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When smart guys go wrong — good and evil in economics

Milton Friedman and 
Conservative Economics: 
Gatekeeper Economics II
When Ivory Tower Theory and Practice 
Go Bad: The Milton Friedman Aberration 
– Capitalism as Fascism to Create a World 
that Fits Friedman’s Idiosyncratic and 
Normative Theory of What the World We 
Live in Should Be

By W. Robert Needham*

“A theory however elegant and economi-
cal must be rejected or revised if it is untrue; 
likewise laws and institutions no matter how 
efficient and well-arranged must be reformed 
or abolished if they are unjust.”1

“The transition from an ordinary to a sci-
entific attitude of mind coincides with ceasing 
to take certain things for granted and assuming 
a critical or inquiring and testing attitude.”2

“…The idea of a self-adjusting market im-
plied a stark utopia. Such an institution could 
not exist for any length of time without an-
nihilating the human and natural substance 
of society; it would have physically destroyed 
man and transformed his surroundings into a 
wilderness.”3

“It is very unlikely that…normal scientists 
would hold on to a theory which is logically 
inconsistent.”4

“While the actors and instruments of eco-

nomic repression are hidden in the “ethically 
neutral” and impersonal mechanisms of the 
market and of economic policy, the economists 
and the school of thought which inspired 
the application of the Military Junta’s “neo-
liberal” policy measures bear the moral and 
intellectual responsibility for the impoverish-
ment and economic repression of more than 
three quarters of Chile’s population.”5

At one level this paper is an extension of 
documents on my web page6 particularly 
of Gatekeeper Economics I – Economy and 
Society – Conformance with Experience? 7 
And, Profit as the Root of all Evil: The Devil 
is in the Details.8

But it also has a background in: The 
Current State of Economics as a Discipline: 
The Teaching of Economics – Introduction 
and Some Suggested Readings: Can Economics 
be Grounded in Reality? 9 And in, Reforming 
Economics – Ten Quick Steps to Reality Eco-
nomics.9 And most recently The War Func-
tions of Mainstream Economics?10

The original paper also had an immedi-
Continued on page 2
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Friedman from page 1
ate purpose in supporting my letter, dated 
August 20, 2008, sent to Dr. Robert J. 
Zimmer, President of the University of 
Chicago opposing the establishment of the 
Milton Friedman Institute. The letter is in 
Appendix 1.11

The paper brings forward, again, many 
professional judgments, that, seemingly, 
have either been forgotten or ignored; (per-
haps some were legitimately not known), 
and in any case not answered, that econo-
mists and political economists and theorists 
have made of mainstream economics12 (as 
neo-classical micro-economics) and of mon-
etarist thinking and practice. Discipline 
reform/revision is implied. Mainstream eco-
nomics (as neo-classical micro-economics) 
and monetarist thinking and practice are 
linked through the assumptive notion of 
free markets. If, rather than a priori theory, 
reality and a real concern for science had 
dominated the discipline of economics, it 
might be held that both mainstream eco-
nomics and real world economies would 
not be in the fragile states in which they 
currently find themselves. Such a concern 
implies a return to political economy as sug-
gested by Wootton in 1938.

Perhaps the best starting point for under-
standing markets and individuals in markets 
is given in terms of slavery not freedom in the 
sense that: “The dominant consideration 
in our economic system is not what people 
want, either as consumers or workers, but 
what people can afford or be persuaded to 
buy, and what they can be persuaded by 
force of circumstance to do for money, as 
a job. To put the matter another way, the 
modern economy is driven, not by the ag-
gregate desires of what people want out of 
the economy, but by what the economy can 
get out of them. The only fitting word for 
this is slavery.”13

To emphasize, economic problems stem 
from uncritical indeed seemingly blind ad-
herence to, and religious faith in the market 
god of laisser-faire economics of the Fried-
manite and mainstream sort.14

In my Profit as the Root of all Evil, the link 
between capitalism and fascism is given. It 
is asserted: “Capitalism as Fascism: “Fas-
cism should more appropriately be called 
corporatism because it is a merger of state 
and corporate power.”15

And asserted: “Private enterprise capital-
ism in control of the state is the root cause 
of problems. Never privatize! There is no 
free market only power and always shirking 
of social responsibility by those with power. 

[including those who attempt to exercise a 
right-wing monopoly of knowledge in the 
definition of what is to be taught in the 
teaching of economics]”16

The economic and social system of the 
fantasy world, competitive capitalism, to 
which Friedman17 adheres was fabricated18 
and presented to the world in 1962 in the 
book Capitalism and Freedom. In 1968 CB 
Macpherson’s review of that book was titled 
Elegant Tombstones: A Note on Friedman’s 
Freedom. Macpherson’s review is a devastat-
ing comment about Friedman’s book that 
stands to this day. Macpherson’s last two sen-
tences read: “The logical liberal will reject his 
[Friedman’s] fallacious proof that freedom of 
the capitalist market is individual economic 
freedom, his undemonstrated case that po-
litical freedom requires capitalism, and his 
fallacious defense of the ethical adequacy 
of capitalism. The logical humanist liberal 
will regret that the postulate and the fallacies 
make Capitalism and Freedom not a defence 
but an elegant tombstone of liberalism.”19

Professor of Corporate Law Harry 
Glasbeek has written: “…Macpherson’s 
critique of Freidman is that workers are 
compelled participants in labour markets, 
not voluntary ones. The insight into Freid-
man’s reasoning undermines it completely. 
There are many other persuasive critiques of 
market modeling.”20

Related and emphasizing the positive 
freedom concept that Friedman ignores 
in his sole and maniacal reliance on nega-
tive freedom Macpherson said: “So far the 
market view has prevailed: ‘liberal’ has con-
sciously or unconsciously been assumed to 
mean ‘capitalist.’ This is true even though 
ethical liberals, from Mill on, tried to com-
bine market freedom [freedom from coer-
cive constraint] with self-developmental [that 
is positive] freedom, and tried to subordinate 
the former to the latter. They failed….”21

It is interesting that in 1962 while Fried-
man published Capitalism and Freedom 
Macpherson published his scholarly treatise 
The Political Theory of Possessive Individual-
ism.22 “Elegant Tombstones” appeared in 
the fist issue of the new CJPS in 1968 (after 
the split between CEA and CPSA which 
meant the disappearance of CJEPS) and was 
republished in 1973 in Democratic Theory: 
Essays in Retrieval. This suggests that Fried-
man either did not read or, if he had read, 
he chose to ignore Macpherson’s indisput-
able logic. Retrospectively had Friedman 
read The Political Theory of Possessive Indi-
vidualism (the origins and logic of market 
liberalism) and revised his thinking the great 
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damage done in Chile in 1973 and later and 
in other countries might have been avoided.

But timing is not the main issue. Andre 
Gunder Frank put his finger on the issue in 
his letters to Friedman and Harberger. There 
Frank informs us23 that Chicago economics 
students were not advised to read widely and 
in effect to raise no question but take what 
was taught in the classroom as the “gospel” 
truth (seeking no other truths not even their 
own). This is one reason why smart guys can 
go bad. Friedman ignored (1) the truth in 
Macpherson, and in Polanyi (1954) and (2) 
the real science that is involved in asking 
the big critical questions (see Dewey’s 1903 
Chicago publication “Logical Conditions 
of a Scientific Treatment of Morality”). He 
did so, it can be held, because it would have 
meant a challenge to his a priori classroom 
assumptions. Assumptions deliberately de-
signed to define and fabricate the abstract 
world he wanted to work with. This practice 
carries over into mainstream courses every-
where. And it is found in the unanswered 
arguments of Joan Robinson in her debates 
with Paul A. Samuelson on a fundamental 
flaw in neo-classical theory.24 It seems that 
such practices do not reflect role models that 
should be emulated.

At the heart of Macpherson is the corol-
lary moral implication of capitalism – that: 
“…a capitalist society…compels a continual 
net transfer of part of the power of some men 
to others, thus diminishing rather than maxi-
mizing the equal individual freedom to use 
and develop one’s natural capacities which is 
claimed [by the proponents of capitalism].”25

Elsewhere Macpherson writes that in 
liberal capitalism, “…property as a right 
needed by all to enable them to express their 
human essence is denied to many.”26

And he stated: “…when the liberal prop-
erty right is written into law as an individual 
right to the exclusive use and disposal of 
parcels of the resources provided by nature 
and of parcels of capital created by past 
work on them, and when it is combined 
with the liberal system of market incentives 
and rights of free contract, it leads to and 
supports a concentration of ownership and 
a system of power between individuals and 
classes which negates the ethical goal of free 
and independent individual development.”27

In short, “Those who in a market society 
have no land or capital have no extractive 
power. They also may be said to have, at 
any given time, no power (or only negligible 
power) of any kind. For their productive 
power, their ability to use their energies to 
produce goods, has continuously to be sold 

to someone who has land or capital, and 
sold for a wage which goes to replenish the 
energy which makes their capacities saleable 
next week. They are left continuously with 
no productive power of their own. If they 
have any leisure, and any energy left for lei-
sure pursuits, they have indeed some power 
left, some ability to use and develop their 
own capacities for themselves. But…with 
wages always tending to a subsistence level 
and energies tending to be fully absorbed by 
the productive work for which their energies 
have been purchased, the amount of such 
power could be treated as negligible. Thus 
the whole power of each non-owner could be 
taken to be virtually the same amount as his 
extractive power; the latter is zero, the former 
is negligible. Those who have the land and 
capital [the means of existence] have extrac-
tive power [essentially, control over others 
and their positive and negative freedoms]. 
In a full capitalist society, with its substantial 
concentration of ownership of capital and 
productive land, a few men have extractive 
power over many; hence each of the few has 
extractive power equivalent to the whole (or 
virtually the whole) power of several other 
men. The greater the concentration of capi-
tal, the greater the proportion of each owner’s 
entire power consists of his extractive power. 
This can be readily seen…[by]…expressing 
the amount of benefit a man is able to extract 
from others as the (whole or fractional) num-
ber of men he is able to ‘oppress.’”28

Mainstream neoclassical economists 
generally engage in a priori theoretical 
fabrication – or fabrication by assumption 
– specifically to be of a free-market laissez-
faire, minimalist government world, and, 
like Friedman, they ignore Macpherson’s 
contributions. What is assumed is not just 
to be taken as given, but, as it turns out, is to 
be taken as right and appropriate for all times 
and places and peoples. So down with the 
concerns of Rawls with truth and justice and 
Dewey with moral science.

Moreover, it is regarded as right and 
proper that instructors of mainstream eco-
nomics take the neo-classical micro model, 
generally known as the theory, as the start-
ing point for economics instruction. Since 
students are forced 29 to start off on the 
wrong foot it is no wonder that the world’s 
problems are so severe, cumulative and, as 
George Stigler (former Chicago Economist 
and a Nobel Prize winner) has said, conserva-
tive! Note that this implies that mainstream 
economics has in fact been normative econom-
ics from the very start. Milton Friedman’s mis-
take was blinding, it led him to go beyond 

merely taking the system as given to take his 
a priori and/or normative vision30 to be what 
all governments and (the discipline) should 
be trying to create through real world poli-
cies.31 This made Friedman what is called 
an extreme outlier or aberration, in the set 
of data points of conservative economists.32

Friedman’s blindness33 also meant he 
missed the major inconsistency in his ar-
gument and practice. He defined freedom 
only in terms of negative freedoms (freedom 
from coercion). Yet. the Junta, Pinochet and 
by implication Friedman and the Chicago 
boys, ignored that the negative freedoms of 
the Chilean people were denied to them by 
the very people running under that banner. 
Not having the negative freedom to be free 
from Friedman et. al. they died or lived lives 
in repression.34

Stigler’s seemingly mild words, below, 
provide perhaps more normal data point 
positions for mainstream economists. In 
retrospect there can be no doubt that Fried-
man, too, was wanting to do anything but 
contribute to the wind in a progressive sense.

