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FOREWORD

Not long ago, on a plane from Paris to Boston, we had the fortuitous
occasion to sit next to one of the faithful: an economics professor
from Harvard, whose office sat across the hall from Greg Mankiw,
then chairman of the president’s Council of Economic Advisers, and
who is a neighbor of former IMF chief economist Ken Rogoff. He
claimed to have been recruited, at one point, by the Federal Reserve
chairman Ben Bernanke to teach at Princeton.

A diminutive man of French descent, the professor almost im-
mediately set upon “chatting up” the woman sitting on his left. She,
it turned out, was an executive with Genzyme, the biotech firm.

Having discovered he was an economics professor—a fact he was
only too happy to reveal—she wanted to know if “offshoring” was
going to pose a serious threat to wages in the biotech business. “Ah,
to some extent,” he replied, “but I wouldn’t worry about it . . . the
recovery is under way, and the jobs picture will improve dramatically
very soon.”

As an editor and the publisher of the Daily Reckoning (www
.dailyreckoning.com) we could not resist. “I couldn’t help over-
hearing your comment,” we blurted out, despite our best efforts
not to. “Do you really think jobs are going to reappear? Seriously?
Even with public and personal debt loads going through the roof?”

‘What ensued wasn’t pretty (especially since we were taking lib-
eral advantage of Air France’s free wine policy on the flight).

“The currency markets don’t like the federal deficit, so the
dollar is falling, correct?” we began our circular argument. “That is
right,” came the reply.

“A falling dollar cancels out gains by foreign investors, true?”
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”

“Right again . . .
“And foreign investment is needed to finance the trade deficit.
So if the dollar continues to fall . . . interest rates will have to rise

in order to keep foreign investors interested?”

“Yes . ..”

“If interest rates rise, won’t that impede job growth?”

“Indeed . . .”

“Likewise,” we continued, gloriously entertaining visions of

Socrates in our head, “if an increasing money supply starts showing
up as ‘inflation’ in the CPI, wouldn’t that cause the Fed to raise
interest rates?”

“Oui, bien siir. But inflation is still low. And the Fed must stim-
ulate job growth. They have a théorie: It is called the Helicopter
Theory . ..”

“Bernanke’s suggestion to throw money out of helicopters?”

“Yes, that is it . . .” He looked at us quizzically. “You know
him? Because I know him . . .”

“No. I don’t know him,” we replied.

“He is very smart. The Japanese could have used the Heli-
copter Théorie . . . we don’t need it . . . we only need the jobs . ..”
We could tell he was getting impatient . . . clearly, he thought we
just didn’t “get it.”

“We are all agreed,” he continued (meaning his colleagues in
the economics profession, we assumed), “on how the economy
works. Now we only debate how much the government should
intervene and ‘goose’ the economy.”

“But once you goose the economy in the United States, aren’t
jobs actually showing up in India and China at lower wages? Won’t
any new jobs in the United States have to be competitive with those
wages, effectively mutating the ‘jobless recovery’ into the ‘wageless
recovery’?” The Genzyme exec squirmed in her seat a little.

“Besides,” we tried again, “at some point, won’t the govern-
ment, regardless of the party, have to raise taxes—or, better yet,
cut spending—in order to deal with the deficit, both of which
could effectively put an end to the stimulus package? And with no
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stimulus, where will the jobs come from? And what about the
effects of a declining dollar on wages?”

“Mister Wiggin, my work is mostly on the theoretical end of
things . . .”

“Well then, theoretically, where will the jobs come from?”

“Mister Wiggin, I leave the implementation to other people.
And now, if you forgive me, I have a lecture to prepare for . ..”

We tried to put on a movie, but our personalized monitor was
broken. As we left the plane . . . after several hours of silence and
polite nudges on the arm rest . . . we scribbled an e-mail on the
inside of the French copy of one of my books and pressed it into
his hand.

Curiously, he never responded.

Since the publication of my book, The Demise of the Dollar . . .
and Why It’s Good for Your Investments, in 2005, I’'ve wanted to write a
follow-up book on the demise of the gold standard—and the curi-
ous, often disastrous, impact it has had on the economies of many
nations. I began The Demise of the Dollar with an account of (then)
President Nixon’s devastating decision in 1971 to dismantle the Bret-
ton Woods exchange rate system and usher in the age of the Great
Dollar Standard era in which the dollar is backed by the “full faith
and credit” of the U.S. government, a system that conveniently allows
the government to print more money whenever it needs it—and
gives control of the economy over to the capriciousness and arro-
gance of those whose work is merely theoretical.

Gold: The Once and Future Money is the book I wanted to write.
In this delectable tome, Nathan Lewis describes the booms, the busts,
the bubbles, and the crises in the economies of dozens of countries,
from centuries ago to the present day. It is a romp through history,
illuminating along the way money in all its forms—from wampum
and shells to silver and gold—and details the catastrophic eftects of
inflation, deflation, floating currencies, and every kind of tax a gov-
ernment functionary could dream to impose on an economy. It high-
lights the folly of human beings throughout history who think “the
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economy’ is but a machine to be tinkered with and fine-tuned like a
Bentley, or worse, a rusty Yugo. Above all, Gold: The Once and Future
Money reveals truth. As the late Ferdinand Lipps wrote, “The mod-
ern gold standard [of the nineteenth century] evolved naturally and
was not the result of any conference, but rather the product of many
centuries of experience and practice. It grew step by step, almost by
accident, through its own force and because of the logic and expe-
rience gained with debasement of currencies in the past.” The United
States dollar circa 2007 and beyond is not likely to escape the in-
evitable march of history. The story of humanity suggests we will see
a new and improved gold standard once again. Nathan Lewis helps us
understand how.

Much of the beginning of this book focuses on the history of the
U.S. economy—its parallels with the Bank of England’s panic of
1797, Rome in ancient times and in the 1400s, post—World War II
Germany (East and West), Mexico and various Latin American crises
during the 1970s, and German reunification in the 1980s. Lewis
adroitly explores money in the time of the American colonies, after
the Revolutionary War, through the Great Depression, following
President Nixon’s final nail in the coffin of the old gold standard in
1971 (that defining moment again), and on up to the present day.

But Gold: The Once and Future Money doesn’t stop there; in fact,
this tome offers a history of money (hard versus soft) around the
world: Japan from 1600 to its post—World War II economic growth;
the Asian crisis, which affected Indonesia, Malaysia, Japan, Korea,
and China; the breakup of the Soviet Union and the former Yugo-
slavia; and the Mexican and Latin American monetary crises.

“Good Money Is Stable Money,” provides a quick but bizarre
history of barter—where everything from farm tools to coins, shells,
beaded belts, even cigarettes and chocolate was traded—around the
world, from ancient China to ancient Rome, from the British empire
to post—World War II Germany. Barter is not a very stable system of
money, however, because prices are expressed in terms of each of the
goods available in trade. After all, who cares what corn is worth if

you don’t want corn? In contrast, in a money economy, everything
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has only one price, which leads to the main idea here: Throughout
history, and in every country, people want the most stable money
attainable, because that allows greater productivity and prosperity.
And what’s the most stable money? That’s a no-brainer: It’s a cur-
rency pegged to the gold standard.

“Hard Money and Soft Money,” takes us on a tour of money
(and banking) around the world, from prehistory up to today. Metal
has been used as money since the seventh century BC, when coins
that were a mixture of gold and silver were used in Lydia (at the time,
a Roman province, located in present-day Turkey). Ancient Greece
used coins; ancient Rome had a stock exchange; the first paper
money was used in China in the ninth century; the king of Persia
printed money in 1294; and Holland standardized gold coins in the
seventeenth century. From the 1870s to the early twentieth century,
many national money systems were extremely unstable, however, and
many countries suffered alarmingly from increasingly high trade tar-
ifts (in Germany, France, the United States, Switzerland, Italy, and
Russia, to name just a few).

Britain was the first country to establish a gold standard of
money, and by 1900, every major economy in the world (except
China) had adopted it; this hard-money system facilitated “the first
great age of globalization.” But World War I and then World War I1
threw economies into disarray, and for much of the twentieth cen-
tury, many countries were ruined by war debts, deflation, high taxes,
recession, devaluations, and/or hyperinflation, until the gold standard
was killed by President Nixon in 1971. The world has been on the
great dollar standard ever since.

In “Supply, Demand, and the Value of Currency,” you’ll see how
an international monetary system really works by comparing it to a
simple exchange of dollar bills for quarters: Trading U.S. dollar bills for
coins is just like trading U.S. dollars for Japanese yen.

You’ll get into the nitty-gritty of “Inflation, Deflation, and Float-
ing Currencies” and you’ll read an intriguing range of commentators
on the subject of inflation: from Ernest Hemingway (who called
inflation a “panacea for a mismanaged nation”) to Copernicus (who
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wrote—in 1517, no lessl—that inflation was one of the “scourges
[that] debilitate kingdoms”) to Adam Smith, who in 1776 blamed
inflation for causing a “most pernicious subversion of the fortunes of
private people.” Inflation causes prices to rise, of course—Lewis calls
this “laughably simplistic,” and he’s right, but are you curious about
what else inflation ruins? Well, here’s a brief list: It not only destroys
foreign exchange markets, wages, the tax system, debt, and the stock
market, but also causes “a conspicuous decline of morality and civil-
ity,” illustrated by the decline of Rome, Weimar Germany in the
1920s, the United States in the 1970s, and even the breakup of the
Soviet Union and the former Yugoslavia, where ethnic hatred was
fanned by the flames of devalued currency. Deflation also creates arti-
ficial winners and losers, and floating currencies aren’t so great,
either, because they’re produced by government manipulation rather
than by the market itself.

What’s the bottom line? It’s simply that “an economy will natu-
rally function best when the currency’s value is near the center of
gravity, and held there.”

Even people who are worlds apart in some ways can still agree in
others. What did Karl Marx and Andrew Carnegie agree on? That
gold is the only worthwhile money, and “The Gold Standard,” ofters
lots of reasons why. Throughout history, many types of currency that
were rejected in favor of gold: cowrie shells, cows, wheat, giant stone
disks, strings of beads, cauldrons and iron tripods, metal rings, cop-
per, bronze, silver, and even cocoa beans and whales’ teeth! The use
of a gold standard by multiple countries essentially creates a world
currency, and (even though gold is a commodity) the gold market is
extraordinarily similar to a foreign exchange market.

“Money in America,” traces various forms of money used in the
American colonies (where beaver pelts and other commodities were
traded) through the Revolutionary War, the tarifts of the nineteenth
century and the problems of Northern versus Southern banking dur-
ing the Civil War, and several financial breakdowns: in 1839, 1873,
and, of course, 1929. And check it out: In between those financial
disasters, the first income tax was instituted in 1861.
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In “A History of Central Banking,” you’ll learn about an ancient
Egyptian banking system based on wheat; the creation of the U.S.
Federal Reserve in 1913 by President Woodrow Wilson; “the curse
of usury” in ancient Rome; the creation of the Bank of England
(which eventually became a central reserve bank); and the wildly free
banking system in the United States during the mid-1800s—a system
that supported almost 10,000 different notes issued by almost 1,500
different banks, all of which were accepted as money! Remember,
the purpose of creating the Federal Reserve System was to provide a
lender of last resort during liquidity-shortage crises—in other words,
during economic emergencies. The Fed has done that, but it has also
overstepped 1its original boundaries by venturing into currency
manipulations, and is therefore more often part of the problem rather
than the solution.

“The 1930s,” describes the Great Depression in the United
States after the stock market crash of 1929. Look at the government’s
misguided efforts to boost the economy by spending on public
works, and then check out the parallels between these efforts and the
mercantilists from 1600 to 1750, as well as with the economic ideas
of John Stuart Mill, ancient Chinese philosophers, Richard Nixon,
and the liberal capitalist economies of Hong Kong, Korea, and Tai-
wan during the past 50 years. Finally, you’ll see what President
Hoover and then President Roosevelt tried to do in the United
States; and you’ll observe the retrenched economies of Japan, Ger-
many, Britain, France, and Austria during this period’s dismal break-
down of monetary order.

In “The Bretton Woods Gold Standard,” you’ll see the eftects of
the economic accord that was established in 1944 at a meeting of world
leaders in Bretton Woods, New Hampshire. This meeting, of course,
was no small potatoes: A version of the gold standard was reestablished,
and three new governing organizations were created: the IME the
World Bank, and the International Trade Organization, all in the hopes
of avoiding another economic disaster like the one that occurred in
1930s, which, of course, led to World War II. You’ll review the world-
wide economic struggles during the post—World War II years, and

x1
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you’ll get an update on tax hikes and tax cuts during the 1950s and
1960s under Presidents Truman, Eisenhower, Kennedy, and Johnson,
culminating in Nixon’s knocking the dollar off the gold standard in
1971 (there it is again!)—which caused worldwide monetary devalua-
tions, massive inflation, and floating currencies that exist to this day, not
to mention a long decline in the U.S. stock market.

Under the Great Dollar Standard era, the world monetary system
is in complete disarray. It is subject to the whimsy of those in power
and to the arrogance of academics. “The present monetary system 1is
a slap in the face of law and order, civilization and civility,” suggested
Herr Lipps, “but most importantly it is a threat to our freedom.”
Nathan Lewis devotes much of the latter part of this book to docu-
menting the monetary mayhem our current system has wrought.

“Reagan and Volcker,” covers not only the U.S. economy dur-
ing the late 1970s and 1980s but also the savings and loan crisis; the
suffering of agriculture and blue-collar industries like steel, even
while other sectors had wild growth; what Margaret Thatcher did to
England; and the “debt blowouts” that were happening in Mexico
and Latin America during this time period. That’s a lot of ground,
but the focus is on the U.S. recession of the late 1970s that oc-
curred because of Fed head Paul Volcker’s “monetarist experiment,”
which failed miserably, followed by a blessed bounceback during the
1980s in the Reagan era—a soaring economic expansion that lasted
until 1990.

“The Greenspan Years,” discusses the dramatic events following
Greenspan’s taking over the Federal Reserve in August 1987. After
giving a few press interviews that revealed his nonchalance about the
falling dollar and then watching (causing?) the stock market crash on
October 19, 1987, he never gave another media interview. Nathan
Lewis reviews the serious recession that followed, which was dramat-
ically worsened by President Bush’s forgetting (or ignoring) his
promise to “read my lips: no new taxes” and hiking taxes instead.
Ironically, it was Clinton who resurrected the Republican Reagan’s
economic boom, this time lasting from 1991 to 2001.

The chapter, “Japan’s Success and Failure,” takes us through the
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unification of Japan in 1600 and the system (if you can call it that) of
coins, paper bills, and barter that needed to be sorted out: By one
account, there were almost 1,700 types of paper money in circula-
tion, in addition to gold notes, silver notes, copper notes, rice notes,
even potter’s wheel notes! We’ll also look at the reform of taxes—
from more than 1,600 official taxes down to a reasonable 74 in
1875—and the transformation of an isolationist nation to one of the
most trade-friendly countries in the world, beginning in the mid-
1850s. In 1897, Japan adopted a gold standard, and its economy grew,
then struggled somewhat after World War I and again after World
War II, but surged again in the 1950s and 1960s and yet again in the
1980s. In the 1990s, things were not so good: tax increases, deflation,
a bear market, and the crisis in Asia overall. The chapter concludes by
considering some recommendations for what Japan should do to
recover and grow again.

“The Asia Crisis of the Late 1990s,” covers not only the eco-
nomic disasters in the late 1990s experienced by Thailand, Indonesia,
East Timor, the Philippines, Malaysia, Korea, China, and Hong
Kong, but also problems in Brazil, Russia, and Argentina. Wow. All
of these countries suffered miserably because of a rising dollar and
broken currency pegs. George Soros thought the Russia situation
wasn’t so bad, so he made a huge investment in a Russian telephone
holding company, and he argued for major tax reform. His recom-
mendation was great, but no one listened, and Soros lost more than
$1 billion and admitted this was the worst investment of his profes-
sional career. Was there any good news in any of these countries?
Sort of. The disasters cleared the way for major policy changes. One
idea was to create a “pan-Asian currency’ (like the euro, which
could be called the “asian”), that would be pegged to gold. Unfortu-
nately, the lesson that was learned from the Asian crisis seems to have
been that the current system can sustain shocks, and the dollar stan-
dard continues unabated.

“Russia, China, Mexico, and Yugoslavia,” reviews the history of
the Russian economy from 1897 through the perestroika reforms 100
years later. You’ll see how Russia first pegged the ruble to gold at the
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end of the nineteenth century; how the ruble collapsed in 1914 with
the beginning of World War [; how Lenin linked the ruble to gold
again in 1921; how Khrushchev in 1950 pegged the ruble to the dol-
lar (which was pegged to gold); and how the Russian economy even-
tually became “a vast mafia.” This disintegration led to the breakup of
the Soviet Union itself, which created 15 new countries and 15 new
currencies. China, too, converted its 1930 silver standard to paper
money and immediately suffered devaluation, followed by hyperinfla-
tion in the 1940s and inflation in the 1970s, before its current exper-
iment with market capitalism beginning in the 1980s. You’ll learn
how the Mexican peso suffered three devaluations beginning in 1941
and how the Mexican economy never recovered from the recession of
1982. Finally, you’ll see how the former Yugoslavia broke apart not
only because of ethnic hatred among its various regions but also
because the dinar had become a confetti currency.

“The Return to Hard Currencies,” sums up this world tour: Soft
money doesn’t work; hard money is the only way to go; and the best
system 1is one that ties currency to a gold standard. “Gold and eco-
nomic freedom are inseparable,” wrote the former Federal Reserve
chairman Alan Greenspan in 1966. “In the absence of the gold stan-
dard, there is no way to protect savings from confiscation through
inflation. Gold stands as the protector of property rights. If one grasps
this, one has no difficulty understanding the statists’ antagonism
toward the gold standard.” Bring this up in a cocktail party full of
‘Wall Street economists, hedge fund managers, or Beltway public pol-
icy wonks today and you’ll be roundly laughed out of the punch
bowl line. All they lack, we humbly submit, is a little imagination.

ADDISON WIGGIN, AUTHOR. DEMISE OF THE DOLLAR
PUBLISHER, AGORA FINANCIAL, LLC

xiv
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Low taxes, stable money. Could it really be so simple? The idea that
lower taxes could lead to a healthier, more vibrant economy—and
healthier, more vibrant government finances—is timeless and arguably
self-evident. It was rediscovered in the 1970s and put into action in
the 1980s, as governments around the world experimented with
lower tax rates. The economic boom that was set off helped put an
end to the tax-hike/inflation disaster of the 1970s. The “supply-side
revolution” lost political momentum in the United States by the
early 1990s, but it continues to this day with the new team of flat-
taxers in Eastern Europe, who seem to be enjoying exactly the results
promised.

Stable money was also part of the plan, and it probably seemed,
in the late 1970s, that little needed to be said about it. The world
was on a gold standard only a few years previous. Leaving it in 1971
had caused an inflationary convulsion unprecedented in U.S. (and
world) history. Wasn’t it obvious? Ronald Reagan had always envi-
sioned a return to the gold standard—the system in which he lived
almost his whole life up to that point—as part of his economic
recovery strategy.

This book focuses on the “stable money” part of the formula, the
more technically difficult aspect and one that has, until now, never
been properly laid out in print. Finally, the policymaker should have
virtually everything today’s classical economists can offer to help create
economic abundance now, tomorrow, or a hundred years from now.

Oddly enough, just as the “low taxes” aspect hardly received dis-
cussion in two centuries of economic texts, it is difficult to find any
useful description of the mechanics of a gold standard and managing
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currencies, either. But then, I have never seen a correct and complete
description of how today’s central banks work, nor have I seen a lot
of evidence that others understand their workings, even central
bankers themselves.

No wonder people find these problems so difticult! A rocket sci-
entist with an interest in economics once mentioned that monetary
theory is more difficult than rocket science. At least there are books
from which one can learn rocket science. Actually, monetary theory
could be grasped by a dedicated student in less than a year, which is
about nine years less than the time required for rocket science—
unless, of course, that student already has an advanced degree in eco-
nomics, in which case it may take a lifetime, if he or she is lucky.
Everyone uses money, and everyone has an instinctual understanding
of how it works.

Gold: The Once and Future Money is intended to stand alone. It
could be picked up by an auto mechanic, a homemaker, a high
school student, a real estate agent, or even a politician, journalist, or
central banker, who would find everything they need to solve the
major economic problems of the day and create a functioning world
monetary system from scratch. It is my expectation that enough auto
mechanics, homemakers, high school students, and real estate agents
will read it that politicians and central bankers will have to clean up
their act out of sheer embarrassment.

NATHAN LEWIS
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Part One

Money in All
[ts Forms






CHAPTER 1

GOOD MONEY IS
STABLE MONEY

How People Make a Living through
Monetary Cooperation

Coinage is imprinted gold or silver, by which the prices of things
bought and sold are reckoned. . .. It is therefore a measure of values.
A measure, however, must always preserve a fixed and constant
standard. Otherwise, public order is necessarily disturbed, with buy-
ers and sellers being cheated in many ways, just as if the yard,
bushel, or pound did not maintain an invariable magnitude.

—Nicholas Copernicus, “Treatise on Debasement,” 1517"

The Individualistic Capitalism of to-day, precisely because it entrusts
saving to the individual investor and production to the individual
employer, presumes a stable measuring-rod of value, and cannot be
efficient—perhaps cannot survive—without one.

—John Maynard Keynes, “Social Consequences of Changes in the
Value of Money,” 19232

Humans have a problem, and the problem is this: Food does not fall
into their mouths. Even if it did, they would soon foul the place
where they are lying. They could be burned by the sun, soaked by
the rain, frozen by the wind. They could fall ill from disease, be
plagued by insects, or be attacked by predators. They must find mates
and reproduce. Their children must be cared for, or the children will
also perish. And if even all this were done for humans, they would

quickly succumb to boredom. To survive, they must take action.

A man or woman, alone and naked, is all but helpless. Their
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actions are ineffectual. They lack the natural protection of fur or shell
or hide. They lack the biological tools—claws, teeth, beaks, poison—
with which to feed themselves. Even walking on a natural surface,
without footwear, can be difficult. But the human has hands and a
brain. With these two assets the human can create tools, discover
techniques, and form organizations. In this way the human, born one
of the weakest of all the creatures on Earth, has become the most
powerful.

Human beings are, from biological imperative, capitalists—
meaning only that they invest time and effort to create tools, tech-
niques, and organizations to become more productive. Catching fish
with the bare hands is possible, but not very efficient. To catch one
fish, it may well be more efficient to use one’s hands. To make a hook
and line, a spear, or a net from naturally available materials takes time,
effort, and technique, but humans calculate that the investment of
time and effort will pay off in greater productivity in the future. They
calculate, in other words, that there will be a positive return on such
a capital investment, that they will make a profit from their invest-
ment of effort, that their time is better spent making a hook and line
than grasping at fish with their bare hands. By making a capital invest-
ment, humans expand their personal economy and productivity.

But there is no guarantee. In deciding to invest time in making a
hook and line or spear, humans take a risk. They may search for days
and find that the materials to make a hook and line are not available,
or that the hook does not catch fish, in which case their capital
investment will be wasted. Every time a tool is created and used, it is
a capital investment. This is true of picking up a rock to break open
a nut, and it is also true of building a semiconductor factory, which
1s merely a tool to make semiconductors.

Humans have a natural tendency to seek greater productivity,
meaning only that they wish to act with greater effectiveness while
using less time and effort. Hunters polish their tracking skills; artisans
strive for beauty. Laborers adjust their loads so that they are less
painful. Monks simplify their lives to allow more time for contempla-
tion. Homemakers store the pots and pans where they are easy to
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reach. The term productivity, as used here, may have little relationship
with official statistics. It does not matter what is wished for, whether
more material goods, more services, more knowledge, more leisure,
better interpersonal relationships, or even a more pristine natural
environment, only that humans increase their ability to attain their
wishes. The ends and means of production are limitless, but the urge
to increase the ability to achieve those ends is inherent.

The productivity of a single human alone in nature is tiny. Such
humans may simply starve to death, especially if they do not enjoy
the intellectual capital of their forebears, knowledge of tools, plants,
animals, and the seasons. Also, from a Darwinian standpoint, a soli-
tary human may as well be dead, since he or she will not reproduce.
The human must find a mate and produce a child, thus engaging in
cooperation with other humans.

Unlike many species whose reproductive responsibilities are com-
pleted when they deposit their eggs or scatter their seeds, humans
naturally form long-lasting families. The woman in late pregnancy
may have difficulty feeding herself, and the child must be nurtured
for years before it is capable of surviving alone. In the basic family
unit, humans not only invest their capital to make tools, but cooper-
ate through the division of labor, specialization, and trade to improve
their productivity still further. The wife is, by biological fact, respon-
sible for the child’s gestation, and is almost universally responsible for
the child’s care as an infant. The husband typically specializes in the
production of food and shelter for the family. Although one rarely
thinks of transactions at such an intimate level as “trade,” function-
ally it is no different than the trade that takes place between people
living on different continents. This is more efficient than having each
parent gather, hunt, cook, and care for the child in equal proportion,
although of course the contemporary world offers all manner of
alternative arrangements.

The husband and wife can also pool their efforts to produce and
share the fruits of their efforts. The husband and wife can, together,
create a cooking pot, which will aid in their production of foodstutfts.
Each contributes capital (i.e., labor and time) and shares the fruits of
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their capital investment: the use of the pot and the cooked food.
They are shareholders. Though there is no legal agreement between
them, there is a mutual understanding, probably unspoken, that the
ownership of the new capital good, the pot, is shared by the people
who helped create it. If the husband suddenly claimed sole possession
of the pot, barring his wife from its use, the wife would quite reason-
ably become angry. Today, the division of the family corporation is
handled in divorce courts.

The husband and wife also expend a large amount of capital in
the care and upbringing of their child, which even in a primitive
context can be expected to last at least 10 years and likely closer to
15. In turn, the child is typically expected to care for the parents if
needed, particularly in old age when parents are no longer able to
easily support themselves. Young children “run up a debt” with their
parents, and when the parents are elderly the children “repay the
debt” by caring for their parents and also by raising their own chil-
dren. This debt, or promise, is a bond. It is an obligation to offer
goods and services in the future in trade for goods and services today.
The child, which cannot support itself at first, must indebt itself to
survive. The adult, seeking to create a “savings” that it can rely on in
old age or times of need, must accumulate credits.

Thus, even in their most simple state, humans can hardly exist
without creating tools and building knowledge (capital investments),
engaging in specialization and trade, jointly entering into productive
endeavors (equity investment), and forming contracts, or promises,
with others (bonds). The primary features of the modern capitalist
market economy are apparent in the primitive family unit. The pri-
mary features of socialism, such as caring for the sick, wounded, or oth-
erwise unfortunate, are also apparent. All societies will have some form
of “taxation” to fund communal efforts, even if this takes the form of
an informal expectation that the person will help build the central
gathering hall or provide some food to the hunter who has twisted an
ankle. All human societies are a varied mixture of the capitalist impulse
to produce and the socialist impulse to ameliorate misfortune.
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Families are rarely found living in solitary isolation. The smallest
human societies typically consist of groups of 20 to 60 people. In
such a group, the activities of capital creation, trade, specialization,
organization, shared equity, and obligation can become much more
complex. The circle of exchange broadens beyond the family unit.
The group shares a campfire. The men hunt in teams and share the
fruits of their labor. Women trade oft child-care duties. The spear-
maker specializes in toolmaking, trading his tools for food provided
by others specializing in hunting. A successful hunter shares his catch
with others who came back empty-handed, with the understanding
that when the others are successful and he is not, they will in turn
share their food with him. Trade takes place with other bands, lead-
ing eventually to intermarriage.

