, and two clerks in their employ, had been
concerned in divers acts of peculation, to the amount of upwards of a
million of livres. The first two were sentenced to be beheaded , and
the latter to be hanged; but their punishment was afterwards
commuted into imprisonment for life in the Bastile. Numerous other
acts of dishonesty were discovered, and punished by fine and
imprisonment.
D’Argenson shared with Law and the Regent the unpopularity
which had alighted upon all those concerned in the Mississippi
madness . He was dismissed from his post of Chancellor, to make
room for D’Aguesseau; but he retained the title of Keeper of the
Seals, and was allowed to attend the councils whenever he pleased.
He thought it better, however, to withdraw from Paris, and live for a
time a life of seclusion at his country-seat. But he was not formed for
retirement, and becoming moody and discontented, he aggravated a
disease under which he had long laboured, and died in less than a
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twelvemonth. The populace of of Paris so detested him, that they
carried their hatred even to his grave. As his funeral procession
passed to the church of St. Nicholas du Chardonneret, the buryingplace of his family, it was beset by a riotous mob, and his two sons,
who were following as chief-mourners, were obliged to drive as fast
as they were able down a by-street to escape personal violence.
As regards Law, he for some time entertained a hope that he
should be recalled to France, to aid in establishing its credit upon a
firmer basis. The death of the Regent, in 1723, who expired suddenly,
as he was sitting by the fireside conversing with his mistress, the
Duchess de Phalaris , deprived him of that hope, and he was reduced
to lead his former life of gambling. He was more than once obliged to
pawn his diamond, the sole remnant of his vast wealth, but successful
play generally enabled him to redeem it. Being persecuted by his
creditors at Rome, he proceeded to Copenhagen, where he received
permission from the English ministry to reside in his native country,
his pardon for the murder of Mr. Wilson having been sent over to him
in 1719. He was brought over in the admiral’s ship, a circumstance
which gave occasion for a short debate in the House of Lords. Earl
Coningsby complained that a man, who had renounced both his
country and his religion, should have been treated with such honour,
and expressed his belief that his presence in England, at a time when
the people were so bewildered by the nefarious practices of the South
Sea directors, would be attended with no little danger. He gave notice
of a motion on the subject; but it was allowed to drop, no other
member of the House having the slightest participation in his
lordship’s fears. Law remained for about four years in England , and
then proceeded to Venice, where he died in 1729, in very embarrassed
circumstances. The following epitaph was written at the time : –
“Ci git cet Ecossais celebre,
Ce calculateur sans egal,
Qui, par les regles de l’algebre,
A mis la France a l’Hopital.”
His brother, William Law, who had been concerned with him in
the administration both of the Bank and the Louisiana Company, was
imprisoned in the Bastile for alleged malversation, but no guilt was
ever proved against him. He was liberated after fifteen months, and
became the founder of a family, which is still known in France under
the title of Marquises of Lauriston.
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