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Sir/Madam,
Iceland is not the only nation in which the people have suffered terribly as a 
result of what is now termed "the 2008 financial crisis” and because answers 
must be found to the financial chaos, I submit the following to The Committee for 
consideration.

While the Committee will be searching for answers to financial questions, I 
would suggest the financial aspect cannot be studied in isolation.

Financial policies stem from philosophies (as does politics), but the effect the 
policies have on the economic aspect of a society must be taken into account - if 
there is to be any sound and lasting answers found which will lead to ‘faithful 
dealings’ within and between the peoples concerned.

Instead of which, what prevails at the present time, in most nations of the world, 
are conflicting policies and arguments that serve to divide the people into 
‘warring groups’.

A nation’s financial calculations should be simply a true reflection of the nation’s 
economic physical realities. In this age of industrialisation and automated 
technology, not all the human labour currently available is now needed. 
Machines, even robotic-machines, are now doing the tedious, repetitive work 
and producing huge quantities of goods -  once unimagined.
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The po litica l/ph ilosoph ica l question is now: How do all the people gain 
access to that pool of production in this modern age?
The answer to that question surely should be found within the system that not 
only nationally ‘accounts’ for all the goods and services available, but distributes 
them, whether through wages, salaries and dividends and/or government 
welfare schemes.

* * * * * * *

I recognize the importance of the Committee’s responsibility in examining the 
‘pros and cons’ of the present situation, but I pray that they also consider an 
approach to the whole matter from an entirely different angle.

The following essay "Natural Cost and the Ownership of Money” by J.D. Malan 
was written over fifty years ago (now over 100 years ago) from the viewpoint 
that a nation’s financial system belonged to the people and was -  in reality -  
simply a nation’s book keeping system and its purpose was to not only reflect 
the physical facts of the economy, but also illustrate to whom the fruits of the 
economy belonged. I present it for your consideration:

"NATURAL COST AND THE OWNERSHIP OF MONEY”
by J.D. Malan

"Before embarking on any course of action a belief must exist that the 
objective is attainable. At present there is a general belief, encouraged by 
propaganda from apparently reliable sources, that inflation is an 
extremely difficult problem with no easy or popularly acceptable solution.

The purpose of this paper is to demonstrate that, on the contrary, inflation is a 
simple financial phenomenon capable of eradication without social upheaval, 
once the correct cause has been examined and understood.

To do this it is necessary to understand the importance of the question of 
ownership of a community's money supply and to introduce the concept of 
"Natural Cost” .

WHAT IS MEANT BY "COST"?
When the word "cost" is used by an accountant, economist, business man, or 
anyone else, it is assumed that the meaning is clear and needs no further 
definition. But is it clear? The dictionary definition of "cost" is no help because 
it is simply equated with "price", while "price" in its turn is equated to "cost".

As the term is used in accounting, it is simply the addition of all the money 
expended in the production of the article under consideration, irrespective of 
when the expenditure occurred or what has happened to the money in the 
meantime. If "profit" is considered to be one of the components of "cost", then 
"cost" and "price" would be the same figure, but there is a vital difference 
between this figure and "natural' cost.

WHAT IS "NATURAL" COST?
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Natural cost is the real, or physical, cost of producing an article or a service. It 
could be expressed in symbolic form by listing the individual items in terms of 
weight, volume, energy units, etc. - and such lists could be used to compare 
the relative costs of two articles, or of the same article produced at different 
times or under different conditions.

But comparisons of cost expressed in such a multiplicity of units are 
unnecessarily difficult, and can be simplified by combining them using one 
common symbol - money. This has one other important advantage by enabling 
us to observe differences between the figure thus obtained for "natural" cost 
and what accountants simply refer to as "cost", but which should be described 
as "financial" cost.

These differences will be items included in financial cost but not in natural cost, 
and they will all have one common feature -  they will relate to items which 
were physically completed at some time in the past.

If price is based on financial cost, as is inevitable under our present financial 
system, cost inflation is unavoidable. It is the primary theme of this paper to 
demonstrate that prices MUST be related to natural cost before inflation can be 
eliminated.

WHAT IS INFLATION?
Inflation is considered by both "experts", and the general public, to exist in two 
forms - demand inflation and cost inflation.

Since all inflation results in a rise in both prices and the amount of money 
available to match them, much discussion occurs on the quite unimportant 
question of which is the cause and which the effect. In other words, do we 
have demand inflation in which "too much money chases too few goods" or do 
inflated costs, and hence higher prices, cause the demand for more money? 
The question, in that form, is both futile and unanswerable.

Demand inflation is a relic of days of physical shortages and is not important 
today. It did, however, give rise to the so-called "law" of supply and demand, 
which is the only basis on which present-day economists try to build their 
explanations. They have no explanation for cost inflation.

But inflation, no matter what adjective is used to qualify it, is in reality only the 
effect of a fundamental fault in the way our money symbols are used.

Examination of the so-called "cures" for inflation shows that they are based on 
the erroneous belief that the problem is simple demand inflation, while the 
occasional references to "cost" inflation, and the need to reduce "costs", 
shows that there has never been any attempt by economists to look at the 
question of "natural", cost. It is therefore not surprising that these "cures" have 
all failed-they simply ignore the real problem.