“…to maintain or preserve the existing 
system…[at least in] the basic structure of 
society…in a period of considerable social 
changes…conservatives possess less than 
they want of the past…. More broadly 
one can say that economists have not been 
among the leaders of any important move-
ment for the adoption of policies incompat-
ible with the conservative position. They 
have not been leaders in the sense of being 
active public propagandists for the non-con-
servative policies nor in the sense of provid-
ing a blueprint of reform or even a trenchant 
indictment of the real or alleged failures of 
conservative economic policy. They have 
been camp-followers, when not critics, in 
the area of egalitarian policies, in the areas 
of state intervention in competitive markets, 
including agriculture, labor, and housing. 
In fact they have been leaders only in the areas 
of freer trade policy and antitrust policy, two 
traditional elements of the conservative posi-
tion, and in the fields of monetary and fiscal 
policy, where the paramount role of the state 
has always been acknowledged although the 
script for that role has been much debated. 
…Once violent debates over questions like 
the propriety of free public libraries have 
vanished from discussion, and once absurd 
heresies like governmental support of an ag-
ricultural class have won, if not our support, 
at least a measure of tolerant resignation. We 
[conventional economists] shall no doubt 
continue to bend before a strong wind, but 
I consider it a remarkable effect of our pro
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fessional [conservative] discipline that we 
shall not be contributing to the wind.”35

The point is that if and when they assert 
that, they, mainstream economists are mor-
ally neutral and non-normative this seems 
to be mere deceptive pretense, for the op-
posite is true. For all their protests of value 
free neutrality, many, but certainly not all, 
neo-classical36 economists agree that capi-
talism is an immoral system. Their agree-
ment clearly cannot be seen as constituting 
value-free positions. It seems that explicit 
agreement with the moral judgment implies 
the moral necessity to take a deliberate ap-
proach to discipline change/reform that 
would clarify and make explicit the social/
moral nature of capitalism and of proposed 
reforms. The fact that some neo-classical 
economists would argue that capitalism is 
not immoral seems an indefensible refuge in 
light of both facts and definition.

To illustrate: I have had an unanswered 
debate on “neutrality” in economics with 
a micro-economics theorist, who just hap-
pens to have been a former President of the 
Canadian Economics Association. He “does 
not agree that capitalism is an immoral 
system.” Moreover, he argues that neo-clas-
sical economists practice a discipline that is 
amoral “because it does not take a position 
on moral issues” and that being amoral is 
different from being “deliberately blind to 
right and wrong.”

Note that the assertion that capitalism is 
not an immoral system is not an amoral and 
value-free statement – so that the former 
CEA President has implicitly committed 
himself to holding a moral position. More-
over, the assertion seems to imply he has 
a definition of capitalism that has, or may 
have, implications that are different from 
those of the standard scholarly definition 
of capitalism used by political economists 
(Paul Sweezy, Maurice Dobb, Joan Robin-
son, John Eatwell, for example) and politi-
cal philosophers and theorists (for example, 
C.B. Macpherson, Gerald Cohen, John 
McMurtry, Michael Walzer).37 The response 
to a request for his definition of capitalism 
has so far been that “that is difficult to say.” 
One inference that can be drawn from this 
exchange is that mainstream economists, 
as Friedman illustrates, are playing useless 
games – irrelevant (except in the sense of 
dangerous) to the world in which we live. 
They are not teaching students the funda-
mental things they need to know.38 The 
exchange also provides some explanation of 
the fact that the vast majority of Honours 
graduates from economics programs leave 

without knowing the standard scholarly 
definition of capitalism and the logical mor-
al/human implications of it.39 In this way 
the ‘other world’ contrived by neo-classical 
economics serves the purpose of diverting 
attention from this world.40 It can be said 
that neo-classical economics dulls social 
consciousness through, in effect, a form of 
‘brainwashing.’41 Economists contribute 
more than enough to bankrupt society in 
value terms. The same point is to be made 
with respect to Milton Friedman but he 
took attempts to dull social consciousness 
outside the classroom by controlling the lab, 
for example, in Chile.

Prescribed policies by conservatives are 
biased in favour of the ruling capitalist class 
and inevitably perpetuate what is wrong. In 
other words conservative policies cannot, 
except in the breach, by definition address 
the broad social problems42 experienced by 
the people at large as victims of the system. 
This is because the system is taken as a given, 
it is also taken as the end. It can be held that 
people are uncaringly taken as means to be 
used by the government/business control 
apparatus.43 In the process, the victims come 
to be blamed for the problems they experi-
ence. Indeed, the theory suggests that each 
person gets exactly what he or she deserves at 
the margin of his or her contribution…that 
is, justice is done or served by assumption.44 So 
just why it is that real injustices actually arise 
is not a question that economics students 
are asked to address; this goes along with 
ignoring our mutual obligations (under the 
UN UDHR) to teach and respect human 
rights,45 let alone contributing to any pro-
gressive expansion of human rights.46

In teaching economics, one of the non-
sense claims, sometimes used as an excuse by 
perpetuators of the mainstream’s revealed-by 
definition truth, is that there is no alternative. 
In other words it is as if there is no alterna-
tive but to let evil beget evil, and to let injus-
tices pile on injustices for we must uphold 
the system of man-made private property 
rights no matter the UN UDHR.47 But this 
is blatant nonsense. In fulfilling its function 
as the system’s self-appointed Gatekeeper 
the mainstream of the discipline deliberately 
turns its back on truth and alternatives48 
and chooses to work with the free-market 
model though it has been rejected by so 
many.49 The gatekeeper function carries 
beyond policing the discipline so that only 
the right sort of material is taught, to reject-
ing out of hand substantive contributions 
to knowledge arising from non-discipline 
and perhaps trans-disciplinary perspectives 

that raise questions about the capitalist 
system and the validity of economic theory 
and practice.50 One can note that not all 
students at the University of Chicago have 
succumbed to the coercive forces placed on 
them by their instructors. World famous de-
velopment economist Andre Gunder Frank, 
when he was a graduate student at Chicago 
left Friedman’s workshop because he “…
could not swallow the necessary measure 
of Friedman’s scientific standards” and was 
told by Friedman that he, Frank, “…would 
never do as an economist [at least of the 
Friedman scientific persuasion – to measure 
the world in partial equilibrium]…and 
would do well to go look for a job teaching 
somewhere in a small liberal arts college.”51

In the case of Friedman it appears that 
no matter that the theory doesn’t work the 
theory is nevertheless right (because it is 
his classroom logic and obsession), thus 
the world of reality is wrong so the world 
of reality must be bent to conform to the 
idiosyncratic normative theory that he likes 
and believes in. Such arrogance seems to 
mirror that of Hitler and Mussolini in ad-
vancing their corporatist vision.52 In practice 
real world application of Friedman’s norma-
tively given view of what the world should be 
has meant trying to wipe the slate clean of 
socializing influences, progressive measures 
and left wing gradualist governments.53 So, 
away with the UN-UDHR. Communitari-
an individualism, according to the Friedman 
edict has to be replaced by the unconstrained 
laissez-faire market individualism agreeable 
to the Friedmanist capitalist. After the ap-
plication of shock therapy of manipulated 
crisis and violence, including torture and its 
attendants,54 people on the spot are not very 
likely to question and/or notice the laisser-
faire lack of logic. Moreover children born 
into the system, and knowing no other are 
more easily trained to passive uncritical ac-
ceptance, that is, to take the system as given 
(and so it is with neo-classical theory). Shock 
therapy ties Friedman and his Chicago Boys 
to the CIA55 and to state sponsored murder. 
Indeed genocide.56 Friedman, like main-
stream economic theory, clearly fails both 
Rawls and Dewey, cited at the outset. World 
famous economist John Kenneth Galbraith, 
whose work is also ignored by many in the 
mainstream, has said: “Milton’s [Friedman’s] 
misfortune is that his economic policies have 
been tried…. If all else fails, immortality can 
always be assured by spectacular error.”57

And James Galbraith, more recently, tells 
us that, “Serious people should not concern 
themselves with these ideas any more.”58
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In fact, it can be emphasized, if classroom 
mis-education through brainwashing (includ-
ing the necessary repetition of unthinking 
rote learning of mathematical formulations) 
constitutes a form of slate cleaning this sort 
of passive uncritical acceptance to teaching 
seems to be what dominates instruction in 
mainstream economics – with or without 
Friedman (but consistent with his norma-
tive approach). Joan Robinson made this 
point in 1960 in saying: “The prestige of 
the teachers and the books bears down on 
the serious student with a heavy weight. He 
learns to distrust his native common sense 
and to curb his generous impulses. He sub-
mits himself to [or is subjected to] a course 
of mis-education and comes out, not ‘by the 
same door wherein he went’ but by another 
door, in the wrong street.”59

As suggested earlier, Friedman’s com-
mitments have led to his association with 
the attempt to establish and prop up the 
evils of right-wing governments around the 
world.60 Probably the best and most thor-
ough work on this is that of Naomi Klein 
cited above (but see also Susan George,61 
and earlier Andre Gunder Frank and Chos-
sudovsky cited before).

Frank Cunningham also wrote: “The 
government of Thatcher and Reagan advo-
cated using state power to enforce market 
capitalism, while limiting the state itself, 
but instead they have expanded the state, 
mainly into the military. Post 1973 Chile, 
with a state economic policy specifically 
designed for it by Milton Friedman (shortly 
after the democratically elected President 
Allende was machine gunned to death in 
his office by soldiers of the government that 
replaced him), is a more grotesque example. 
The existing ‘free’ market, in addition to 
bringing economic chaos, has coexisted 
with one of the most coercive police states 
in our times.”62

Overall, the Friedmanist and mainstream 
projects are inconsistent with both the con-
cept of University and science and with 
human rights advancement. In reality there 
is no free market.63 Institutional economic 
power, still lingering slavery, and ubiqui-
tous wage and debt slavery make the point, 
along with the fact that associated political 
and military power and persuasion trumps 
morality, fairness and democracy and thus 
human rights. (Human rights extensions 
represent an extension of substantive de-
mocracy.) Though market power dictates, 
in fact race, culture and history still matter 
and morality, fairness and democracy64 are 
recognized, at least amongst intellectuals, 

as values that preserve and strengthen local 
and wider communities along progressive 
lines consistent with the UN UDHR.

Even earlier: Keynes’ indictment of mon-
etary policy from the 1930s is an apt general 
description of monetary and free market 
policy and should have forewarned us as 
to the nature of results to be expected from 
Friedman’s dangerous and maniacal goals 
some 40 years later.