Already, at this simple stage, the human has entered into hundreds
or thousands of arrangements with other humans (i.e., “equity” and
“debt” investments), and the records are kept informally in the mem-
ory. If one woman constantly watches another’s children, but no
attempt at retribution is made, the woman confronts the other about
her “debts.” If a man’s contribution to the hunt is lazy or inept, thus
contributing little capital, the others may agree to reduce his share of
the proceeds of the hunt, acknowledging his small “shareholding” in
the “enterprise.” The spearmaker may not ask for his “payment”
immediately, but remembers exactly how much is due to him from
each of his customers, and if they do not pay up he regards them as
deadbeats and refuses to make any more spears for them. People may
even form ‘“derivatives,” such as wagering on tomorrow’s weather.
This has been institutionalized in today’s markets for financial
weather derivatives.

As humans deal with other humans to whom they are less closely
related, their transactions become more abstract and formal. With a
member of another group, the buyer may have to pay up on the spot,
engaging in barter—say, five bags of nuts for one beaver pelt. Other-
wise, the two may have to establish some kind of formalized contract,
since they cannot rely on a relationship formed and enforced through
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daily association. When transactions become anonymous and numer-
ous enough they begin to acquire the flavor of “the market,” though
there 1s a continuum from the most intimate interactions to the most
abstract. In this way, humans are able to extend the scope of their
specialization and trade beyond the limits of their immediate or
extended family, or band, thus increasing their productivity still fur-
ther. Because each trade is voluntary, it would not be undertaken
unless it provides a benefit for both parties.

Historically, simple human societies of the tribal size have func-
tioned quite successfully without strictly delineated private property,
an arrangement with notable advantages. It should be recognized that
this is a thought exercise, illustrating the fundamental nature of today’s
market economies, not a study in anthropology.

Money is created, slowly and organically, when one commodity
becomes used, in barter, as a medium of exchange. One commodity
is accepted in trade, not because the acquirer plans to use it, but
because he or she expects to be able to trade it again in the future. In
ancient China, farm tools became a medium of exchange. As the
tools were used more and more for exchange and less and less for
farming, they became abstracted and miniaturized. By the second
millennium BC, the Chinese had developed a type of coinage that
consisted of tiny metallic replicas of farming tools. Virtually the same
process happened in Britain, where the Romans found the original
British using miniaturized, abstracted swords as money. Hoards of
bronze double ax heads, too small for practical use and likely a form
of money, have been found in burial mounds across continental
Europe.

Using a miniaturized scythe or a sword was an extremely vague
symbol for money, subject to natural “currency debasement” as
swordmakers sought to discharge their obligations with ever simpler
and cheaper swords. The ultimate conclusion of these eftorts was the
creation of coinage where the “sword” was finally simplified to a
round disk, its value defined primarily by its metallic content.

Money, or indirect exchange, allows humans to make a quantum
leap in their ability to generate capital, engage in specialization and
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trade, and form contracts of joint ownership (stocks) or obligation
(bonds), particularly with strangers. No longer is it necessary to make
direct barter trades with others. People can use money to trade indi-
rectly with the world at large. Nobody invented money. It is as natu-
ral as clothing or shelter and has emerged independently all over the
world. Certainly governments are not necessary for its creation. All
manner of goods have been pressed into service as money: cowry
shells, slabs of salt, elaborate beaded belts (wampum), giant stone
wheels, tobacco, and so forth. Even in modern times, if no better
medium is available, people will adopt as money whatever available
commodity is most suited for the task. After World War II, when the
reichsmark was rendered useless, German citizens used cigarettes as
money. During the inflation in Italy in the 1970s, candies traded as
small change.

Monetary exchange vastly expands the ability to specialize and
engage in trade through the creation of a unit of account, a measure
of value. In a money economy everything has one price, expressed in
terms of the monetary standard. In a barter economy, prices are
expressed in terms of each of the goods available in trade. In very
simple economies, with just a few traded items, barter may easily suf-
fice. For example, among four goods in a barter system, there are six
market prices. But for 1,000 goods, 499,500 barter exchange rates
would be needed. In a money economy, 1,000 goods have 1,000
prices, all denominated in the monetary standard, or numeraire.

It is possible to imagine a time in the not-too-distant future when
paper money and coinage would all but disappear, replaced by some
sort of credit or debit card that can be used for all transactions. But
even then, money’s function as a measure of value would remain. In
the past it was common to make barter trades in a monetary frame-
work without actually using money—$10 worth of wheat in trade
for $10 worth of blankets, for example. This practice lives on today
in computerized barter markets, where companies trade goods with
one another within a framework of quasi-imaginary “barter dollars.”

Money allows more than just trade. It allows, for instance, the
creation of credits and debts measured in monetary units rather than

9
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in specific obligations. No longer do adults need to rely on their obli-
gations accumulated with their children for their old age. Those
adults can loan money—to anyone—and thus expand the scope of
their credits throughout society. This is “savings.” Very little in the
economy 1s actually saved in a warehouse, for example. Virtually
everything is consumed or put to use within no more than a year of
its creation. To save for the future through debt obligations (bonds),
humans don’t stockpile goods, or even money for that matter, but
they accumulate promises, which are massless and, ideally, don’t
deteriorate over time. Banks were the main means to stockpile mon-
etary debt obligations, with direct bond finance pioneered first by
governments and followed later by corporations.

The creation of the joint stock company allowed humans to
pool their capital in endeavors much larger and more complex than
could be attempted without the organizing principle of money. A
hundred investors pooling their money to fund a shipping expedi-
tion to China are not inherently different than five humans build-
ing their own boat and setting sail on a trading expedition with a
mutual understanding that they will split the winnings of their voy-
age. The main differences are the scale and the ability to divide
ownership and its spoils through written contracts and numerical
values rather than through an unstructured partnership based on
direct association.

The monetary market economy, though it has elements of com-
petition, is primarily a system of cooperation. Until the past two cen-
turies, the majority of humans directly produced their own food.
They were hunters and gatherers, and later farmers. Most productive
activity took place outside the monetary economy, within the circle
of the agrarian family. The land provided food, clothing, shelter, and
entertainment. Money and exchange were only intermittently nec-
essary. People’s cooperative interaction with others was, by today’s
standards, rather limited.

Over time, people have become more and more specialized in
their actions and more involved in trade and the money economy.
The circle of cooperation has expanded. Winemakers can build their

10



Good Money Is Stable Money

own houses, as the pioneer farmer did, but their house-building abil-
ities are poor. They lack tools, knowledge, experience. Carpenters
can make their own wine, but their winemaking abilities are poor.
The carpenter calculates that the most efficient way to obtain wine is
to build houses and trade them for wine with the winemaker. The
winemaker calculates that the most efficient way to acquire a house is
to make wine and trade it with the carpenter. By engaging in special-
ization and trade in this way, both the winemaker and carpenter
enjoy more wine and better houses.

Consider a modern citizen, perhaps an advertising account exec-
utive. She does not grow her own food. She does not make her own
clothes, build her own house, construct or even repair her own car,
generate her own electricity, or drill her own oil. She may even have
someone else clean her house, have a different person take care of the
garden, and eat most of her meals in restaurants. Instead, she special-
izes in certain services related to advertising, which themselves are
not very useful alone but only as part of a complex organization, the
advertising agency. She consumes basically none of her primary pro-
duction of advertising services, all of which she trades, indirectly
through the money economy, for the goods and services provided by
other people. She feels independent, maybe even isolated compared
to the tight-knit farming communities of the past, but she, like
everyone else, is embedded in a system of interdependency far more
absorbing than those of long ago. The ever-increasing productivity of
the advanced economies has been accomplished through ever-
increasing specialization and trade. However, there is a danger inher-
ent in such complexity, namely that a breakdown of the system
would collapse the productive advantages with potentially disastrous
results. It is not possible to go back to hunting and gathering, or even
to the situation of a century ago in which most people were farmers.
The concept of unemployment is a relatively recent phenomenon,
which did not occur in traditional farming societies where you could
always fall back on the fundamental economy of eating what you
grew. People today are more dependent on the smooth functioning
of the money economy than they have ever been.

11
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Our day-to-day lives are so familiar to us that it is worth a mo-
ment to consider the awesome complexity of the cooperative order
that we participate in. We buy a cup of coftee on our way to work.
Someone has just provided a service for us. Perhaps that service was
provided by a large corporation, built with the bits and pieces of cap-
ital of literally tens of thousands of investors. The employees have
struck their own contracts and agreements with the corporation. The
coftee itself comes from Colombia, brought to the United States by
a series of independent transport companies and wholesalers who
buy their transport equipment from another set of companies. The
Styrofoam cup was produced by yet another corporation, which
acquired its raw materials from petroleum products suppliers, using
equipment built in Japan and Germany by corporations that have
their own tens of thousands of investors. If enough cups of coffee are
sold, the coftee seller makes a handsome profit. Its stock rises on the
exchange. It undertakes a debt-fueled expansion, borrowing the cap-
ital of further tens of thousands of savers, while other companies
compete for the same limited supply of capital. It employs construc-
tion companies, equipment makers, investment bankers, consultants,
advertisers. In the end very nearly the entire world, in some way, was
cooperatively involved in producing this cup of coftee.

The extended order encompasses virtually all of human activity
and includes politics and government as well (which can be seen as
another kind of cooperation, a necessary component of the extended
order). Economics can’t be separated from politics, both of which
might be considered a form of anthropology, because the political
system 1s the means by which the citizenry adjusts the operating con-
ditions of the extended order. In the nineteenth century, the two
weren’t separate, but combined in the study of the political economy.

Because money is so vital to the extended order that has made the
high productivity and indeed large populations of today possible, it is
worth taking a close look at exactly what it is. Modern money very
nearly doesn’t exist at all. For small transactions, coins and paper bills
are used. The paper’s material value is almost nil, and the coins are
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mere tokens that no longer contain precious metals. For larger trans-
actions, bank checks are common—mnothing but a scrap of paper and
a scrawl. Transactions on an institutional scale are almost completely
electronic and ephemeral. Money today is mostly just the arrange-
ment of bits in computers. Money, in other words, is information.

Not a single person knows how the cup of coffee was produced.
The system is not planned. The extended order is organized through
the use of money. It is far too complex to be arranged by rational
thinking—the classic argument against the feasibility of the Stalinist
Soviet model. Even the Soviets depended on money to help organ-
ize their economy. Through the system of markets and prices, exact
real-time information is conveyed about how much coffee to grow,
how many Styrofoam cups to produce, the most efficient arrange-
ment of trucks and ships to move the materials around, coordinating
the efforts of millions of people in vast networks of exchange to pro-
duce a cup of morning coftee—at a paltry price, a sign of the sys-
tem’s extraordinary efficiency and productiveness.

There is no alternative to the money economy. The only choice
1s to make it work poorly or to make it work well. Though there have
been enduring regimes in the past that were centrally managed with
little monetary organization (e.g., ancient Egypt and the empire of
the Incas), organizing a complex industrial economy by such means
would be impossible.

Because money is information, and the messages sent by the
monetary economy dictate in hard, clear terms the actions of billions
of people, naturally humans have taken great pains to develop means
to keep this information as pure and uncorrupted as possible. If an
engineer orders a mechanical shaft of “500 millimeters,” and the
machine shop produces one of 500 millimeters, but due to fluctua-
tion in the meaning of millimeter it is 10 percent shorter than the
engineer desired, both the engineer and the machine shop have
become unable to cooperate productively. The information con-
tained in the phrase “500 millimeters” has become corrupted, mean-
ing different things at different times. The engineer may decide to
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machine the parts himself, the machinist to take up engineering. The
circle of exchange is broken, and the productivity of both decline.

Throughout history, humans have sought the most stable money
attainable, because stable money, or uncorrupted information, allows
greater productivity and prosperity, while unstable money, or cor-
rupted information, cripples productivity and prosperity. It is im-
possible to improve the system’s productivity by corrupting the
information that enables it to function. Such a corruption may result
in more production—a greater volume of goods and services, a
greater number of hours worked or employees hired, a blip in statis-
ticians’ charts—but much of the increased production will be wasted,
or the greater effort will produce less results, and thus true productiv-
ity declines.

There have always been those who have sought to twist and
manipulate the monetary system, because any change, though it hob-
bles the smooth operation of the overall extended order, provides a
benefit for one group or another. War enriches weapons makers.
Crime provides a livelihood for police officers, lawyers, and prison
keepers, and disease is the bread and butter of doctors and under-
takers, and there are those who can benefit from monetary instability
and devaluation. Debtors benefit at the expense of creditors. Export-
ers benefit at the expense of importers. The unemployed benefit at
the expense of the employed.

Historically, governments are the prime oftenders, the institution
with both the motive and the ability to carry out the deed, and many
industrial or social groups are always ready to entice the government
into manipulating the currency for their benefit. But governments
rest on the approval of the entire citizenry, not just one part, and no
government can act at the citizenry’s expense indefinitely and remain
in power. Democratic governments can be cleansed by the vote, and
the members of less flexible political systems will eventually resort to
assassination, civil war, emigration, military coup, or secession.

Today the forces for a sound currency are again ascendant. Gov-
ernments and central bankers around the world today agree unani-
mously on the desirability of stable money, ever more so after some
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monetary disaster has reduced yet another economy to smoking
ruins: Mexico in 1994, Thailand, Korea, Indonesia, and the Philip-
pines in 1997, Russia and Brazil in 1998, Japan throughout the
1990s, Turkey in 2001, Argentina in 2002, Germany in the 1920s,
Latin America in the 1980s, and virtually everyone in the 1970s, to
name just a very few of the more well-known cases. The govern-
ments and citizens cry out together for good money, stable money,
boring money, forever the same, supremely reliable, the bedrock
upon which the extended order can flourish, not this stuft that wig-
gles and waggles unpredictably every second of every day, a never-
ending chaos that saps the vitality of all countries’ economies. On the
political side there is near total unanimity. The problem, first, is that
nobody apparently knows what exactly this stable money consists of.
Second, nobody knows how to accomplish the task of creating and
maintaining it.

But even the briefest study of history shows that today’s condi-
tion of floating currencies is a very new phenomenon. It began
August 15, 1971, the day Richard Nixon severed the dollar’s link
with gold and destroyed the world monetary system, which at the
time went under the name of the Bretton Woods system. In the three
centuries before 1971, the world for the most part had stable money.
After 1971, or more properly after a series of steps in the late 1960s
and the early 1970s, it did not. The capitalist economy since the
Industrial Revolution, and a long time earlier as well, was based on
stable money. The advocates of laissez-faire never ceased to support
stable currencies. Their critics, the early socialists and communists,
agreed with them on little other than the necessity of a sound unit of
account. Floating currencies are not a phenomenon of the free mar-
ket but the market’s inevitable reaction to unceasing currency
manipulations by world governments. Since the system today is the
exception rather than the rule, it should be easy to find a solution to
the monetary problems that plague humanity on a daily basis.

Government money manipulation and floating currencies have
appeared since before the birth of Christ; and also since before the
birth of Christ, the discontented citizenry has brought to the fore
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political leaders to return their country’s currency to stability.
Alexander of Macedonia unified the Mediterranean world under a
hard silver coinage; 25 centuries later, he remains known as “the
Great.” Julius Caesar returned Rome’s currency to a gold standard,
and he remains an icon of Rome’s greatness. Alexander Hamilton
helped launch the United States with a gold dollar, and his face today
graces the $10 bill. The person who hired him, George Washington,
is on the $1 bill. Napoleon returned France’s currency to a gold stan-
dard, and the French accepted him as their emperor. Lenin returned
hyperinflationary Russia to the gold standard, and statues of him
were erected throughout the land. Mao Tse-tung returned China to
a gold standard, and the country rallied around him. The U.S. occu-
pation government in Japan returned the hyperinflationary yen to
the gold standard in 1949, and the Japanese allied themselves with the
country that attacked them with nuclear weapons only three years
earlier. Richard Nixon plunged the world into monetary chaos, and
he remains the only U.S. president ever torn from oftice.

Ronald Reagan, the “Teflon president,” whose popularity en-
dured through crisis and scandal, came close to returning the dollar
to the gold standard in the 1980s, but settled instead for an end to the
devaluation policies that dominated the 1970s. Bill Clinton may have
learned his lesson: An economic boom based on his administration’s
strong dollar policy—abandoning a century-long tradition of cheap-
dollar Democrats—put voters in a forgiving mood regarding his
other dubious escapades. The voters know that it is by no means cer-
tain that future presidents will be so wise.

Chaotic currencies have been stabilized countless times. It has
already happened three times in United States history alone—or five,
depending on how you count. The situation today is not unique in
that sense, though the challenge facing governments, politicians, and
the citizenry today is as great as it has ever been. Until 1971, in all of
history the world had never faced a situation where the entire mon-
etary system of the globe had been separated from its traditional
metallic anchors. There had always been floating currencies, but
never had all currencies floated simultaneously. More than ever, it
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will take a leader with deep understanding, vision, and backbone to
guide a return to monetary stability. That leader would best be an
American, since the U.S. dollar remains the world’s leading currency,
but might turn out to be European, Chinese, English, Japanese, Rus-
sian, or Argentinean. If so, after a number of years the world might
drop the floating dollar and adopt the euro, renminbi, pound, yen, or
yes, even the ruble. The first U.S. currency was confetti issued by a
government that soon collapsed. For two centuries afterward, “not
worth a Continental” was a casual term for worthlessness. It wasn’t
until the introduction of the gold-linked dollar that the U.S. cur-
rency grew to be accepted throughout the world. The British pound
had been the world’s premier currency for two centuries, but after
Britain broke with gold in 1914 and again in 1931, the world aban-
doned the venerable pound and the dollar rose to world supremacy.

Fortunately, monetary systems are better understood today than at
any time in the past. The theory and history in this book is from a clas-
sical standpoint, which is fundamentally different than the conventional
wisdom of today, often called neo-Keynesian but perhaps rightly labeled
“neo-mercantilist.” Classical economics is the original economics of
the Industrial Revolution and the original economics of capitalism. It
1s a counterpoint to constitutional democracy, just as the mercantilist
system was a reflection of absolute monarchy and despotism.

The classical viewpoint is as old as civilization and 1s echoed in
the writing of Confucius, Mencius, and Lao-tzu. In the days of
Adam Smith, David Ricardo, and John Stuart Mill, all economists
were classical economists. Even Karl Marx was a classical economist
at the core. The thread of study was taken up in the later nineteenth
century by thinkers such as William Stanley Jevons, Carl Menger, and
Léon Walras. In the first half of the twentieth century, classical mon-
etary theory was developed further by the Austrian school under the
guidance of Ludwig von Mises and Friedrich von Hayek. Murray
Rothbard, Henry Hazlitt, and other writers carried many of the
Austrians’ discoveries into the latter half of the twentieth century.
Beginning in the 1960s, major new advances were made in the un-
derstanding of taxes, tarifts, and regulation by such people as Robert
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Mundell and Arthur Lafter, which in turn helped clarifty monetary
issues still further. The classical framework is the product of an
unbroken line of investigations stretching centuries.

Although the economic theory presented here may seem un-
orthodox, that’s because its roots are so old that much of the knowl-
edge has been forgotten by today’s academics and monetary
authorities. A hundred years ago, much of it was conventional wis-
dom, so self-evident that it hardly needed repeating. The proof of the
pudding is in the eating: This theoretical structure produced decades
and even centuries of stable money and economic abundance. It has
been thoroughly tested, and it works. Those who are confused by
today’s conventional wisdom are more likely to throw up their hands
and swear it cannot be done. Nonsense. It can be done; it has been
done; and if history is a guide, it will be done again.
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CHAPTER 2

HARD MONEY AND
SOFT MONEY

Currencies and Economies around the

World—from the Seventh Century BC
to the Twenty-First Century AD

After experience had shown that pieces of paper, of no intrinsic value,
by merely bearing upon them the written profession of being equiva-
lent to a certain number of francs, dollars or pounds, could be made
to circulate as such, and to produce all the benefit to the issuers
which could have been produced by the coins which they purported to
represent; governments began to think that it would be a happy
device if they could appropriate to themselves this benefit, free from
the condition to which individuals issuing such paper substitutes for
money were subject, of giving, when required for the sign, the thing
signified. They determined to try whether they could not emancipate
themselves from this unpleasant obligation, and make a piece of
paper issued by them pass for a pound, by merely calling it a pound,
and consenting to receive it in payment of the taxes. And such is the
influence of almost all established governments, that they have gen-
erally succeeded in attaining this object; | believe | might say they
have always succeeded for a time, and the power has only been lost
to them after they had compromised it by the most flagrant abuse.

—dJohn Stuart Mill, Principles of Political Economy, 1848'

Hard money is intended to be as stable and reliable as possible. It is
represented as a definite, inviolable, mutually agreed-upon contract,
such as the definition of the currency as a specified amount of gold.
It is thus said that hard money 1s based on the rule of law, although
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any naturally occurring commodity money, such as cowrie shells, are
also hard monies.

Soft money is usually intended to be adaptable to short-term pol-
icy goals, and because it is subject to the changing whims of its man-
agers, soft money is said to be based on the rule of man. Soft money
has no definition. Soft money is really only possible when the mon-
etary system has been monopolized, since, if given the choice, citi-
zens will naturally conduct their business in terms that are definite,
inviolable, and mutually agreed upon. The only entities that have
been able to monopolize the monetary system are governments and
private entities in collusion with governments. (Most central banks
today are privately owned.) Soft money is, literally, monopoly money.
History has produced a natural cycle between hard and soft money,
which has also typically been a cycle between government and pri-
vate market control over the monetary system. The world is now in
a soft money cycle; there are no hard currencies today.

The citizenry prefers the most stable money possible as a founda-
tion for contracts and trade. However, certain interest groups may
influence the government, or the government may be seeking an
advantage of its own, or the government may simply be grasping for
solutions in a time of crisis as it turns once again to the monopoliza-
tion and manipulation of the monetary system. Even if devaluation
1sn’t the explicit goal of this monetary policy (the modern term for this
manipulation), because deflation is so starkly recessionary, the trend
has always been toward inflation.

As the adverse eftects of monetary policy become more severe,
the citizenry’s desire to return to a stable currency intensifies, and it
begins searching for a way to do so. The citizenry will eventually
abandon the increasingly useless currency or even abandon the
offending government itself as it seeks a return to a stable monetary
system. Just as with taxes, the rise and fall in currency quality is mir-
rored in the rise and fall of states and empires.

The first known example of coinage in the Western world was actu-
ally an early example of soft money. Although textbooks typically
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assert that coinage was developed to standardize the weights of mon-
etary metals, which had traded as money for centuries, the first coins
were minted to get metals to pass for more than their commodity
value. The electrum coins of Lydia, in the seventh century BC, were
a mixture of gold and silver, a natural combination found in the beds
of the Patroclus River near Sardis. It is pointless to verify the weight
of an electrum coin, since the proportion of gold to silver is un-
known. The Lydian coins were not made of natural electrum but of
a manufactured alloy, which allowed the kings to lower the gold con-
tent and increase the silver content compared to natural electrum.
The stamp on the coins signified that the coins passed ad talum, by
their face value, as though they were made of natural electrum,
although their commodity value was perhaps one-third of this. To
maintain the coins’ artificial scarcity, a variety of laws were enacted to
create an effective government monopoly on the production of elec-
trum, gold, and silver.

The failures of soft-money experiments in the ancient Greek
states no doubt inspired Solon of Athens, who, soon after he assumed
power in 594 BC, struck a new coin and announced that anyone
who debased the coin—including himselt—would have his hands
chopped oft. In 508 BC, democracy was established in Athens, and
the city-state enjoyed a long period of economic and social advance-
ment. The Athenian “owl” was used throughout the Mediterranean,
as the Athenians scrupulously maintained the coin’s integrity and
refused to devalue it even when the Treasury was depleted in times of
war. It was a widely accepted currency for six centuries.

However, despite this success, the temptation to fiddle with cur-
rencies remained. The philosopher Plato, an infamous soft-money
man, held in The Laws that domestic money should be nonex-
portable, restricted in its supply, and exchangeable with other monies
only through a government authority—in short, that money should
be managed by philosopher kings. In 388 or 387 BC, Plato made the
first of two trips to the island country of Syracuse. Soon after, per-
haps because of Plato’s arguments, the ruler Dionysius issued tin
coins at a face value about four times above their commodity value.
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This was apparently successful, for Dionysius later issued silver coins
overvalued by a factor of 2 and demanded that they be accepted at
tace value under penalty of death. The death penalty didn’t work; the
coins’ market value soon fell to their commodity value. This failure
apparently cut short Plato’s career as a monetary adviser. Plutarch
reports that Dionysius sent Plato to be sold at the slave market at
Corinth, where, luckily for him, a group of fellow philosophers hap-
pened to be standing by to purchase his freedom.?

Plato’s student, Aristotle, rejected his teacher’s soft-money phi-
losophies and advocated a hard currency consisting of full-weight
coins. Aristotle in turn taught this to his student, Alexander of Mace-
donia, who came to power at age 21 and in the following 12 years
unified the ancient world under a reliable silver standard. With lower
barriers to trade, an expanding circle of commerce, and a sound mon-
etary system, the citizenry under Alexander’s rule could go about
happily making themselves wealthy. The citizenry had found their
champion, and throughout the Mediterranean world the pendulum
swung back toward a unified hard currency.

After Alexander’s death in 323 BC, the quality of currencies
around the Mediterranean deteriorated and the monetary system
again fractured. Hard currencies were revived by the Roman Repub-
lic, which began on a sound bronze standard that soon included sil-
ver. In the second century BC, large companies were formed that
could accept contracts from the government for tax collection, road
construction, and public buildings. Shares in such companies were
bought and sold daily at a market in the Forum, the first Roman
stock exchange.

After many years of success the Roman coinage eventually fell
into disarray and debasement, paralleling the decline of the Republic
itself. Roman coinage was made a hard currency once again by Julius
Caesar. His silver-and-gold-based system was spread throughout the
ancient world alongside the expansion of the Roman Empire. After
peace in 54 BC, typical interest rates on gold-denominated commer-
cial loans fell to 4 to 6 percent annually, the lowest in Roman history:.
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After Caesar’s assassination in 44 BC, Rome again fell into civil
war and currency debasement, but a hard currency was reestablished
by Caesar’s adopted son Octavian in 31 BC. It formed the founda-
tion for Rome’s economic strength and the consolidation of the
empire. Octavian took the name Augustus and ruled until AD 14 on
the principles of sound money, moderate taxes, free trade, free enter-
prise, and private property. The circle of commerce again encom-
passed the ancient Mediterranean world. Augustus’s rule was the
high tide of Roman monetary quality and finance. From 25 BC to at
least AD 10, interest rates on commercial loans fell once again to the
4 to 6 percent range.

The Roman coinage began to be debased under the rule of Nero
(AD 54-68), with the content reduced from 100 percent silver to
90 percent. Trajan (98—117) reduced the coin to 85 percent silver,
and Marcus Aurelius (161-180) reduced it to 75 percent. After the
reigns of Commodus (180—-192) and Septimius Severus (193-211),
the silver content of the denarius had been reduced to 50 percent.
These were rather minor devaluations, but during the string of pup-
pet emperors during the third century AD, rampant devaluation
began. By the reign of Gallienus (260-268) the silver content of the
coin had been reduced to about 4 percent, implying an inflationary
rise in prices of 25:1. Gallienus tried issuing as coinage masses of cop-
per flakes known as “billions,” but they were refused by the banks.

Aurelian (270-275), facing revolts and soldiers’ demands for pay-
ment in commodities, discovered a new form of inflation—issuing
coins at higher denominations—which allowed inflation to be unfet-
tered by the difficulty of reducing the silver content of coins still fur-
ther. The 20-denarii coin was solid copper with a light silvery wash.
Rebellions broke out, and Aurelian was murdered in 275.