But whatever form of inflation is to be considered, there is one characteristic 
which is always present, and is most important -  Inflation always concerns the
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relationship between money, which is symbolic and entirely man-made, and the 
real goods and services on which our lives depend. There are many other 
similar relationships which we encounter in our daily lives, between various 
symbols and the real world, and there is much to be learned by an examination 
of some of these relationships.

THE USE OF SYMBOLS
Mankind is unique amongst all living creatures in his use of symbols to 
represent various characteristics of his environment. Some symbols have very 
specialised uses in advanced science, while others are well known to everyone
- temperature is represented by degrees C, distance by metres, time by 
seconds, and so on. These symbols are also combined to represent speed, 
volume, pressure, and many others which help us to understand our 
environment, and also help us to make use of the way things behave to 
produce the results we want.

The accumulated experiences of many generations have firmly established the 
fact that, in order to make effective use of our symbols, they must be so 
arranged that they behave in the same manner as the real things they 
represent. Failure to arrange symbols in this way renders them useless for 
predicting the results of proposed actions. The accumulation of knowledge 
consists primarily of the progressive refinement of our systems of symbols 
to bring them into line with reality with increasing accuracies.

To illustrate this point, consider the example of a communication satellite which 
is considered commonplace today but was only science fiction a few decades 
ago. Such a project has allays been physically possible, but required a degree 
of precision only recently achieved in the symbolic representation of the 
properties of the various materials used to build the satellite.

Any errors in calculations, whether based on ignorance or any other cause, 
would result in failure to produce the desired result, and would immediately 
demonstrate the absolute necessity to adjust the symbols until they agree more 
accurately with the physical realities of the situation.

This obligation to arrange symbols in correct relationship with the real world is 
the most important lesson to be learned from subjects such as engineering, but 
it is an obligation which has never been acknowledged to be applicable to the 
symbols we call money - with the result that we live in a world of financial 
chaos and disasters of which inflation is just one example. The application of 
this principle of conformity between symbols and reality to the subject of money 
could well be called "Financial Engineering".

But important though it is, it is not the only lesson to be learned from an 
examination of a project such as a communication satellite.

THE IMPOSSIBILITY OF PHYSICAL DEBT
Imagine a project to build and launch a communication satellite being 
undertaken by a community which does not use money.
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Many different skills would be used in the tasks of finding a wide variety of 
materials in the natural environment, converting them into component parts for 
the satellite, and finally assembling and launching it into space to provide the 
required communication facility. At the same time other sections of the 
community would provide the essential food, clothing and shelter for 
the satellite builders, as well as the less vital but nevertheless desirable 
luxuries which make up the general living standard of the community; It would 
be, in every sense of the words, a true community effort.

If any essential materials could not be found, the project could not be completed 
because of the obvious impossibility of using material in anticipation of it 
becoming available, at some future date. Nature does not permit us to incur 
what would be a physical debt.

Another illus tra tion  o f th is  princip le is the obvious im possib ility  o f a 
farm er watering his drought-stricken crops today w ith  the rain which w ill 
fa ll next year.

It should also be observed that Nature does not impose any conditions 
concerning the ownership of the materials which are available, or require that 
they be "repaid", other than the insistence that the effects of removing them 
from the environment shall follow certain laws which it is our responsibility to 
discover and understand.

Once the satellite is completed and launched, the effort required to provide the 
communication service consists entirely of what has to be done at that 
time, and does not include any portion of the already completed work of 
building the satellite. If the community which built it were to vanish, and their 
place be taken by a new group of people, the newcomers could use the 
facilities provided by the satellite without being obliged to contribute anything to 
its construction, or indeed being able to do so even if they wanted to because it 
would be inaccessible out in space.

This is essentially what happens as one generation progressively takes over 
from its predecessors.

If the satellite failed to operate the community would have wasted the materials 
used to build it, but as these had been provided during construction with no 
obligation to "repay" them, the matter would end there - with no remaining 
"debt".

Another point to be considered is that even after a successful project the 
satellite will eventually cease to operate, and it would be desirable to have a 
replacement ready for launching when that happens. The building of the 
replacement is equivalent to depreciation of the one in use, and is a legitimate 
item of cost of the communication service. The total of all these operating costs 
is the "NATURAL COST" of the service provided.

USING FINANCIAL SYMBOLS
If the community decided to use money to facilitate the building of the satellite,
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and they realised the need for their symbols to agree with physical facts, their 
financial arrangements would correctly represent the various stages of the 
project itself.

Having assessed the material requirements and ascertained that they were 
available, their money equivalent would be issued and placed at the disposal of 
whoever had been made responsible for the project. As goods and services 
were purchased and consumed, the money used to purchase them would be 
cancelled as it cancelled the attached price tags. In this way the essential 
relationship between money and reality is maintained. When the satellite is 
complete and launched, the money issued for its construction would be 
reduced to zero, as also would be the case with the stock of materials which 
had been allocated to the project.