“…monetary policy (is) “simply a cam-
paign against the standard of life of the 
working classes” operating through the “de-
liberate intensification of unemployment 
‘by using the weapon of economic necessity 
against individuals and particular indus-
tries” a policy which the country would 
never permit if it knew what was being 
done.’”65

Joan Robinson diagnosed the discipline 
of mainstream economics as having mump-
simus (persistence in an error long after 
it has been revealed).66 while Kaldor de-
scribed the manifestations of the disease 
in the following terms: “…the prevailing 
theory of value…“equilibrium economics” 
is [fabricated to be] barren and irrelevant 
as an apparatus of thought to deal with the 
manner of operation of economic forces, or 
as an instrument for non-trivial predictions 
concerning the effects of economic changes, 
whether induced by political actions or by 
other causes…. The powerful attraction of 
the habits of thought engendered by ‘equi-
librium economics’ has become a major 
obstacle to the development of economics 
as a science ‘meaning by the term “science” 
a body of theorems based on assumptions 
that are empirically derived (from observa-
tions) and which embody hypothesis that 
are capable of verification both in regard to 
assumptions and the predictions…. ‘In fact 
equilibrium theory has reached the stage 
where the pure theorist has successfully 
(though perhaps inadvertently) demonstrat-
ed that the main implications of this theory 
cannot possibly hold in reality, but has not 
yet managed to pass his message down the 
line to the textbook writer and to the class-
room. Yet without a major act of demolition 
– without destroying the basic conceptual 
framework – it is impossible to make any 
real progress. On the one hand it is increas-
ingly recognized that abstract mathematical 
models lead nowhere. On the other hand it 
is also recognized that “econometrics” leads 
no where’ the careful sifting of statistics 
and the development of refined methods of 
statistical inference cannot make up for the 
lack of any basic understanding of how the 

actual economy works…. Sudden bursts of 
fashion are a sure sign of the “pre-scientific” 
stage, where any crazy idea can get a hearing 
simply because nothing is known with suf-
ficient confidence to rule it out.”67

Note that Kaldor and Dewey (cited at 
the outset) would seem to be at one with 
respect to science in economics.

Additionally from B. McFarlane: “…the 
general equilibrium economists’ pretensions 
to have established ‘uniqueness’ have been 
destroyed by P. Sraffa; their claim to have 
established ‘stability’ has been destroyed by 
Kaldor..., while the whole exercise of es-
tablishing ‘optimality’ has also been under-
mined thoroughly by K.J. Arrow, a pioneer 
of the theory. It remains to be said that no 
convincing replies to Cambridge theory 
have come yet from the other side. Universi-
ty lecturers plough on, teaching mainstream 
economics regardless.”68

More generally the entire logical posi-
tivist apparatus in all sciences – social and 
physical – has been open to question. The 
critique is far more than based simply on al-
ternative approaches with different ideolog-
ical bases.69 Many scientists now agree that: 
“…when the history of science is studied, 
we see that scientists make concrete achieve-
ments through relying on intuition, guess-
ing, imagination, hunches, lucky accidents, 
bluffs, propaganda, myth, metaphysics, in-
duction and falsification; [everywhere,] says 
Feyerband, ‘science is enriched by unscien-
tific methods and unscientific results.’”70

The social scientist must have wider 
interests than those of discipline specialists. 
In the view of the philosopher Popper, at 
stake is science itself. 

“The growth of normal science, which is 
linked to the growth of Big Science is likely 
to prevent, or even destroy, the growth of 
knowledge, the growth of great science. I 
regard this situation as tragic if not desper-
ate; and the present trend in the so-called 
empirical investigations into the sociology 
of the natural sciences is likely to contribute 
to the decay of science. Superimposed upon 
this danger is another danger, created by Big 
Science: its urgent need for scientific techni
cians. More and more PhD candidates re-
ceive a merely technical training, a training 
in certain techniques of measurement; they 
are not initiated into the scientific tradition, 
the critical tradition of questioning, of being 
tempted and guided by great and apparently 
insoluble riddles rather than the solubility of 
little puzzles. True, these technicians, these 
specialists, are usually aware of their limita-
tions. They call themselves specialists and 
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reject any claim to authority outside their 
specialties. Yet they do so proudly and pro-
claim that specialization is a necessity. But 
this means flying in the face of the facts 
which show that great advances still come 
from those with a wide range of interests. If 
the many, the specialists, gain the day, it will 
be the end of science as we know it – of great 
science. It will be a spiritual catastrophe 
comparable in its consequences to nuclear 
armament.”71

Nobel Prize winner72 John Polanyi’s 
words are relevant: “…It is the moral force 
of science – evident in such individuals as 
Bertrand Russell and Andre Sakharov – that 
makes it effective…. Scientists must sup-
port human rights, because if democracy 
dies so does free enquiry. [And he uses the 
words], “commonality of people’s experi-
ence, …commonality of human worth, …
we must treasure the experience of others. 
All are discoverers, and if we disenfranchise 
any, all suffer…. Academies of Science use 
their influence around the world in support 
of human rights. They should do the same 
for democracy, for the death of democracy 
is the death of free enquiry. The bell tolls 
for us.”73

In the same vein the late Professor Ed-
ward Said, University Professor of English 
and Comparative Literature at Columbia 
University, and Noam Chomsky, Institute 
Professor Emeritus and Professor Emeritus 
of Linguistics at the Massachusetts Insti-
tute of Technology, provided succinct and 
relevant statements when the University of 
Toronto presented them with honorary de-
grees at the June 2000 Convocation. From 
Said: “…there can be no standing aside and 
refusing to enter a controversy just because 
one isn’t an expert or directly involved. As 
searchers after truth, we must…raise ques-
tions when docility is often required, make 
trouble when submissiveness is expected, 
and express dissatisfaction when a sort of 
lobotomized passivity is aimed at.”

[And from Chomsky, consistently.]
“Virtually every-dynamic component of 

the modern economy, from computers and 
the Internet to the biology-based industries, 
is to a considerable extent an outgrowth of 
university research, one of the many ways in 
which costs and risk [of private business] are 
socialized in what is misleadingly described as 
a free-enterprise market economy.”74

❧     ❧     ❧

So Milton Friedman is or was an aber-
ration. Freidman, accompanied on the low 
road to laissez-faire markets by mainstream 

neoclassical economics, has contributed 
to the discipline’s on-going mis-education 
of students and to mis-directed national 
policy, with a full range of human rights 
abuses and other social costs both at home 
and abroad. Items under my name given 
before and in the bibliography point the 
way to reform in ways that would avoid 
criticism by Rawls and Dewey, Cohen and 
Popper and by the many in the discipline 
already noted here and elsewhere. My web 
page is a more complete outline that looks 
to transcend disciplinolatry. One might best 
start with the Political Economy Table.75 
It is multi-dimensional, trans-disciplinary, 
open-ended and it makes no assumptions. 
It is a base for starting with the truth consis-
tent with Rawls and Dewey.

In the way of an aside I offer the follow-
ing as a start to a Reformation Economics 
Project.

Some Specific Suggestions 
for Teaching Reform

From the outset correct Friedman’s mis-
take with respect to reading by asking stu-
dents to read as widely as possible. One 
good way to assist in this is to acquaint 
students with the History of Economic 
Thought Website: http://cepa.newschool.
edu/~het. You might ask them to find some-
one that looks interesting and write a paper 
on the chosen he or she and/or School of 
Thought within which he or she is placed.

Briefly, and as a partial overview, one 
should assure that students understand the 
UN UDHR and its implications. Ask them 
as a term project, to be vigilant to assess 
whether, and if so, in what regard, what you 
teach violates, the UDHR.

This should go hand in hand with a study 
of the definitions of economic and social 
systems and their implications. My Political 
Economy Table noted above and the Es-
sentials of Capitalism in Definition: From 
Adam Smith to the Present Day: https://
artsonline.uwaterloo.ca/rneedham/sites/
ca.rneedham/files/needhdata/Capitalisms-
EssentialsREV4290307.pdf will assist in this.

In this connection, for Canadians and, 
perhaps particularly others, John Ralston 
Saul’s book, A Fair Country: Telling Truths 
About Canada, should be essential reading 
in economics and other areas. Saul demon-
strates that we Canadians do not have to, 
and ought not to, import ideas from others76 
to understand ourselves. Our cultural roots 
are found, on the ground as it were, and di-
rectly stem from what we have learned from 
the aboriginal peoples of Canada.
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“…Our deep roots are indigenous, and 
there lie the most interesting explanations 
for what we are and what we can be…. 
What we are doing is building a philosophy 
of minorities…a Canadian approach to 
philosophy…. The difficulty is that much 
of this work is being done by people whose 
references in political philosophy, to say 
nothing of sociology and economics, are 
drawn almost entirely or entirely from the 
Euro-US models. The words and concept[s] 
they are attempting to rearrange to support 
what they are doing in Canada were actually 
developed in the first place to do the oppo-
site. They attempt to attach the Canadian 
phenomenon unto those liberal or conserva-
tive models, and in that way abort their own 
process…. If our elites remain imprisoned 
in an inferiority complex that tells them 
we can only do what we derive from else-
where, and if we continue to organize our 
education and our research to give comfort 
to this insecurity, then no language will be 
developed to describe what we are actually 
doing…. At the heart of the idea of minimal 
impairment is an embracing of complexity 
as a strength. Learning to live with complex-
ity and uncertainty is all about reinventing 
social tension as a positive. And out of that 
comes the idea that a clear resolution of 
complex situations often leads to injustice. 
It is wiser therefore to accept that complex-
ity is a strength and that authority must be 
used in a spirit of minimal impairment.”77

Ask students about every day concepts, 
for example, democracy and freedom. Are 
they/we free? In what sense(s)? What is the 
meaning of Freedom is just another word for 
nothing left to lose? Use such a discussion to 
assure they appreciate the meanings of slav-
ery, wage slavery and debt slavery.

Joan Robinson’s Teaching Economics is 
important at every level. Her 1973 book 
with John Eatwell (An Introduction to Mod-
ern Economics, Toronto: McGraw-Hill Book 
Company, Limited, 1973), is informed by 
her Teaching Economics from 1960.

Major attention should be given to up-
setting the myths of neo-classical economics 
by replacing them with accounts of reality, 
(many, in fact, known since the time of Adam 
Smith). For example, the reality of prices 
determined in relation to costs. In this re-
gard one might usefully ask students to take 
walks along the main street of any town and 
ask what happens in each enterprise and 
institution. This will assure they start off 
knowing that prices and outputs are adminis-
tered to markets with the primary purpose of 
taking, as Rowbotham said earlier (Rowbo-

tham, Michael The Grip of Death: A Study of 
Modern Money, Debt Slavery and Destructive 
Economics). But Rowbotham’s argument 
seems a version of Macpherson’s moral cor-
ollary to the system’s standard definition 
specifically: “...a capitalist society…compels a 
continual net transfer of part of the power 
of some men to others, thus diminishing 
rather than maximizing the equal individual 
freedom to use and develop one’s natural ca-
pacities which is claimed [by the proponents 
of capitalism].”78

Friedman’s efforts contributed to coer-
cion beyond the system’s normal unjust com-
pulsions; so, in agreement with Galbraith, 
Friedman’s error was indeed spectacular.