As Rome reeled under both hyperinflation and increasing taxa-
tion, its economic decline accelerated. Diocletian (284-305) strove
to halt the inflation, even issuing reformed full-weight coins. How-
ever, he gave the coins a face value equivalent to the debased coins,
and as a result his new coins were simply hoarded and disappeared
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from circulation. Diocletian was surprised and dismayed by his faillure—
as we are today, for he was so close to success! The proper solution
would have been to allow the new coins to trade at their intrinsic value,
many times that of the debased coins that they would eventually
replace.

Having failed to restore a reliable hard currency, as Alexander,
Caesar, and Augustus had done, Diocletian reached for price controls
in his famous Edict of Prices of 301, which simply exacerbated the
problem by introducing a new impediment to trade. Although the
death penalty applied to violations of the price controls, they were a
failure and had to be repealed after many had been executed. As
hyperinflation reached its ultimate stage and the monetary system
broke down completely, Diocletian abandoned tax payments in coin
for payment in goods and services, which resulted in the spread of a
Soviet-style planned economy to provide support for the military.
The mighty Roman government had been reduced to barter.’

In the mid-fourth century one record shows the Roman denar-
ius had fallen 30,000,000:1 from its value under Augustus. The pro-
cess of increasing taxation and further debasement of the currency
led to the complete breakup of the market economy and the creation
of the feudal system. The Dark Ages had begun.

Powerful landowners were able to avoid the crushing tax load
through legal and illegal means, in effect making themselves inde-
pendent of the Roman state. Lesser landowners, driven into bank-
ruptcy, signed on as tenants to the large landowners. Some even
signed on as slaves, since slaves paid no taxes. Indeed, so many farm-
ers willingly signed themselves into slavery to avoid the tax collector
that in AD 368, Emperor Valens declared it illegal to renounce one’s
liberty in order to seek protection with a great landlord.

[t was during this time, as bankrupted farmers lost their land to
creditors, that the Christian church rose in popularity and imposed
its policy of no lending at interest. One of the earliest Christian
restrictions against lending at interest was made by the first general
council of the Christian church, the Council of Nicea, in the year
325, as the Roman economy collapsed. The council cited Psalm 15.
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The term usury eventually applied to any attempt to extract financial
gain from another’s misfortune, such as asking a higher price for
goods during shortages. Many aspects of the early Christian church
were socialistic in nature, a reaction to the disintegration of Roman
capitalism, and concentrated on providing for the needy. This oftered
a counterbalance to the more capitalistic focus of Judaism, which
continued to condone hard-nosed commerce in general and lending
at interest in particular. Finance was stifled in Europe by the Christ-
1an decrees until the fourteenth century, at which time Italy passed
new laws permitting interest lending, thus allowing the reappearance
of finance.

For another thousand years the European feudal system was based
on self-sufficient estates that operated primarily without money. The
system could be seen as a simple, diffuse form of communism, the
statist reaction to the collapse of the Romans’ capitalist empire. What
trade existed was carried on in independent towns, each of which
had their own tax and tariff systems, making trade with other towns
difficult. Roman law, which had bound the entire Mediterranean
world in one great circle of exchange, had been blown to bits. By
435, coins had fallen out of use in Britain, the outer reaches of the
Roman Empire, and they were not adopted again there for 200 more
years.

While Europe slept, the spirit of commerce was revived in China,
where the world’s first example of paper money (actually a sort of
payment transfer device) emerged in the early ninth century. The
Chinese used paper money for another 600-plus years, but the cycle
of devaluation and reform was incessant. A true paper currency was
developed in the early eleventh century by Szechwan merchants. The
government monopolized the printing of money soon after, in 1016,
and in 1020 note issuances had reached a point that historians have
compared to the 1920s inflation in Germany. The monetary chaos of
the period inspired Hung Tsun to write a Treatise on Coinage in 1149,
possibly the first text devoted to monetary affairs. The country suf-
tered another hyperdevaluation in the 1160s.
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The fourteenth-century Chinese historian Ma Twan-lin later ex-
plained:

Paper should never be money (but) only employed as a representa-
tive sign of value existing in metals or produce. . . . At first this was
the mode in which paper currency was actually used among mer-
chants. The government, borrowing the invention from private
individuals, wished to make a real money of paper, and thus the

original contrivance was perverted.*

Rampant devaluation under the Sung and Chin dynasties in the early
1200s preceded the invasion by the Mongols. The Mongol govern-
ments reinstated a hard silver currency, and under their rule Chinese
paper money reached its zenith. Marco Polo, who lived in China
from 1275 to 1292, described a Mongol paper currency that was
redeemable in silver:

Should any be desirous of procuring gold or silver for the purposes
of manufacture, such as drinking cups, girdles or other articles
wrought of these metals, they in like manner apply at the mint, and

for their paper obtain the bullion they require.’

Marco Polo returned to Europe with knowledge of both the
printing press and paper money. The first known use of the Chinese-
inspired printing press in the Western world occurred in 1294, almost
immediately after his return. The press was used, in fact, to print
money, specifically unredeemable notes circulated by the king of Per-
sia in the city of Tabriz. The king was suftering revenue difficulties
and was no doubt inspired by the success of the Chinese alchemical
magic, which apparently turned worthless paper into gold and silver.
He demanded, under penalty of death, that the unredeemable paper
be accepted at face value. But the citizenry refused to accept the
notes, and instead deserted the marketplaces. The experiment was
halted after two months.

The Mongols’ finest expression of a currency freely convertible
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into silver began in 1260, and by Marco Polo’s time the notes’
redeemability had already become rather spotty. Hu Zhiyu (1227—-
1295) compared the inconvertible notes to “orphans who had lost
their mother in childbirth” and blamed the resulting inflation on
an excessive quantity of notes in circulation rather than, as some
claimed, a shortage of goods or labor.’

After decades of relatively mild inflation, from about 1356 the
Mongols’ paper currency slid into extreme devaluation. Citizens
abandoned paper money for copper coins and barter. In 1368, a mas-
sive uprising, led by the unlettered peasant Chu Yuan-chang, drove
the Mongols from Beijing. The victorious Chu declared the begin-
ning of the Ming dynasty.

The Ming bureaucrats revived paper currency, but it was never
convertible and steadily lost value. In the 1430s, people once again
began abandoning paper currencies and trading in silver instead. By
1448 the Ming note had been devalued from a nominal 1,000 cash
(the Chinese word for their copper coins) to a market value of 3.
Apparently disgusted with the difficulties of paper currencies, by
1455 the Ming government had officially abandoned paper money
and engineered a return to a wholly metallic coinage that traded at
commodity value, which lasted into the nineteenth century.

However, this introduced a new problem. Because Chinese citi-
zens were now unable to use cheap paper as money, they were forced
to carry out commerce with expensive silver coins. The country’s
need for monetary silver exploded. In 1500 the highly advanced
and briskly growing Chinese economy already included as many as
100 million people, compared to about 60 million in all of Europe.
Although China had exported silver when it had used paper curren-
cies, from the mid-fifteenth century it imported silver in colossal
quantities, first from Japan and later from Europe, which in turn
would obtain it from the New World. The shortage of monetary
metals in Asia and Europe (pepper was for a time used as money in
some European cities) was a major motivation for the voyages of dis-
covery that followed Columbus’s voyage of 1492. Not only did the
Chinese obtain silver in trade with the Europeans, but shipped huge
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quantities directly from Acapulco, on the Pacific side of Mexico, to
Macau and Manila, from where it traveled onward to China. Accord-
ing to certain studies, in some periods half or more of the total silver
output of the Spanish mines crossed the Pacific, never even passing
through Europe.’

While silver was plentiful, and the arrangement was acceptable
enough, but especially after the mines of the New World ran out in
the early seventeenth century, the incessant outflow of silver from
Europe to China alarmed many, who interpreted the flow as a dimin-
ishment of wealth, though the Chinese traded all manner of luxury
items in return. This probably helped inspire the mercantilist policies
favoring trade restrictions and a retention of precious metals that
lasted through the eighteenth century. Like their Chinese counter-
parts, the European governments loved to stockpile titanic quantities
of bullion in their treasuries. The mercantilist confusion between a
trade deficit and an outflow of precious metals continues to this day.
The Chinese, whose own mines were relatively barren, in this way
also exposed themselves to the danger of a reduction of the supply of
silver from the West.

The Ming dynasty began its decline in the early seventeenth cen-
tury, with a series of seven tax hikes between 1618 and 1636. The sil-
ver coin was dramatically debased beginning around 1620, throwing
the economy into further turmoil. As mercantilist policies became
ascendant in Europe and Japan, the silver supply was choked off
beginning around 1640, which dealt a final blow to the already sput-
tering economy. The Ming dynasty ended in 1644.

Holland’s great economic success in the seventeenth century can be
traced in part to the establishment of the Bank of Amsterdam, in
1609, for the express purpose of producing a standardized gold and
silver coinage that traded as a 100 percent commodity money. The
Dutch did not try to hoard their precious metals, according to the
mercantilist orthodoxy of the day, but instead allowed free import
and export of bullion. Indeed, the Dutch produced full-weight coins
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specifically for export, which they used in all of their many interna-
tional trading endeavors. The Dutch coinage became the premier
international currency of its day. The result of maintaining a high
currency quality was that long-term interest rates in Amsterdam fell
to gold-standard levels of around 3 to 4 percent, a great boon to
financing the many adventurous and highly profitable trading expe-
ditions all over the globe, as well as domestic manufactures such as
textiles.

The English, amazed by the Dutch success and aware of the rel-
ative turpitude of their own economy, understood the critical impor-
tance of low interest rates. Interest rates for loans in England were
12 percent or higher at the time, typical for countries today with
poor-quality currencies and a history of devaluation. The mercan-
tilist theorists in England, however, did not associate the low interest
rates with the reliability of the Dutch currency and instead made
numerous proposals and experiments to lower English interest rates
by other means. Some suggested simply making higher interest rates
illegal, but this merely made lending illegal as well. Others suggested
making money plentiful. This was an impetus to devaluation and
currency manipulation, and also the now-famous mercantilist edicts
on the export of precious metal (reasoning that money would be
“more plentiful” if it was prevented from escaping the country).
None of these experiments enjoyed much success.

The solution was finally found by the philosopher John Locke,
who argued for the establishment of a reliable, full-weight coinage to
protect the relationship between creditors and debtors. His argu-
ments convinced Parliament and also Isaac Newton, who, in addition
to his scientific accomplishments, became the Master of the Mint and
held the position for 27 years. In 1697-1698 a recoinage was made at
a rate of 3 ounces, 17 pennyweight and 10.5 grains of silver per En-
glish pound. It was the first such recoinage since 1299.

Locke’s idea was revolutionary. Before Locke, few people in En-
gland even entertained the idea that the value of coins should be
stable and unchanging. Kings made coins to do with as they pleased,
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as they had for centuries. After Locke, the stability of monetary value
was held paramount. In 1717, the pound’s value was translated into
gold at 3 pounds, 17 shillings, 10.5 pence per ounce of gold, putting
England on a bimetallic standard with gold on top instead of silver.
The Locke definition of the British pound persisted (with lapses)
until 1931, a 233-year stretch of currency stability.®

Locke’s insistence on a stable unit of account to protect the rela-
tionships between borrowers and lenders was no doubt intrinsic to
the success of the Bank of England, which was created in 1694 in
order to provide a huge £1.2 million loan to the government to fight
the War of the League of Augsburg. The access to capital that the
bank provided reduced the temptation to resort to currency devalu-
ation for financing purposes, reduced the desire to stockpile ware-
houses of silver during times of peace to finance wars, and also
strengthened the redeemable paper currency system, which greatly
reduced Europe’s demand for precious metals and the consequent
competition for those metals with India and China. In this new envi-
ronment mercantilism declined and the classical principles of low
taxes, free trade, and stable currencies thrived, forming the basis for
the Industrial Revolution and the final sweeping away of the feudal
system.

After some initial difficulties, interest rates in England plum-
meted. For much of the eighteenth century, the British government
was able to borrow at less than 4 percent and infinite maturity. The
inherent conflict of the bimetallic standard was officially resolved in
1816, leaving Britain on a monometallic gold standard that eventu-
ally included the entire world. See Figure 2.1.

The Revolutionary War of the United States was largely a tax revolt,
not only against the rather modest impositions already in force but
also the looming threat of limitless future demands. Taxes in Europe
consumed 40 percent or more of peasants’ production at the time.
The most adventurous crossed the ocean and faced the uncertainties
of life at the edge of the great wilderness in order to enjoy a life that
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FIGURE 2.1 Britain: Yield on 2.5 Percent Consol Bond, 1700-2005

was almost tax free. They did not want to give it up. The war, how-
ever, was financed in large part by simply printing more money, and
the new country began its history with a hyperinflation. The Found-
ing Fathers were appalled by the results, and in the Constitution of
1789, they explicitly forbade the issuance of an unconvertible fiat
currency. A bimetallic gold and silver standard was established in 1792.

The new country was founded not only on the ideals of democ-
racy and congressional rule, but also on the classical economics
expressed by contemporary writers such as Adam Smith. As a result,
the United States, more than any other major country, abhorred the
encroachment of government on the private monetary sphere. For
much of the nineteenth century, the government had minimal influ-
ence on the monetary system, even going so far as to forbid the Trea-
sury to deposit any cash in private banks, lest it play favorites or gain
a lever with which to influence the financial system.

The U.S. government, which was still minimal in size and de-
pendent on tariffs for revenue, resorted to the printing press once
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again to finance the Civil War. The dollar was floated and devalued
in 1861, and a long deflationary struggle was waged before the dollar
was repegged to gold in 1879. Except for that lapse, and a smaller
offense during the War of 1812, the U.S. government demonstrated
that it kept its monetary promises through thick and thin, and, along-
side Britain, it helped to spread the gold standard worldwide in the
latter decades of the nineteenth century. The stable dollar, and the
almost complete absence of taxation, enabled the explosive growth of
the U.S. economy in the period to 1914. The U.S. government’s
commitment to the quality of its currency led to the dollar’s popu-
larity worldwide. After World War I and the Great Depression,
which plunged all of Europe into monetary disarray, the gold-linked
dollar became the world’s leading currency.

The first modern public bank in France was established in 1716 by
John Law, born in Scotland to a banking family. The bank was a great
success, and its profit from issuing banknotes lured the French gov-
ernment to nationalize the bank in 1718. Law was made the minister
of finance, and in a bit of financial derring-do, he swirled together
banknote issuances with an investment company (the Mississippi
Company) and a plan to pay off the government’s debts. Law was
soon issuing gigantic amounts of banknotes, and the resulting infla-
tionary fiasco was termed the Mississippi Bubble. In 1720, Law left
France in disgrace (and dressed as a woman) to spend the remainder
of his life in Vienna’s gambling dens. The French abandoned paper
money and returned to a wholly metallic currency.

In 1776, banking and paper currencies were again attempted in
France by a Scotsman and a Swiss. For 10 years the new bank main-
tained the value of its paper money, but beginning around 1786 the
bank began to make excessive loans to the heavily indebted govern-
ment, which was accompanied by overissuance of banknotes. The
French Revolution soon followed, but the revolutionary govern-
ments were even worse. They issued enormous quantities of fiat cur-
rency after 1789. Like the United States, modern France began with
a hyperinflation. By 1795, 100-livre notes traded for only 15 sous in
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coin. Riots broke out in Paris in May 1795, which led ultimately to
the rise of Napoleon. His Bank of France, established in 1800, put
France on a sound currency convertible into gold.

The French Revolution, like the American Revolution a few
years earlier, was, in essence, a tax revolt. Before the Revolution, as
much as 80 percent of citizens’ incomes were being confiscated by the
state. Afterward, that ratio dropped to around 30 percent. Napoleon
ignored his advisers and kept tax rates low. Combined with a sound
currency, France’s economy gained the might that allowed Napoleon
to march across Europe, sweeping away the remnants of feudalism as
he went and, like Caesar, reuniting the Continent in a great circle of
commerce. As for Napoleon himself, he was so wildly popular after
1801 that he was voted consul for life, and in 1804 he dared to
declare himself emperor, which stuck.

The outbreak of war with France in February 1793 incited a small
banking panic in England, which the Bank of England helped the
system weather, although the principles of central banking were still
to be discovered. A French invasion of Britain was widely expected,
and in February 1797 a small complement of French troops landed in
Wales. They mistook a distant gathering of women in Welsh costume
as British troops, and promptly surrendered. However, when rumors
of the invasion reached London, it touched off a banking panic, as
people redeemed their deposits for banknotes, redeemed their bank-
notes for gold, then took the gold and buried it in the ground. Gold
is money under any government, but banknotes would be worthless.

The Bank of England botched its management of the panic, and
its gold reserves were quickly depleted. On February 26, 1797, the
bank suspended the redeemability of its banknotes. The step was
expected to be of very short duration, but it was 24 years before
Britain returned to the gold standard. The British pound became a
floating currency, managed by the Bank of England. The bank had
numerous special advantages conferred on it at its inception, which
was common practice in the mercantilist era, and thus had an effec-
tive monopoly on banknotes. Although the bank had no intent to
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devalue the currency, the natural tendency, particularly since the
bank profited from the issue of banknotes, was toward oversupply.
For most of the next two decades the pound’s value floated down-
ward and Britain suftered inflation.

The inflation, averaging 3 to 4 percent per year, was mild by
modern standards, but to a country that had enjoyed a century of
sound money it was deeply disturbing. The debate raged between
those who wanted a return to gold convertibility at the prewar par-
ity, and those who wished to continue with the floating pound. The
arguments of the latter were considered rather ridiculous at the
time—they claimed the fall of the pound on the foreign exchange
market, the fall against gold, and the persistent rises in prices had
nothing to do with the quantity of money issued by the Bank of
England—but to adopt the policy of the former group would have
meant intentionally inducing a recessionary deflation even as Britain
was fighting a war. The result was political gridlock. The defeat of
France in 1815 provided the catalyst for action, greatly aided by large
tax cuts in that same year as the wartime income tax was eliminated
and other taxes reduced. From 1815, the pound gained value, and a
resumption of full convertibility at the prewar parity was accom-
plished in 1821—two years ahead of schedule.

The deflation caused some hardship, particularly in the agricul-
tural sector. But the tax cuts and return to sound money set the stage
for an incredible economic expansion that lasted until the 1870s, a
period in which Britain’s government continued to cut taxes almost
every year (as it enjoyed persistent budget surpluses), pay down its
debts, promote free trade worldwide, finance investment all over the
globe, and eventually solve one of the most vexing problems of bank-
ing, the liquidity-shortage crisis.

The tide turned back toward socialism and economic nationalism
in the 1870s. A series of bad harvests during that decade pushed
European governments to grasp at relief measures, and they turned
away from free trade and back to protectionism. Laissez-faire ideol-
ogy, which had left out any place in its theory for what has today
become state welfare systems, offered no way to address the suffering
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of economic contraction. The danger of incredible suftering even
during boom times was made apparent by events such as the Irish
famine of 1846, and that decade also saw the rise of nascent social-
ism, including the publication of Marx’s Communist Manifesto in
1849. But there was as yet little theory or experience of integrating
welfare programs within a growth framework, and governments
instinctively grasped at the protectionist and cartelist policies of pre-
ceding centuries. Protectionist tariffs are a poor system of welfare, for
a decay of economic health is the inevitable result, leading to still
more economic contraction. Worse yet, unlike domestic taxes, tarifts
can also cause economic contraction in the country’s trading part-
ners, which too often leads to retaliation, more tariffs, and further
contraction. Even after the poor harvests of the 1870s, the agricul-
tural sectors of European economies were threatened by large-scale
competition with imported foodstufts, made possible in the 1880s
and 1890s by improvements in railroads and steamships.

Germany began on the path of cartelization and protectionism
beginning around 1869, which accelerated in the 1880s. Tarifts were
pushed higher in 1879, 1890, 1902, and 1906. Between 1879 and
1885, 76 cartels were established. France raised tariffs after a terrible
harvest in 1875—and raised them again in 1881, 1892, 1907, and
1910. The United States, which had raised protectionist tarift barri-
ers at the beginning of the Civil War, raised them again in 1890 and
1897. Switzerland, Italy, and Russia joined in the game, with peri-
odic rounds of rising tariffs.

As a result of the new trade barriers, the world economy’s growth
tapered oft in the period from 1870 to 1914, and some industrial sec-
tors in all countries suftered due to the convulsions in trade. Britain
did not retaliate in the tariff wars, but the new recessionary pressure
led Britain to adopt a series of welfare programs beginning in the
1870s, made possible in part by the adoption of an income tax. The
higher taxes slowed Britain’s growth rate, and many historians mark
the beginning of the decline in British economic power at 1870,
although the slowdown in growth before the World War I was trivial
compared to what came afterward.
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The agricultural difficulties and policies of economic nationalism
that began in the 1870s caused increasing international friction, and
in response, European governments steadily increased their military
outlays. France spent 3.1 percent of gross domestic product on its
military in 1873; by 1904, this had risen to 4.0 percent, and to
4.8 percent in 1913. British spending rose from 2.0 percent in 1873
to 3.2 percent in 1913; Germany’s rose from 2.4 percent to 3.9 per-
cent; Italy’s rose from 1.9 percent to 5.1 percent. Germany’s standing
army steadily grew in line with its military expenditures, from about
400,000 men in 1874 to 750,000 in 1914.”

With the rise of economic nationalism and beggar-thy-neighbor
trade and cartel policies, it is probably no coincidence that the years
from 1884 to 1900 also saw an expansion of empires worldwide, as
governments struggled to include sources of labor and raw materials
within their empire’s free-trade zone—or simply squabbled over
then-useless land, which might become useful in coming decades
and centuries. Governments hoped colonies would provide a “mar-
ket for finished goods and a source of raw materials,” in other words,
everything they had lost as free trade was abandoned. If countries
would not cooperate with each other, then each country would be
led to establish an empire that could be economically self-sufficient.
In those 16 years, the British Empire expanded by 3.7 million square
miles and 57 million people; France annexed 3.5 million square miles
and 36 million people; Germany built an empire of a million square
miles and 17 million people. The United States government was rel-
atively inactive in the rush to empire because it was still digesting its
western territories and could find all the markets and raw materials
it needed on the North American continent. Nevertheless, the
U.S. government found time to grab Cuba, the Philippines, Alaska,
Hawaii, Puerto Rico, and Guam, not to mention a few of the
Solomon Islands and a piece of Panama. Belgium began developing
the Congo. Italy went into North Africa. Russia and Britain dueled
in central Asia. Japan took Korea, Taiwan, and a chunk of Mongolia.
By 1914, the world had been completely divvied up, and the empires
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went toe to toe over already-accounted-for areas such as the Balkan
remainders of the decaying Ottoman Empire.

The monarchs of Europe eventually resolved the growing eco-
nomic conflict in the traditional manner—warfare. But industrial,
mechanized warfare proved intolerable, and the ultimate casualties of
the war were the monarchs themselves. Europe’s crowned heads of
state were swept away and replaced with parliamentary bodies that
were more likely to find a way to resolve conflicts before they erupted
into violence.

Though rising tarifts were suppressing free commerce between
major European countries, from around 1865 to 1914 the world
enjoyed a monetary and financial unification greater than had ever
been achieved before. The Bank of England’s gradual mastery over
the issuance of convertible, gold-backed banknotes and its under-
standing of lender-of-last-resort operations drew admiration and imi-
tation from around the globe. Beginning around 1870, the gold
standard was adopted worldwide, and by 1900 every major economy
in the world was on the gold standard except for China, which was
still on a metallic silver standard. Trade within empires remained free,
and Britain’s great empire remained a free trading zone for all coun-
tries. As transportation and communications improved, the world
was bound together in a circle of commerce that was not equaled
again until the 1980s. It was the first great age of globalization, made
possible by a hard-money system that encompassed the globe.

The unification of government implied by empire allowed a great
expansion of trade and investment, much of it between the home
country and the emerging markets of the empire’s new territories.
Joint stock companies were deregulated in Britain in 1863, and the
691 joint stock companies of 1863 expanded to 1,600 around 1882
and 7,000 in 1914. Investment trusts (mutual funds), developed in
Britain in the 1880s and 1890s, became very popular, especially for
foreign investments. Investors, particularly British investors, grew
more willing to accept paper promises from foreign countries in
exchange for goods rather than demanding other goods and precious

37



GOLD: THE ONCE AND FUTURE MONEY

metals in trade, and as a result foreign investment flourished. London
became the world’s banker and insurer, and British capital flowed
around the world. Net foreign investment several times rose above
6 percent of British gross domestic product, and on the eve of World
War I it climbed to nearly 9 percent. In 1914, 44 percent of total
world foreign investment was coming from Britain, which was
investing nearly as much abroad as it was domestically. Much of this
fountain of capital was flowing to wholly undeveloped areas. In 1914,
Britain was investing nearly twice as much capital in Africa as it was
in European countries (due in part, no doubt, to European tariffs)
and nearly four times as much in Latin American countries. From
1880 to 1914, British exports of goods and services averaged around
30 percent of national income, a stupendous figure. Britain had made
itself rich; now it was setting about making the entire world rich.

This was made possible, of course, by the world gold standard cen-
tered around London and the Bank of England. Investors, importers,
and exporters did not have to worry about foreign exchange fluctua-
tions; tariffs within the empire were low; and Britain’s legal system,
which it exported to its colonies, reduced the legal and political uncer-
tainties. The Bank of England’s commitment to the gold standard was
unwavering, and as a result it was able to hold together the world gold
standard with only a pittance of gold in reserve. The enormous capital
flows did not cause never-ending crises, as they are accused of today.
The world monetary system remained unruffled. For decade after
decade, hard money stayed hard; exchange rates stayed fixed; interest
rates remained low; and gold remained the basis of it all. Though the
period had its share of financial excitement, not to mention a number
of wars—the Spanish-American War, the Boer War, and the Russo-
Japanese war, not to mention the Balkan skirmishes and threats of war
leading to the outbreak of violence in 1914—it was the world’s finest
expression of currency stability, before or since.

All of that changed with the outbreak of war in 1914. Britain never
officially went off the gold standard, but in 1914 Britain’s banks
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quietly suspended specie payments and removed gold coins from
domestic circulation. This step, as in 1797, was conceived as a tem-
porary emergency expedient, but it became permanent. Overseas
movements of gold were prevented by the hazards of shipping during
wartime. Once again, the pound had become a floating currency.
Although, as was the case during the Napoleonic Wars, the Bank of
England had no overt inflationary policy, the pound, freed from the
discipline of convertibility, drifted downward. This pushed interest
rates higher, and the British government, which had paid 2.5 percent
for capital only a few years earlier, financed the war at an exorbitant
5 percent. Countries across Europe similarly floated their currencies
at the onset of war. An era of soft money began.

After the war, the European powers once again moved back
toward the prewar system of hard money that had been so successtul.
In 1920, after hostilities had ceased, Britain chose to deflate the
pound back to its original parity of 3 pounds, 17 shillings, 10.5 pence
per ounce of gold, just as it had after Napoleon’s defeat in 1815.
However, there was one major difference: In 1815 Britain’s govern-
ment undertook a gigantic tax cut, eliminating wartime taxes and
giving the economy, and the currency, a tremendous boost. But after
World War I, the government decided to retain wartime tax rates
(which had been doubled from their prewar levels) to pay oft war
debts, and the combination of deflation and high taxes drove the
economy into recession. The pound regained its redeemability at the
prewar parity in May of 1925, though Britain suftered from the defla-
tion and excessive taxes throughout the 1920s as the economy grad-
ually adjusted to the new monetary conditions. The situation was so
bad that in 1926 workers staged a general strike.