If the satellite failed to function and had to be abandoned the matter could end 
there, as it did when no money was used-no materials, no money, no satellite, 
and, most important, no remaining debt. The ability of the community to start 
again would be an entirely new question based on the availability of more 
materials.

If the satellite functioned correctly its capital cost would never appear in the 
price of the service it provides because there is no debt to be repaid. The 
service would be priced at the equivalent of its natural cost, which would 
include depreciation costs actually incurred, thus maintaining the correct 
relationship between financial symbols and reality.

FINANCING THROUGH DEBT
Under present financial rules the only source of money is the banking system, 
and a condition always attached to the money it provides is that it be regarded 
as a debt which must be repaid. This fact could be considered from two 
viewpoints, but we are only concerned with the process itself, and not with the 
question of who performs it. The banking system provides an extremely 
efficient accounting service which is not in question in any way, while its 
present ability to create and cancel money would be the subject of criticism as 
long as it was done according to present rules no matter what organization 
was doing it.

Looking again at the satellite project, but this time financed according to 
present rules we observe how it differs from the previous case. The 
organization responsible for the project would incur a debt equal to the 
estimated cost of the project, and as it proceeds and the material resources are 
consumed, the money used to purchase them would be cancelled in much the 
same way as before. On completion both the money and the materials would 
have been used. However, the debt still remains, thus violating basic principles.

First, since no obligation exists to "repay" the physical resources as far as the 
community as a whole is concerned, the obligation to repay the financial debt, 
in the way which is at present demanded must be wrong.
Secondly, the real credit of the community which is their ability to carry out the 
project, is represented by the financial credit issued in order to permit them to
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do so, but they are not regarded as the owners of this financial credit.
It is regarded as the property of the banking system which created it and issued 
it. It is this insistence that money thus created must be repaid by the 
community which implies its ownership by the banking system, and denies its 
ownership by the people who provide the real credit without which it is useless.

This claim of ownership of money, and the demand that it be repaid to the 
banking system is equivalent to a demand by the printer of a book of bus 
tickets that he is the rightful owner of the transport service the tickets 
represent, and that he is therefore entitled to repayment of the face value of the 
tickets.

Compare this situation with the previous one when money was issued for the 
satellite project as a credit to the community possessing the ability to carry out 
the project. In that way it was automatically implied that ownership of the real 
credit and its financial equivalent go together, irrespective of how either may be 
subdivided within the community.

This question of the ownership of the community's money supply is absolutely 
vital to an understanding of the subject of inflation. It is safe to say that 
without a clear understanding of it, the phenomenon of inflation can never be 
seen in its true light, and the way to eliminate inflation will never become clear.

DEBITS AND CREDITS
The equality of debits and credits in normal double- entry accounting is usually 
advanced as an explanation of the unimportance of the question of debt. It is 
usually pointed out that a debit in one account is always matched by a credit 
in some other account, and this claim is obviously correct.

However, under existing financial rules it is the banking system which 
accumulates the "credits" and everyone else the "debits". It is no defence of 
the arrangement that everyone involved is part of the same community as this 
merely demonstrates that effective control o f everything m ust progress ive ly  
pass to those in  con tro l o f the banking system, and away from those 
who own the real credit of the community.

That is the logical and inevitable result of a financial system which permits the 
creators of the money to claim ownership of its face value.

DEBT RECOVERY THROUGH PRICES
'Consider the costs of the communication service provided by the satellite 
financed under present rules. Legitimate components of cost are included in the 
price as in the correctly financed project-running costs and depreciation. But, in 
addition, the price must include the initial cost in an attempt to recover the 
money needed to repay the debt.

However, the money used for the project has already been cancelled, as 
already explained, and is therefore no longer available to meet these prices.
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This gives rise to two problems - first, the price is inflated by the incorrect 
inclusion of capital charges and, secondly, this same cost inflation causes 
demands for more money in the form of higher wages to meet the higher 
prices.
But the only source of this additional money is the same banking system which 
is demanding repayment of the original loan. The effect of this is that a debt 
once incurred can never be cancelled -  It can only be transferred to some 
other part of the community. The result is the all too familiar "cost-price" spiral 
which can now be seen as an effect o f inflation and not its cause as is so often 
claimed.

INTEREST CHARGED ON DEBTS
When a debt exists between individuals or organisations within a community, 
and there is no question of the creation or cancellation of money, the question 
of interest is unimportant as far as the functioning of the financial system is 
concerned. But if interest is charged on money at its point of creation, 
irrespective of where that point is in the community or the rate of interest 
charged, it is inflationary. But this effect is additional to the far more important 
questions o f debt finance and the ownership o f money.

Undue emphasis is often placed on the question of interest, even to the extent 
of regarding it as the sole cause of inflation. But, as has been shown, inflation 
is an inherent characteristic o f any money system which includes the 
fundamental error o f separating the general ownership o f money from the 
ownership o f the real credit it represents.

If this fundamental error were to be corrected, interest charged on loans 
arranged through a bank would become a form of fee for services rendered, 
and, provided it was accounted for correctly would be no more 
inflationary than a fee for any other service.