Link this to a discussion of the distribu-
tion of income and the inequality, and the 
poverty that goes unattended and that will 
surely be observed on their respective walks 
along some of their Main Streets. Get them 
thinking about solutions and the GAI as 
an arterial solution.79 This can be held over 
until the macro material is developed but 
there ought to be a seamless correspondence 
between micro and macro. (As there is in my 
“A Family of Capitalist Values,” COMER, 
24(11), 3-9).

I think that the book by corporate law-
yer and Emeritus Professor of Corporate 
Law, Harry Glasbeek’s Wealth By Stealth: 
Corporate Crime, Corporate Law, and the 
Perversion of Democracy is essential reading 
for everyone. It can be attached perhaps par-
ticularly to Industrial Organization courses 
but at any level.

The micro material approached, in this 
way, will correspond automatically (without 
any contradiction) with the macro presenta-
tion of the national accounts. One can go 
quickly then to Keynes and Kalecki. Con-
sumption, savings and investment are tied 
to the distribution of income. Advanced 
treatment will go on to Nicholas Kaldor80 
and Luigi L. Pasinetti.81 Some where along 
the way Piero Sraffa82 may be dealt with.

In doing macro policy material I sug-
gest using James K. Galbraith, The Predator 
State. This book is consistent with and ad-
vances the arguments made by many against 
monetarism and supply side economics.

Always be willing, indeed anxious, to 
inform students about the work of others 
using citations. For example, Gerald Cohen 
and C.A. Reich (see items under their names 
listed in the bibliography and others). Ask 
students to explain why their contributions 
are relevant to economics and the course 
you are building.

You might ask your Chair and Dean for 

a term or two – without assigned teaching 
and research – to prepare – or ask them 
to assign the preparation of a reformation 
course along the above lines. Be forewarned 
it took me much of a good summer to ab-
sorb C.B. Macpherson’s The Political Theory 
of Possessive Individualism.

Now, back from the above aside.
In his exceptional no-nonsense book, 

The Limits of Power, Andrew J. Bacevich ar-
gues that the United States has only to look 
inside itself to see the homegrown seeds of 
its own destruction. The seeds were sown in 
the capitalist system long before George W. 
Bush.83 On the page preceding his table of 
contents Bacevich84 admonishes and warns 
all Americans to Set thine house in order.85

One might hope that this warning to Set 
thine house in order would also serve to in-
vigorate the discipline of economics and the 
ideologically biased universities86 in which 
mainstream Departments of Economics 
are housed – to look within themselves at 
the seeds of their own destruction found in 
untenable assumptions and givens, and in 
goals that lack Enlightenment quality. It is all 
too easy to bend operations towards larger 
and larger quantities of money/product/
endowment obtained by more in the way 
of technological fads, not excluding invest-
ments in space, many of which come from 
the universities’ technical labs. While these 
may keep the system going for a while they 
constantly require new things to be found 
to keep the old game alive, they do little or 
nothing to directly address economic and 
social problems and the real needs of the 
people. The problems that exist in the world 
today cannot be solved by the level of thinking 
that created them.87 Yet it seems hardly rec-
ognized that we need to re-orient or trans-
form the economy and government and 
society to putting people first and using the 
transformed system as means to those ends. 
It is disconcerting that the real needs of the 
people could be so easily met through, say, 
an unconditional basic income. The UBI is 
a means to a degree of real freedom for all. 
Yet, instead, ordinary people are put at the 
bottom of the ladder and are largely ignored 
in favour of propping up and supporting the 
entrepreneurial initiatives of the next fad or 
the old fad that is or has failed or is failing.

The universities could be re-mandat-
ed to devote more resources to open and 
trans-disciplinary teaching and do research 
focused on meeting economic and social 
problems and the real needs of the people. 
The point is that corporate entities seem 
to want universities and economists to be 
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uncritical and, to, rather, sing free enterprise 
tunes extolling the profitability and benefits, 
at least to them, of unregulated markets. In 
the clamour, the fact of systemically gener-
ated injustices and other social costs are 
ignored. Consistency with the concept of 
university and science requires more.

One has reason to be pessimistic about 
the possibility of serious reform of eco-
nomics as a discipline. The power of the 
gate-keeping function of administrative 
vested interests holding the monopoly on 
knowledge is great in economics (people do 
what they were hired to do, particularly the 
short term hires, but even with tenure88 few 
have any real interest in broader views of 
their proper intellectual roles89 in society). 
Moreover narrow institutional power is not 
independent of vested interests in the capi-
talist’s system generally.90 Globalization,91 
which many agree has failed, has high-
lighted the low road of American inspired 
and led international fascism and terrorism; 
optimistically that sad record92 will increas-
ingly be compared to what can be achieved 
peacefully and in accord with the progres-
sive advance of human rights through the 
practices of international socialism.93

Again, Rawls points the way: A theory 
however elegant and economical must be re-
jected or revised if it is untrue; likewise laws 
and institutions no matter how efficient and 
well-arranged must be reformed or abolished 
if they are unjust.94

Morality, human rights, democracy and 
science are intimates in this. Reform, it is 
suggested, requires starting early with fulfill-
ing our mutual obligations with respect to 
human rights95 and substantive democracy. 
C.B. Macpherson defines democracy for us.

“…As soon as democracy is seen as a 
kind of society, not merely a mechanism of 
choosing and authorizing governments, the 
egalitarian principle inherent in democracy 
requires not only ‘one man, one vote’ but 
also ‘one man, one equal effective right to 
live as fully and humanly as he may wish.’ 
Democracy is now seen, by those who want 
it and by those who have it (or are said to 
have it) and want more of it, as a kind of so-
ciety – a whole complex of relations between 
individuals – rather than simply a system of 
government. So any theory which is to expli-
cate, justify, or prescribe for the maintenance 
or improvement of, democracy in our time 
must take the basic criterion of democracy to 
be that equal effective right of individuals to 
live as fully as they may wish. This is simply 
the principle that everyone ought to be able to 
make the most of himself, or make the best of 

himself…. This not only was the principle in-
troduced into pre-democratic liberal theory 
in the nineteenth century to make it liberal-
democratic, but…it is now an essential prin
ciple of any democratic theory. Moreover…
this principle requires (as Mill and Green 
thought it did) a concept of man as at least 
potentially a doer, an exerter and developer 
and enjoyer of his human capacities, rather 
than merely a consumer of utilities.”96

Economists might reflect on Joan Rob-
inson’s concern with what they are doing: 
“I would like to believe that I earn my living 
honestly, but I often have doubts…. We 
must try as best we may to do a little good 
here and there to set the scales against all 
the harm.”97

The harm starts with mis-education im-
posed by an uncaring conservative and 
mainstream discipline seemingly interested 
only in technique and the safety found in 
technical specialization.98 But as Beed, citing 
Feyerband, has indicated earlier, other disci-
plines, not explored here, are involved.99 
Neo-Conservatives/Neo-Liberals and their 
respective policies supporting capitalism 
everywhere serve to repress people adversely 
affecting their negative freedom (freedom 
from coercions) and their positive freedoms 
(the freedom to do or become all that each 
person is capable of as a human being – and, 
with Adam Smith, while doing no harm to 
others100). Note that the positive freedom 
concept negates the mainstream economists’ 
treatment of labour – as if workers were just 
like any other factor of production, that is, 
as mere means, or fodder, for the system’s 
engines. Positive freedom requires that we 
put people first, as ends. Positive Freedom 
asks us to be consistent with, if not superior, 
to the Universal Declaration of Human 
Rights. Persistence by mainstream econo-
mists in continuing the sole and general 
use of negative freedom is tantamount to 
continued complicity in the harm done by 
Freidman’s error. It also implies that market 
freedom is a misnomer; clearly, absence of 
positive and negative freedoms by many im-
plies market slavery and repression. In effect 
Friedman dictated to the market, at least in 
Chile, the policies that would achieve the re-
sults he wanted to see installed to create his 
version of a pure capitalist economy. Again, 
Joan Robinson noted the harm done by mis-
education in economics’ teaching in 1960 even 
before the mis-education by Milton Fried-
man. The Gate-keeping function enforces the 
continuation of mis-education.

There has been much harm done in 
allowing the ultra-conservative Milton 

Friedman and his Chicago Boys and their 
camp-followers in Canada and elsewhere to 
test and have imposed on people at home 
and abroad101 Friedman’s noxious ideas 
about what the capitalist world should be.

The implications of the argument pre-
sented here seem profound. It seems clear 
that Friedman was living a lie with his 
hypocrisy; he allowed it to continue from 
country to country as the Chicago boys 
spread their influence. It seems to me we 
are complicit in the same big lie when we 
blithely go on teaching as if it doesn’t mat-
ter, or, as one disinterested colleague put it 
as a question: what has this to do with me/us?

One thing Hitler did get right was that…
the bigger the lie, the greater the likelihood that 
it will be believed.

Unfortunately this has a parallel in the 
words of a Dean that “it doesn’t matter if ev-
erybody does the same thing [neo-classical 
economics].” But it does matter, and as far 
back as 1938, for Barbara Wootton, who 
simply walked away from it, and it mattered 
for Andre Gunder Frank, in his walk away 
from and critique of Friedman et. al., and 
above all with respect to events in Chile.

Mainstream economics builds in the 
same notion of free markets and of nega-
tive freedom, ignoring positive freedom 
and human rights (substantive democracy) 
as Friedman, and so, along with Fried-
man, Macpherson’s contributions to system 
analysis are ignored. Indeed Macpherson is 
not read and most students, even Canadian 
students, have not heard of this powerful 
Canadian political economist, theorist, phi-
losopher and humanitarian.

Departments of Economics and the in-
stitutions in which they are housed, it may 
be said, continue to perpetuate and institu-
tionalize the big lie through a priori fabrica-
tion. Must that continue?102

Appendix 1
www.miltonfriedmancores.org/wp-content/uploads/2008/09/
needham.pdf
August 20, 2008
Dear Dr. Zimmer,

I am writing to register my opposition to the establishment 
of a Milton Friedman Institute and to make a suggestion.

Simply put the ideological commitments of a Friedman 
institute would contribute to perpetuating the problems 
for economies and societies of the same sort that so many 
mainstream economists, including Milton Friedman, have 
foisted on the unsuspecting at home and abroad.

As I see it. John Dewey made the essential point. Dewey 
said “The transition from an ordinary to a scientific attitude of 
mind coincides with ceasing to take certain things for granted 
and assuming a critical or inquiring and testing attitude.”103

The economic and social system to which Friedman 
adheres is fabricated by him and those associated with him – by 
assumption – to be of a free-market minimalist government 
sort. What is assumed is not just taken as given by him and 
others of his stripe, but as appropriate for all times and places 
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and peoples. This renders Friedmanist and mainstream projects 
inconsistent with both the concept of University and with that 
of science. In reality there is no free market,104 institutional 
power dictates and race, culture and history matter. 

The way out is to make the economic and social 
systems that exist in reality the subject of interdisciplinary 
investigation that is open ended, inquiring and critical.105 Such 
investigations will inevitably require a proper intellectual base 
in human values that are acceptable at home and abroad. The 
United Nations Universal Declaration of Human Rights, in 
the construction of which Eleanor Roosevelt was prominent, 
would seem to have such acceptance.