The rest of the world, left with floating currencies after the war,
struggled along with Britain to rebuild the gold-based monetary sys-
tem that prevailed before the war. The franc had lost 80 percent of its
value during the war. A British-style return to prewar parity was
unthinkable, as it implied increasing the franc’s value by a factor of 5.
After fluctuating wildly, the franc was effectively repegged to gold by
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the end of 1926 at prevailing rates, and in this way France avoided the
deflationary effects that Britain was suffering at the time. France’s
government also cut taxes dramatically, and in the late 1920s the
French economy roared alongside that of the United States. Many
other countries took a similar course, and by the end of 1926 the
world gold standard was again operating in 39 countries.

Germany did not follow Britain’s example by returning the mark
to its prewar parity of 4.2 marks per U.S. dollar after the war ended.
In 1918, at the end of hostilities, the mark had fallen to around
8 marks per dollar, a devaluation similar to that of the British pound.
However, the government then ran the printing presses to meet fis-
cal demands, which were especially great due to the crushing com-
mitments required by the Treaty of Versailles. The value of the mark
fell to 184 per dollar in 1921, 7,350 per dollar in 1922, and finally
4.2 trillion per dollar in November of 1923. One reason the govern-
ment continued its devaluation policy to its reductio ad absurdum is
that the printing presses managed to stay one step ahead of people’s
expectations, and the resulting money illusion actually produced
low unemployment. In October 1922, when the hyperinflation was
going full bore, registered unemployment in Germany was only
1.4 percent, compared with 14 percent in Britain. Low unemploy-
ment did not hide the impoverishment of the middle classes or the
declining productivity of the economy, however, and as citizens were
reduced to barter and revolution threatened, Germany was one of
the first of the European countries to return to a semistable currency,
in late 1923, and finally to the gold standard in 1924. The other
countries that suftered hyperinflation after the war were also quick to
readopt the gold standard: Austria in 1923, Poland in 1924, and Hun-
gary in 1925.

The United States was the sole major power to stick to the gold
standard through the war, although its commitment was rather shaky
between 1917 and 1920. Also, unlike Britain, it slashed back its high
wartime tax rates beginning in 1921. While much of Europe strug-
gled through deflation and recession, the United States enjoyed a
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boom built on low taxes and hard money, which gained momentum
throughout the decade as taxes fell further.

An intense worldwide trade war, touched oft by the threat of the pas-
sage of the Smoot-Hawley Tarift Act in the United States in Octo-
ber 1929, and the tarift’s imposition in 1930, brought an end to the
economic expansion and pushed the world toward depression.
Domestic tax hikes piled up worldwide, and under the strain, argu-
ments for devaluation began to look attractive. During the summer
of 1931, Austria and Germany devalued and floated their currencies,
followed by Britain on September 19, 1931. The rest of the world
tollowed, and the world gold standard, which had been painstakingly
and laboriously re-created in the 1920s, again fell to pieces. In
1933-1934, Roosevelt devalued the dollar from its parity at $20.67
per ounce of gold, its rough value since 1792, to $35 per ounce.
However, unlike other major currencies, the dollar did not float, but
remained pegged to gold. Roosevelt suspended the convertibility of
outstanding banknotes, and for good measure he also outlawed pri-
vate holdings of gold for nondecorative uses.

Whatever the economic effects of this plan, it had certain attrac-
tions for the U.S. government: By confiscating citizens’ gold at
$20.67 per ounce and then devaluing the dollar to $35 per ounce, the
government produced for itself a windfall of $2.8 billion, about equal
to a year’s worth of tax revenue.

The thrills of wholesale beggar-thy-neighbor devaluation soon
wore oft, and already by 1932 Britain was moving toward stabilized
currencies. Nor did the dollar devaluation of 1934 produce the ben-
efits its advocates promised, and afterward, Britain, France, and the
United States began rebuilding the world monetary system. Begin-
ning in 1934, Britain and France moved to construct a currency sys-
tem based around the U.S. dollar, and in 1936 the three governments
formalized the Tripartite Agreement to establish a system of stable
currencies. The currencies of the three countries would be held sta-
ble to each other, and since the U.S. dollar was still linked to gold at
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$35 per ounce, the system was linked to gold. Once again, a world
gold standard had been reconstructed, but it was a rather crude and
messy one, and it had only one tie to gold: the willingness of the U.S.
government to keep the dollar pegged to gold at $35 per ounce. A
meeting of leaders at Bretton Woods, New Hampshire, in 1944
served to formalize the system already in place and also to create
the World Bank and International Monetary Fund to further add
strength and stability to the system.

As a result of the reestablishment of the worldwide gold standard,
World War II could be cheaply funded at gold-standard interest rates.
Britain, which had paid 5 percent on its bonds during the floating-
pound period of World War I, funded World War II at an average rate
of around 2.25 percent. Twenty-seven-year U.S. war bonds yielded
2.5 percent. The U.S. dollar did slip somewhat against gold during
this period, but both countries stuck close enough to gold that they
were able to avoid both the turmoil of wartime currency devaluation
and the bitter eftects, after the war, of returning a devalued currency
to its prewar parity. Wars are fought with munitions, not money, and
the productivity decline caused by currency instability can only re-
duce the war-making eftectiveness of an economy.

The defeated Axis powers were in somewhat worse shape after
the war. Germany ended the war under high taxes, price regulations,
and a rationing system that had all but destroyed the monetary econ-
omy. Cigarettes and chocolate circulated as currency. In 1948, Ger-
many’s brilliant economics minister Ludwig Erhard (who had read
the works of Ludwig von Mises even as they were banned in Hitler’s
Germany) replaced the worthless reichsmark with a deutsche mark
linked to gold—or, more properly, linked to the dollar, which was in
turn linked to gold via the Bretton Woods arrangement. Erhard lifted
regulations on prices and rationing and radically slashed tax rates.
The three primary spheres of economic management—taxes, money,
and regulation—were at last lined up in growth mode, and Ger-
many’s economic recovery after the war was soon dubbed a miracle.

Japan found its way onto the same growth path as Germany,
aided by Joseph Dodge, a Detroit banker who was put in charge of
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monetary affairs by the U.S. occupation administration. (He had just
finished helping Erhard in Germany.) The yen, which had traded
near ¥2 per dollar in 1929, finished the war at around ¥4.5 per dol-
lar, but was grossly devalued afterward under the oversight of the U.S.
occupation government. Japan suftered hyperinflation. Dodge swept
away rationing and price controls, and repegged the yen to the dollar
at ¥360 per dollar in 1949, or ¥12,600 per ounce of gold. That rate
lasted until the monetary turmoil of 1971.

Japan had been given an insanely repressive tax system by the
U.S. occupation administration. Beginning in 1950 and continuing
throughout the 1960s, Japan, like Germany, slashed away at taxes
incessantly. Combined with the gold-linked yen, the result was an
explosion of economic activity. The Japanese postwar economic mir-
acle bettered even that of the Germans.

The Bretton Woods era was clouded by incessant turmoil as gov-
ernments refused to abide by the passive discipline of the gold stan-
dard and currency boards and instead attempted to implement their
own domestic monetary policy. The two came into constant conflict.
Unwilling to acknowledge the source of their problems, govern-
ments reached for coercive measures such as capital controls and trade
restrictions. The breaking point was reached when President Richard
Nixon pressured the Federal Reserve to stimulate the economy with
easy money in the face of impending recession and an upcoming
presidential election. The Fed complied, and, as the dollar’s value
sagged, the dollar’s gold convertibility came under increasing strain.
In the second week of August 1971, the media reported that France
and Britain planned to convert their dollar holdings into gold. On
August 15, Nixon foiled their plans by suspending gold redeemabil-
ity. Because the dollar was the Bretton Woods system’s only link with
gold, the act in effect separated the entire world monetary system
from its gold foundation. The end of the world gold standard was the
most significant economic event of the past 50 years. It was consid-
ered a temporary measure.

As the dollar was devalued, countries around the world broke
their dollar links to keep from getting dragged down with the dollar.
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(Britain was the exception, and took the opportunity to outdevalue
the dollar.) By early 1973 the Bretton Woods system had disinte-
grated completely, and currencies everywhere floated. The United
States led the world into inflation. The dollar, worth %s ounce of
gold since 1934, was eventually devalued to a nadir of %50 ounce at
the end of the Carter administration. During the Bretton Woods
period the dollar had become the world’s primary currency, and with
devaluationist rhetoric in the air all governments were ultimately
sucked into the inflationary vortex. The inflation interacted with the
steeply progressive tax systems in place worldwide to set off tax hikes
in the form of bracket creep, if not outright tax hike legislation, as
recession hobbled government revenues, and the combination of tax
rate increases and inflation pushed countries everywhere into eco-
nomic decline.

Once again, the citizenry searched for a hard-money champion
and found one in Ronald Reagan, who was elected president in
1980. Reagan came close to including a return to the gold standard
as part of his 1980 campaign platform, and he brought up the gold
standard throughout his presidency, but he was repeatedly talked out
of it by his anti-gold monetarist advisers. However, R eagan did man-
age to stop the devaluation trend of the dollar and currencies world-
wide with the help of Federal Reserve Chairman Paul Volcker. Once
again, the world started on the difficult path to hard currencies.

Although the one-way devaluation was halted, the dollar fluctu-
ated wildly between $300 and $500 per ounce of gold during the
1980s. Volcker’s successor, Alan Greenspan, tamed the volatility of
the dollar still further, keeping it closer to $350 per ounce, and as a
result spared the U.S. economy from monetary turmoil during
much of the 1990s. However, Greenspan did little to halt a rise in the
dollar beginning in 1997, which set oft monetary crises around the
world.

The European governments, who are more sensitive to exchange
rate fluctuations due to the trade integration of their economies, have
sought a return to a fixed-rate system since the breakdown of Bret-
ton Woods. France never wavered from its commitment to fixed rates,
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especially with Germany. They began with the “Snake” in the 1970s,
a crude and mostly unsuccessful attempt to maintain fixed rates with-
out currency boards, a central monetary authority, or a gold link.
Plans for a common currency began in the severe monetary turmoil
and inflation of 1978. In 1979 the European Monetary System was
developed, and enjoyed a little more success due to the relative mon-
etary stability of the 1980s, but it was still not based on currency
board—type pegs and was troubled by constant instability. Central
rates were adjusted every 8 to 12 months. Faced with high unem-
ployment due to tax and regulatory errors, European governments
ached to fiddle with their currencies. In 1991 the Maastricht treaty to
unify Europe under a single currency was ratified, and on January 1,
1999, the euro was born. The euro began as a commitment for euro-
zone countries to link their currencies through a currency board sys-
tem guided by a single central bank, the European Central Bank, and
in 2002 banknotes issued by the ECB replaced those issued by indi-
vidual governments. A collection of central European governments
are planning to adopt the euro within 10 years.

Dollarization is being seriously considered throughout Latin
America and has already been implemented in Panama, Ecuador, and
El Salvador. Japan has been quietly floating proposals to link together
an Asian currency bloc, but mismanagement of the yen over the past
two decades has scared off all takers. The euro project could also fail
if mismanagement of the euro is so severe or unnecessary fiscal con-
straints so onerous that governments decide they would be better off
on their own.

The world has been in a soft-money cycle since 1971, but since
1980, the world has been slowly inching back toward the kind of
fixed-rate free market system it enjoyed in the 1750s, 1880s, and
1960s. The advantages of a hard currency have become clear to all,
but the monetary authorities have held back, perhaps acknowledg-
ing on a deep level that they do not yet have the institutional knowl-
edge to manage such a system. That is mostly a matter of time; the
world will probably find its way back to a hard currency one way or
another.
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CHAPTER 3

SUPPLY, DEMAND,
AND THE VALUE
OF CURRENCY

How the Value and Quantity of Money
Are Regulated by Central Banks

The value or purchasing power of money depends, in the first instance,
on demand and supply.

—John Stuart Mill, Principles of Political Economy, 1848’

The relation between the demand for money and the supply of money,
which may be called the money relation, determines the height of pur-
chasing power.

—Ludwig von Mises, Human Action, 1948

Monetary authorities can control the supply of a currency, but they
cannot directly control the demand for the currency. If the market
demands less currency than the authorities are cranking out, the
value of the currency falls. That is exactly what is happening with
the euro. To call the decline in the euro “irrational” simply evades the
responsibility that the European Central Bank has in maintaining the
value of the currency.

—Deutschebank foreign exchange analyst Ken Landon, 2000°

Despite claims to the contrary, proper currency management is sim-
ple. A currency’s value is determined by the balance of supply and
demand. The currency is supplied by the issuer of currency, which
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today are central banks. The currency is demanded by anyone world-
wide who wishes to hold the currency.

Whenever supply is growing relative to demand, the currency
loses value. Whenever supply is shrinking relative to demand, the cur-
rency gains value. When supply maintains an equal relationship with
demand, stable currency value results.

Everybody knows that if a central bank increases supply (i.e.,
“prints money”’) willy-nilly and far in excess of demand, the curren-
cy’s value will fall. However, this is not the only means by which
inflation can take place. If demand shrinks and supply does not shrink
accordingly, the result is that supply grows relative to demand and the
value of the currency falls. It is possible for the currency’s value to fall
even when supply is shrinking—if demand is shrinking even faster.

A fall in supply relative to demand will push the currency’s value
higher. This can happen through a contraction of supply, but it is also
common to find that the demand for a currency can increase sharply.
This will raise the currency’s value even if supply is stable or growing.

All fluctuations in a currency’s value, which can be noted in the
foreign exchange market and currency’s exchange rate with gold, are
the result of the mismatch of supply and demand.

Money is supplied by institutions with the power to create money. In
the past, private commercial banks created money. At other times,
money has been created by government treasury departments or min-
istries of finance. Today, money is created by central banks, although
central banks were not created for that purpose.

Today, money is rarely printed in the first instance, but rather
comes out of a very special checking account at the central bank that
nobody puts any money into. The central bank will buy something on
the open market, usually either domestic government bonds or for-
eign currencies, and will pay for the purchase with its magic checking
account, creating an increase in the seller’s bank account. In a normal
transaction, A has a bond and B has $1,000, and afterward, B has a
bond and A has $1,000. The amount of money in circulation does not
change. However, if A sells the central bank a bond, A’s account is
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credited with $1,000, but no account is debited. New money enters
circulation. This money ends up as bank reserves, which can be re-
deemed for paper banknotes on demand. If the government does not
have sufficient paper currency in its vaults, it prints new currency to
meet this request. Thus, increasing the money supply by buying bonds
with the magic checkbook is equivalent to printing money.

Supply can be reduced through the opposite process. If the cen-
tral bank sells a bond to A, A’s account is debited, but no account is
credited. The money simply disappears. One can imagine the issuer
of currency “running the printing press backward.” Central banks
today have enough bonds or other assets to buy back the entire sup-
ply of money available. The U.S. Federal Reserve, for example, can
buy up every single dollar in the world. Thus, it can supply any
amount of money, from zero to infinity.

Even if a central bank, or government, did not have enough assets
to purchase currency, it could issue new bonds or eliminate currency
taken in from tax revenues.

The central bank is in a nice position here. It can buy things with
money it simply creates out of nothing. The profit inherent in pro-
ducing money is known as seignorage, a word signifying that it has
long been considered the right of kings. However, it does not have to
be done by governments. Many of the early commercial banks, in
eighteenth-century Scotland, for example, specialized first in print-
ing paper money (replacing metallic coinage) and only later diversi-
fied into making loans. As private institutions, they profited from
money creation in the same way that governments profit today.
Today, the interest income from the roughly $800 billion of govern-
ment bonds held by the privately owned Federal Reserve is remitted
to the U.S. Treasury, after deducting the operating expenses of the
central bank. (At least, that is the official story.)

The money that is created by the Fed’s magic checking account is
known as base money and consists primarily of Federal Reserve Notes
(i.e., paper currency, dollar bills) and bank reserves, which are deposits
of commercial banks with the central bank and are recorded electron-
ically at the central bank. Only the Fed can create base money, and the
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Fed can create no other type of money except for base money. Paper
bills make up the majority of base money. At this time, the U.S. Fed-
eral Reserve counts about $812 billion of base money, with $750 bil-
lion in bills and coins, and $62 billion in bank reserves. During the
1990s, U.S. base money grew at an average rate of 7.14 percent per
year.

The term base money 1s used because upon the base of base money
sits a much larger pyramid of credit. A bank deposit is not money, but
1s actually a kind of debt instrument, a bond that must be repaid at
the request of the lender, called the depositor. As a bond, it pays inter-
est. While the amount of base money available is determined to the
dollar by the central bank (at least insofar as bills are not destroyed or
lost by their holders or created by counterfeiters), the amount of
existing credit can change according to a nearly infinite number of
factors.

Thus it 1s incorrect to say that “banks create money.” Only the
Federal Reserve creates base money. Banks can only create credit,
which does not alter the supply of base money, but which may have
an effect on the demand for base money. Actually, anyone can create
credit, simply by making a loan. Credit is not money.

The money supply figures cited by economists today are usually
statistics about a certain kind of credit, M2 + CDs, which consists of
bank deposits and time deposits. This is just one, somewhat arbitrary,
definition, a statistical fudge, chosen because certain theorists noticed
a vague relationship between this figure and nominal gross domestic
product, which is just another statistical fudge. These figures are largely
irrelevant. The only purpose of the M statistics and their cousins is to
guide the central bank’s management of the supply of base money.
But with the dollar in use all over the world, statistics about the United
States alone are meaningless. A staft member of the International
Monetary Fund estimated that as little as 10 to 15 percent of all the
U.S. currency held outside of banks is used inside the United States.
The rest 1s being used outside of the country—by foreign central
banks, in dollarized countries and countries where business is con-
ducted in dollars, by travelers, smugglers, drug cartels, tax evaders,
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and foreign commercial banks—as the international currency of the
world.* Roughly two-thirds of all the dollars in the world are in the
form of $100 bills, a denomination almost never seen in the United
States.

The ideas of money and credit are easily blurred in discussions
today, but they are very distinct. Credit is a type of contract denom-
inated in money. Credit may expand whenever borrowers and lend-
ers decide that it is in their mutual benefit to do so. The supply of
money may expand to accommodate this new economic activity.
Often, this is the case when economic conditions are good. This
expansion of credit is not a “monetary expansion” and is not infla-
tionary, because it does not alter the value of the currency. Likewise,
a contraction of credit in the event of an economic downturn is not
a “monetary contraction” and is not deflationary.

All monetary transactions take place with base money. It may
seem that you can buy things with “money in your bank account,”
which is a loan to the bank (bond), or “money in your money mar-
ket account,” which 1is technically an equity shareholding in an
investment fund that purchases short-term debt instruments, but that
is because the bank automatically takes care of the messy details
regarding the repayment of your bank credits in base money. Check-
ing or other banking transactions take place with base money—
specifically, banking reserves, which are maintained at the central
bank.

The term monetary refers primarily to changes in the value of the
currency, and the term financial refers primarily to changes in credit
relationships. A crisis may have both monetary and financial charac-
teristics. If you lose your job and cannot pay your mortgage, you are
suffering a financial crisis, not a monetary crisis. If you are unfortunate
enough to be caught in a hyperinflationary period, you are suffering
the effects of a monetary crisis. However, one effect of hyperinflation
could be to solve your financial crisis: It is much easier to repay debts
with devalued currency. (This is one attraction of inflation.) Your
lender, however, may suffer a financial crisis due to the monetary cri-
sis, since its loans to you will become worthless.
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The Federal Reserve, since it neither lends nor borrows today,
also does not “create credit,” which is another name for the same
thing. The Fed has very little power besides its ability to create and
destroy base money. The primary question it faces is how much base
money to supply, and when. All of the statistical and policy structures
in existence today are aimed at solving this question.

Demand for base money emerges from the citizenry’s interest in
holding money. Demand changes from minute to minute, second to
second. It is inherently chaotic and unpredictable. Virtually every act
involving money changes the demand for money in some way, large
or small. By taking a coftee can of bills to the bank, the holder’s per-
sonal demand for money falls. By collecting bills in a can, the holder’s
personal demand for money increases. There is no way to measure
the demand for money directly.

[t might seem that a person’s demand for money is limitless, but
that is not the case. A person’s demand for the things that money can
buy may be limitless, but the demand for money itself is limited. If
you have $10 in your wallet, you may decide that this is insufticient
for the expenses you might face over the day, and so you go to the
bank to withdraw cash. You have personally demanded more base
money. If the bank runs out of cash, it will request more from the
Treasury, and if it runs low on reserves, it will acquire additional
reserves from the Federal Reserve (that’s how the Fed got its name).
However, if you have $1,000 in your wallet, you might decide this is
excessive and go to the bank to deposit the money in your account,
thus reducing your demand for base money. You have traded your
money for a bank deposit, which is a type of bond.

Every other person or corporation or government in the world is
making similar calculations, and in aggregate this constitutes the de-
mand for money. There is no money that is not held by someone
or some organization. “The economy” as an entity does not demand
money. Money is not some sort of hydraulic substance whirling
through the economy’s machinery. People demand money—and in
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the case of the U.S. dollar, people all over the globe, not merely those
in the United States itself. Because it is based on the decision of indi-
viduals and individual circumstance, it 1s easy to see why the demand
for money is variable and unpredictable.

Modern money can be recognized as the non-interest-bearing
debt of the government. The citizenry decides how much govern-
ment debt it chooses to hold as non-interest-bearing debt, for use in
transactions, and how much as interest-bearing debt, as longer-term
assets. Here the opportunity cost of using money—namely, the inter-
est forgone—is apparent, which describes why the demand for money
1s limited. As a corollary, the opportunity cost increases along with
the increase in nominal yields on government bonds. This implies
that people will tend to be more willing to hold non-interest-bearing
cash when interest rates are low and less willing when interest rates
are high.

Notice how easily the aggregate demand for money can change
due to any number of factors. For example, if people are accustomed
to using paper money, but then adopt debit cards or credit cards or
other techniques that reduce the need to carry paper bills, the de-
mand for money can shrink, or at least not grow as quickly as before.
If the central bank fails to accommodate this relative reduction in the
demand for money, the result would be a fall in the value of the cur-
rency, or inflation. Likewise, a mania for keeping one’s wealth in the
form of banknotes in home safes (as happened recently in Japan)
could well increase the demand for money, which must be supplied
by the central bank if it is to avoid a deflation. Before the beginning
of the year 2000, many central banks printed enormous supplies of
paper bills, fearing that the demand for money would explode as peo-
ple took precautions against a breakdown of the electronic payments
system.

The demand for money tends to grow in sympathy with the
economy. A larger, faster-growing economy tends to demand more
money. A smaller, slower-growing or shrinking economy needs less
money. The demand for money often moves in anticipation of future

53



GOLD: THE ONCE AND FUTURE MONEY

economic performance, so policy changes or even offhand com-
ments by politicians and government officials can immediately affect
the demand for money, and thus the foreign exchange market.

The demand for money often varies cyclically. For example, in
Japan, where the use of paper money is high and banks are tradition-
ally closed on weekends, people withdraw large amounts of cash on
Fridays to pay for all their weekend expenses. The demand for paper
bills rises. During the weekend, these bills move from people’s wal-
lets to the cash registers of shops and restaurants. On Monday the
shops and restaurants deposit the money back in the bank, and the
demand for money falls.

The demand for money also varies over the course of the year—
tfor example, during tax time or anytime large numbers of transac-
tions might be made, like the end of the month or the end of the
fiscal year. Historically, harvest season in the autumn was a time when
many monetary transactions were made, raising the demand for
money and credit. The need to accommodate these large short-term
changes in the demand for money led to the development of central
banking in the nineteenth century.

A central bank, or other monetary authority, with a policy of cur-
rency stability will adjust the supply of base money in response to
changes in demand. If the currency’s value is rising, the central bank
knows that its supply is insufticient. It buys bonds on the open mar-
ket, creating new supply, until the currency’s value again returns to
its target value, such as a parity with gold bullion. If a currency’s
value is falling, the central bank can sell bonds on the open market,
shrinking the supply of money.

If it wishes, the central bank can buy and sell currency on foreign
exchange markets. In that case, the central bank ends up with debt of
foreign governments instead of domestic debt. Except for that small
technicality, the process is the same, and the effects are essentially the
same as well.

Though this system of managing supply to meet demand may
seem foreign at first, it actually served as the basis of currency
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management from at least the seventeenth century to the early
1970s, and it remains a common feature of monetary systems today.
To illustrate how the system works, let’s take an everyday example:
the exchange rate between dollars and quarters.

There aren’t just dollar bills in the U.S. monetary system, but
actually several currencies: pennies, nickels, dimes, quarters, $1 bills,
$5 bills, $10 bills, $20 bills, $50 bills, $100 bills, and electronic bank
reserves. Each one has a supply (there are a certain number of pen-
nies in circulation) and each one has a specific demand. You need
quarters to pay parking meters, dollars to pay tips, twenties to buy
clothes, and hundreds to make large illegal transactions. Each one
also has a specific value and exchange rate: four quarters exchanging
for a dollar bill, and 10 dollar bills exchanging for a $10 bill.

How does the government manage these 11 discrete currencies?
How does it know how many dimes to produce and how many $10
bills? Why don’t their exchange rates fluctuate? These are not trivial
questions. There is nothing intrinsic to either the quarter or the dol-
lar bill, such as their metallic content or commodity value, that forces
one be exactly four times as valuable as the other. Nor can govern-
ment edict alone force a fixed exchange rate. It would only cause a
black market in coins and bills.

If there were a shortage of quarters relative to dollar bills, for
example, eventually someone wishing to use a parking meter or Laun-
dromat would offer three quarters for a dollar bill. Their exchange
rates would fluctuate.

Instead, the U.S. government is willing to trade one for the other,
and 1in this way adjusts the supply of each to meet its demand. The
currencies are convertible, or redeemable. If you have four quarters
and want a dollar bill, you can take it to a commercial bank. For you,
at that instant, the value of four quarters was less than that of a dollar
bill. Your personal supply of quarters exceeded your personal
demand, and your personal supply of dollar bills was short of your
personal demand.

The bank may later trade the quarters with someone who has an
excess of dollar bills. But if the bank already has plenty of quarters
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and can’t find anyone who wants to accept them in trade—in other
words, if there is an aggregate surplus of quarters—it will take them
to the government in trade for bank reserves or dollar bills. The gov-
ernment will accept the quarters and make the trade. The effect of
the trade is to remove the excess quarters from circulation and add
dollar bills. The supply of quarters shrinks and the supply of dollar
bills increases. In this way, the values of quarters and dollar bills are
held at a fixed rate of exchange.

It 1s a very simple step to extend this example to real-world cur-
rencies. If you substitute yen, franc, mark, and pound tor penny, dime,
quarter, and $5 bill, you get a rough description of the international
monetary system of the 1950s and 1960s. From 1999 to 2001, the
central banks of the eurozone fixed their currencies together through
the same mechanism, while they awaited the issuance of universal
paper bills and coins. Was this difficult? No problems were noted.

In the 1960s, a penny was worth Y100 of a dollar. A yen was worth
Y560. Why should a yen be any harder to stabilize than a penny?

The Japanese government pays its employees in yen. But you can’t
buy U.S.-made goods with yen. You must have dollars. Because the
Japanese government, the supplier of yen, does not trade yen for dol-
lars, and thus does not manage the supply of yen in order to maintain
a fixed ratio of value with the dollar, yen holders must turn to some-
one—anyone—willing to trade dollars for yen. The yen is a floating
currency.

But imagine that the Japanese government agreed to trade yen for
dollars at a fixed rate, just as the U.S. government is willing to trade
pennies for dollar bills. Any excess yen would arrive daily at the gov-
ernment’s doorstep, with hands outstretched for dollars. And if there
were a shortage of yen, people would show up at the government’s
doorstep with dollars in exchange for yen. In this way the government
would know whether its supply of yen was excessive or insufficient
compared to dollars, relative to a certain exchange rate, or parity. As
long as the Japanese government dutifully adjusted the supply of yen
in accordance with the market signals it received at its dollar window
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(the oftice where people came to exchange dollars and yen with the
government), the exchange rate between yen and dollars would be
fixed, just like the exchange rate between pennies and dollars. During
the 1950s and 1960s, when the yen was linked to the dollar at a fixed
rate of ¥360 per dollar, this mechanism was in active use.