ESSENTIAL STEPS TO RECOVERY
A brief look at some of the steps which must be taken to end inflation shows 
that there are two essential elements without which inflation cannot be 
eliminated. Unless they are both in evidence it is certain that there is no real 
desire to eliminate it on the part of those with the power and ability to do so.

The firs t is the establishm ent o f some National accounting system  whose 
prim ary function  w ould be the operation o f a National Credit Account.
This account would handle the creation and cancellation of money on a 
National scale, and would provide the means by which the community would 
receive credit for the financial equivalent of their real credit.

This account, which could well be administered through existing facilities of the 
Reserve Bank, would be the source of money from which funds could be 
allocated for public works, defence, etc., as well as for the implementation of 
the second of these two essential elements.

This second element in itse lf has two aspects
- firstly a National price subsidy to bridge the gap between the natural cost
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of an article or a service and its financial cost, which will always be higher,
- secondly a National D ividend payable to every member of the 
community. In a community which demands the possession of money as a 
condition for access to the necessities of life, a National Dividend is a 
recognition, in financial terms of the universal right of every person to maintain 
his life as long as possible.

The amount of either the subsidy or the dividend would be dependent on the 
success or otherwise of the community's efforts. To use the satellite project as 
an illustration-if it fails to work and must be abandoned, the dividend would be 
reduced. Thus the com m unity, by the results o f the ir total efforts, w ould 
contro l the ir financia l affa irs as well as the ir physical activities.

CHECKING THE THEORY AGAINST THE FACTS
Although the presentation may be different, the basic explanation of inflation 
contained in this paper is not new -  It has stood the test of time for well over 50 
years (now 100 years). It has often been challenged but never proved wrong.

On the other hand the officially sponsored explanation, on which has been 
based every so-called "cure" for inflation over a period of far more than 50 
years, has never agreed with observable facts, has never led to the elimination 
of inflation in any country of the world, and cannot be supported by sound 
mathematics.

Which of the two explanations is correct? And what are the implications of 
accepting either one?

WHY INFLATION REMAINS
If the "official" explanation was correct, and the professed desires of politicians 
and economists to find a cure were sincere, any plausible explanation which 
appeared to be better than ones which had failed, would surely be worthy of 
study. But such is not the case - they are resisted and ridiculed, leaving the 
only possible explanation that a cure is not really desired.

The reason is not difficult to find. Debt finance, with its inevitable inflation, has 
existed for centuries and has provided the ideal tool for concentrating power- 
without- responsibility in fewer and fewer hands.

It is a characteristic of human nature that the possession of power creates a 
desire for more power, and that power is not surrendered willingly. Thus we 
see that, while it is not difficult to eliminate inflation, nothing will be done to 
eliminate it because it would result in a loss of power.

Unless there is much more pressure exerted on our political representatives 
than exists at the present time, social problems generally and financial chaos in 
particular, will only get worse...”

* * * * * * *
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I note in your efforts to prevent another financial crisis within your nation, your 
experts are looking to place control over the nation’s money supply into the 
hands of the Central bank, by stating: "Recent research of specialists working 
with the International Monetary Fund confirms that such separation delivers the 
benefits which Irving Fisher (1936) stated that they would do...”

Michael Rowbottom in his book "The Grip of Death” wrote of Irving Fischer and 
the pedigree of his ideas. I include a portion of his book for your interest; it 
gives background information not only on Irving Fischer and ideology, but more 
details that may not be known to you about the workings of the financial/banking 
system

“The Grip of Death”
by Michael Rowbotham

Publisher Jon Carpenter,
Fourth printing 2009.

ISBN 978 1 897766 40 8

Having shown by way o f charts the various sections o f the United 
Kingdom  and the ir portion o f debts, Michael Rowbottom continues:

Chapter 2 - “ A  Method So S imple”  page 22: "These charts show how 
mortgages and other forms of personal debt have played an increasing part in 
the money supply, whilst the proportion of commercial debt has steadily fallen. 
But, despite the key role of mortgages, over £160 billion of debt is currently 
registered against various businesses and companies based in Britain. This 
industrial debt follows a very similar pattern and back- ground to that shown by 
mortgages.

The fact that most industries are forced to borrow to invest is for the same 
reason that most people are forced to borrow to buy; the inherent scarcity 
of money means that the majority of firms find it quite impossible to invest 
from profits and sales. Most firms have to borrow to raise money for 
investment, either from banks or through share issues, which are another form 
of industrial debt discussed later. Industrial and commercial borrowing creates 
money in exactly the same way as personal debt through mortgages or 
overdrafts, via the spiral bank-loan method. Also, whilst the level of commercial 
debt compared to personal debts such as mortgages has declined, the total of 
commercial debt has never been higher in real terms, as measured against 
profitability, commercial incomes, GDP or any other standard of comparison. 
The statistics supporting this are presented in the following chapter.