While I am sure that some of what is suggested here 
is already taking place. I nevertheless recommend that the 
University of Chicago formally turn its attention and resources 
to this wider university humanitarian perspective and away 
from the establishment of a Friedman Institute.

I attach two documents you might find of relevance.
Yours sincerely,
W. Robert Needham, Professor Emeritus
Department of Economics,University of Waterloo
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Thatcher “They create a desert and call it stability” (see “Nich-
olas Kaldor’s Epitaph”) also applies to Friedman and his Chi-
cago boys and to Ronald Reagan and supply-siders everywhere, 
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a Neanderthal’s convention. And there were so many of them 
they sometimes slopped over onto our side of the House. The 
operative verb being “slop.” The Rise and Fall of Social Justice.

33. Was Friedman blind to his hypocrisy? “False face must 
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nomics] that suggests the perfectly competitive free-enterprise 
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recognized, the investigator does a meaningless job. As soon as 
it is recognized, his outlook on capitalist practice and its social 
results changes considerably.” [Schumpeter (1962), p. 83.]
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curate to say neo-classicals are anti-classical.

37. The bibliography is of books that are consistent with the 
use of the scholarly definition of capitalism. I think this is true 
even of the conservative writers. for example, I think, Andrew 
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the rules of the game…the game they wanted to play…in effect 
they dictated to the market and under its cover.
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interests of something more important, but righting wrongs; 
it is rectifying violations of rights, violations inherent in the 
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[as with, for example, the Apple Macintosh computer] is in any 
case made of other stuff.” CSD, VII, 84-85. Emphasis added. 
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49. See particularly: Wootton (1938) and Keen (2000). And 
the partial list in The Current State of Economics as a Discipline: 
The Teaching of Economics – Introduction and Some Suggested 
Readings: Can Economics be Grounded in Reality? https://art-
sonline.uwaterloo.ca/rneedham/sites/ca.rneedham/files/need-
hdata/CurrentStateofEcon241103.pdf.

50. This is clear from reactions by some proponents of the so-
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was done was fascist and that totalitarians at home and abroad 
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61. George (2003, 2004, 2008).
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stream marginalist analysis] to the problems of new countries 
results in a new form of exploitation with dangerous conse-
quences. The only escape can come from the development of a 
philosophy of economic history or an economic theory suited 
to Canadian needs,” Innis (1956), p. 3. Innis also stated as I 
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albert_einstein.html.
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vatives slashed $750 million from the system.” Overall the issue 
may be expressed in the following terms: “It seems all too easy 
for many politicians, [and their apologists] and not just those 
who are currently in power, to unwittingly link themselves to, 
first, the notion that democracy is a self-justifying system and, 
second, the notion that the market solves all problems. In fact 
neither notion is true. Though fallacies both notions are used 
as rhetorical devices to escape…from the social responsibility 
of governments to advance the common good through human 
based policies [that will strengthen our communities, promote 
cooperative efforts to solve our many problems and further 
the ends of equality and fairness in the treatment of people]. 
To make this point clear, while it is true Premiers and Prime 

Ministers may hold a democratically given power of majority, 
a power of majority is not ever the end of the matter when 
that power is used, consciously or unconsciously, deliberately 
or in ignorance, for ends that are patently immoral. There are 
higher values, normal secular human values of justice, and 
there are feasible and realistic human based policies that are 
alternatives to the immoral aims of the business/corporate 
dominated drive [of ] market forces [and policies] that are being 
imposed by your government in the name of deficit reduction 
[and a limited role for government].” (From a modified letter 
from W.R. Needham to the Premier of Ontario, November 7, 
1996). Federally see: (December 11, 2007), Amnesty group 
slams Canada over human rights, The Record, http://news.
therecord.com/article/281077; Mercer, Greg (December 11, 
2008) Canada sending “wrong message” on human rights,” 
KW Record; Perkel, Colin (September 29, 2008) Harper 
government abruptly abandoned Canadian on US death row, 
court told, The Canadian Press, http://news.therecord.com/
article/421529. Legalizing Terror: The Canada-Colombia Free 
Trade Agreement, Ten Top Reasons why Canada Should stop the 
Free Trade Deal with Columbia, http://canadianlabour.ca/sites/
clc/files/ColombiaCartoonEng.pdf. Bruce Campbell writes: 
“Back in 1984, Mulroney said, ‘Give us 20 years and you won’t 
recognize this country.’ Canada today has certainly changed. 
It wears the scars of neo-liberal policies. The Canadian welfare 
state is still standing, but battered and bruised, and under con-
tinuing attack. We now have in power the most conservative 
prime minister [S. Harper] in our history – one whose long 
term goal is to roll back the Canadian social state.” Campbell, 
Bruce (December 2008-January 2009). Now is the time to ad-
vance a progressive policy agenda. The CCPA Monitor, 15(7), 1.

96. Macpherson (1973).

97. Robinson (1965).

98. Others may also have heard a student or students say such 
things as “All we ever learn around here is the calculus” and 
“why do you take courses that make you think, (Economic 
History and History of Thought)…all I want is to be given the 
formula to be memorized and repeated on the examination.”

99. Jacobsen (2008): “Objections to the HTS (Human Ter-
rain System) programme range from the inherent secrecy 
of mission-oriented research to, as eminent anthropologist 
Marshall Sahlins observes, “manipulating local culture, im-
posing [our governments objectives] on them, transforming 
anthropologists into spies and putting people you work with 
[in the local area] at risk.”

100. Smith (1759). Taken with positive freedoms, Smith’s idea 
of fairness in the realization of one’s personal goals (without 
doing injustice to others) seems consistent with the notion 
that what we humans ought to be doing is creating the condi-
tions for the free and full development of each person, as the 
condition(s) for the free and full development of all persons. 
Note too, the consistency of Smith with Macpherson, Rawls, 
and with the UN UDHR. There is a smooth transition/cor-
respondence of the micro notion of each individual with and 
to the macro notion of all individuals in the nation. Moral and 
logical consistency further requires equality rights of citizen-
ship on a world basis. Note too Friedman’s inconsistency with 
Smith! Friedman seems not to have read The Theory of Moral 
Sentiments, or, perhaps, if he had read it, he didn’t want his stu-
dents to read it (so he could get away with using the mad meta-
phor of the market – as if directed by an invisible hand). The 
Theory of Moral Sentiments must be assumed as background 
when we read Smith’s later book The Wealth of Nations. This 
speculation is consistent with A.G. Frank’s letters to Friedman 
and Harberger, noted earlier, and with Friedman’s reliance on 
negative freedom.

101. For example, abroad: “For Argentines who know their 
history, the mall [Galerias Pacifico the crown jewel of Buenos 
Aires] stands as a chilling reminder that just as an older form 
of capitalist conquest [compulsion] was built on the mass 
graves of the country’s indigenous peoples, the Chicago School 
Project in Latin America was quite literally built on the secret 
torture camps where thousands of people who believed in a 
different country disappeared.” Klein (2007), p. 137.

102. See Kaldor (1972, 1975) and Targetti (1989).

103. Dewey (1903).

104. Reich (1995).

105. See further: Needham (2008).
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Part 1: A Workbook on Bank Reserves and Deposit Expansion

Modern Money Mechanics
This complete booklet was originally produced and distributed free by: 
Public Information Center Federal Reserve Bank of Chicago, PO Box 
834, Chicago, IL 60690-0834. It is now out of print.

Introduction

The purpose of this booklet is to describe the basic process of money 
creation in a “fractional reserve” banking system. The approach taken 
illustrates the changes in bank balance sheets that occur when deposits 
in banks change as a result of monetary action by the Federal Reserve 
System – the central bank of the United States. The relationships shown 
are based on simplifying assumptions. For the sake of simplicity, the 
relationships are shown as if they were mechanical, but they are not, as 
is described later in the booklet. Thus, they should not be interpreted to 
imply a close and predictable relationship between a specific central bank 
transaction and the quantity of money.

The introductory text contain a brief general description of the 
characteristics of money and how the US money system works. The il-
lustrations in the following two sections describe two processes: first, how 
bank deposits expand or contract in response to changes in the amount of 
reserves supplied by the central bank; and second, how those reserves are 
affected by both Federal Reserve actions and other factors. A final section 
deals with some of the elements that modify, at least in the short run, 
the simple mechanical relationship between bank reserves and deposit 
money.

Money is such a routine part of everyday living that its existence 
and acceptance ordinarily are taken for granted. A user may sense 
that money must come into being either automatically as a result of 
economic activity or as an outgrowth of some government operation. 
But just how this happens all too often remains a mystery.

What is Money?

If money is viewed simply as a tool used to facilitate transactions, 
only those media that are readily accepted in exchange for goods, 
services, and other assets need to be considered. Many things – 
from stones to baseball cards – have served this monetary function 
through the ages. Today, in the United States, money used in transac-
tions is mainly of three kinds – currency (paper money and coins in 
the pockets and purses of the public); demand deposits (non-interest 
bearing checking accounts in banks); and other checkable deposits, 
such as negotiable order of withdrawal (NOW) accounts, at all 
depository institutions, including commercial and savings banks, 
savings and loan associations, and credit unions. Travelers checks 
also are included in the definition of transactions money. Since $1 in 
currency and $1 in checkable deposits are freely convertible into each 
other and both can be used directly for expenditures, they are money 
in equal degree. However, only the cash and balances held by the 
nonbank public are counted in the money supply. Deposits of the 
US Treasury, depository institutions, foreign banks and official insti-
tutions, as well as vault cash in depository institutions are excluded.

This transactions concept of money is the one designated as M1 
in the Federal Reserve’s money stock statistics. Broader concepts of 
money (M2 and M3) include M1 as well as certain other financial 
assets (such as savings and time deposits at depository institutions 
and shares in money market mutual funds) which are relatively liq-

uid but believed to represent principally investments to their holders 
rather than media of exchange. While funds can be shifted fairly 
easily between transaction balances and these other liquid assets, the 
money-creation process takes place principally through transaction 
accounts. In the remainder of this booklet, “money” means M1.

The distribution between the currency and deposit components 
of money depends largely on the preferences of the public. When 
a depositor cashes a check or makes a cash withdrawal through an 
automatic teller machine, he or she reduces the amount of deposits 
and increases the amount of currency held by the public. Conversely, 
when people have more currency than is needed, some is returned to 
banks in exchange for deposits.

While currency is used for a great variety of small transactions, 
most of the dollar amount of money payments in our economy are 
made by check or by electronic transfer between deposit accounts. 
Moreover, currency is a relatively small part of the money stock. 
About 69 percent, or $623 billion, of the $898 billion total stock in 
December 1991, was in the form of transaction deposits, of which 
$290 billion were demand and $333 billion were other checkable 
deposits.

What Makes Money Valuable?

In the United States neither paper currency nor deposits have 
value as commodities. Intrinsically, a dollar bill is just a piece of pa-
per, deposits merely book entries. Coins do have some intrinsic value 
as metal, but generally far less than their face value.

What, then, makes these instruments – checks, paper money, and 
coins – acceptable at face value in payment of all debts and for other 
monetary uses? Mainly, it is the confidence people have that they will 
be able to exchange such money for other financial assets and for real 
goods and services whenever they choose to do so.