Japan, in eftect, used a currency board. Countries that use currency
boards have no discretionary monetary policy. The system auto-
matically adjusts to market conditions, just like the system that main-
tains dollars and quarters at a fixed rate. That is why fixed-rate systems
such as currency boards are market-based systems, while a floating cur-
rency, in which a government determines the money supply through
its policy boards, 1s a centrally planned system that is directly analogous
to the central planning of industry practiced by the Soviet Union and
other such communist governments.

Often a mistake 1s made here by people who confuse money and
credit. It is not the responsibility of a currency board to guarantee the
debt liabilities of banks. For example, Mexico, using a currency board
with a 1:1 peso/dollar exchange rate, may have a monetary base of’
10 billion pesos and currency reserves of 10 billion dollars. Mexican
banks may have 100 billion pesos in deposit liabilities. If depositors
choose to withdraw all their deposits from the banks and hold them as
banknotes, then banks have to come up with 100 billion pesos in base
money. The Mexican banks would borrow 100 billion dollars on the
worldwide dollar money market and take the dollars to the currency
board office for exchange into pesos. The Mexican monetary base
would expand to 110 billion pesos, and foreign reserves would also
expand to 110 billion dollars. In this case the U.S. Federal Reserve
would act as the lender of last resort for the Mexican financial system.

It may seem at times that currency boards fail, as happened in
2001 in Turkey or Argentina, but actually the currency boards were
abandoned voluntarily in the midst of crises that were caused by
other factors.

A gold standard is simply a system that uses currency board—type
mechanisms of supply adjustment to peg a currency, not to another
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country’s currency, but to gold, the universal currency of human-
kind. The exchange rate with gold, more commonly termed the price
of gold, remains fixed.

Instead of using the system of convertibility, a peg could be based
on currency market prices. When the peso falls against the dollar,
from US$1.00 to US$0.98 for example, the Mexican central bank
would sell peso-denominated Mexican government bonds on the
open market, extinguishing the pesos received in trade and reducing
the supply of pesos. When the peso rose against its parity (say, to
US$1.02), the central bank would buy bonds, increasing the supply
of pesos. In this way, the peg would be maintained even without con-
vertibility. It is not necessary to have any foreign reserves at all to
operate a currency board—type peg. A central bank maintains control
over its currency even if it runs out of reserves, domestic or foreign,
as long as it has some way of altering the supply of base money.

Since central banks have virtually no powers except to increase
and decrease the supply of base money, all of the different policy
frameworks that have been tried over the years—gold standard, cur-
rency board, monetary aggregate targeting, currency basket, interest
rate peg, consumer price index targeting, and so forth—difter only in
their targets, which are merely red-light/green-light signals that show
when and how much to adjust the supply of base money. The pres-
ent monetary system in the United States is almost identical to a cur-
rency board or gold standard in operation, differing only in its choice
of policy goals. It uses short-term interest rates as a target rather than
the value of foreign currencies or gold. When the short-term inter-
est rate rises above the target level, the Fed buys government debt
securities on the open market, creating new base money. This ends
up as bank reserves and tends to increase the funds available for bor-
rowing, thus pushing down the interest rate. When the short-term
interest rate sags below the peg, the Fed sells bonds, taking dollars in
return and extinguishing them. This reduces bank reserves, shrinking
the funds available for borrowing, which tends to drive up the inter-
est rate.

Of course, if a central bank is adding and subtracting base money
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in response to an interest rate peg policy, it cannot do so in response
to a currency board or gold standard policy. To enjoy the benefits of
a currency board or gold standard, governments must abandon the
urge to manipulate the economy by twiddling interest rates.

Pegging a currency to another through supply adjustment is a fine
and effective technique, but that alone does not produce a stable cur-
rency. You can’t peg the yen to the dollar and the dollar to the yen
and solve all your problems. A Mexican peso pegged to the U.S. dol-
lar would mean the exchange rate between the two would be fixed,
but that does not mean that the currencies would not fluctuate in
value in absolute terms. They would simply fluctuate in parallel, just
as quarters and dollar bills do. In the end, there needs to be some
concept of an absolute standard of value. Having the quarter, dollar
bill, and $10 bill pegged to each other, as they are today, does not
prevent inflation or deflation. Though the notion of monetary value
can sometimes seem abstract, the effects of changes in the value of a
currency are a very real and tangible phenomenon.

The relative value of currencies can be seen in the free market for
currencies. If the U.S. dollar is trading for 200 yen, and soon there-
after the dollar is trading for 100 yen, then the value of the dollar rel-
ative to the yen has fallen by half, and the value of the yen compared
to the dollar has doubled. However, it is not possible to know from
the foreign exchange market alone whether the dollar’s absolute
value has fallen or the yen’s has risen, or whether there has been
some combination of the two. It could be that the yen’s value has
fallen in halt while the dollar’s has fallen by a factor of 4 (as in the
1970s). Or perhaps both have risen (as in 1999-2000). When central
bankers of different countries meet, they often argue about which
country is responsible for changes in exchange rates. These argu-
ments usually end unresolved.

How does the central bank know the absolute value of a cur-
rency? This is indeed a real problem. A perfect measure of absolute
monetary value does not exist, but humans have decided over thou-
sands of years of experimentation that gold is the best approximation
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of stable value available, and one that, despite its minor flaws, works
rather splendidly in practice. Gold’s value varies very little. Gold thus
serves as the measuring rod against which the value of currencies can
be measured. Gold has been used as a monetary benchmark for mil-
lennia, its stability confirmed by centuries of experience.

Even if the monetary authorities chose, for whatever reason, to
ignore gold, or if gold didn’t exist, nevertheless they would still need
some way of gauging the value of their currencies—through obser-
vations of the bond market, foreign exchange rates, commodity
prices, and so forth. Gold simply makes this conundrum quite a bit
simpler than it would otherwise be.

The price (or value) of money is not expressed by interest rates.
An amazing number of people to this day continue to confuse the
price of money, which can be found in a relative sense in the cur-
rency market and in an absolute sense in the gold market, and the
price of credit, which can be found in the short-term debt market,
or money market. Actually, the rate of interest is the price of borrow-
ing capital, which is not money per se but the time and labor, repre-
sented in money units, of the citizenry.

Here is John Stuart Mill, a great economist of his era, trying to
straighten out this basic misunderstanding way back in 1848:

It is unfortunate that in the very outset of the subject we have to
clear from our path a formidable ambiguity of language. The Value
of Money is to appearance an expression as precise, as free from
possibility of misunderstanding, as any in science. . . . But unfortu-
nately the same phrase is also employed, in the current language of
commerce, in a very different sense. . . . Borrowing capital is uni-
versally called borrowing money; the loan market is called the
money market; those who have their capital disposable for invest-
ment on loan are called the monied class; and the equivalent given
for the use of capital, or in other words, interest, is not only called
the interest of money, but, by a grosser perversion of terms, the
value of money. This misapplication of the language, assisted by

some fallacious appearances which we shall notice and clear up
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hereafter, has created a general notion among persons in business,
that the Value of Money, meaning the rate of interest, has an inti-
mate connexion with the Value of Money in its proper sense, the

value or purchasing power of the circulating medium.’

Mill is being careless when he equates the value of money with
its “purchasing power.” This is a crude generalization, easily misun-
derstood, and the better classical economists have always labored to
distinguish the difterence between the value of a currency and what
it can buy in the moment. It is quite common that, immediately after
a currency is devalued, its purchasing power is largely unchanged, as
prices have not yet adjusted to the devaluation. On the other hand, if
you get on a plane from New York City to dollarized Ecuador, you
would find the purchasing power of your dollars changed dramati-
cally, although of course their value is the same. As David Ricardo, a
successful speculator who, in his early retirement, became one of the
finest economists of the early-nineteenth century, explained in 1817:

It has been my endeavor carefully to distinguish between a low
value of money and a high value of corn, or any other commodity
with which money may be compared. These have been generally
considered as meaning the same thing; but it is evident that when
corn rises from five to ten shillings a bushel, it may be owing either
to a fall in the value of money or to a rise in the value of corn. . . .

The eftects resulting from a high price of corn when produced
by the rise in the value of corn, and when caused by a fall in the

value of money, are totally different.’

A hundred and thirty-two years later, Ludwig von Mises, one of
the leading classical economists of the twentieth century, struggled
against the same misunderstanding;:

It is a popular fallacy to believe that perfect money should be neu-
tral and endowed with unchanging purchasing power, and that the

goal of monetary policy should be to realize this perfect money. It
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is easy to understand this idea as a reaction against the still more
popular postulates of the inflationists. But it is an excessive reac-
tion, it is itself confused and contradictory, and it has worked havoc
because it was strengthened by an inveterate error inherent in the
thought of many philosophers and economists. . . .

Changes in the purchasing power of money, i.e., in the ex-
change ratio between money and the vendible goods and com-
modities, can originate either from the side of money or from the
side of the vendible goods and commodities. The change in the
data which provokes them can occur either in the demand for and
supply of money or in the demand for and supply of the other

goods and services.”

Prices can change for all manner of reasons, one of them being a
change in the value of the monetary standard. A price change alone
does not imply a change in the value of the currency. To take a sim-
ple example, when a country institutes or raises its sales tax, the price
of goods increases by the amount of the tax. Indexes such as the con-
sumer price index will reflect the price rise. This is not a monetary
phenomenon—though, unbelievable as it may seem, central bankers
have often reacted as if it were, with predictably bad results.

There is no “price index” in real life, no “general price level,” just
specific prices for specific goods and services at specific times and
places. The cost of a transistor has famously collapsed to near zero. Is
this a change in the value of money? Of course not. At the same
time, the cost of San Francisco real estate skyrocketed. This was not
a monetary effect, either, although it is intimately related to the price
of transistors.

Prices difter depending on where something is purchased, and this
is the motivation for comparison shopping. Prices change dramatically
in short periods of time—at an after-Christmas sale, for example.
Prices even change depending on the amount purchased. Any visitor
to a discount store knows that prices can fall dramatically if you buy in
bulk, although a stockbroker has the opposite experience. None of
these are monetary phenomena. The notion of comparing goods from
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different time periods is particularly dubious. What can be gleaned
from comparing the price of a 1990 Toyota Camry automobile with a
2000 model? In the end, statistical efforts such as the consumer price
index are more effective than should be expected, given the absurdity
of their task, but they remain academic exercises that have no counter-
part in the real economy. They are not “real.” The common practice
of taking a genuine, tangible market-generated artifact, such as an
interest rate, and combining it with a statistical abstraction to create a
“real interest rate” is an exercise in gross misrepresentation. Commodi-
ties indexes tend to be better, since it is easier to compare the prices of
wheat or oil today with those of 20 years ago, and the commodities are
internationally traded in broad, standardized markets. But commodi-
ties, too, have large nonmonetary price swings, caused by drought,
flood, war, or countless other things.

Even the most basic commodities change over time. Beef today,
grown with hormones and antibiotics and dubious feed substances,
on government subsidy, is considerably different from the hormone-
free, range-fed beef of the 1950s or 1880s. This difference is evident
in the large premium paid for 1950s-style beef, now called “organic”
beef, in supermarkets. The same holds true of genetically modified
corn.

Prices are supposed to change. The information transmitted in
changing prices organizes the market economy. Prices are an
avenue of communication by which the citizenry cooperates in its
productive endeavors. The great productive advantage the market
economies have over the centrally planned economies is the effi-
ciency with which information is transmitted through market price
changes. “Stable prices” is a nonsensical goal. The real goal is a sta-
ble currency, which allows prices to form without being molested
by monetary distortion (i.e., inflation and deflation).

Economic development itself can cause a general rise in prices. In
a developing country, it may be possible to get lodging for $3 a night
or a haircut for $0.50. Even if the currency of the country is pegged
to the U.S. dollar (as has often been the case), one would expect
prices to rise relative to those in the United States as the country
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becomes more wealthy, with prices eventually resembling those in
fully developed countries. Even within a country, a region that is
enjoying a boom may experience a general rise in prices, while prices
might fall in regions that are losing appeal. When prices in Tokyo are
supposedly 20 percent higher than in New York, endless commen-
taries appear about the exchange value of the yen and the balance of
trade. Yet nobody thinks it out of the ordinary that prices in New
York City might be 50 percent higher than those in Buffalo or
Rochester.

The same thing, of course, happens to wages. Rising incomes is
the whole point of economic development. At the beginning of its
industrialization, a country has an average per capita income of
$1,000 a year. Three decades of development later, the country’s cit-
izens are making $10,000 a year. This is not inflation.

Income or corporate taxes are cut, and the stock market rises.
Real estate becomes more valuable. This is not inflation.

To straighten out the confusion between price changes that are
due to monetary distortion and those that are not, inflation is defined
here strictly as a fall in the currency’s value (as would be reflected in
the currency’s exchange rate with gold) and deflation as a rise in the
currency’s value. In other words, inflation and deflation are defined
as strictly monetary phenomena. Price changes due to other factors
can be called a noninflationary price rise. Von Mises termed these “cash-
induced” and “goods-induced” price changes. Odd as it may seem
today, the terms inflation and deflation originally had strictly monetary
meanings, as von Mises explains:

The notions of inflation and deflation . . . were not created by
economists, but by the mundane speech of the public and of politi-
cians. They implied the popular fallacy that there is such a thing as
a neutral money or money of stable purchasing power. From this
point of view the term inflation was applied to signify cash-
induced changes [declining currency value]| resulting in a drop in

purchasing power, and the term deflation to signify cash-induced
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changes [rising currency value] resulting in a rise in purchasing
power. . . .

The semantic revolution which is one of the characteristic fea-
tures of our day has also changed the traditional connotation of the
terms inflation and deflation. What many people today call infla-
tion or deflation is no longer the great increase or decrease in the
supply of money [causing a change in currency value], but its inex-
orable consequences, the general tendency toward a rise or a fall in
commodity prices and wage rates. This innovation is by no means
harmless. It plays an important role in fomenting the popular ten-
dencies toward inflationism.

First of all, there is no longer any term available to signify what
inflation used to signify. It is impossible to fight a policy which you
cannot name. Statesmen and writers no longer have the opportunity
of resorting to a terminology accepted and understood by the pub-
lic when they want to question the expediency of issuing huge
amounts of additional money. They must enter into a detailed analy-
sis and description of this policy with full particulars and minute
accounts whenever they want to refer to it, and they must repeat this
bothersome procedure in every sentence in which they deal with the
subject. As this policy has no name, it becomes self-understood and
a matter of fact. It goes on luxuriantly.

The second mischief is that those engaged in futile and hope-
less attempts to fight the inevitable consequences of inflation—the
rise in prices—are disguising their endeavors as a fight against infla-
tion. While merely fighting symptoms, they pretend to fight the
root causes of the evil. Because they do not comprehend the causal
relation between the increase in the quantity of money on the one
hand and the rise in prices on the other, they practically make
things worse. . . . Thus the confusion of inflation and its conse-
quences in fact can directly bring about more inflation.

It is obvious that this new-fangled connotation of the terms
inflation and deflation is utterly confusing and misleading and must

be unconditionally rejected.’
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Thus the concept of value is independent of any other single price in
the economy, and certainly independent of statistical price indexes.
Commodities price indexes, made up of goods that change little from
decade to decade, such as wool or wheat, are observed to be stable in
the long term under a stable currency, but of course may fluctuate
greatly in the shorter term due to weather, wars, tariffs, economic
conditions, or any number of other factors. Some thinkers have con-
cluded that value is ultimately a representation of the most basic eco-
nomic good, namely, the time, ability, and labor of humans: capital.
Economies are ultimately manifestations of human effort. But it is
not necessary to verify or quantify this claim to make use of the con-
cept of value. Gold, the most monetary of commodities, has been
chosen as the best existing measure of value available. It is difficult to
say how accurate gold is as a measure of value, because if a more
accurate measure existed against which gold could be compared, we
would use that as a measure of value instead of gold.

When measuring things, the usual terminology is to denote the
number of measurement units per the thing being measured. Thus
we say that “Steve is 1.75 meters tall,” not “Steve’s length is 0.5714
Steves per meter.” It would make sense to refer to currency values
the same way: “$100 is worth 2.87 ounces of gold” instead of “$35
per ounce of gold.” This book shall refer to currency values in the
traditional terminology, but it must always be remembered that, in
virtually all instances, due to gold’s stability of value, changes in the
currency/gold ratio represent changes in currency value.

Supply, demand, and value: These are the fundamental concepts of the
classical view of money. They are simple, but their implications are
far-reaching. The model implies that issuers of money, such as today’s
central banks, have full control over their currencies. No currency is
at the mercy of “the market.” If the currency is deemed too low, the
central bank need only contract supply. If the currency is too high,
the central bank need only expand supply.

This model ignores interest rate difterentials, the balance of pay-
ments, capital flows, price levels, growth rates, differences in taxation
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systems, tariffs, government debts and deficits, unemployment rates,
stock market movements, savings rates, or any other such thing.
These things may affect the demand for money and are thus of inter-
est to currency traders, but since virtually everything aftects demand
there is no reason to single out specific influences.

The ideal currency is as stable and unchanging in value as the
meter, liter, or kilogram. The notion that currencies need to be
adjusted to economic conditions is wholly erroneous, except to the
extent that the adjustment may correct prior monetary error. Califor-
nia, for example, has 36 million people, more than most of the coun-
tries of Europe. If price, trade, or growth statistics were kept for
California, they would often diverge from the rest of the United States.
Does this mean California needs its own currency? Of course not.

All the currency fluctuation in the world is due to the actions of
central banks. The monetary authorities’” traditional responsibility is
to match supply with demand, producing a stable currency. The fact
that central banks have recently ignored this responsibility, indeed
hardly know that it exists, does not absolve them of blame for all of
the monetary disasters of the past 30 years—every single one. Incom-
petence is a poor excuse.

It is true that many countries have tried and failed to peg their
currencies, with disastrous currency crises often the result. This is
because such governments did not properly use supply adjustment to
maintain the peg. Often the peg is maintained by some form of gov-
ernment coercion. The end result of this strategy is that either the
government becomes extremely coercive, with draconian capital and
exchange controls and the like, or the desire of the world citizenry to
trade on its own terms overwhelms the coercive powers of the gov-
ernment. With a proper currency management system, no govern-
ment coercion is necessary, because the government follows the
dictates of the market by adjusting supply.

Instead, governments try to influence currency markets through
large-scale sales or purchases of foreign currencies, thus “scalding the
fingers of speculators.” This is merely another form of government
coercion, and the government’s coercive powers are represented by
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its foreign exchange reserves, the “bullets” with which it “punishes”
the currency markets.

Like all artificial price controls, these “foreign exchange inter-
ventions” are destined for failure. When combined with an interest
rate peg policy, they typically do not alter the supply of domestic cur-
rency available and thus have little effect on the value of the domes-
tic currency. The money that is taken out of circulation by the
foreign exchange intervention is immediately returned to circulation
by the interest rate peg, a process known as sterilization. The supply of
money is no different than if there had been no intervention at all.
The exchange rate i1s perturbed for a short period, but soon after
reflects again the fact that the supply of currency is unchanged.
Rather than supporting the currency, after the intervention, the cur-
rency’s value may fall further, for it has become apparent that the
central bank is incompetent. Speculators, betting on continued blun-
ders by the monetary authorities, sell the currency short in enormous
quantity. The monetary authorities soon run out of foreign reserves
with which to conduct their short-term market perturbations, and
the currency falls like a stone.

Central banks adopt this nonsensical approach because of a mis-
guided attempt to separate domestic monetary policy from foreign
monetary policy. Today they are even overseen by different depart-
ments—in the United States, the Treasury 1s in charge of foreign mon-
etary policy and the Federal Reserve is in charge of domestic monetary
policy. This bizarre arrangement has been replicated all over the world.

There is only one currency, and it has only one supply, one
demand, and one value. It cannot be made to do two things simulta-
neously. Domestic monetary policy is typically based on interest rate
targets. Foreign monetary policy is based on exchange rates. But in try-
ing to accommodate these two policy frameworks, the central banks
can do only one thing—adjust the supply of money, either in terms of
the interest rate target or the exchange rate target. At some point the
two come into conflict, in which case usually the interest rate target
takes priority, the exchange rate target is abandoned, and the eftects of
foreign exchange intervention are sterilized. (If the foreign monetary
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policy takes precedence and the interest rate target is abandoned, the
system 1in effect becomes a currency board—like mechanism.) To main-
tain the two impossibly contradictory policy goals, central banks inter-
vene in currency markets in a losing battle, not with the market, but
with their own domestic monetary policy, screaming in anguish as they
bang themselves in the head and shoot themselves in the foot. This
farce 1s a source of great hilarity for those who understand it, and for
some speculators, a source of enormous profits.

Governments attempted to cleave monetary policy into two
because, during the period from 1935 to 1980, they wished to incite
an inflationary boom without suftering a fall in the currency’s value.
It 1s impossible to devalue and not devalue a currency at the same
time, as those governments that have attempted it have amply proven.
Although few major governments pursue devaluation actively and
overtly today, having learned their lessons the hard way during the
1970s, nevertheless they have inherited an operational framework
designed for devaluation. Most of the academic, intellectual, institu-
tional, and policy structures in the world today are relics from the era
of inflationism. They cannot be used to create a stable monetary sys-
tem, and must be discarded.

69






CHAPTER 4

INFLATION,
DEFLATION,
AND FLOATING
CURRENCIES

The Eftects of Monetary Distortion
on the Economy

Inflation is a persistent fall in the value of a monetary standard.
National inflation is the fall in value of a specific national monetary
standard. Multinational inflation refers to the decline in value of more
than one national standard. . . . Contemporary understanding of the
inflation issue is hardly better than it was several centuries ago,
despite the sophistication of very large economic models involving
great mathematical and statistical sophistication but very primitive
economic understanding.

—Economist Robert Mundell, 1975'

If the Italians or Romans did in the end make such alterations
[debasement], as appears from ancient bad money sometimes to be
found in the country, this was probably the reason why their noble
empire came to nothing. It appears therefore that these changes are
so bad that they are essentially impermissable.

—Nicholas Oresme, De Moneta, circa 1360

In theoretical investigation there is only one meaning that can ration-
ally be attached to the expression inflation: an increase in the quantity
of money ... that is not offset by a corresponding increase in the need
for money . .. so that a fall in the objective exchange value of money
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must occur. Again, deflation (or restriction, or contraction) signifies a
diminution of the quantity of money . . . which is not offset by a corre-
sponding diminution of the demand for money . .. so that an increase
in the objective exchange value of money occurs.

—Ludwig von Mises, The Theory of Money and Credit, 1912°

Inflation: 3. Undue expansion or increase, from overissue;—said of
currency.

Inflationist: One who favors an increased or very large issue of
money.

—Webster’s Dictionary, 1913

Inflation 1s defined as a decline in the currency’s value. It will first be
noted in the currency’s exchange rate with gold, and likely in the
foreign exchange market and the international market for commodi-
ties. Inflation will eventually result in rising prices, but that is only
one of its many deleterious effects. Inflations are sometimes acciden-
tal, but often they are intentional, in which case they are known as
currency devaluations.

The temptation to devalue can be intense, and as a result inflation
is common throughout history. Attention always focuses on those
parties who will benefit from the devaluation, while those who suf-
fer, inevitably a greater number, are easily overlooked. Inflation is
sometimes perceived as a redistribution policy, a sort of welfare sys-
tem. A brief illusion of economic health can be created. As a result,
governments and their economic advisers have often reached for
currency devaluation to cure apparent problems, though inflation
doesn’t solve the problems and instead creates new ones.

The submerged desire to devalue the currency, in a time of crisis,
1s the only real reason for government manipulation of the monetary
system today. The private sector is perfectly capable of managing a
stable currency on its own. In the nineteenth century, noninterven-
tion in monetary affairs was a first principle of government in both
Britain and the United States.
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The dangers of inflation have been understood for a very long
time:

Lenin was certainly right. There is no subtler, no surer means of
overturning the existing basis of Society than to debauch the cur-
rency. The process engages all the hidden forces of economic law
on the side of destruction, and does it in a manner which not one
man in a million is able to diagnose.

—John Maynard Keynes, “Inflation and Deflation,” 1919*

[Currency devaluation] occasions a general and most pernicious
subversion of the fortunes of private people; enriching in most
cases the idle and profuse debtor at the expense of the industrious
and frugal creditor, and transporting a great part of the national
capital from the hands which were likely to increase and improve
it, to those which are likely to dissipate and destroy it.

—Adam Smith, Inquiry into the Nature and
Causes of the Wealth of Nations, 1776

[Currency devaluation] discourages all prudence and thrift. It
encourages squandering, gambling, reckless waste of all kinds. It
often makes it more profitable to speculate than to produce. It tears
apart the whole fabric of stable economic relationships. Its inex-
cusable injustices drive men toward desperate remedies. It plants
the seeds of fascism and communism. It leads men to demand
totalitarian controls. It ends invariably in bitter disillusion and col-
lapse.

—Henry Hazlitt, Economics in One Lesson, 1946°

Although there are countless scourges which in general debilitate
kingdoms, principalities, and republics, the four most important (in
my judgment) are dissention, [abnormal] morality, barren soil, and
debasement of the currency. The first three are so obvious that
nobody is unaware of their existence. But the fourth, which con-

cerns money, is taken into account by few persons and only the
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most perspicacious. For it undermines states, not by a single attack
all at once, but gradually and in a certain covert manner.

—Nicholas Copernicus, “Treatise on Debasement,” 1517’

I say that a thing which tends to bring a realm to ruin is disgrace-
ful and harmful to the king and his heirs, my first premise; that it
extends and changes [the kingdom] to a tyranny, my second, and
that it does so by alteration of the coinage, my third.

—Nicholas Oresme, De Moneta, circa 1360°

The first panacea for a mismanaged nation is inflation of the cur-
rency; the second is war. Both bring a temporary prosperity; both
bring a permanent ruin. But both are the refuge of political and
economic opportunists.

—Ernest Hemingway

What happens when a currency’s value falls in half? The eftects of
inflation are myriad, and virtually all economic relationships are dis-
torted. The notion that inflation is merely “rising prices” is laughably
simplistic. Here we will suggest only a few of the most obvious phe-
nomena.

For this example, imagine that a currency had a value of $100 per
ounce of gold, then fell quickly to $200 per ounce, where it was
restabilized.

The most obvious effect would be in foreign exchange markets,
where the currency’s value would fall in half compared with other
stable currencies. Foreign holders of debt would see half of their
principal vanish. Wages and expenses in the devaluing country would
also fall by half, in gold terms, which would mean that companies
would be able to sell their products for much less, thus undercutting
international competitors. Imports would double in price. Any for-
eigners who had borrowed in the devalued currency would experi-
ence an instant windfall.

Other countries don’t much like this competitive devaluation, as
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it is the epitome of unfair trade. They may react with protectionist
tariffs or with devaluations of their own.