Just as with mortgages, at any one moment some industries are investing 
whilst others are repaying past debts; but overall, business debt is escalating. 
Also, in the same way as many home owners take out second mortgages, 
businesses are increasingly finding it necessary to renew and increase their 
past loans and there has been a marked increase in the level of 'distress 
borrowing' by commercial concerns over the past thirty years. The final parallel 
with mortgages is that, just as the economy has become reliant upon consumer 
confidence, which is the political euphemism for people borrowing-to-buy goods,
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so the economy is now quite reliant upon industrial borrowing for investment, 
whether or not extra goods are needed. The economy has come to depend 
upon investment since this involves the creation of money and without a steady 
input of money created via borrowing for investment, the economy will slump, 
as has been shown many times. The matter of booms and slumps, and the full 
economic impact of both industrial and consumer debt are discussed more fully 
in the next chapter.”

Michael Rowbotham ins is ts  there are ‘conventional m isperceptions’ about 
the way the banking system s operate:

"First, the way the banking system is supposed to operate simply highlights the 
uncontrolled way it actually does operate, and emphasizes the extent to which 
a highly dubious, practice has been allowed to act as the foundation of our 
economies. Secondly, it is important to know how the money creation process 
is understood by bankers and economists, since this affords some clue as to 
why so many of them still believe the system is justified.

What is so striking, as one enters a world of ratios, percentages and rules 
long since abandoned is that, just like the number-money it creates, the theory 
that is supposed to govern and control banking is all appearance and no 
substance. The rules have all been abolished, or rendered quite invalid. What 
is also revealing is that these theories do not present money creation in any 
particular context, but simply examine the process in isolation, as a detached 
mathematical model. The real world is completely excluded from the 
conventional model of money creation.

The suggestion that banks create money, was once regarded as pure fantasy 
and heresy by both bankers and economists, who insisted that banks merely 
lend money. However, modern economics textbooks are quite open about the 
process. The ability of banks to multiply the quantity of money beyond the 
amount originally deposited with them is even given an accepted title: 'the 
multiplier effect'. The heresy today is that the wholesale creation and supply of 
money by banks has any particular relevance to or damaging impact on the 
wider economy.

It is not widely admitted that building societies create money in exactly 
the same way as banks. It is, however, tacitly accepted. The money supply 
figures published by the Bank of England actually present bank and building 
society deposits and lending alongside each other, and amalgamate these to 
produce the overall total of the nation's money stock and outstanding debt. The 
statistics for M4 show a growth far in excess of that due to bank lending, the 
difference being made up by the parallel figures for building society advances.
In addition, the ease with which building societies have converted to banks 
underlines the fact that they function along identical lines. The share issues 
made by building societies in converting to banks amount no more than a 
change in their company statute and ownership structure, and are quite 
incidental to their powers of money creation.

In all standard texts dealing with banking and the supply of money, much space
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is devoted to explaining the relationship and function of the many institutions 
involved - the commercial banks, building societies, merchant banks, discount 
houses and the key role of the Bank of England as 'lender of last resort'. 
However, the main interest in terms of understanding the debt-based financial 
system is not so much the complex way these various institutions co-operate 
and interrelate, but the net effect of their money creating activities. This takes 
us back at first to the spiral loan process, by which money created as a loan is 
deposited in banks and building societies, increasing the total of deposits 
and forming the basis for further loans. This is termed the multiplier effect 
because it allows banks to 'multiply the number of deposits', thus creating an 
enlarged money stock in the economy.

In conventional theory, this multiplication of money is not seen as being open- 
ended. Money creation by banks and building societies is not seen as an 
expanding process in which money created by past loans is perpetually 
recycled, reloaned, providing an endless supply of new money, building up into 
a vast and infinitely ballooning total of money and debt. The entire system is 
supposed to be self-limiting, with controls and restrictions built into it. According 
to theory, it ought not to be possible for an economy to operate on 97% bank- 
created credit. According to theory, the money supply ought not to have been 
able to inflate from £14 billion to £680 billion with no more than a 3% 
contribution from the government. According to theory, such vast multiplication 
should not have been possible.

Rather than an infinitely expanding balloon, the system of money creation by 
banks and building societies is supposed to resemble a pyramid. It is sometimes 
referred to as the 'pyramid of credit'. At the base of the pyramid is a firm 
foundation of 'true money', the coins and notes created by the government. 
Above this is the narrowing pyramid of 'bank-created credit', which, because of 
the legal restrictions on banking can only reach a certain height.

Chief among these legal restrictions is that known as 'the liquidity ratio'. This is 
supposed to set a strict limit to the amount of money that banks can create 
via loans. For many years, the liquidity ratio was set at 10%. This meant that a 
bank could only issue loans equivalent to 90% of the money deposited with it at 
any one time, since it had to retain 10% of its deposits in 'liquid' form, such as 
cash. The pyramid of credit is built up by stages, at each stage a smaller round 
of loans leading to a smaller number of new deposits.