Money, like anything else, derives its value from its scarcity in rela-
tion to its usefulness. Commodities or services are more or less valu-
able because there are more or less of them relative to the amounts 
people want. Money’s usefulness is its unique ability to command 
other goods and services and to permit a holder to be constantly 
ready to do so. How much money is demanded depends on several 
factors, such as the total volume of transactions in the economy at 
any given time, the payments habits of the society, the amount of 
money that individuals and businesses want to keep on hand to take 
care of unexpected transactions, and the forgone earnings of holding 
financial assets in the form of money rather than some other asset.

Control of the quantity of money is essential if its value is to be 
kept stable. Money’s real value can be measured only in terms of what 
it will buy. Therefore, its value varies inversely with the general level 
of prices. Assuming a constant rate of use, if the volume of money 
grows more rapidly than the rate at which the output of real goods 
and services increases, prices will rise. This will happen because there 
will be more money than there will be goods and services to spend 
it on at prevailing prices. But if, on the other hand, growth in the 
supply of money does not keep pace with the economy’s current 
production, then prices will fall, the nation’s labor force, factories, 
and other production facilities will not be fully employed, or both.

Just how large the stock of money needs to be in order to handle 
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the transactions of the economy without exerting undue influence 
on the price level depends on how intensively money is being used. 
Every transaction deposit balance and every dollar bill is part of 
somebody’s spendable funds at any given time, ready to move to 
other owners as transactions take place. Some holders spend money 
quickly after they get it, making these funds available for other uses. 
Others, however, hold money for longer periods. Obviously, when 
some money remains idle, a larger total is needed to accomplish any 
given volume of transactions.

Who Creates Money?

Changes in the quantity of money may originate with actions 
of the Federal Reserve System (the central bank), depository insti-
tutions (principally commercial banks), or the public. The major 
control, however, rests with the central bank.

The actual process of money creation takes place primarily in 
banks.1 As noted earlier, checkable liabilities of banks are money. 
These liabilities are customers’ accounts. They increase when cus-
tomers deposit currency and checks and when the proceeds of loans 
made by the banks are credited to borrowers’ accounts.

In the absence of legal reserve requirements, banks can build up 
deposits by increasing loans and investments so long as they keep 
enough currency on hand to redeem whatever amounts the holders 
of deposits want to convert into currency. This unique attribute of 
the banking business was discovered many centuries ago.

It started with goldsmiths. As early bankers, they initially provided 
safekeeping services, making a profit from vault storage fees for gold 
and coins deposited with them. People would redeem their “deposit 
receipts” whenever they needed gold or coins to purchase something, 
and physically take the gold or coins to the seller who, in turn, would 
deposit them for safekeeping, often with the same banker. Everyone 
soon found that it was a lot easier simply to use the deposit receipts 
directly as a means of payment. These receipts, which became known 
as notes, were acceptable as money since whoever held them could go 
to the banker and exchange them for metallic money.

Then, bankers discovered that they could make loans merely by 
giving their promises to pay, or bank notes, to borrowers. In this way, 
banks began to create money. More notes could be issued than the 
gold and coin on hand because only a portion of the notes outstand-
ing would be presented for payment at any one time. Enough metal-
lic money had to be kept on hand, of course, to redeem whatever 
volume of notes was presented for payment.

Transaction deposits are the modern counterpart of bank notes. It 
was a small step from printing notes to making book entries crediting 
deposits of borrowers, which the borrowers in turn could “spend” by 
writing checks, thereby “printing” their own money.

What Limits the Amount of Money Banks Can Create?

If deposit money can be created so easily, what is to prevent banks 
from making too much – more than sufficient to keep the nation’s 
productive resources fully employed without price inflation? Like its 
predecessor, the modern bank must keep available, to make payment 
on demand, a considerable amount of currency and funds on deposit 
with the central bank. The bank must be prepared to convert deposit 
money into currency for those depositors who request currency. It 
must make remittance on checks written by depositors and presented 
for payment by other banks (settle adverse clearings). Finally, it must 
maintain legally required reserves, in the form of vault cash and/or 
balances at its Federal Reserve Bank, equal to a prescribed percentage 
of its deposits.

The public’s demand for currency varies greatly, but generally 
follows a seasonal pattern that is quite predictable. The effects on 
bank funds of these variations in the amount of currency held by the 
public usually are offset by the central bank, which replaces the re-
serves absorbed by currency withdrawals from banks. (Just how this 
is done will be explained later.) For all banks taken together, there is 
no net drain of funds through clearings. A check drawn on one bank 
normally will be deposited to the credit of another account, if not in 
the same bank, then in some other bank.

These operating needs influence the minimum amount of reserves 
an individual bank will hold voluntarily. However, as long as this min-
imum amount is less than what is legally required, operating needs 
are of relatively minor importance as a restraint on aggregate deposit 
expansion in the banking system. Such expansion cannot continue 
beyond the point where the amount of reserves that all banks have 
is just sufficient to satisfy legal requirements under our “fractional 
reserve” system. For example, if reserves of 20 percent were required, 
deposits could expand only until they were five times as large as re-
serves. Reserves of $10 million could support deposits of $50 million. 
The lower the percentage requirement, the greater the deposit expan-
sion that can be supported by each additional reserve dollar. Thus, the 
legal reserve ratio together with the dollar amount of bank reserves are 
the factors that set the upper limit to money creation.

What Are Bank Reserves?

Currency held in bank vaults may be counted as legal reserves 
as well as deposits (reserve balances) at the Federal Reserve Banks. 
Both are equally acceptable in satisfaction of reserve requirements. 
A bank can always obtain reserve balances by sending currency to 
its Reserve Bank and can obtain currency by drawing on its reserve 
balance. Because either can be used to support a much larger volume 
of deposit liabilities of banks, currency in circulation and reserve bal-
ances together are often referred to as “high-powered money” or the 
“monetary base.” Reserve balances and vault cash in banks, however, 
are not counted as part of the money stock held by the public.

For individual banks, reserve accounts also serve as working bal-
ances.2 Banks may increase the balances in their reserve accounts by 
depositing checks and proceeds from electronic funds transfers as 
well as currency. Or they may draw down these balances by writing 
checks on them or by authorizing a debit to them in payment for 
currency, customers’ checks, or other funds transfers.

Although reserve accounts are used as working balances, each 
bank must maintain, on the average for the relevant reserve mainte-
nance period, reserve balances at their Reserve Bank and vault cash 
which together are equal to its required reserves, as determined by 
the amount of its deposits in the reserve computation period.

Where Do Bank Reserves Come From?

Increases or decreases in bank reserves can result from a number 
of factors discussed later in this booklet. From the standpoint of 
money creation, however, the essential point is that the reserves of 
banks are, for the most part, liabilities of the Federal Reserve Banks, 
and net changes in them are largely determined by actions of the 
Federal Reserve System. Thus, the Federal Reserve, through its abil-
ity to vary both the total volume of reserves and the required ratio of 
reserves to deposit liabilities, influences banks’ decisions with respect 
to their assets and deposits. One of the major responsibilities of the 
Federal Reserve System is to provide the total amount of reserves 
consistent with the monetary needs of the economy at reasonably 
stable prices. Such actions take into consideration, of course, any 
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changes in the pace at which money is being used and changes in the 
public’s demand for cash balances.

The reader should be mindful that deposits and reserves tend to 
expand simultaneously and that the Federal Reserve’s control often 
is exerted through the market place as individual banks find it either 
cheaper or more expensive to obtain their required reserves, depend-
ing on the willingness of the Fed to support the current rate of credit 
and deposit expansion.

While an individual bank can obtain reserves by bidding them 
away from other banks, this cannot be done by the banking system as 
a whole. Except for reserves borrowed temporarily from the Federal 
Reserve’s discount window, as is shown later, the supply of reserves in 
the banking system is controlled by the Federal Reserve.

Moreover, a given increase in bank reserves is not necessarily ac-
companied by an expansion in money equal to the theoretical poten-
tial based on the required ratio of reserves to deposits. What happens 
to the quantity of money will vary, depending upon the reactions of 
the banks and the public.

A number of slippages may occur. What amount of reserves will 
be drained into the public’s currency holdings? To what extent will 
the increase in total reserves remain unused as excess reserves? How 
much will be absorbed by deposits or other liabilities not defined as 
money but against which banks might also have to hold reserves? 
How sensitive are the banks to policy actions of the central bank? 
The significance of these questions will be discussed later in this 
booklet. The answers indicate why changes in the money supply may 
be different than expected or may respond to policy action only after 
considerable time has elapsed.

In the succeeding text, the effects of various transactions on the 
quantity of money are described and illustrated. The basic working 
tool is the “T” account, which provides a simple means of tracing, 
step by step, the effects of these transactions on both the asset and 
liability sides of bank balance sheets. Changes in asset items are 
entered on the left half of the “T” and changes in liabilities on the 
right half. For any one transaction, of course, there must be at least 
two entries in order to maintain the equality of assets and liabilities.

Bank Deposits — How They Expand 
or Contract

Let us assume that expansion in the money stock is desired by the 
Federal Reserve to achieve its policy objectives. One way the central 
bank can initiate such an expansion is through purchases of securities 
in the open market. Payment for the securities adds to bank reserves. 
Such purchases (and sales) are called “open market operations.”

How do open market purchases add to bank reserves and depos-
its? Suppose the Federal Reserve System, through its trading desk at 
the Federal Reserve Bank of New York, buys $10,000 of Treasury 
bills from a dealer in US government securities.3 In today’s world 
of computerized financial transactions, the Federal Reserve Bank 
pays for the securities with an “telectronic” check drawn on itself.4 
Via its “Fedwire” transfer network, the Federal Reserve notifies the 
dealer’s designated bank (Bank A) that payment for the securities 
should be credited to (deposited in) the dealer’s account at Bank A. 
At the same time, Bank A’s reserve account at the Federal Reserve 
is credited for the amount of the securities purchase. The Federal 
Reserve System has added $10,000 of securities to its assets, which 
it has paid for, in effect, by creating a liability on itself in the form of 
bank reserve balances. These reserves on Bank A’s books are matched 
by $10,000 of the dealer’s deposits that did not exist before. See Il-
lustration 1.

How the Multiple Expansion Process Works
If the process ended here, there would be no “multiple” expan-

sion, i.e., deposits and bank reserves would have changed by the 
same amount. However, banks are required to maintain reserves 
equal to only a fraction of their deposits. Reserves in excess of this 
amount may be used to increase earning assets – loans and invest-
ments. Unused or excess reserves earn no interest. Under current 
regulations, the reserve requirement against most transaction ac-
counts is 10 percent.5 Assuming, for simplicity, a uniform 10 percent 
reserve requirement against all transaction deposits, and further as-
suming that all banks attempt to remain fully invested, we can now 
trace the process of expansion in deposits which can take place on 
the basis of the additional reserves provided by the Federal Reserve 
System’s purchase of US government securities.

The expansion process may or may not begin with Bank A, 
depending on what the dealer does with the money received from 
the sale of securities. If the dealer immediately writes checks for 
$10,000 and all of them are deposited in other banks, Bank A loses 
both deposits and reserves and shows no net change as a result of the 
System’s open market purchase. However, other banks have received 
them. Most likely, a part of the initial deposit will remain with Bank 
A, and a part will be shifted to other banks as the dealer’s checks clear.