Prices in the devaluing country would eventually adjust to the
devalued currency. In other words, something that cost $100 (equiv-
alent in value to one ounce of gold) before the devaluation will tend
to cost $200 (equivalent to one ounce of gold) afterward. However,
this price adjustment process, in practice, can take a very long time to
tully play out. Prices for internationally traded commodities will tend
to adjust first, typically within a year or so of the devaluation. Other
prices (medical expenses, rent, education expenses, etc.) can take up
to two or even three decades to fully adjust. The slowness of adjust-
ment is due in large part to the existence of long-term contracts.
Anyone with a long-term lease, for example, will enjoy predevalua-
tion rents for as long as 20 years. Homeowners with 30-year fixed-
rate mortgages enjoy effectively the same advantage. Companies with
long-term debt will find their debt obligations lightened. These
companies can thus keep their prices lower, and the companies’ cus-
tomers thus enjoy somewhat lower costs as well. As leases expire and
are renewed at postdevaluation prices, as homes are sold to new buy-
ers, as corporate debt matures and fixed capital is replaced at postde-
valuation prices, the higher costs are passed on to consumers, who in
turn must ask for higher wages to maintain their standard of living,
which in turn raises costs for their employers. We can imagine a large
crowd of people shuffling from point A to point B while attempting
to keep the relationships between each other unchanged. This is a
rough sketch of how the multiyear adjustment process takes place.

Economies that have experienced regular devaluation, such as
might be found in Latin America, will tend to have much shorter
contract lengths, and the adjustment process can be much quicker.

This effect of rising prices is a typical target of public scorn, but
it 1s a natural and benign process by which the citizenry renegotiates
price relationships that were disrupted by the change in the value of
the currency, in this way returning the economy to its highest pro-
ductive state. The faster this price rise happens, the faster the econ-
omy can adjust and reach a new equilibrium.
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As prices adjust to the new monetary conditions, they do not do
so in parallel. Workers do not demand higher wages in perfect lock-
step. There is no one “price level,” represented by a single variable in
economists’ algebraic simplifications, but only billions of prices. Nor
1s there one “wage level,” but only millions of individual contracts
between employers and employees. Price adjustments take place on a
piecemeal basis. Each change introduces an arbitrary alteration in the
relationships between economic actors, and each alteration produces
arbitrary winners and losers.

In the period after World War I, when the British pound had
been devalued and floated, the young John Maynard Keynes wrote:

Such changes [in the value of money] have produced in the past,
and are producing now, the vastest social consequences, because, as
we all know, when the value of money changes, it does not change
equally, for all persons or for all purposes. A man’s receipts and his
outgoings are not all modified in one uniform proportion. Thus a
change in prices and rewards, as measured in money, generally
affects different classes unequally, transfers wealth from one to
another, bestows affluence here and embarrassment there, and
redistributes Fortune’s favors so as to frustrate design and disap-

point expectation.’

At this point it should be clear that basing central bank policy on
the consumer price index (CPI) is purest foolishness, since this statis-
tic, besides being subject to endless nonmonetary factors (including
purposeful government manipulation), is absurdly insensitive and re-
flects changes in currency value from as much as two or three decades
earlier. CPI indexes tend to be heavily weighted toward housing,
health care, and education, three sectors that adjust to devaluation
very slowly.

Monetary distortion also distorts profit and loss, and since profit
determines the use of scarce capital, capital is misallocated. Some
industries, possibly commodities industries, get too much capital,
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while others get too little. Perfectly good businesses go bust, and
mediocre businesses enjoy an artificial success. Of course, this is
wasteful and inefficient.

Since prices eftectively fall in half if the value of the currency falls
in half, demand for goods can increase. After all, who doesn’t like a
half-oft sale? Devaluation often creates an artificial inflationary eco-
nomic boom, which is much loved by devaluationists in government.
In the United States during the 1970s, for example, official real gross
domestic product growth was often over 5 percent. But this just illus-
trates the unreliability of official statistics: Everyone living at the time
agreed that the economy was steadily worsening. This false boom
effect is the infamous inflationary overheating.

Unfortunately, genuine economic growth is often mistaken for
an inflationary overheating, with predictably bad results as the gov-
ernment attempts to correct for nonexistent inflation by crippling
the economy through tax hikes and more monetary tomfoolery.
Inflation can create a false growth, but genuine growth does not
cause inflation. Translated into the terms of classical economics,
“growth causes a decline in currency value” is nonsense. There i1s no
known limit to how fast economies can grow with a stable currency.
During the 1960s, on a gold standard (and thus a situation in which
nominal equals real), Japan’s economy experienced nominal growth
rates in excess of 20 percent per annum. If this was possible with all
the flaws in policy of that time, probably growth rates in excess of 30
percent per annum could be achieved under optimal conditions.

One of the most insidious eftects of devaluation is on the tax sys-
tem. If an income tax is progressive (i.e., higher tax rates at higher
income), then the eftects of devaluation will be to throw people into
higher tax brackets. Rates intended for the superrich fall on doctors
and lawyers; rates intended for doctors fall on middle managers; rates
intended for middle managers fall on schoolteachers and tradespeo-
ple. Nominal capital gains are taxed, even as the real value of assets
declines. Therefore, $1 must become $2 just to keep pace with cur-
rency devaluation. But this “capital gain” is taxed, eating away not
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only at real gains but at the principal itself. Corporate depreciation,
based on predevaluation purchase prices, does not reflect that equip-
ment will cost twice as much to replace. The effect is an increase in
corporate taxes.

The effect of higher taxes is often to cause a further decline in
currency value, first because economic contraction tends to cause a
reduction in demand for money, and second because the offending
government, faced with recession caused by currency devaluation’s
effect on the tax system, reaches for more devaluation, hoping again
that the inflationary boom will get it reelected. Or perhaps the gov-
ernment finds that the economic problems caused by devaluation are
increasing the need for welfare spending. The government spends
more, finds itself in deficit, raises taxes, and causes more currency
decline. This spiral of devaluation—welfare spending and tax hike—
devaluation can quickly cripple even the healthiest economies, as vir-
tually all countries discovered during the 1970s.

One eftect of inflation is that it lightens debt burdens. Since
bankruptcies are normally caused by inability to pay debts, bank-
ruptcy is typically not a problem during inflation. This can mask the
damage of inflation on an economy and is another effect that attracts
devaluationists.

Lenders and bondholders are not much excited by the prospect of
being paid back in money only half the value of the money they lent.
Higher interest rates, to compensate for devaluation and the resulting
price increases, are the natural result. Currency unreliability eventu-
ally prevents borrowers and lenders from working together effectively,
and the financial system dries up and withers away. In countries that
have had a history of devaluation, finance is virtually nonexistent,
except for those large companies that are able to borrow in foreign
currencies. Credit cards, consumer debt, home mortgages, and small
business loans are unavailable, or available only at usurious interest
rates. Not surprisingly, perhaps, the owners of large companies often
conclude that devaluation is their friend, as it obliterates their smaller
competition, slashes their employee wage costs, and makes hard assets
available for sale at low prices. They become known as oligarchs. Often
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these “capitalists” are capitalism’s worst enemy, as they seek to keep
the economy in a constant state of semicrisis, boiling over every 5 or
10 years into full crisis.

Devaluation can have a tremendous effect on the stock market,
though it is often masked by rising prices. In 1929, the Dow Jones
Industrial Average hit a high of $381, or 19 ounces of gold when the
dollar was worth $20.67 per ounce. The DJIA fell to 41 in 1932, or
two ounces of gold. In 1966 the DJIA hit 1,000, or 29 ounces of gold
at $35 per ounce. In 1980, the DJIA was around 800, or one ounce
of gold with the dollar at its nadir of $800 per ounce—a decline of
over 96 percent in gold terms and half the value it was in the depths
of 1932! Most people still say the “stock market was flat” during the
1970s. The two-decade stock market boom of the 1980s and 1990s
merely brought the DJIA back to where it was in 1966, or about 29
ounces of gold, a DJIA of 10,000 with the dollar around $350 per
ounce. See Figure 4.1.

Devaluation has caused similar eftects on per capita income in the
United States. In 1970, just before the disaster of the 1970s, per
capita income in the United States was $3,587, or 102 ounces of gold
at $35 per ounce. It had risen from $2,022 (58 ounces) in 1960 and
$1,385 (40 ounces) in 1950. In 2004, per capita income was $29,416,
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FIGURE 4.1 S&P 500 in Gold Ounces, 1870-2005
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or 73.5 ounces of gold at $400 per ounce—or, to take a more chari-
table interpretation, 84 ounces at $350 per ounce, an approximation
of the equilibrium currency value for the economy at that time.
Despite new technology, the U.S. per capita income peak of 1970 has
never been bettered. Indeed, even the improvement since 1982 has
been due in no small part to the explosion in two-income house-
holds. Average weekly wages, in gold terms, never really recovered to
even half of their 1960s levels. See Figures 4.2 and 4.3.

Continuous inflationary periods are often accompanied by a con-
spicuous decline of morality and civility. Just as people cooperate in the
money economy, they cooperate in their daily lives, forming unspoken
agreements. The Golden Rule prevails: Do unto others as you would
have them do unto you. The money I'm borrowing from you is the
same value as the money [ will use to repay you 10 years from now.
During inflation, all the monetary contracts between people are
warped and distorted. Creditors lose their shirts. Debtors gain unex-
pected windfalls. Real wages decline. Pensioners find their monthly
payments are inadequate. Taxes rise due to bracket creep and the tax-
ation of illusory capital gains. The deterioration of monetary con-
tracts is matched by a deterioration of social contracts, because
monetary contracts, in the end, are also agreements between people.
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FIGURE 4.2 U.S. Per Capita Income in Gold Ounces, 1929-2004
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FIGURE 4.3 U.S. Weekly Wages in Gold Ounces, 1964-2004

Historians recount that civilizations fell into decadence as people
lived for immediate gratification rather than saving and investing—
and financial deterioration led to deterioration in their personal rela-
tionships. Such things are said of the decline of Rome, Weimar
Germany in the early 1920s, and the United States in the 1970s.
During Britain’s great stretch of currency stability, between 1698 and
1914, the soundness of the currency was reflected in the ironclad
propriety of Victorian society. Marriage was a commitment as strong
and reliable as the Bank of England’s everlasting bonds. It’s no coin-
cidence that the golden ages of Rome, Britain, and the United States
were also eras when the currencies themselves were as good as gold.

During hyperinflation, the complete breakdown of monetary
cooperation, often centuries-old ethnic hatreds will flare, and civil
war may ensue. The centers of civil unrest in the world today are
countries that have suffered radical inflations. Indonesia suffered price
rises of 40 percent annually after a currency disaster in 1997, and East
Timor decided to secede. The Russians, prodded by the inflationists
of the International Monetary Fund and the Harvard Institute for
International Development, devalued the ruble from 4 per dollar on
the black market to roughly 29,000 per dollar; the Soviet Union
splintered, and civil war erupted in Chechnya. After the inflationists
of the IMF visited Yugoslavia in the 1980s, the country suftered the
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most horrible hyperinflation of the twentieth century and was subse-
quently torn apart by ancient ethnic hatreds and civil war.

Monetary inflations have often taken place during wartime, but
prices can rise during wartime for nonmonetary reasons as well.
Chocolate, silk stockings, and champagne become scarce. The work-
ers who previously manned the factories producing such luxury
items are oft fighting. The champagne factories are bombed. Those
lucky enough to have sufficient resources are willing to pay higher
prices—higher real prices—to obtain the scarce goods. The govern-
ment is in the same predicament. It needs 3 million pairs of combat
boots, and to get them, it must outbid all the consumers who want
the shoe factories to produce civilian shoes. Some boot factories are
destroyed in the war. The government cannot wait. Necessity forces
it to pay a higher price than it would pay in peacetime, when boots
are plentiful and there’s time to spare. Boots become scarcer, and the
price rises. Handbag producers, seeing the extraordinary profits avail-
able from producing combat boots, retool their operations. Wages
rise as boot manufacturers hire any available workers to make more
boots. Just as rising prices are the market’s way of adjusting to a cur-
rency devaluation, rising prices are the market’s way of adjusting to
the needs of a wartime economy.

Except for the rare example where the government is paying its
bills by printing money, government deficit spending has no effect on
the supply of money. Only the Fed (or other monetary authority)
can create money. The government has to acquire it from present
income (taxation) or borrow it from someone else, just as corpora-
tions or individuals do. Governments do not “inject money” into the
economy. However, under the enormous government spending of
all-out war, prices may indeed rise. This is perhaps the root of the
notion that deficits create inflation. On a deeper level, over long his-
torical experience stretching centuries, humans have learned that
once a government’s debts become excessive, it is inevitably tempted
to devalue the currency, thus repudiating its debts.
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To understand whether a general rise in prices is due to monetary
or nonmonetary factors, it is necessary to look at changes in the value
of the currency compared to gold or other currencies.

As David Ricardo wrote in 1817:

When each country has precisely the quantity of money which it
ought to have, [the “purchasing power” of | money will not indeed
be of the same . . . in each, for with respect to many commodities
it may differ 5, 10, or even 20 percent, but the exchange will be at
par. One hundred pounds in England, or the silver which is £100,
will purchase a bill of £100, or an equal quantity of silver in
France, Spain, or Holland.

In speaking of the exchange and the comparative value of
money in different countries, we must not in the least refer to the
value of money estimated in commodities in either country. The
exchange is never ascertained by estimating the comparative value
of money in corn, cloth, or any commodity whatever, but by esti-
mating the value of the currency of one country in the currency of

another."

Rather than a one-time devaluation, it 1s perhaps more common to
find open-ended inflation, a constant decline in the value of the
monetary standard over years, as when Abraham Lincoln ran the
printing presses in 1861 in order to pay for Civil War expenses and
when Richard Nixon broke the dollar’s link with gold in 1971 hop-
ing that an inflationary boom would lead to reelection.

The artificial inflationary boom is short-lived. The money illu-
sion lasts as long as people are fooled that more money equals greater
wealth and greater productivity, not just an excess supply of paper
chits. The illusion works only to the extent that it is unexpected. If
the market expects further devaluation (i.e., annual price increases
included as part of every businessperson’s plans, cost-of-living in-
creases written into workers’ contracts, and high interest rates in the
bond market), then further devaluation will have no boom effect at
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all. To sustain the artificial boom, the government must not only con-
tinue its devaluation, but must constantly increase the rate of deval-
uation. It must continually exceed inflationary expectations. This
policy quickly ends in hyperinflation.

Even slowing the pace of inflation can have recessionary effects.
If a company expects 10 percent CPI price inflation next year and
expects to raise prices on its own products by 10 percent as well, then
it may agree to raise workers’ wages by 10 percent, to pay suppliers
10 percent more, and to pay bankers 14 percent on a loan. However,
if inflation abates and is only 3 percent, then that company may find
itself in some trouble.

Since stopping a continuous inflation can cause a recession, it is
always best to combine monetary restraint with some pro-growth fis-
cal policy such as meaningful tax cuts.

II.

Deflation 1s a rise in the value of the currency, most easily detected in
a rise in the currency’s value versus gold. If it persists, falling prices
are the likely result. Deflationary periods are historically rare. Infla-
tion has all manner of temptations—the lure of a competitive deval-
uation, the effects of the artificial boom, the appeal of creating
money out of nothing, the repudiation of government debt and so
forth—but deflation is so obviously recessionary and unpleasant that
no government undertakes it cheerfully, and political opposition is
often intense.

The term deflation is often conflated today with the notion of
economic contraction and the decline of real asset values. Some-
times, economies boom at the onset of monetary deflation, as was
the case in Japan from 1985 to 1990 and in the United States from
1997 to 2000. In a particularly bizarre turn, some have recently taken
to arguing that deflation can take place with hyperinflation! What
they mean, apparently, is hyperinflation associated with economic
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decline, which is exactly what one would expect during hyperin-
flation. Semantic confusion is all too often a mirror of conceptual
confusion.

Though the inflationary boom is illusory, the deflationary bust is

bRl

real: The economy “underheats,” the rising currency leads to an
apparent decline in competitiveness, domestic demand evaporates,
and the government’s debt burden increases as it struggles to pay off
its debts in an appreciating currency. Deflations were typically carried
out by governments to return the currency to its original value after
a wartime currency devaluation. Between 1800 and 1980, there were
only four deflationary periods in U.S. and English history, each one
undertaken through an official act of government: after the War of
1812 and the Civil War in the United States and after the Napoleonic
Wars and World War I in England. Only since 1980 has deflation
been so misunderstood that countries have suffered deflationary re-
cessions by accident.

The recessionary effects of deflation can be experienced as a
shortage of demand, which is sometimes interpreted as a surplus of
goods, or overproduction. The shortage of demand is merely the re-
sult of the rise in the value of money. Prices eftectively rise as the cur-
rency rises, and thus less is purchased. The same holds true of labor.
Goods and services go unsold. Production is suspended. Workers are
laid oft. Eventually, companies lower their sales prices. To maintain a
profit margin, they must also reduce labor expenses, pushing down
wages. As long-term contracts expire and are renewed at lower
prices, corporations’ and individuals’ costs decline and they are able
to accept lower sales prices and wages. In this way, once again like a
large crowd trying to shuftle along together while keeping their rela-
tionships unchanged, market prices for goods and labor slowly adjust
to the new value of the monetary standard, sometimes taking as long
as 20 years to do so.

Markets do not always adjust by lowering prices. Instead, more
goods may be sold at the same price (“30 percent free”), or the quality
of goods may improve. Nominal wages may not fall, being protected
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by contract or convention, but perks such as lavish expense accounts,
subsidized housing, generous pension or medical benefits, or luxuri-
ous oftices may be withdrawn.

The natural outcome of deflation, falling prices, tends to create
worry and alarm, but this is merely the natural adjustment process of
the economy. Just as with an inflationary price rise, the deflationary
price fall represents a renegotiation by the citizenry to return the sys-
tem to its most productive state. When the adjustment is complete,
the recessionary eftect of the deflation finally fades away.

Sometimes prices may be supported by nonmonetary factors
such as tax hikes, shortages in specific commodities such as oil, or by
an increase in the real value of labor, property, or equity. These fac-
tors do not cancel out the deflation, but merely mask it. The defla-
tionary monetary adjustment, with all of its consequences, continues.

Like inflation, deflation creates artificial winners and losers. Cred-
itors benefit, their credits paid back in an appreciated currency.
Debtors suffer. But the benefit to creditors is limited, because debtors,
struggling both to make debt payments in an appreciated currency
and to make profits in the deflationary recession, go bankrupt. The
creditors’ investment is lost. The financial system sags under the
weight of bad debts.

Just as there are nonmonetary reasons for rising prices, there are
nonmonetary reasons for falling prices as well. After the higher prices
caused by wartime—higher real prices, denominated in a stable cur-
rency—the end of the war can be accompanied by a return of prices
to peacetime levels. Many say today that increasing productivity is
being reflected in lower prices, and perhaps this is true.

A sharp economic contraction for nonmonetary reasons (e.g.,
due to tax, tariff, or regulatory blunders) may produce falling prices.
A nationwide inventory liquidation and going-out-of-business sale
begins. As prices and productivity decline, workers receive lower
wages.

One reason for falling prices, ironically enough, 1s devaluation
(i.e., inflation) by a foreign country. Companies must compete against
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those in the devaluing country that have had their prices cut by
devaluation. This is often called a deflationary effect, but it is actually an
inflationary eftect.

While inflation can cause higher eftective taxes, deflation tends to
lower tax burdens. However, deflation tends to increase welfare bur-
dens on the state, as the ranks of unemployed swell and as pensioners
and the unemployed receive benefits paid in a more valuable cur-
rency. This can lead the government to legislate higher taxes. Also,
more generous unemployment benefits reduce the impetus to seek a
new job. To solve a deflation, the value of the currency must be
depressed through an increase in the supply of base money. A well-
placed tax cut or two can help boost the economy out of its defla-
tionary recession, although one must be careful not to allow the
currency-supportive effects of tax cuts to cause the currency to rise,
creating further monetary deflation.

I1I.

Nothing places the farmer, the wage-earner, and all those not
closely connected with financial affairs at so great a disadvantage in
disposing of their labor or products as changeable “money.” . . .
You all know that fish will not rise to the fly in calm weather. It is
when the wind blows and the surface is ruffled that the poor vic-
tim mistakes the lure for a genuine fly. So it is with the business
affairs of the world. In stormy times, when prices are going up and
down, when the value of the article used as money is dancing
about—up to-day and down to-morrow—and the waters are trou-
bled, the clever speculator catches the fish and fills his basket with
the victims. . . . Hence the farmer and the mechanic, and all peo-
ple having crops to sell or receiving salaries or wages, are those
most deeply interested in securing and maintaining fixity of value
in the article they have to take as “money.”

—Andrew Carnegie, The “A B C of Money,” 1891"
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Floating currencies are the product of government manipulation, and
fixed-rate currencies are market-based systems. When the citizenry is
left to its own devices, it invariably creates a fixed-rate system. When
governments today say they will leave their currency’s value “up to
the market,” it means in eftect that they do not wish to allow the
market to determine the supply of money through the operation of
an automatic currency peg of some sort and that they would rather
take control of the supply of money themselves through the opera-
tions of a bureaucratic (and unelected) policy board. The market is
free only to pass judgment on this monetary manipulation, and does
so continuously.

In this case, the citizenry must still struggle to make its monetary
agreements as reliable, stable, and predictable as possible, which it
does by entering into a myriad of fantastically complex and expen-
sive derivatives transactions. Derivatives amount to a sort of insurance
scheme. They do not reduce the risk or damage of currency fluctua-
tion, but they spread the risk to those who can bear it. Auto insur-
ance does not prevent auto accidents. The more accident-prone a
currency is, the more expensive it is to insure.

Federal Reserve Chairman Alan Greenspan, whose intellectual
exposure to the gold standard as a young man infused his thinking
throughout his tenure, is one of the few central bankers who under-
stands that a floating currency is not a free market currency. In this
exchange on July 22, 1998, at a meeting of the House Subcommit-
tee on Domestic and International Monetary Policy of the Banking
Committee, he spoke with representative Ron Paul (R-Texas), a
longtime gold standard advocate:

DR. PAUL: A very quick question. You seem to welcome, and you have
been quoted as welcoming, a downturn in the economy to com-
pensate for the surge and modest growth in the economy. Is it not
true that in a free market, with sound money, you never welcome
a downturn in the economy? You never welcome the idea of
decreased growth, and you don’t concern yourself about this? And

yet, here we talk about when is the Fed going to intervene and turn
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down the economy? It seems that there is a welcoming effect to the
fact that the Southeast Asia has tempered, you know, price pres-
sures. Couldn’t we make a case that the free market would operate
a lot better than the market we use today?

MR. GREENSPAN: I think you have to define what you mean by a “free
market.”” If you have a fiat currency, which is what everyone has in
the world . . .

DR. PAuL: That is not free market.

MR. GREENSPAN: That is not free market. Central banks, of necessity,
determine what the money supply is. If you are on a gold standard
or other mechanism in which the central banks do not have discre-
tion, then the system works automatically. The reason there is very
little support for the gold standard is the consequences of those
types of market adjustments are not considered to be appropriate in
the 20th and 21st century. I am one of the rare people who have
still some nostalgic view about the old gold standard, as you know,
but I must tell you, I am in a very small minority among my col-

leagues on that issue.”

An analysis of the floating currencies of today is somewhat complex,
since it is necessary to understand what happens to an economy
when a currency moves both up and down in an erratic fashion. The
concept is in principle simply an aggregate of the concepts of infla-
tion and deflation.

Strictly speaking, every fall in a currency’s value is an inflation,
and every rise is a deflation. The currency move will produce some
sort of inflationary or deflationary eftects, at the very least a relative
profit or loss in the accounts of currency traders, importers, and
exporters. The minor wiggles and jiggles will have insignificant
effects on the economy as a whole.

But each currency movement still produces eftects in the econ-
omy. Inflationary and deflationary symptoms coincide. If the swings
are big enough, inflationary and deflationary effects can overlap dra-
matically. The economy may suffer from a deflationary recession at
the same time that prices are adjusting upward for the inflation. This
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was the case in the United States during the 1982 recession. Or a
deflationary recession can dissipate even as prices continue to adjust
downward. This was the case in Japan in 2004.

In these conditions, price indexes become quite meaningless.
Some prices are rising briskly (adjusting to inflation) while others are
falling (adjusting to deflation).

An economy tends to have a center of gravity, a currency level at
which the effects of inflation and deflation and the interests of cred-
itors and debtors, the numbers of monetary winners and losers, are
in rough balance. Various parts of the economy may be suftering
from or adjusting to inflation or deflation, but on the whole the
economy does not exhibit a preponderance toward one or the other.
If half the contracts in the economy were made at a currency value
of $100 per ounce of gold, and half were made at a currency value of
$200 per ounce of gold, then a rough balance might be struck at
$150 per ounce, which balances the adjustment difficulties of both
groups, although it would not be ideal for any one single actor.

For most situations, a 10-year trailing moving average of the value
of the currency (i.e., the price of gold denominated in the currency)
1s a good first approximation of the center of gravity. Sometimes, a
5- or 20-year average may be more appropriate. The characteristics of
each economy are unique, and policymakers must not be too dog-
matic when determining an appropriate currency value.

If a floating currency’s value is higher than the center of gravity,
the economy will tend to show deflationary eftects. Likewise, if a
currency’s value is below the center of gravity, the economy will tend
to show inflationary eftects.

If a currency’s value is inflationary with respect to the center of
gravity, but returns toward the center of gravity, inflationary effects
are reduced. This can be termed disinflation. It a currency’s value is
deflationary with respect to the center of gravity, but then returns
toward the center of gravity, deflationary effects dissipate. This can be
termed reflation. See Figure 4.4.

An economy will naturally function best when the currency’s
value is near the center of gravity and held there. This is true in an
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environment of floating currencies, but it has special relevance for
countries that intend to move to some sort of fixed-rate system.
When the new rate, the price of gold in a new gold standard, for
example, is at the center of gravity, the adjustment made necessary by
the new currency regime is minimized.

If a government misjudges the center of gravity, and chooses to
peg a currency to gold at an inappropriate rate (more than 20 percent
from the center of gravity), a destructive inflation or deflation will
result as the economy adjusts to the new currency value. This is no
fault of the gold standard per se, but of the government’s clumsy pol-
icymaking. In the long term, however, the economy will naturally
accommodate the currency’s new fixed value.

In an environment of floating exchange rates, feedback eftects can
form with all manner of surprising and disastrous results, a phenom-
enon the investor George Soros has called reflexivity. In the absence
of coherent currency management by the monetary authorities, a
change in the currency’s value or exchange rate with another cur-
rency can lead to a change in other economic conditions, which in
turn leads, through a change in the demand for money, back to a
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change in the exchange rate, which leads to more economic changes,
and so forth ad infinitum. When monetary policy is conducted
through an interest rate peg, as it often is today, the relationships
become even more complex as the monetary distortion interacts with
distortion of the capital markets. The system of interest rate pegging
in use today is extremely chaotic, and reflexive effects are paramount.
The era of floating exchange rates has been punctuated by a never-
ending series of monetary disasters, most of them too small to make
the front pages of U.S. newspapers, but some large enough to
threaten the world economy.

We’ll let Soros, one of the world’s most successful currency spec-
ulators between 1973 and his semiretirement in 1989, speak for
himself:

While reflexive interactions are intermittent in the stock market,
they are continuous in the market for currencies. I shall try to show
that freely floating exchange rates are inherently unstable; more-
over, the instability is cumulative so that the eventual breakdown of
a freely floating exchange rate system is virtually assured.

The traditional view of the currency market is that it tends
toward equilibrium. . . . Speculation cannot disrupt the trend
toward equilibrium—if speculators anticipate the future correctly,
they accelerate the trend; if they misjudge it, they will be penalized
by the underlying trend that may be delayed but will inevitably
assert itself.

Experience since floating exchange rates were introduced in
1973 has disproved this view. Instead of fundamentals determining
exchange rates, exchange rates have found a way of influencing the

fundamentals."”