At the first stage, only 90% of the original, true money could be 'loaned', 
and thus return to the banks as new deposits. Of this new, smaller set of 
deposits, again only 90% could be loaned, and thus return to the banks as a 
further set of new deposits. Each round of loans is built on 90% of the previous 
round, and in the end, after a series of ever smaller loans, the final loan is a 
minute amount, and the pyramid of credit is complete. Once the pyramid of 
credit is complete, no rnore money can be created by lending, unless what the 
books refer to as 'brand new true money' is introduced at the base. In other 
words, only when the government creates and supplies more coins and notes 
as debt-free cash can the system start again, building up a further pyramid of 
loans on this new money.
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There is one trouble with this theory. It doesn't apply. The liquidity ratio was 
abandoned in 1981 as part of the deregulation of domestic and international 
finance. Banks are now legally allowed to lend and re-lend without the restriction 
a liquidity ratio. In fact, for years, the banking system had found ways round the 
liquidity ratio by investing in short-term government securities, and it had long 
been functionally meaningless.

The other restriction traditionally supposed to act upon banking is that known 
As the reserve/asset ratio. This was intended, broadly speaking, to tie in with 
the liquidity ratio. It was a requirement on banks to have sufficient of their own 
money as a standby. The purpose was to make sure that the amount of money 
possessed as a company - their own capital reserve - was adequate to any 
loans that might default and not be repaid. A reserve/asset ratio of 10% meant 
that if banks had made loans of £10,000,000, they must have £1,000,000 in 
their own company reserves. The reserve/asset requirement harks to the days 
when gold was the basis of banking, and formed a bank's reserve. In Victorian 
times, the possibility of a 'run on the bank', in which one with a deposit or 
holding paper money asked the bank for gold, meant a minimum reserve of 
30% was deemed 'good banking practice', although this was often breached. In 
this century, a reserve of 10% has generally regarded as adequate, and was 
for many years a legal requirement. Today, the only legal reserve/asset 
requirement on banks is that 0.5% of all their assets be lodged with the Bank of 
England in the form of notes and coins. Financially, this is a total irrelevance.
As a limitation on banking it is also meaningless, since the Treasury supplies 
notes and coins to commercial banks to meet the general demand, and this 
0.5% simply becomes part of the overall demand for coins and notes!

The reserve/asset ratio has been replaced by the 'capital adequacy' 
ratio. Again, this is a requirement on banks to have sufficient capital of their 
own, and is set at 10% by international agreement. But there is no requirement 
that this 10% reserve be held as cash: indeed the bulk of a bank's capital is 
held in the form of investments, especially government bonds. But whenever a 
bank purchases government bonds or any other investment using money from 
its capital reserves, this money enters the economy, and then registers as a 
new deposit. Instead of being a restriction on banking and money creation, the 
money supply process is actually sustained by such bank purchases from 
reserves.

Of much greater concern however, is the effect of obliging banks to 
maintain this 10% capital adequacy. Far from protecting the public from 
banking excesses, any capital requirement in a debt-based financial system 
actually works directly against the public. This is because, as the growing 
amount of money loaned, re- deposited and re-loaned by banks increases and 
the total money stock escalates, the reserves of banks also have to increase to 
keep pace with the requirement for 10% capital 'adequacy'. With the 
abandonment of gold, banks are now forced to build up their reserves in bank 
credit - i.e. money they have themselves created. Of course, they do not create 
it directly for themselves; it would probably be better if they did. In effect, banks 
get their customers to create it for them, via the process of going into debt and
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creating money. Banks build up their reserves in part by creaming off some of 
the interest they charge to borrowers!

The huge differential between interest charged on loans and interest paid out to 
depositors is due, in part, to banks channeling money into their reserves, which 
are then invested for profit. The commercial banks and building societies in 
Britain have amassed total capital reserves of some £89 billion in cash and 
investments, as a standby against the £780 billion of debt they have created.5 
The requirement to build up these '10% reserves' affords no control over the 
process of money creation, nor any protection to the public; quite the reverse. It 
simply ensures that interest rates on borrowing are set high enough to enable 
banks to continue to increase these reserves, offset defaulting loans, keep their 
books in order, and maintain the image that they are supplying a service to the 
community 'lending other people's money'. [5 Andrew Crocket. Money 1977]

Despite the fact that both the liquidity ratio and capital reserves have
either been abandoned, or become totally meaningless or counterproductive
restrictions,
banking theory and economics textbooks still present money creation in the 
context of these supposed restraints. Most economists seem happy with this, 
because it places a theoretical regulation on what has always been seen as 
a doubtful process. Banking is institutionalised usury, and throughout the ages 
usury, with its overtones of extortion and potential for collapse, has always been 
seen as a great evil.

However if usury was under control, and if the wider economy was protected by 
'sound banking practice', well, that was something as far as the economists 
were concerned.

The last thing that is being suggested here is that a restoration of these 
controls is what is needed. As we see (in Chapter 13), there has hardly been a 
moment in history when the banking system has actually been under control, 
and it has never worked, except to the disadvantage of the majority of the 
population and the functioning of the economy. The point about conventional 
banking theory is that it has allowed economists to believe in and present the 
system as one that operates under control, which it emphatically does not.