It does not really matter where this money is at any given time. 
The important fact is that these deposits do not disappear. They are in 
some deposit accounts at all times. All banks together have $10,000 
of deposits and reserves that they did not have before. However, they 
are not required to keep $10,000 of reserves against the $10,000 of 
deposits. All they need to retain, under a 10 percent reserve require-
ment, is $1000. The remaining $9,000 is “excess reserves.” This 
amount can be loaned or invested. See Illustration 2.

If business is active, the banks with excess reserves probably will 
have opportunities to loan the $9,000. 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. What they do when 
they make loans is to accept promissory notes in exchange for credits 
to the borrowers’ transaction accounts. Loans (assets) and deposits 
(liabilities) both rise by $9,000. Reserves are unchanged by the loan 
transactions. But the deposit credits constitute new additions to the 
total deposits of the banking system. See Illustration 3.

Deposit Expansion
Illustration 1. When the Federal Reserve Bank purchases gov-

ernment securities, bank reserves increase. This happens because the 
seller of the securities receives payment through a credit to a desig-
nated deposit account at a bank (Bank A) which the Federal Reserve 
effects by crediting the reserve account of Bank A.
FR BANK				    BANK A
Assets		  Liabilities		  Assets		  Liabilities
US govt.		  Reserve acct		  Reserves with		  Customer 
securities:		  Bank A:		  FR Banks:		  deposit:
+10,000		  +10,000		  +10,000		  +10,000

The customer deposit at Bank A likely will be transferred, in part, to 
other banks and quickly loses its identity amid the huge interbank flow 
of deposits.

Illustration 2. As a result, all banks taken together now have 
“excess” reserves on which deposit expansion can take place.
Total reserves gained from new deposits..................................10,000
less required against new deposits (at 10%)..............................1,000
equals excess reserves...................................................................9,000

Expansion – Stage 1



www.comer.org	 April 2013	 Economic Reform | 17

Illustration 3. Expansion takes place only if the banks that 
hold these excess reserves (Stage 1 banks) increase their loans or 
investments. Loans are made by crediting the borrower’s account, 
i.e., by creating additional deposit money.
STAGE 1 BANKS
Assets		L  iabilities
Loans.................................+9,000	 Borrower deposits.............+9,000

This is the beginning of the deposit expansion process. In the first 
stage of the process, total loans and deposits of the banks rise by 
an amount equal to the excess reserves existing before any loans 
were made (90 percent of the initial deposit increase). At the end of 
Stage 1, deposits have risen a total of $19,000 (the initial $10,000 
provided by the Federal Reserve’s action plus the $9,000 in deposits 
created by Stage 1 banks). See Illustration 4. However, only $900 
(10 percent of $9000) of excess reserves have been absorbed by the 
additional deposit growth at Stage 1 banks. See Illustration 5.

The lending banks, however, do not expect to retain the deposits 
they create through their loan operations. Borrowers write checks 
that probably will be deposited in other banks. As these checks move 
through the collection process, the Federal Reserve Banks debit the 
reserve accounts of the paying banks (Stage 1 banks) and credit those 
of the receiving banks. See Illustration 6.

Whether Stage 1 banks actually do lose the deposits to other banks 
or whether any or all of the borrowers’ checks are redeposited in 
these same banks makes no difference in the expansion process. If the 
lending banks expect to lose these deposits – and an equal amount of 
reserves – as the borrowers’ checks are paid, they will not lend more 
than their excess reserves. Like the original $10,000 deposit, the 
loan-credited deposits may be transferred to other banks, but they 
remain somewhere in the banking system. Whichever banks receive 
them also acquire equal amounts of reserves, of which all but 10 
percent will be “excess.”

Assuming that the banks holding the $9,000 of deposits created 
in Stage 1 in turn make loans equal to their excess reserves, then 
loans and deposits will rise by a further $8,100 in the second stage 
of expansion. This process can continue until deposits have risen 
to the point where all the reserves provided by the initial purchase 
of government securities by the Federal Reserve System are just 
sufficient to satisfy reserve requirements against the newly created 
deposits. (See Illustrations 8–10.)

The individual bank, of course, is not concerned as to the stages 
of expansion in which it may be participating. Inflows and outflows 
of deposits occur continuously. Any deposit received is new money, 
regardless of its ultimate source. But if bank policy is to make loans 
and investments equal to whatever reserves are in excess of legal 
requirements, the expansion process will be carried on.

How Much Can Deposits Expand in the Banking System?

The total amount of expansion that can take place is illustrated 
in Table 1. Carried through to theoretical limits, the initial $10,000 
of reserves distributed within the banking system gives rise to an 
expansion of $90,000 in bank credit (loans and investments) and 
supports a total of $100,000 in new deposits under a 10 percent 
reserve requirement. The deposit expansion factor for a given 
amount of new reserves is thus the reciprocal of the required reserve 
percentage (1/.10 = 10). Loan expansion will be less by the amount 
of the initial injection. The multiple expansion is possible because 
the banks as a group are like one large bank in which checks drawn 
against borrowers’ deposits result in credits to accounts of other 
depositors, with no net change in the total reserves.

Expansion through Bank Investments
Deposit expansion can proceed from investments as well as loans. 

Suppose that the demand for loans at some Stage 1 banks is slack. 
These banks would then probably purchase securities. If the sellers 
of the securities were customers, the banks would make payment by 
crediting the customers’ transaction accounts, deposit liabilities would 
rise just as if loans had been made. More likely, these banks would 
purchase the securities through dealers, paying for them with checks 
on themselves or on their reserve accounts. These checks would be 
deposited in the sellers’ banks. In either case, the net effects on the 
banking system are identical with those resulting from loan operations.

Illustration 4. As a result of the process so far, total assets and 
total liabilities of all banks together have risen 19,000.
ALL BANKS
Assets		L  iabilities
Reserves with FR Banks..+10,000	 Deposits: Initial................+10,000
Loans.................................+9,000	 Stage 1...............................+9,000
Total................................+19,000	 Total.................................+19,000

Illustration 5. Excess reserves have been reduced by the amount 
required against the deposits created by the loans made in Stage 1.
Total reserves gained from initial deposits.............................. 10,000
less: Required against initial deposits...................................... –1,000
less: Required against Stage 1 requirements.............................. –900
equals: Excess reserves................................................................ 8,100

Why do these banks stop increasing their loans and deposits when they 
still have excess reserves…

Illustration 6. …because borrowers write checks on their 
accounts at the lending banks. As these checks are deposited in the 
payees’ banks and cleared, the deposits created by Stage 1 loans and 
an equal amount of reserves may be transferred to other banks.
STAGE 1 BANKS
Assets		L  iabilities
Reserves with FR Banks..... –9000	 Borrower deposits............. –9,000
(matched under		  (shown as additions 
FR bank liabilities)		  to other bank deposits)
FEDERAL RESERVE BANK
Assets		L  iabilities
		R  eserve accounts: Stage 1
		  banks.................................. –9,000
		  Other banks.......................+9,000
OTHER BANKS
Assets		L  iabilities
Reserves with FR Banks....+9,000	 Deposits.............................+9,000

Deposit expansion has just begun!
Illustration 7. Expansion continues as the banks that have excess 

reserves increase their loans by that amount, crediting borrowers’ 
deposit accounts in the process, thus creating still more money.
STAGE 2 BANKS
Assets		L  iabilities
Loans.................................+ 8100	 Borrower deposits.............+8,100

Illustration 8. Now the banking system’s assets and liabilities 
have risen by 27,100.
ALL BANKS
Asset............................. Liabilities
Reserves with FR Banks..+10,000	 Deposits: Initial................+10,000
Loans: Stage 1..................+ 9,000	 Stage 1...............................+9,000
Stage 2.............................+ 8,100	 Stage 2...............................+8,100
Total................................+27,000	 Total.................................+27,000

Illustration 9. But there are still 7,290 of excess reserves in the 
banking system.
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TABLE 1
Assets					L     iabilities
                  [                  Reserves                  ]
				L    oans and	  
	 Total	 (Required)	 (Excess)	I nvestments	 Deposits
Reserves	 10,000	 1,000	 9,000	  – 	 10,000 
provided
Exp. Stage 1	 10,000	 1900	 8,100	 9,000	 19,000
Stage2	 10,000	 2,710	 7,290	 17,100	 27,100
Stage 3	 10,000	 3,439	 6,561	 24,390	 34,390
Stage 4	 10,000	 4,095	 5,905	 30,951	 40,951
Stage 5	 10,000	 4,686	 5,314	 36,856	 46,856
Stage 6	 10,000	 5,217	 4,783	 42,170	 52,170
Stage 7	 10,000	 5,695	 4,305	 46,953	 56,953
Stage 8	 10,000	 6,126	 3,874	 51,258	 61,258
Stage 9	 10,000	 6,513	 3,487	 55,132	 65,132
Stage 10	 10,000	 6,862	 3,138	 58,619	 68,619
…	 …	 …	 …	 …	 …
…	 …	 …	 …	 …	 …
…	 …	 …	 …	 …	 …
Stage 20	 10,000	 8,906	 1,094	 79,058	 89,058
…	 …	 …	 …	 …	 …
…	 …	 …	 …	 …	 …
…	 …	 …	 …	 …	 …
Final Stage	 10,000	 10,000	 0	 90,000	 100,000

Figure 1: Cumulative Expansion in Deposits on Basis of 10,000 of New Reserves and Reserve Requirements of 10 percent

Total reserves gained from initial deposits...............................10,000
less: Required against initial deposits........................................–1,000
less: Required against Stage 1 deposits........................................–900
less: Required against Stage 2 deposits.......................... –810 …2,710
equals: Excess reserves................................7,290 –> to Stage 3 banks

Illustration 10. As borrowers make payments, these reserves 
will be further dispersed, and the process can continue through 
many more stages, in progressively smaller increments, until the 
entire 10,000 of reserves have been absorbed by deposit growth. As 
is apparent from the summary in Table 1, two-thirds of the deposit 
expansion potential is reached after the first ten stages.

It should be understood that the stages of expansion occur neither 

simultaneously nor in the sequence described above, continuous. Some 
banks use their reserves incompletely or only after a considerable time lag, 
while others expand assets on the basis of expected reserve growth. The 
process is, in fact, continuous and may never reach its theoretical limits.

Thus through stage after stage of expansion, “money” can grow to a total 
of 10 times the new reserves supplied to the banking system as the new de-
posits created by loans at each stage are added to those created at all earlier 
stages and those supplied by the initial reserve-creating action. See Figure 1.

How Open Market Sales Reduce bank Reserves 
and Deposits

Now suppose some reduction in the amount of money is de-
sired. Normally this would reflect temporary or seasonal reductions 
in activity to be financed since, on a year-to-year basis, a growing 
economy needs at least some monetary expansion. Just as purchases 
of government securities by the Federal Reserve System can provide 
the basis for deposit expansion by adding to bank reserves, sales of 
securities by the Federal Reserve System reduce the money stock by 
absorbing bank reserves. The process is essentially the reverse of the 
expansion steps just described.

Suppose the Federal Reserve System sells $10,000 of Treasury 
bills to a US government securities dealer and receives in payment an 
“electronic” check drawn on Bank A. As this payment is made, Bank 
A’s reserve account at a Federal Reserve Bank is reduced by $10,000. 
As a result, the Federal Reserve System’s holdings of securities and the 
reserve accounts of banks are both reduced $10,000. The $10,000 
reduction in Bank A’s deposit liabilities constitutes a decline in the 
money stock. See Illustration 11.