Floating currencies were rare in the two centuries before 1973, but
those who witnessed the occasional bout of currency fluctuation
(e.g., in the 1920s), came to similar realizations. In a 1944 report for
the League of Nations, the economist Ragnar Nurkse concluded
that:
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The post-war history of the French franc up to the end of 1926
affords an instructive example of completely free and uncontrolled
exchange rate variations. . . . The dangers of . . . cumulative and
self-aggravating movements under a regime of freely fluctuating
exchanges are clearly demonstrated by the French experience. . . .
Self-aggravating movements, instead of promoting adjustment in
the balance of payments, are apt to intensify conditions of instabil-
ity. . . . We may recall in particular the example of the French franc
during the years 1924-26."

France returned to the gold standard in December 1926, which
it made official in 1928.

The regime of floating currencies today is characterized by
unpredictability, the inchoate actions of central banks based on the
vapid theorizing of governing boards following no clear rule or even
framework of inquiry. In such an environment the reflexive eftects
can reach full bloom.

All such effects are in essence changes in the demand for money.
A currency can only go up or down; a reflexive eftect is one in which
a fall in the currency tends to create a relative shrinkage of demand,
leading to a further fall in the currency, or one where a rise in the
currency tends to create an expansion of demand, leading to a further
rise in the currency.

A falling currency is, of course, inflation, and in an inflation peo-
ple’s willingness to hold cash diminishes. The paper is losing its value.
Prices are rising and are expected to keep rising. Interest rates rise,
and as a consequence the opportunity cost of holding non-interest-
bearing currency increases. People drop their cash holdings and move
into goods and hard assets, even overseas assets or other currencies.
This is a drop in demand for money. During the German hyperinfla-
tion of the early 1920s, workers were paid twice a day and spent all
their money immediately. Overseas holders of assets are not cush-
ioned by the slow adjustment of prices in an economy. The inflation
hits them immediately by way of the foreign exchange market, so
naturally their actions are quicker and more abrupt. The value of
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their assets 1s falling, so they drop their asset holdings for cash and
then drop the cash in favor of another currency. Speculators sell the
currency short to profit from the fall. This is a drop in demand. If a
central bank takes no steps to adapt to the changing demand condi-
tions and shrink supply, the currency will tend to fall further. As
inflation pushes people into higher tax brackets, the economy goes
into contraction and the demand for money shrinks. This puts sup-
ply in excess of demand, and the currency falls further still.

Because they cannot accommodate changes in demand, currency
management systems based on the supply of money alone are
doomed to failure. They assume that demand will be proportional to
the size of the economy. Under monetary regimes that target the
value of the currency, such as under a gold standard, this may indeed
turn out to be roughly the case during certain time periods. How-
ever, when the monetary authorities ignore the value of the currency
and concentrate only on its supply, reflexive effects take over and
demand begins to vary unpredictably.

Though a currency is not a stock, particularly in the environment of
floating currencies, it shows some of the same behavior. A currency
1s an asset. Like a stock, the free market price of a currency reflects
not only the conditions, or so-called fundamentals, of the moment,
but also expectations of future events. The stock and currency mar-
kets are similar in the sense that each one engages in a complex,
never-ending discussion with itself about the present and the future
as it places a value on the asset.

If the president of a cigarette company announced that, in re-
sponse to antismoking activists, the company would no longer sell
cigarettes but instead attempt to get into the mortgage lending
business, the cigarette company’s stock may plummet as investors
conclude that the experiment would end in bankruptcy. No change
in the material components—the factories, the contracts with
workers, the price of tobacco—has changed, but the new informa-
tion about the thinking of the leadership of the cigarette company
has radically changed the value of the company’s shares.
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Likewise, remarks by the managers of currencies—central bankers,
bureaucrats, and politicians—can radically affect the value of curren-
cies. What if the government announced that it would undertake a
devaluation six months in the future? Certainly nobody is going to
wait around six months for their assets to be devalued. Demand for
the currency would fall instantly—with today’s information systems,
likely within 30 seconds after the words were spoken. This would
lead to downward pressure on the currency immediately, not six
months in the future. Many would claim that the economic funda-
mentals hadn’t changed. But of course they had.

Few governments would announce a devaluation ahead of time,
but they often “worry that they might have to devalue,” or they may
say that they will leave the value of a sagging currency “up to the
market,” which amounts to the same thing. If a currency declines,
for whatever reason, and the central bank ignores the fall, that in itself
is a signal of the currency managers’ attitude. The market will pass
judgment on this reaction and may push the currency lower. If the
central bank still shows no concern, the currency may be pushed
lower yet.
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CHAPTER 5

THE GOLD
STANDARD

The Most Effective Means of Creating
a Currency of Stable Value

And God created the two precious metals, gold and silver, to serve as
the measure of value of all commodities. They are also generally used
by men as a store or treasure. For although other goods are some-
times stored it is only with the intention of acquiring gold or silver. For
other goods are subject to the fluctuations of the market, from which
they [gold and silver] are immune.

—Ibn Khaldun, Al Muquaddimah, circa 1379'

The first chief function of money is to supply commodities with the
material for the expression of their values, or to represent their values
as magnitudes of the same denomination, qualitatively equal, and
qualitatively comparable.

It thus serves as a universal measure of value. And only by virtue
of this function does gold, the equivalent commodity par excellence,
become money.

—Karl Marx, Capital, 1867>

An article is not first made valuable by law and then elected to be
“money.” The article first proves itself valuable and best suited for the
purpose, and so becomes of itself and in itself the basis-article—
money. It elects itself. . . .

[T]he one essential quality that is needed in the article which we
use as a basis for exchanging all other articles is fixity of value. The
race has instinctively always sought for the one article in the world
which most resembles the North Star among the other stars in the
heavens, and used it as “money”—the article that changes least in
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value as the North Star is the star which changes its position least in
the heavens; and what the North Star is among stars the article peo-
ple elect as “money” is among articles.

—Andrew Carnegie, “The A B C of Money,” 1891°

Gold still represents the ultimate form of payment in the world. Fiat
money in extremis is accepted by nobody. Gold is always accepted.

—Alan Greenspan, May 20, 1999

[Gold is] the unalterable fiduciary value par excellence.
—Charles de Gaulle

Gold is money. That’s it.
—J. P. Morgan

For most of the past three millennia, the world’s commercial centers
have used one or another variant of a gold standard. It should be one
of the best understood of human institutions, but it is not. It is one
of the worst understood, by both its advocates and detractors.

A gold standard, in any of its many forms, shall be defined as a sys-
tem that ties the value of money to the value of a fixed quantity of
gold. The simplest way to do this is to actually use metallic gold or
silver as money, using full-weight coins, ingots, nuggets, and so on that
trade at commodity value. As monetary systems became more sophis-
ticated, the gold standard referred to paper currencies whose value
was pegged to the value of a specified amount of gold. Commonly,
paper money was legally redeemable for gold on demand. When the
value of paper currency fell below its gold parity, paper money (base
money) was returned to its issuers, who (ideally) would then remove
it from circulation. Supply was reduced, supporting the value of the
currency. When the value of the paper currency rose above the gold
parity, supply was increased. The mechanism of the gold peg was the
alteration of supply. In this fashion, a gold standard was, in eftect, a
currency board linked to gold.

The use of gold as the benchmark of monetary value is based on
the premise and observation that the value of gold is more stable than
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any other commodity or any statistical concoction or any string of
guesses by a policy board. The purpose of a gold standard is therefore
to produce the most stable currency value possible in both the short
and long term.

A gold standard is a value peg, not a quantity peg. A gold stan-
dard is not, and never has been, a system by which the amount of base
money is determined by the amount of gold held by the monetary
authorities. From this it can be seen that importing or exporting
gold, or other such actions, are generally of little concern, since mov-
ing gold from place to place does not change its value.

Indeed, during much of the twentieth century, major govern-
ment gold holdings have been stored in the basement of the U.S.
Federal Reserve. “International gold transfers” consisted of shuftling
gold bars around the Fed’s basement. These “gold movements” have
been blamed for all manner of economic upheavals—oddly enough
by people who criticize others for their supposed faith in gold’s
supernatural powers!

The use of token chits redeemable on demand for gold as a form
of money 1s older even than the use of coins. Warehouse receipts for
gold in the form of clay tablets date from the second and third mil-
lennium BC, and eventually these clay tablets traded among third
parties. The gold standard, in its most rudimentary form, dates back
literally to the beginnings of recorded history. The first known use of
writing was to create clay tablets such as these.

Although the Chinese had created a paper currency redeemable for
silver back in the eleventh century, the roots of the gold-linked paper
currency system, which lasted until 1971, began in the seventeenth
century. Before then, gold itself, along with silver and occasionally
other metals such as copper, was used as money. After thousands of
years of experimentation and elimination, gold and silver had been
chosen as the most stable measures of value available in the imperfect
world. For the most part, they worked quite well.

Gold-linked paper currency, in its most recent incarnation, was
not invented in a flash of insight but developed in a slow, step-by-
step progression in the private market, with little interference from
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governments. Many people at first opposed it (and many people still
do today), arguing that paper is a poor substitute for the real thing.
Once governments saw they could do little to stop it, and that in fact
paper money had quite a few positive attributes, governments ac-
cepted the citizenry’s innovation as ofticial policy.

The modern gold standard, based on redeemable paper money;,
began when people decided not to hoard and protect their own gold
holdings, fearing theft or other risks, and instead deposited their gold
with private institutions, receiving a claim check in return. Deposit
an ounce of gold; get a one-ounce claim check. It did not matter
what form the check took—even a handwritten note would do—as
long as it was legally binding. In Britain this began as a side business
of the scrivener in the early seventeenth century. Goldsmiths, who
had the facilities to store and protect large gold holdings, later took
over this business, particularly after 1640. People deposited their bul-
lion and coin with the goldsmiths and received claim checks. They
gradually found that their claim checks circulated as well or better
than the bullion they had deposited.

Metal money, used in hand-to-hand transactions, has a number of
drawbacks. Its weight and purity may be in doubt. Over time, metal
coins wear down and lose their value, thus suffering from natural
devaluation, and they must be periodically reminted and returned to
their original weight. Some coins may have been debased and deval-
ued by the issuing body, usually the government, and don’t contain
the metal indicated by their face value. Coins are heavy and unsuited
for large transactions. Early Chinese paper money grew out of the
desire to do business transactions without having to transport hun-
dreds or thousands of pounds of silver coins. Today the Chinese word
tor bank literally means “silver movement.”

Because coins vary in their metallic content as a consequence of
use and wear and thus vary in their commodity value, a proper gold-
linked paper currency is, in practice, a more stable and reliable gold
standard than even gold coins. All paper bills are redeemable, and
thus all have the same value.
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Also, paper money could be made as plentiful as needed, while
new gold and silver had to be laboriously dug out of the ground.
During the time of metallic monies, many people rarely used money
at all, and often never saw high-value money such as gold. Much of
the economy was still conducted within the sphere of the household
(most people were farmers) or through barter. The barter might be
done in a monetary context—=$10 of rum for $10 of wheat—but it
was still barter.

By the 1660s, goldsmiths were not only handing out claim checks
to depositors, but to borrowers as well, and the modern era of banking
began. Already by 1698 the value of redeemable paper (tallies, bank-
notes, bills, etc.) exceeded the value of metallic coinage in Britain.

By Adam Smith’s time, the latter eighteenth century, there had
been many unhappy experiments with unredeemable paper curren-
cies, and some thinkers (Montesquieu, for example) had tried to
relate the proper supply of money in a fixed proportion with the size
of the economy overall. This is almost precisely the analytical model
of the monetarists, who gained influence under the leadership of Mil-
ton Friedman in the 1960s. (This hypothetical fixed proportion is
labeled velocity by the monetarists.) Smith lambasted the monetarists
of his day. “What is the proportion which the circulating money of
any country bears to the whole value of the annual produce circu-
lated by means of it, it is, perhaps, impossible to determine,” Smith
said. “It had been computed by different authors at a fifth, at a tenth,
at a twentieth, and at a thirtieth part of that value.”

Smith insisted that the value of money was the important guid-
ing principle, and that the monetary authorities’ supply of currency
should depend on the currency’s market value and not on unreliable
academic constructs. Ultimately, citizens, the users of money, do not
care how much money is supplied or how much is demanded. They
care only about the quality of the currency, not the quantity. Only a
tew specialists know the exact size of the Fed’s monetary base, but all
newspapers publish foreign exchange rates and report on price
indexes for evidence of a change in the currency’s value. Even today,
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financial media regularly report on the dollar/gold price, while 1g-
noring metals more important to industry such as aluminum, steel,
copper, or nickel.

Because the notes were convertible on demand for gold or silver,
the value of the banknotes could never fall much below the value of
the metal they represent. Any overissuance of money by the bank
resulted in redemption of banknotes into gold or silver. The surplus
of banknotes returned to the bank. On this point Smith is explicit:

The whole paper money of any kind which can easily circulate in
any country never can exceed the value of the gold and silver, of
which . . . would circulate there, if there was no paper money. . . .
Should the circulating paper at any time exceed that sum, as the
excess could neither be sent abroad nor be employed in the circu-
lation of the country, it must immediately return upon the banks to
be exchanged for gold and silver. Many people would immediately
perceive that they had more of this paper than was necessary for
transacting their business at home, and as they could not send it
abroad, they would immediately demand payment of it from the
banks. . . . There would immediately, therefore, be a run upon the
banks to the whole extent of this superfluous paper, and, if they
showed any difficulty or backwardness in payment, to a much
greater extent the alarm, which this would occasion, necessarily

increasing the run.’

The mechanism of the system is an adjustment of supply. When
the supply of banknotes is excessive, they return to the bank and are
removed from circulation. Smith was not theorizing in a vacuum. At
the time he was writing, this system had been the backbone of the
British and Scottish monetary system for over a century.

In a situation of deflation, where the value of paper rises above
that of gold and silver, people would rush to the bank with gold and
silver and take out paper (if for no other reason than to buy more
gold and silver, thus making an arbitrage profit). However, since
banks profit from the issuance of paper money, there is a constant
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incentive to increase the supply of paper money as much as possible,
and this condition is rare.

This is the free market in action. The gold standard was created
by the free market, the citizenry, and it operates to manage the sup-
ply of paper currency under a self-adjusting market system. There is
no central bank, no secretive policy board, no armies of statisticians
churning out spurious indexes and aggregates, indeed no discretion-
ary monetary policy at all. The government’s contribution to the sys-
tem 1s merely to ensure that banks abide by their legal contract to
honor the redemption of their bills for specie.

Smith cites 20 percent as an adequate reserve of specie, but there is
no reason the reserve can’t drop to 10 percent or 5 percent as banks
build trust that their currencies will remain convertible. As England’s
pound sterling grew to become the center of the entire world mone-
tary and financial system in the latter nineteenth century and early
twentieth, the reserves did not increase. Trust in the Bank of England’s
sound monetary policies was so great that not only did people happily
accept the bank’s consols (short for “consolidated,” government bonds
that never matured), but from the 1880s to 1914 the bank’s gold re-
serves could be kept between /20 million and £40 million, while
France and Russia kept over £100 million each. As a reserve bank, the
Bank of England also held the reserve of banks of foreign countries, so
in fact an even larger amount of currency and deposits were guaranteed
by the Bank of England’s modest gold holdings. The amount of gold
in bankers’ vaults does not determine the supply of paper money, but
rather the value of gold in relation to the value of the convertible paper
currency. If the Bank of England had taken the advice of Walter Bage-
hot, an influential writer for the Economist magazine, and increased its
gold reserves to £200 million, it would have had no eftect on the value
or number of banknotes (nor did Bagehot intend it to), but would
merely add security to the system in times of crisis. It is perfectly
appropriate for the bank to increase or decrease the size of its reserves
as it sees fit. An increase or decrease in reserves does not in itself imply
a deviation of the currency from its gold peg, although it could be evi-
dence of such. During the Bretton Woods period, 1944 to 1971, the
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entire monetary system of the world was backed by $12 billion in U.S.
gold reserves.

However, there is often confusion on this point, because from the
standpoint of a banker (and later central banker), the amount of gold
in the vaults matters very much. The inflow and outflow of gold can
show whether the value of banknotes is changing compared to gold,
and it serves as a signal to expand or reduce the supply of money. This
takes place at a national level as well; gold will flow out of a country
whose currency is losing its value, as foreigners redeem their debts
and banknotes in gold.

David Ricardo added an important corollary, that the value of the
currency can be adjusted by managing its supply so that it is always
equivalent to a given amount of gold, even if the paper is not
redeemable and the monetary authorities hold no gold at all:

It is on this principle that paper money circulates: the whole charge
for paper money may be considered as seignorage. Though it has
no intrinsic value, yet, by limiting its quantity, its value in exchange
is as great as an equal denomination of [gold] coin, or of bullion in
that coin. . . .

It will be seen that it is not necessary that paper money should
be payable in specie to secure its value; it is only necessary that its
quantity should be regulated according to the value of the metal
which is declared to be the standard.’

This does not imply that currency holders have no recourse.
Even if the paper is not redeemable with the government, it can be
traded for gold bullion on the private gold market. It does imply
that even if central banks run out of gold reserves completely, or
have none to begin with, they can still maintain a gold standard.
Gold is a benchmark of monetary value, just as a yard is a bench-
mark of length. Central banks need not hoard gold, any more than
carpenters need hoard yardsticks. The question is whether central
banks know how to use gold properly to measure and manage the
value of their currencies.
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It 1s not necessary for the government to hold gold even under a
system of redeemability. The monetary authority can always buy or
borrow gold on the open market. Speculators regularly buy and sell
gold that they do not own. If the value of banknotes is out of line
with gold, then gold and banknotes will simply cycle around and
around until the problem is corrected. Adam Smith recalls that many
banks of the eighteenth century found themselves engaged in just
such foolishness when they attempted to press upon the public more
paper banknotes than the public wished to hold.

Let us suppose that all the paper of a particular bank, which the cir-
culation of the country can easily absorb and employ, amounts to
forty thousand pounds; . . . Should this bank attempt to circulate
forty four thousand pounds, the four thousand pounds which are
over and above what the circulation can easily absorb and employ,
will return upon it almost as fast as it is issued. . . .

Had every particular banking company always understood and
attended to its own particular interest, the circulation never could
have been overstocked with paper money. But every particular
banking company has not always understood or attended to its own
particular interest, and the circulation has frequently been over-
stocked with paper money.

By issuing too great a quantity of paper, of which the excess
was continually returning, in order to be exchanged for gold and
silver, the Bank of England was for many years together obliged to
coin gold [mint and distribute gold coins in return for banknotes]
to the extent of between eight hundred thousand pounds and a
million a year; or at an average, about eight hundred and fifty thou-
sand pounds. For this great coinage the bank . . . was frequently
obliged to purchase gold bullion at the high price of four pounds
an ounce, which it soon after issued in coin at £3 17s 10.5d. an
ounce, losing in this manner between two and a half and three per
cent. upon the coinage of so very large a sum. . . .

The Scotch banks, in consequence of an excess of the same

kind, were all obliged to employ constantly agents at London to
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collect money [gold] for them, at an expense which was seldom
below one and a half or two per cent. This money was sent down
by the waggon, and insured by the carriers at an additional expence
of three quarters per cent. or fifteen shillings on the hundred
pounds. Those agents were not always able to replenish the coffers

of their employers so fast as they were emptied.’

Though redeemability is not necessary, in Ricardo’s day, like any
other, there were inflationists preaching the benefits of floating fiat
currencies and the oversupply of money. Ricardo concludes:

Experience . . . shows that neither a state nor a bank ever have had
the unrestricted power of issuing paper money without abusing
that power; in all states, therefore, the issue of paper money ought
to be under some check and control; and none seems so proper for
that purpose as that of subjecting the issuers of paper money to the
obligation of paying their notes either in gold coin or bullion.’

Ricardo’s statements here have a particular poignancy, because at
the time they were written the British pound had been a floating
currency for 20 years. Ricardo later became a member of Parliament
and helped reestablish the gold standard in Britain, setting the stage
for a century of economic progress.

On the other side of the Atlantic the United States, which de-
clared its independence in the same year as the publication of The
Wealth of Nations, was getting started on the sound foundation of the
gold standard. As Alexander Hamilton, the first Treasury secretary,
argued in Congress:

The emitting of paper money by the authority of the Government
is wisely prohibited by the individual States, by the national consti-
tution; and the spirit of that prohibition ought not to be disre-
garded by the Government of the United States. Though paper
emissions, under a general authority, might have some advantages

not applicable, and be free from some disadvantages which are
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applicable to the like emissions by the States, separately, yet they are
of a nature so liable to abuse—and it may even be affirmed, so cer-
tain of being abused—that the wisdom of the Government will be
shown in never trusting itself with the use of so seducing and dan-
gerous an expedient. In times of tranquility, it might have no ill
consequence; it might even be managed in a way to be productive
of good; but, in great and trying emergencies, there is almost a
moral certainty of its becoming mischievous. The stamping of
paper is an operation so much easier than the laying of taxes, that a
government, in the practice of paper emissions, would rarely fail,
in any such emergency, to indulge itself too far in the employment
of that resource, to avoid, as much as possible, one less auspicious
to present popularity. If it should not even be carried so far as to be
rendered an absolute bubble, it would at least be likely to be ex-
tended to a degree which would occasion an inflated and artificial
state of things, incompatible with the regular and prosperous course
of the political economy.

Among other material differences between a paper currency,
issued by the mere authority of Government, and one issued by a
bank, payable in coin, is this: That, in the first case, there is no stan-
dard to which an appeal can be made, as to the quantity which will
only satisty, or which will surcharge the circulation; in the last, that
standard results from the demand. If more should be issued than is

necessary, it will return upon the bank.*

A gold standard among multiple countries is, in essence, a world cur-
rency. It needs no central governing bodies; it is not dependent on
any sort of fiscal rules and restrictions; and any country that chooses
to participate may do so unilaterally. It is the citizens’ world currency.
A dollar is simply a contract redeemable in gold; a pound or euro or
yen is also a contract redeemable in gold. These contracts used to be
issued by private institutions, and the only difterence between a dol-
lar bill issued by the private Bank of Tennessee and a pound note
issued by the private Bank of Nottingham was the amount of gold
the holder would receive when presenting the note to the bank. The
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terms dollar, pound, franc, and so forth were little more than specified
weights, as easily convertible as gallons and liters. In the past, some
have even argued for discarding the old currency names and simply
using metric measurements—the 10-gram banknote, the 0.1-gram
coin. The British pound originally referred to a literal pound of silver,
and for many hundreds of years there was no coin or banknote that
corresponded with that denomination.

There are those today who argue for a world currency, as if this
were some sort of far-oft utopian ideal like a unified world govern-
ment. In fact, the world had a common currency for centuries, and
discarded it only three decades ago. It was lost only due to careless-
ness, ignorance, and confusion, and it could be reinstated again, just
as Britain, the premier economic and financial power of the time,
reinstated the gold standard on May 1, 1821, after 24 years and two
months of a floating pound.

Under a gold standard, the gold market is an open market free of
government manipulation. The managing body does not intervene
in the gold market to support or suppress prices. It used to be said
that a devaluing government “changed the price of gold,” but actu-
ally it was the value of the currency they were changing. The expan-
sion and contraction of the supply of currency alters that currency’s
value in relation to gold, but has no effect on gold itself. Gold is the
thermostat of the system. When the gold market says there’s too
much money, money is eliminated. When the gold market says there’s
too little money, money 1is created. Just as a thermostat guides the
heating and cooling of a house, it does no good to deal with the
problem of a hot or cold house by jiggering the thermostat.

All too often today, a gold standard is misunderstood as a system
by which the gold market itself is manipulated, by buying or selling
large amounts of gold in sterilized intervention (i.e., without a corre-
sponding change in the supply of money) to create a short-term aber-
ration in the market. This is totally ineftective. Without a change in
the supply of money relative to demand, the gold/currency market
will quickly return to an equilibrium point reflecting the discrepancy.
If the central bank persists in buying or selling gold without adjusting
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its supply of currency, it will simply run out of gold reserves. This stu-
pidity on the part of certain central banks is not the fault of the gold
standard.

The gold/dollar market accumulates all the existing information
about monetary conditions into one price, in a fashion similar to the
manner in which a company’s stock, if it is traded widely enough, will
reflect all of the information available about the company. Like all mar-
ket prices, the price of gold is one way the extended order transmits
information. The gold market thus does away with the statisticians and
bureaucrats in the same way that the stock market or the commodities
market takes the place of Soviet system’s central planners. The gold
market, though it is a commodity market, is most similar to the foreign
exchange market. It shows the market relation of a currency, not to
another government’s currency, but to the supranational currency of
humanity, the world’s sole nongovernmental monetary standard. As
such, the gold market reacts more quickly to monetary changes than
any other commodity.

The gold standard reinforces democracy; fiat money erodes it.
Without the gold standard, the trillions of monetary agreements of
the citizenry are made subject to the whims of a secretive, unelected,
politically insulated policy board. The evolution of money has been
toward a system that is not subject to political decision making. The
bimetallic gold and silver standard had to be abandoned in the late
nineteenth century because the questions of profit and loss, success
and failure, solvency and bankruptcy were subject to a political deci-
sion of whether payment was allowed in gold or silver. It may seem
trivial today, but it was a major source of contention for decades and
had to be settled, ultimately, in a U.S. presidential election.

The same pitfall lurks for any sort of basket-type system, such as
a commodities index. What will be the weightings in the index?
What varieties or grades of commodities will you use? How does the
market transmit information about monetary conditions through a
basket of commodities? Any commodity that 1s not a simple chemi-
cal compound comes in a bewildering variety of grades, which may
change or even disappear over time. By crude oil, do you mean West
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Texas Intermediate, Brent, or Urals crude? Delivered or at the well-
head? Cotton, corn, fish, and leather were important commodities in
the past, while titanium, uranium, vinyl chloride, and DRAMs (mem-
ory chips) are more significant today. These may seem like minuscule
issues now, but when fortunes hang in the balance they become the
source of riotous contention. Interest groups lobby furiously to pres-
sure governments into adopting changes that benefit them. When
one commodity falls in price, the devaluationists will insist that the
commodity’s weighting in the basket increase. (There will always be
devaluationists.) A basket system would also pose problems for re-
deemability. Under a monometallic system, there’s no question of
what the dollar is. It is not gold or silver, but gold alone. Gold is an
element. It will not change 10, 50, or 100 years in the future. Con-
tracts can be formed without the risk of future legal disagreements.
Through history, the number of commodities used as money has
steadily shrunk, not increased.

In practice, aggregate commodity prices tend to lag changes in
currency values by about a year. In other words, when the value of a
currency falls, the price of gold rises immediately, and the price of a
broad basket of commodities tends to rise about a year later. This
phenomenon has been seen in centuries of data, and it continues to
the present day. It is hardly optimal to base a monetary system on
such an imprecise and lagging indicator. Decisions to increase or
decrease the supply of money must be made on a day-to-day and
even hour-to-hour basis.

The strength of a gold standard is not a function of the amount of
gold locked away in hoards. It is based, first and foremost, on the
soundness of a promise between the government and the people. If
the promise is good, as two centuries of experience had proven in
Britain in the late nineteenth century, very little gold will be needed.
If a government aims to break its promise with the people, it does not
matter if gold has been piled to the rafters in Midas’s treasury. With a
stroke of the pen, as Roosevelt did in 1933 and Nixon did in 1971,
the government can confiscate the gold and tear the gold standard to
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tatters. (The result of Roosevelt’s decision, by the way, was a dra-
matic increase in the government’s gold holdings.)

On the contrary, a large reserve can make the authorities lazy about
adhering to the discipline of the gold standard. The colossal reserves of
gold in the United States after World War II were an open invitation to
bend the rules, a bad precedent that, when repeated chronically over
the following two decades, ultimately led to the breakup of the world
monetary system. The Bank of England of the late nineteenth century,
on the other hand, maintained a minimal reserve, which is why it had
to manage its affairs with legendary precision.