Monetarism

The final element in economic theory relating to banking and the money supply 
is the use of interest rates. Fluctuating interest rates are used both to influence 
the rate of bank lending, and as a policy intended to cover almost the entire 
realm of economic management. The school o f thought from  which th is  
econom ic po licy derives is the Chicago School, in itia ted by Irving Fisher, 
and later cham pioned by Milton Friedman. It is the ideology which 
com pletely dom inates modern econom ic thought. (emphasis added)

The philosophy is to give full rein to the free market, whilst attempting to guide 
the overall activity of the economy by managing the money supply. This a 
government does by lowering or raising interest rates. This alternately
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encourages and discourages borrowing, thereby speeding up or slowing down 
the creation of money and the growth of the economy. Low interest rates 
encourage both industrial investment and consumer borrowing, leading to a 
growth in the money supply. High interest rates mean that new borrowers are 
deterred and the growth of the money supply is slowed. The fact that by this 
method, people and businesses with outstanding debts can be suddenly hit with 
huge extra charges on their debts, simply as a management device to deter 
other borrowers, is an injustice quite lost m the almost religious conviction 
surrounding this ideology.

Just when the economy is getting going, investment is healthy, jobs are 
being created and production and prosperity are increasing, the economy is 
deemed to be overheating, and the great bogey, inflation, appears. And the only 
way that modern economics can think of to cope with a financial phenomenon 
over which all economists disagree - inflation - is to stamp on the entire money 
supply, throwing the entire economy into recession, bringing privation to 
millions.

This method of controlling banks, inflation and the money supply certainly 
works; it works in the way that a sledgehammer works at carving up a roast 
chicken.
An economy dependent upon borrowing to supply money, strapped to a 
financial system in which both debt and the money supply are logically bound to 
escalate, is punished for the borrowing it has been forced to undertake. Many 
past borrowers are rendered bankrupt; homes are repossessed, businesses are 
ruined and millions are thrown out of work as the economy sinks into recession.

Until inflation and overheating are no longer deemed to be a danger, borrowing 
is discouraged and the economy becomes a stagnating sea of human misery.
Of course, no sooner has this been done, than the problem is lack of demand, 
so we must reduce interest rates and wait for the consumer confidence and the 
positive investment climate to return. The business cycle begins all over again.

There could be no greater admission of the utter and total inadequacy 
of modern economics to understand and regulate the financial system than 
through this wholesale entrapment and subsequent bludgeoning of the entire 
economy. It is a policy which courts illegality, as well as breaching morality, in 
the cavalier way in which the financial contract of debt is effectively rewritten at 
will, via the power of levying infinitely variable interest charges.

The ownership o f money

There is one further element of banking theory that needs to be discussed, 
and it is one of the most serious and revealing. This concerns not the 
inadequate controls on the money creation process, but the ownership of 
money. In the matter of ownership of money, there is one final argument that 
bankers and economists have suggested; one final wriggle in defence of the 
indefensible. The banking system is able, at a pinch, to claim that it does 
indeed create money, and does so in large quantities, but 'only as a service to 
the borrower'. This defence was made in the letter by the Economic Secretary
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to the Treasury, Anthony Nelson, referred to earlier.

The money that banks create is either interest-bearing or renders some sort 
of service. 6
[6 Andrew Nelson, Treasury. Letter to Campaign fo r Monetary Reform, London 22 
Feb. 1993]

This claim, that money is created as a service to the borrower, like the 
suggestion that they are 'only lending their depositors' money', is utterly false, 
and an argument that completely ignores all the facts of standard banking 
practice. Banks make money and although the act of lending might be regarded 
as a service, the truth is that banks account all the money they create as their 
own. In total effect, banks create money for themselves. The fact that they are 
able to create money and then issue it as a debt repayable to them is, in itself, a 
confirmation of this. But the position is put beyond doubt when the
repayment of loans is considered, and when we trace what happens as the 
money created by banks is repaid to them. This again takes us back to the 
spiral loan system. It used to be argued that money repaid to banks in respect of 
a loan was effectively destroyed. This was portrayed as the simple reverse of 
the spiral money creation process. In the same way that a bank loan created a 
new deposit of number-money or credit, the repayment of a loan or mortgage 
was held to cancel out an equivalent amount of credit. It was argued that when 
someone paid money into their overdrawn account, that debt and that amount of 
money were set against each other and cancelled each other out. This idea grew 
up in the early part of this century, and was enshrined in the infamous 
admission by the Rt. Hon. Reginald McKenna, one time Chancellor of the 
Exchequer and former chairman of the Midland Bank, who stated;

I am afraid that the ordinary citizen would not like to be told that banks, or the 
Bank of England, can create and destroy money. The amount of money in 
existence varies only with the action of the banks in increasing and decreasing 
deposits and bank purchases. Every loan, overdraft or bank purchase creates 
a deposit and every repayment of a loan, overdraft or bank sale destroys a 
deposit.16
[16 Reginald McKenna Post War Banking Policy, Heinemann, 1928]

According to this argument, banks were able to claim that, yes, they did 
create money, but not for themselves. This bank credit was, in principle, 
temporary. Bank credit only lasted for the duration of the loan, and upon 
repayment was cancelled out of existence.

But this is not what actually happens at all! As any bank manager will 
confirm, when money is repaid into an overdrawn account, the bank cancels 
the debt, but the money is not cancelled or destroyed. The money is regarded 
as being every bit as real as a deposit; it is regarded by the bank as the 
repayment of money that they have lent. And that money is held and accounted 
an asset o f the bank.