Contraction Also Is a Cumulative Process

While Bank A may have regained part of the initial reduction in 
deposits from other banks as a result of interbank deposit flows, all 
banks taken together have $10,000 less in both deposits and reserves 
than they had before the Federal Reserve’s sales of securities.

The amount of reserves freed by the decline in deposits, however, 
is only $1,000 (10 percent of $10,000). Unless the banks that lose 
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the reserves and deposits had excess reserves, they are left with a 
reserve deficiency of $9,000. See Illustration 12. Although they may 
borrow from the Federal Reserve Banks to cover this deficiency tem-
porarily, sooner or later the banks will have to obtain the necessary 
reserves in some other way or reduce their needs for reserves.

One way for a bank to obtain the reserves it needs is by selling 
securities. But, as the buyers of the securities pay for them with funds 
in their deposit accounts in the same or other banks, the net result is 
a $9,000 decline in securities and deposits at all banks. See Illustra-
tion 13. At the end of Stage 1 of the contraction process, deposits 
have been reduced by a total of $19,000 (the initial $10,000 result-
ing from the Federal Reserve’s action plus the $9,000 in deposits 
extinguished by securities sales of Stage 1 banks). See Illustration 14.

However, there is now a reserve deficiency of $8,100 at banks 
whose depositors drew down their accounts to purchase the securi-
ties from Stage 1 banks. As the new group of reserve-deficient banks, 
in turn, makes up this deficiency by selling securities or reducing 
loans, further deposit contraction takes place.

Thus, contraction proceeds through reductions in deposits and 
loans or investments in one stage after another until total deposits 
have been reduced to the point where the smaller volume of reserves 
is adequate to support them. The contraction multiple is the same as 
that which applies in the case of expansion. Under a 10 percent re-
serve requirement, a $10,000 reduction in reserves would ultimately 
entail reductions of $100,000 in deposits and $90,000 in loans and 
investments.

As in the case of deposit expansion, contraction of bank deposits 
may take place as a result of either sales of securities or reductions 
of loans. While some adjustments of both kinds undoubtedly would 
be made, the initial impact probably would be reflected in sales of 
government securities. Most types of outstanding loans cannot be 
called for payment prior to their due dates. But the bank may cease to 
make new loans or refuse to renew outstanding ones to replace those 
currently maturing. Thus, deposits built up by borrowers for the pur-
pose of loan retirement would be extinguished as loans were repaid.

There is one important difference between the expansion and 
contraction processes. When the Federal Reserve System adds to 
bank reserves, expansion of credit and deposits may take place up 
to the limits permitted by the minimum reserve ratio that banks 
are required to maintain. But when the System acts to reduce the 
amount of bank reserves, contraction of credit and deposits must take 
place (except to the extent that existing excess reserve balances and/or 
surplus vault cash are utilized) to the point where the required ratio 
of reserves to deposits is restored. But the significance of this differ-
ence should not be overemphasized. Because excess reserve balances 
do not earn interest, there is a strong incentive to convert them into 
earning assets (loans and investments).

Deposit Contraction

Illustration 11. When the Federal Reserve Bank sells government 
securities, bank reserves decline. This happens because the buyer of 
the securities makes payment through a debit to a designated deposit 
account at a bank (Bank A), with the transfer of funds being effected 
by a debit to Bank A’s reserve account at the Federal Reserve Bank.
FEDERAL RESERVE BANK		  BANK A
Assets		  Liabilities		  Assets		  Liabilities
U.S govt.		  Reserve Accts.		  Reserves with		  Customer
securities......–10,000	 Bank A.. –10,000	 FR Banks.....–10,000	 deposits.. –10,000

This reduction in the customer deposit at Bank A may be spread 
among a number of banks through interbank deposit flows.

Illustration 12. The loss of reserves means that all banks taken 
together now have a reserve deficiency.
Total reserves lost from deposit withdrawal.............................10,000
less: Reserves freed by deposit decline (10%).............................1,000
equals: Deficiency in reserves against remaining deposits........9,000

Contraction – Stage 1
Illustration 13. The banks with the reserve deficiencies (Stage 

1 banks) can sell government securities to acquire reserves, but this 
causes a decline in the deposits and reserves of the buyers’ banks.
STAGE 1 BANKS
Assets		L  iabilities
US government securities.–9,000
Reserves with FR Banks....+9,000
FEDERAL RESERVE BANK
Assets		L  iabilities
		R  eserve Accounts:
		  Stage 1 banks....................+9,000
		  Other banks....................... –9,000
OTHER BANKS
Assets		L  iabilities
Reserves with FR Banks.... –9,000	 Deposits............................. –9,000

Illustration 14. As a result of the process so far, assets and 
total deposits of all banks together have declined 19,000. Stage 
1 contraction has freed 900 of reserves, but there is still a reserve 
deficiency of 8,100.
ALL BANKS
Assets		L  iabilities
		  Deposits:
Reserves with FR Banks.. –10,000	I nitial................................ –10,000
US government securities.–9,000	 Stage 1............................... –9,000
Total................................ –19,000	 Total................................. –19,000

Further contraction must take place!

Bank Reserves — How They Change
Money has been defined as the sum of transaction accounts in 

depository institutions, and currency and travelers checks in the 
hands of the public. Currency is something almost everyone uses ev-
ery day. Therefore, when most people think of money, they think of 
currency. Contrary to this popular impression, however, transaction 
deposits are the most significant part of the money stock. People keep 
enough currency on hand to effect small face-to-face transactions, 
but they write checks to cover most large expenditures. Most busi-
nesses probably hold even smaller amounts of currency in relation to 
their total transactions than do individuals.

Since the most important component of money is transaction 
deposits, and since these deposits must be supported by reserves, the 
central bank’s influence over money hinges on its control over the 
total amount of reserves and the conditions under which banks can 
obtain them.

The preceding illustrations of the expansion and contraction pro-
cesses have demonstrated how the central bank, by purchasing and 
selling government securities, can deliberately change aggregate bank 
reserves in order to affect deposits. But open market operations are 
only one of a number of kinds of transactions or developments that 
cause changes in reserves. Some changes originate from actions taken 
by the public, by the Treasury Department, by the banks, or by for-
eign and international institutions. Other changes arise from the ser-
vice functions and operating needs of the Reserve Banks themselves.

The various factors that provide and absorb bank reserve balances, 
together with symbols indicating the effects of these developments, 
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are listed in Table 2. This tabulation also indicates the nature of the 
balancing entries on the Federal Reserve’s books. (To the extent that 
the impact is absorbed by changes in banks’ vault cash, the Federal 
Reserve’s books are unaffected.)

Independent Factors Versus Policy Action

It is apparent that bank reserves are affected in several ways that 
are independent of the control of the central bank. Most of these “in-
dependent” elements are changing more or less continually. Some-
times their effects may last only a day or two before being reversed 
automatically. This happens, for instance, when bad weather slows 
up the check collection process, giving rise to an automatic increase 
in Federal Reserve credit in the form of “float.” Other influences, 
such as changes in the public’s currency holdings, may persist for 
longer periods of time.

Still other variations in bank reserves result solely from the 
mechanics of institutional arrangements among the Treasury, the 
Federal Reserve Banks, and the depository institutions. The Treasury, 
for example, keeps part of its operating cash balance on deposit with 
banks. But virtually all disbursements are made from its balance in 
the Reserve Banks. As is shown later, any buildup in balances at the 
Reserve Banks prior to expenditure by the Treasury causes a dollar-
for-dollar drain on bank reserves.

In contrast to these independent elements that affect reserves are 
the policy actions taken by the Federal Reserve System. The way 
System open market purchases and sales of securities affect reserves 
has already been described. In addition, there are two other ways 
in which the System can affect bank reserves and potential deposit 
volume directly; first, through loans to depository institutions, and 
second, through changes in reserve requirement percentages. A 
change in the required reserve ratio, of course, does not alter the 
dollar volume of reserves directly but does change the amount of 
deposits that a given amount of reserves can support.

Any change in reserves, regardless of its origin, has the same 
potential to affect deposits. Therefore, in order to achieve the net 
reserve effects consistent with its monetary policy objectives, the 
Federal Reserve System continuously must take account of what the 
supplement them as the situation may require.

By far the largest number and amount of the System’s gross open 
market transactions are undertaken to offset drains from or additions 
to bank reserves from non-Federal Reserve sources that might other-
wise cause abrupt changes in credit availability. In addition, Federal 
Reserve purchases and/or sales of securities are made to provide the 
reserves needed to support the rate of money growth consistent with 
monetary policy objectives.

In this section of the booklet, several kinds of transactions that 

can have important week-to-week effects on bank reserves are traced 
in detail. Other factors that normally have only a small influence are 
described briefly in “Miscellaneous Factors Affecting Bank Reserves” 
in Part 2 of the article.

Part 2 will appear in the next issue of the Journal.

Table 2: Factors Changing Reserve Balances  
— Independent and Policy Actions

FEDERAL RESERVE BANKS
	 Assets	L iabilities
		R  eserve
		  balances	 Other
Public actions
Increase in currency holdings		  –	 +
Decrease in currency holdings		  +	 –
Treasury, bank, and foreign actions
Increase in Treasury deposits in FR Banks		  –	 +
Decrease in Treasury deposits in FR Banks		  +	 –
Gold purchases (inflow) or increase in 		  +	 – 
official valuation*
Gold sales (outflows)*		  –	 +
Increase in SDR certificates issued*		  +	 –
Decrease in SDR certificates issued*		  –	 +
Increase in Treasury currency outstanding*		  +	 –
Decrease in Treasury currency outstanding*		  –	 +
Increase in Treasury cash holdings*		  –	 +
Decrease in Treasury cash holdings*		  +	 –
Increase in service-related balances/		  –	 + 
adjustments
Decrease in service-related balances/		  +	 – 
adjustments
Increase in foreign and other deposits		  –	 + 
in FR Banks
Decrease in foreign and other deposits		  +	 – 
in FR Banks
Federal Reserve actions
Purchases of securities	 +	 +
Sales of securities	 –	 –
Loans to depository institutions	 +	 +
Repayment of loans to depository	 –	 – 
institutions
Increase in Federal Reserve float	 +	 +
Decrease in Federal Reserve float	 –	 –
Increase in assets denominated in	 +	 + 
foreign currency
Decrease in assets denominated in	 –	 – 
foreign currency
Increase in other assets**	 +	 +
Decrease in other assets**	 –	 –
Increase in other liabilities**	 –	 +
Decrease in other liabilities**	 +	 –
Increase in capital accounts**	 –	 +
Decrease in capital accounts**	 +	 –
Increase in reserve requirements	 –***
Decrease in reserve requirement	 +***
* These factors represent assets and liabilities of the Treasury. 
Changes in them typically affect reserve balances through a 
related change in the Federal Reserve Banks’ liability “Treasury 
deposits.”

** Included in “Other Federal Reserve accounts” as described in 
Illustration 27 in Part 2.
*** Effect on excess reserves. Total reserves are unchanged.
Note: To the extent that reserve changes are in the form of vault 
cash, Federal Reserve accounts are not affected.


