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1. This article draws heavily from the outstanding and exhaustive
account of the Great Contraction and Great Depression carefully
detailed and analyzed by Milton Friedman and Anna J. Schwartz in
their monumental 4 Monetary History of the United States,
18671960 (Princeton, N.J.: National Bureau of Economic Research
and Princeton University Press, 1963). I have supplemented their
account with some material from my Monetary Policy in the United
States: An Intellectual and Institutional History (Chicago: Universi-
ty of Chicago Press, 1993).

2. See Monetary Policy in the United States, chapters 4 and 5, for
an explanation of this episode.

3. The state of Illinois, for example, required no legal reserves of
banks chartered by that state until the Monetary Control Act of 1980
made legal reserve requirements mandatory for all banks regardless
of the states in which they were chartered. Practically no other coun-
try in the world imposes reserve requirements on its commercial
banks.

4. It is important to emphasize here that the commercial banking
system could not carry out such an expansion deliberately and pur-
posively. Any expansion that banks undertook necessarily would be
a result of decisions made by individual banks, and their intent would
be to earn profits from successful financial operations. In short, com-
mercial banks could not (and cannot) make monetary policy. Only
the central bank can do that.

5. Marriner Eccles, Beckoning Frontiers (New York: Alfred
Knopf, 1951), p. 287.

~ 6. Ibid.

7. Ibid., pp. 288-89.

8. Friedman and Schwartz, 4 Monetary History of the United
States, p. 532. The authors discuss the political and intra-government
power factors behind the policy. The scenario they document reveals
how important noneconomic causes were and are in the actions of an
agency supposed to be devoted completely to the good stewardship
of the monetary system and the economy.

9. Benjamin M. Anderson, Economics and the Public Welfare: A
Financial and Economic History of the United States, 1914—1946
(Indianapolis: Liberty Press, 1979 [1949]), p. 405.

10. Ibid., pp. 432-33.

11. These adjustments do not include a possible change in the
velocity of money. Cyclical experiences of monetary velocity con-
firm that it changes only sluggishly and belatedly. For a more
detailed analysis of the “full employment money stock,” see Mone-
tary Policy in the United States, pp. 292-94. If the dollar price struc-
ture were perfectly flexible downward, “full employment” could
result at any level of prices. In the real world of the 1930s, however,
prices were no longer flexible downward as they had already gone
through the floor. More to the point, government programs had
actively worked against money price declines for almost ten years.

12. Milton Friedman, 4 Program for Monetary Stability (New
York: Fordham University Press, 1960), p. 46; emphasis added. In
their Monetary History, Friedman and Schwartz comment similarly
on page 348. Every bank panic that occurred in the presence of gov-
ernmentally mandated reserve requirements bore witness to this
paradox: Set up a system of legally required reserves for banks, and
the reserves will not be used for their intended function.
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