The fact that upon repayment, money that they have created is not destroyed, 
but is accounted as an asset of the bank, proves beyond dispute that when
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banks create money and issue it as a debt, they ultimately account that money 
as their own. The only factor which disguises their indisputable ownership of 
the money they create is that this returning money is usually rapidly reloaned. 
Borrowing in the modern economy almost always outpaces repayments, which 
is why the money supply escalates. This means that money returning as 
repayments usually does not accumulate embarrassingly in the bank's own 
account, but is quickly reloaned, along with more debt. But there are moments 
of potential embarrassment, when the position becomes obvious. When 
borrowing is sluggish, usually on odd days during a recession, some banks can 
be awash with money from past repayments in their own account Then the 
computers come into action. This surplus money is then used by the banks and 
building societies to make the most profitable investment, purchasing stocks 
and bonds available on the world money markets, boosting their company 
reserves hugely, and placing beyond doubt whose money this is.

The point about repayments is that money is not destroyed, but is withdrawn 
from circulation. Thus the total of deposits held by the population is decreased.
In this sense, a deposit has been destroyed, but not the money. If the quote by 
Reginald McKenna is closely read, this is what he actually says. Upon 
repayment of a loan, money returns to the bank or building society that created 
it. This money then only re-enters the wider economy if someone else takes out 
a loan, or if the bank spends that money on an investment.

Either way, this money is accounted and treated as the bank's own property. 
Therefore it is true to say that loans are temporary, but the money created by 
banks is permanent. Once created, it belongs to the banks, constantly returning 
to their ownership and control, with the repayment of each debt.

Money may be in your bank account, but it is not, ultimately, your money. If you 
had borrowed it from the bank yourself, you would know it was not your money. 
But because it has probably been borrowed into existence by someone else, or 
borrowed back into the economy by someone else, you assume it is your 
money. But it is not. All the money they create belongs to the banks.

It is for this reason that it is totally accurate, and no exaggeration to point out 
that by this system, banks retain a permanent claim on the money stock of the 
nation, apart from that 3% produced by the government. Through this latent 
ownership of the money they create, banks possess a lien, or potential claim, 
to the wealth of the nation equivalent to that total sum of money they have 
created.

One o f the leading monetary reform ers o f the 1930s, C. H. Douglas, stated;

The essence of the fraud is the claim that the money they create is their own 
money, and the fraud differs in no respect in quality but only in its far greater 
magnitude, from the fraud of counterfeiting ... May I make this point clear 
beyond all doubt? It is the claim to the ownership of money which is the core of 
the matter. Any person or organisation who can create, practically at will, sums 
of money equivalent to the price values of the goods produced by the 
community is the virtual owner of these goods, and, therefore, the claim of the
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banking system to the ownership of the money which it creates is a claim to the 
ownership of the country.17
[17 C.H. Douglas Dictatorship By Taxation Vancouver, Institute of Economic 
Democracy 1936]

This is technically, if not morally, an overstatement of the situation. The actual 
position at any one time is that, through the debts they hold and the lien this 
gives them on bank credit, the banks and building societies hold a claim over 
the wealth of the nation equivalent to those debts. At present this stands at 
£780 billion. This is the sum of money banks have actually created, or 
multiplied into existence; a sum which has been issued as a debt, and a sum 
whose total repayment is ultimately demanded. This is their money, and 
represents the measure of their claim on the wealth of the nation.

This is the appropriate point to return to the matter of mortgages. The question 
of the ownership and title of money is then given flesh and bones. So also 
is the creeping tyranny involved in the debt-money system. One of the 
inevitable consequences of funding an economy on the basis of debt is that the 
assets of the country are gradually transferred to the financial system; the 
banks and building societies. It has already been pointed out that the 
proportion of the United Kingdom’s housing stock that is mortgaged has risen 
from 19% to 37% over the last thirty-five years. The fact that 37% of the 
nation’s housing stock is
mortgaged means that 37% of the nation’s housing stock is currently owned by 
the financial system. This is the effective and legal claim and title to ownership 
by banks and building societies of the nation's houses.

The death grip

History does much to obscure the extension of ownership by the financial 
system, particularly in the case of housing. Up to the beginning of this century a 
large proportion of the population rented their homes. During the last sixty years, 
'home-owning' has been seen as a sign of the increasing prosperity of the 
individual; a mark of the redistribution of wealth, in which the landlord owning 
several properties has gradually given way to more widespread property 
ownership. But this historical trend has simply served to obscure the 
unrelenting transfer of housing equity to financial institutions, via mortgages.

In 1900, almost all houses were owned outright, even if it was wealthy landlords 
who owned many of them. Indeed, perhaps less than 5% of the housing stock 

was mortgaged. If there had been a genuine transfer of wealth from the rich to 
the poor, we would own our homes today with no more than the 5% total 
mortgage debt that existed in 1900. A century of home building and home 
buying has disguised the major transfer of property, which has not been from 
the rich to the poor but a substantial transfer of all forms of wealth to the 
financial system...”
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I remain,

Yours sincerely,

Betty Luks , Australia. 

1st December 2012
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