One reason governments have returned to the gold standard so
many times over the course of history is that it is simply cheaper to
do so. Because a gold standard lends monetary stability, which in turn
allows economic stability, interest rates can fall to very low levels and
stay there indefinitely. Interest rates that were common under the
gold standard are impossible in today’s environment of monetary
chaos. Amsterdam had rates of around 3.5 percent during its heyday
in the seventeenth century. In 1751, a large part of the British gov-
ernment’s debt was refinanced at a 3 percent rate and an infinite
maturity. After a surge in interest rates during and after the Napole-
onic Wars, British interest rates again fell to the 3 percent range in the
latter half of the nineteenth century, and World War II was financed
at around 2.25 percent. All borrowers enjoyed the low interest rates,
which encouraged brisk economic development. Corporate rates were
routinely below 5 percent, even for 40- or 100-year bonds, which
were common at that time. In 1957 a first-time homebuyer in the Uni-
ted States could get a mortgage at 4.57 percent. A 6 percent home
mortgage was considered high. These low market interest rates are
evidence of the stability of gold’s value.

It 1s still possible today to get a gold loan. It is a preferred method
of finance for gold-mining companies. The borrower borrows gold,
not dollars, and repays the loan in gold. The interest rate on such
gold loans (known as leases) has not changed much since seventeenth-
century Amsterdam or nineteenth-century Britain, averaging about
1.5 percent over the past two decades. This discount rate on gold also
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shows up in the valuation of gold-mining companies, which, unique
among metal miners, tend to be valued based on their reserves with
a discount rate below 5 percent. See Figure 5.1.

One of the most pervasive and confusing claims about the gold stan-
dard is that it somehow balances out trade between countries so that
there is never a persistent current account surplus or deficit. This is
nonsense; a gold standard does no such thing, nor would it be desir-
able for it to do so.

This theory is generally attributed to David Hume, specifically his
essay “Of the Balance of Trade” in the year 1752, and can be found
today in virtually every academic treatise and college textbook about
the subject, though it is a perversion of Hume’s actual argument.

All of the financial arrangements possible with a floating currency
are possible with a gold standard. If two countries’ currencies are
both pegged to gold, international trade and finance is made much
easier, since the risks of currency fluctuation are eliminated. This can
lead to large international capital flows, which today are mislabeled
“current account imbalances.” The large international capital flows
of the late nineteenth century are a perfect example of this.
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The international trade in gold bullion 1s simply the process by
which a good moves from where it is in relative surplus (a gold-
producing country), to where it is in relative deficit (a country with-
out mines). In this way the value of gold is, as Hume said, “like water,”
always finding an even level, always the same value everywhere.

Another reason for international gold flow is that one country or
another has not been properly managing its gold standard.

Two countries using a gold standard are effectively sharing the
same monetary system. The situation between countries is no differ-
ent than the situation, for example, between the different states in the
United States. Does anybody care about the balance of payments of
New Jersey and whether it runs a trade surplus with Pennsylvania? It
1s completely irrelevant. Does New York ever sufter from a surplus of
money while Connecticut sufters from a shortage of money? Never
happens. If trade between New York and Honolulu or Miami and
Anchorage is irrelevant when they share the same currency, the same
must be true of trade between Boston and Montreal, or Seattle and
Vancouver, or San Diego and Tijuana. Hume made the exact same
argument:

What happens in small portions of mankind, must take place in
greater. The provinces of the Roman empire, no doubt, kept their
balance with each other, and with Italy, independent of the legisla-
ture; as much as the several counties of Great Britain, or the several
parishes of each county. And any man who travels over Europe at
this day, may see, by the prices of commodities, that money, in spite
of the absurd jealousy of princes and states, has brought itself nearly
to a level; and that the difference between one kingdom and
another is not greater in this respect, than it is often between dif-

ferent provinces of the same kingdom.’

The theories that are attributed to Hume are really variants of the
monetary theories of the mercantilists and reflect the mercantilists’
teverish fascination with fallacious “trade imbalances,” which per-
sists to this day. The great achievement of the classical economists,
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beginning with Hume, was to smash the grip of these erroneous
notions and allow world trade to flourish."

Unfortunately, quite a few gold standard advocates today propose
what they call a “real” or “true” or “genuine” or “pure” or “100
percent” gold standard, something of a misnomer for a system that
was always unusual and basically went extinct in the mid-eighteenth
century. Any system that pegs a currency’s value to gold, using mar-
ket processes based on supply adjustment, is a gold standard. There is
nothing purer. The “pure gold standard” advocates are motivated by
ancient memories of governments’ broken promises. In their efforts
to create an unbreakable gold standard, one that is supposedly im-
mune to political subterfuge, they have created a plan that is techni-
cally and politically impossible to begin with. Such arguments have
been around since at least the R enaissance, a tradition of hard-money
cranks providing a counterpoint to the even more pervasive tradition
of soft-money cranks.

The stipulation of 100 percent gold reserve backing of banknotes
(or a wholly metallic currency) alone is an insurmountable obstacle.
At present there are about 4 billion ounces of gold in the world, a fig-
ure that grows by about 2 percent per year from new production. At
a market rate of $350 per ounce, the world supply of gold is worth
about $1,400 billion, compared to the U.S. monetary base of about
$800 billion. In other words, to give a 100 percent gold reserve back-
ing to U.S. dollar banknotes, roughly half the entire world gold
supply—every wedding band, dental filling, Rolex, and Tutankha-
men’s coftin—would have to be locked up in Fort Knox! The rest of
the world would have to fend for itself. Nor does this accounting
make any provision for bank deposits, which under this scheme would
also require 100 percent gold reserve backing. The amount of bank-
notes plus deposits in the United States was recently around $7.061
trillion, and that does not include dollar-denominated deposits in
foreign countries.

Even if such drastic measures were possible, they offer no ad-
vantage. The strength of the gold standard is the strength of the
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government’s promise to uphold the integrity of the monetary sys-
tem, not a commitment to dig gold out of the ground and then bury
it again in government vaults. If the promise is good, very little gold
is needed. If the promise is broken, no amount of gold can put it
back together.

Fixed reserve requirements, whether 100 percent, 40 percent, or
10 percent, have actually caused quite a bit of mischief over the years,
for although the reserve is set aside for times of need, when the need
arrives, institutions have often found that they are barred by law from
using the reserve. This is analogous to a regulation that hikers must
carry a rain jacket in their pack in case of rain, but when rain begins
to fall, the regulation keeps them from taking the jacket out of their
pack! In the long run, growth in the supply of world base money has
tended to outrun the 2 percent average annual growth in world gold
supply, leading to a series of steps throughout history to reduce the
reserve backing of banknotes. This economizing on gold is perfectly
natural, indeed unavoidable. The final expression of this trend was
the Bretton Woods system, in which the world gold standard’s sole
reserve consisted of the gold holdings of the United States. European
governments also held gold, but although this gold was termed a
“reserve” it could not be accessed through redeemability and was
merely a gold holding of the government.

Many of the criticisms directed at today’s gold standard advocates
are, alas, richly deserved.

Humanity settled on gold to serve as a worldwide standard of value
after millennia of experimentation with other solutions. Scores of
alternatives have been tried and abandoned. Cowrie shells once
traded as money throughout Oceania, Africa, and the Middle and
Far East. They were used in payment of taxes until the early twen-
tieth century in Uganda. Other contenders have included cows,
wheat, whales’ teeth, giant stone disks, and strings of beads. In
1715 in North Carolina, 17 commodities were declared legal ten-
der. Homer recalls the use of cauldrons and iron tripods as money
in the ancient world.
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Though alternatives persisted in the periphery, the world’s
commercial centers soon adopted metals as money. “Abraham was
very rich in livestock, in silver, and gold,” says the Bible (Genesis
13:2). Metal rings have apparently been used as money since the
predynastic era in Egypt (fourth millennium BC) and have been
found in Mycenae and in the Palace of Knossos in Crete. Copper
and bronze were abandoned in favor of silver and gold in Europe in
Roman times, though they lasted much longer in China. In the
Zambezi River basin, there is archaeological evidence of under-
ground gold-mining operations dating from 100,000 BC. In the
New World, cocoa beans traded as small change, but gold and silver
were hoarded as a grander store of wealth, much to the Spaniards’
delight. The final challenger, silver, was abandoned throughout the
world in the late nineteenth century (with China and India again
laggards). Scores, if not hundreds, of systems managed by the fore-
runners of today’s central bank policy boards have also been
attempted, dating from at least the eighth century BC, but they
have always failed, and the citizenry has always guided a return to
systems based on precious metals.

The decision to use gold as the monetary Polaris, the universal
standard of value, is not the product of a deductive process, a weigh-
ing of pros and cons, but the end result of millennia of trial-and-error
experimentation. It is possible only to postulate, in hindsight, why this
process produced the result it has. Nor does anyone claim that gold is
a perfect and unchanging measure of value. It is simply the best mea-
sure available, the one that, if adhered to in the long run, least burdens
the citizenry with the effects of inflation and deflation. The North
Star itself has a bit of a wiggle, as do the Earth’s magnetic poles.

Gold and silver were independently adopted as money in China,
Japan, Africa, Europe, and the Americas. No mere superstition could
produce such a result. It is only because few are able to explain this
result that gold’s functional supremacy takes on the air of superstition
or faith.

The use of gold for monetary and quasi-monetary purposes dates
back before the beginning of recorded history and predates the
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monetary use of silver, which takes some metallurgical skill to isolate,
by several thousands of years. However, because of its rarity and high
value, gold was not useful for smaller day-to-day transactions, and it
long took a minor but persistent role behind more easily traded medi-
ums of exchange such as cowrie shells and wheat, or later, bronze,
copper, and silver.

Gold is an element; it comes in only one form and does not chem-
ically combine with other elements. It does not tarnish or rust. It is
highly malleable and can be pounded with hand tools into thin foils
and then back into lumps. It is easy to melt, and it can be subdivided
indefinitely. Because of its extraordinary density, it cannot be counter-
feited, for all other common metals (except for platinum, which is
more valuable) are less dense and thus easily discovered. Unlike a
cowrie shell, it cannot be crushed or broken. It is found throughout
the world and is present even in seawater.

Gold is a singularly useless metal. Except for a few uses such as in
electronics and dentistry, there is little industrial demand for gold.
Uses such as jewelry (including gold teeth) are quasi-monetary. Pure
gold is too soft for use in jewelry, and it must be alloyed for such use.
Silver, a much more chemically reactive metal, is useful for photog-
raphy, for example, where much of it is now used. More than half of
silver production now goes into industrial applications in photogra-
phy, electrical products, catalysts, brazing alloys, dental amalgam, and
bearings. Copper and bronze have multitudes of uses in the modern
world and were much used in the ancient as well, and these metals
tend to be of a value too small for any but the tiniest coins.

As a result, gold is hardly ever consumed, used up, or thrown away.
The demand for gold for nonmonetary uses is trivial. There is no
competition between monetary and industrial uses of gold. Electron-
ics and dental uses, the two largest uses for gold today, together con-
sume about 6 percent of annual production, or about 0.12 percent of
the total supply. There is no utilitarian reason to use gold in dental
work. New technologies are allowing ever smaller amounts to serve
in electronics. Of the 125 million kilograms of gold estimated to
have been mined from prehistory to 2001, humans still possessed
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106 million kilograms, or roughly 85 percent of it."" Of that total,
roughly 34 million kilograms were held by central banks, and 72 mil-
lion kilograms were held by private citizens.

As a result, the gold market is not subject to the vicissitudes of
either supply or demand in the same manner as other markets. Com-
modities such as steel, foodstuffs, and oil are consumed within a year
of their production. For most commodities, production and supply are
nearly synonymous, but annual gold production from mining is a tiny
fraction of the total supply, averaging about 2 percent of supply per
year, and final consumption is smaller yet. In an average year, the sup-
ply of gold grows from 100 units to 102; if production were to sud-
denly and inexplicably double, the supply would grow from 100 to
104. If gold production ceased completely, supply would begin the
year at 100 and end at 100. Gold production is spread throughout the
world, making a dramatic rise or drop in production due to political
factors unlikely. The largest producer, South Africa, produced 450,000
kilograms in 1999, around 19 percent of the world total of 2.30 mil-
lion kilograms. The United States was second, with 340,000 kilo-
grams, and Australia was third with 300,000 kilograms. Countries
not in the top eight producers accounted for 700,000 kilograms.

Unlike other commodities, the gold futures market is never back-
wardated, meaning that its future value is never less than its present
value. In other words, the interest rate on gold lending is always pos-
itive. Gold futures trade like currency futures. Gold is money. The
Chinese, Koreans, and Japanese have an especially direct way of
expressing this concept: The ideogram for metallic gold (£) also
means money in a generalized sense. Although these regions used sil-
ver extensively for smaller transactions, the ideogram for silver (§§)
refers to metallic silver alone.

Gold does not have a magical intrinsic value. Gold 1s used
because it has served well through the centuries as a monetary com-
modity and measure of value, just as steel has been used to make
machinery and copper has served to conduct electricity. That is why
humans continue to go to great effort to dig gold out of the ground.

There have never been breakthrough technical inventions that
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have made gold drastically cheaper to produce. The last two centuries
have seen the development of many incremental improvements in
gold-mining techniques, but these have been offset by the gradually
diminishing quality of existing gold deposits, as 5,000 or more years
of mining have tapped out the most easily accessible sources.

The most disruptive thing to happen to the gold market in the past
millennium or so was the discovery and plunder of the New World by
the Spaniards. This radically reduced the effort needed to produce
gold, since often it had already been mined and merely needed to be
stolen. The native Americans’ lack of resistance to smallpox simplified
the Spaniard’s task. The result was a flood of gold and, especially, silver
to Europe; and by some measures, during the sixteenth century, Euro-
pean commodities prices in terms of gold rose by a factor of 5. But a
century is a long time. A fivefold increase in prices—if these figures are
accurate—works out to an annual change of around 1.6 percent per
year, a far more stable and predictable change than any actively man-
aged currency has ever been able to produce.

Since 1492, the world supply of gold has not risen by more than
5 percent in any one year, and even that modest figure was hit briefly
only during the feverish gold rush of the 1850s. A gold rush from the
1890s to 1910 brought production to 3 to 4 percent of supply. Since
1910, it has averaged around 2 percent."”

Many people have used commodities price indexes to get an idea
of the long-term stability of gold, and Roy Jastram’s The Golden Con-
stant 1s a fine example of this sort of effort. However, there is no rea-
son to assume that a commodities index is a better measure of value
than gold. Gold has been chosen as the monetary Polaris because it is
not subject to the kinds of market factors that affect other commodi-
ties, and long-term indexes are often heavily weighted with one
commodity or another. There is no higher authority by which one
can determine whether prices change due to what von Mises called
“goods-induced” factors or “cash-induced” factors. The gold stan-
dard is not intended to produce stable prices according to one defini-
tion or another, but rather, stable money.

Indexes heavily weighted toward cotton, as some are, will be
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affected by boll weevils, crop cycles, and trade barriers. Others are
heavily weighted with wheat. When looking at such price indexes,
it 1s imperative not to compare them with today’s consumer price
indexes, which are extremely slow moving and consist largely of
housing, health care, and education costs. A reader who notes that a
17 percent fall occurred in a certain commodities index in the
1840s, the 1890s or the 1930s is led to imagine an episode that
would produce a 17 percent fall in today’s CPI index, which would
likely be quite dramatic. A better comparison would be with today’s
Commodities Research Board commodities index, which has had
several moves greater than 20 percent in the past several decades.
Between 1996 and 2000, for example, wheat prices in the United
States—a large component of historical price indexes—fell over
60 percent.

In the longest term, gold’s record is impeccable. Commodities
prices were roughly the same in 1717, when Britain began the gold
standard, as they were in 1931, when Britain left it. The same held
true in the United States between 1800 and 1930.

The volatility of the gold market since 1971 is almost completely
due to the volatility of the currencies in which gold is valued, primar-
ily the dollar. Sales of gold by central banks or variability in annual
production are very modest compared to the world supply of gold,
and have little effect on the price. Predictions that gold would become
a commodity after 1971 and trade below $7 per ounce did not pan
out. Gold is the world citizenry’s standard of value, and, as von Mises
predicted, no government action can undo that fact, just as govern-
ments were not responsible for its creation.

There is no ultimate authority by which gold’s value itself can be
measured. If there were, humans would have adopted it as a standard
of value and abandoned gold long ago. Yet it can be observed today
that when a currency declines in value compared to gold, inflation-
ary phenomena appear. When a currency rises in relation to gold,
deflationary phenomena appear. This is true of whatever currency is
measured against the golden benchmark.

Gold has been adopted as money because it works. It has defeated
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every challenger. Though it has been spurned by governments many
times, this has never been due to a fault of gold to serve its duty as a
standard of value, but because governments had other plans for their
currencies beyond maintaining their stability. There is no reason to
believe the great monetary successes of the past four centuries, and
indeed the past four millennia, could not be re-created in the next

four centuries.
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CHAPTER 6

TAXES

Economic Miracle to Economic
Disaster, and the Art of Statesmanship

There’s only one way to kill capitalism—Dby taxes, taxes, and more taxes.
—Karl Marx

The hardest thing in the world to understand is the income tax.
—Albert Einstein

Duke Ai asked Yu Zo: “It has been a year of famine and there are not
enough revenues to run the state. What should | do?”

Zo said, “Why can’t you use a 10 percent tax?”

The Duke answered: “l can’t even get by on a 20 percent tax, how
am | going to do it on 10 percent?”

Zo said, “If the people have enough, what prince can be in want?
If the people are in want, how can the prince be satisfied?”

—Analects of Confucius (12:9)

Perhaps the heart of the entire classical economic viewpoint is a con-
cept known as Say’s law, after the great French economist Jean-
Baptiste Say. Say’s law is utterly simple, yet it can be difficult to grasp.
It is more often misunderstood. Say’s law is also difficult to put into
words.

In short, Say’s law states that production and consumption are
two facets of one overall act, which is economic creation—the manner
in which the citizenry cooperates to create what it needs and wants
to live. Therefore, excess supply or inadequate demand of the sort
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typically blamed for recession and decline are aspects of impaired
production.

But such a brief description rarely suffices. John Stuart Mill gave
one of the most lucid explanations:

What a country wants to make it richer, is never consumption, but
production. Where there is the latter, we may be sure that there is
no want of the former. To produce, implies that the producer
desires to consume; why else should he give himself useless labor?
He may not wish to consume what he himself produces, but his
motive for producing and selling is the desire to buy. Therefore, if
the producers generally produce and sell more and more, they cer-
tainly also buy more and more. Each may not want more of what
he himself produces, but each wants more of what some other pro-
duces. There will never therefore, be a greater quantity produced,
of commodities in general, than there are consumers for. But there
may be, and always are, abundances of persons who have the incli-
nation to become consumers of some commodity, but are unable
to satisfy their wish, because they have not the means of producing
either that, or anything to give in exchange for it. The legislator,
therefore, needs not give himself any concern about consumption.
There will always be consumption for everything which can be
produced, until the wants of all who possess the means of produc-
ing are completely satisfied, and then production will not increase
any further. The legislator has to look solely to two points: that no
obstacle shall exist to prevent those who have the means of produc-
ing, from employing those means as they find most for their inter-
est; and that those who have not at present the means of producing,
to the extent of their desire to consume, shall have every facility
afforded their acquiring the means, that, becoming producers, they

may be enabled to consume.'

In other words, overproduction and underconsumption, the
topic of a debate that began centuries before Mill and continues to
the present day, are not intrinsic features of the market economy. The
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global glut theories popular during the 1990s are just as flawed as the
mercantilist theories that Say and Mill were criticizing in their time.

The deep insight behind Say’s law has often been grotesquely
twisted into the notion that “supply creates its own demand,” sup-
posedly the claim that recessions and economic decline are impossi-
ble. At times, Say’s supporters have been as guilty of this as his
detractors. Of course, no sensible economist would argue such a
thing. It cannot be denied that recessions and indeed long periods of
economic stagnation and decline occur. Even today, the vast major-
ity of the hundred-plus countries of the world are economically
moribund, and even the most successtul are operating far below their
potential. Say himself lived through a period of great economic
upheaval that included the French Revolution, hyperinflation, and
rise of Napoleon. He was as concerned with how economies fall
apart as how they grow. Book I, chapter 15 of his Treatise on Political
Economy of 1803, which explains the principle now known as Say’s
law, concludes with the following two paragraphs:

In a community, city, province, or nation, that produces abun-
dantly, and adds every moment to the sum of its products, almost
all the branches of commerce, manufacture, and generally of
industry, yield handsome profits, because the demand is great,
and because there is always a large quantity of products in the
market, ready to bid for new productive services. And vice versa,
wherever, by reason of the blunders of the nation or its govern-
ment, production is stationary, or does not keep pace with
consumption, the demand gradually declines, the value of the
product is less than the charges of its production; no productive
exertion is properly rewarded; profits and wages decrease; the
employment of capital becomes less advantageous and more haz-
ardous; it is consumed piecemeal, not through extravagance, but
through necessity, and because the sources of profit are dried up.
The labouring classes experience a want of work; families before in
tolerable circumstances, are more cramped and confined; and those

before in difficulties are left altogether destitute. Depopulation,
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misery, and returning barbarism, occupy the place of abundance
and happiness.
Such are the concomitants of declining production, which are

only to be remedied by frugality, intelligence, activity, and freedom.’

Production and consumption are two facets of the same act, but
Say implies that it is best to focus on production, the supply side,
rather than on consumption, the demand side. An analogy could be
made to the debate about whether the earth revolves around the sun
or the sun revolves around the earth. Technically speaking, both are
true. The choice of a center point is arbitrary; if the earth is arbitrar-
ily chosen as the center point, then the sun indeed revolves around
the earth. And if the sun is chosen as the center point, then the earth
revolves around the sun.

The reason we choose today to arbitrarily define the sun as the
center point is that it is much easier to understand celestial mechan-
ics that way. The reason the classical economists chose to understand
the expansion and contraction of economies as a phenomenon of ris-
ing and falling productivity rather than of demand is that it is easier
to understand economics this way. This understanding translates into
power in the form of policy decisions that produce the desired
results. Policies based on boosting demand often ignore ways to boost
supply—and since the two are mirror images of each other, the
demand-centered policies invariably disappoint. Quite often, the
demand-boosting policies involve steps that cripple production, par-
ticularly tax hikes and currency devaluation. Of course, this cannot
succeed.

This relativism goes only so far, however. One must produce
before consuming. Economics is, fundamentally, the study of how
humans make a living. We all now agree that the Earth actually
revolves around the sun.

Productivity is often taken to mean the number of widgets a
worker or a factory produces in a day, or some such thing, but this is
a very narrow and ultimately confusing idea. The solitary human on
a deserted island does not labor from dawn until dusk weaving hula
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skirts by the hundreds or harvesting thousands of coconuts and
pineapples. This is not a productive use of his time and effort. The
only reason such a man would make this decision is if he were able to
trade his products for something he desired—because, in other
words, it produced a “profit.” Perhaps he traded the coconuts with
someone on another island who built dugout canoes. If the ability for
the two to trade productively were diminished—Ilet’s say by a hostile
tribe that interfered with transport between the two islands—then
the coconut harvester and the canoe maker would both experience a
falloff in demand because of the difficulty each has in trading with
the other. Consequentially, they would also produce fewer coconuts
and canoes, having no use for them themselves. Although an econo-
mist might say that the two have a “supply glut,” the problem is that
a new trade barrier has prevented the two people from interacting
productively.

Thus, many economic phenomena can be understood as changes
in people’s ability to trade, or in other words, to cooperate produc-
tively. Two individuals can face a myriad of trade barriers, which pre-
vent them from cooperating most efficiently. When these barriers are
removed, productivity tends to rise. When barriers become greater,
productivity tends to fall. Barriers can be geographic, such as an
ocean or a mountain range. They can be cultural, such as the diffi-
culty of communicating in foreign languages or different manage-
ment and communication styles. Storms and piracy threaten the
shipping trade. Legal complexities or excessive paperwork can make
trade difficult. Many trade barriers are informational and can be
overcome by the telegraph, the telephone, or the Internet. Develop-
ments in financial technology can make trade easier between pro-
viders and users of capital. And government policies can improve or
impede trade, through monetary policy, regulation, and taxation.

A decline in productivity can take place because of an increase in
barriers to trade due to any reason. If the citizens of Japan, for exam-
ple, were to suddenly find their islands surrounded by some natural
barrier that neither ships nor planes could penetrate, the economy
would surely collapse, since the Japanese economy 1s dependent on
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imports of raw materials and foodstufts. Both Japanese exporters and
foreign oil and commodities producers would experience an un-
pleasant decline in demand, which would immediately spread to
other sectors of their economies. The productivity gains due to trade
with the outside world would be lost.

This is a rather fanciful notion, of course. Realistically, when nat-
ural trade barriers are overcome, they do not return. Shipping, once
invented, is not forgotten. Neither is air travel, or modern finance, or
the online auction, or the telephone. The only kind of trade barriers
that tend to both rise and fall over the course of time are those cre-
ated by governments. This book is about trade barriers—between
individuals, not abstractions known as “countries”’—created by un-
stable currencies, but it will not suffice to look at those alone. Regu-
lation can also create trade barriers, but these tend to be easier to
comprehend. The trade barriers created by taxation have, historically,
been among the most difficult to understand, the most often ignored,
and the most dramatic in their effect.

The classical economists thus tend to look to the government
when searching for reasons for economic advancement or decline.
Today, this analysis has become highly refined.

Because the effects of poor regulation are more readily apparent,
people often focus on regulatory reform or privatization as a means
to enhance economic growth and productivity. This is by all means a
worthwhile endeavor, but its effect is often not great. Most regula-
tions deal with only a tiny segment of the economy. Deregulation of
airlines, for example, may cause enormous productivity gains in the
airline industry, but the airline industry is perhaps only 0.5 percent of
the entire economy. Also, such regulatory reforms tend to be exceed-
ingly complex, politically difficult, may take years to implement, and
may be ultimately unsuccessful. Reforms of regulations that affect
great swaths of the economy—broad price-fixing programs, for
example—would have the greatest effect. The transition from cen-
trally planned communism to a market economy is a kind of regula-
tory reform. Today, however, most developed countries have learned
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their lessons and no longer have these kinds of broad economy-
stifling regulations. (Major exceptions could be made for the restric-
tive labor policies of the European countries and regulation of
property such as rent control or zoning.)

Taxes, however, affect everyone. Income taxes directly affect
everyone who has an income, who may have one in the future, or
who provides one to someone else. Corporate taxes affect all corpo-
rations, their investors, and, ultimately, the corporation’s employees.
Capital gains taxes affect all investments—all corporations are some-
one’s investment. Sales taxes involve all consumers and retailers.
Monetary reforms aftect anyone who uses money or has contracts
denominated in money. Obviously, the potential gains to be had in
this realm, or the potential consequences of policy error, are much
greater.

Excessive taxes discourage production. It’s the simplest and most obvi-
ous of principles, and yet its vast implications have eluded thinkers
throughout history. Taxation is a pivot upon which economies, coun-
tries, governments, and empires rise and fall. It can mean the differ-
ence between war and peace, prosperity and ruin.

This principle has doubtless been in existence in some form or
another ever since governments have been levying taxes. Chapter 57
of the Tao Te Ching, written in approximately the fifth century BC,
reads:

Run the country by doing what’s expected.
Win the war by doing the unexpected.
Control the world by doing nothing.

How do I know this?

By this.

The more restrictions and prohibitions in the world

the poorer the people get.

The more experts a country has
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the more of a mess it’s in.

The more ingenious the skillful are

the more monstrous their inventions

The louder the call for law and order

the more the thieves and con men multiply.

So a wise leader might say:

I practice inaction, and the people look after themselves.

I love to be quiet, and the people themselves find justice.

I don’t do business, and the people prosper on their own.

I don’t have wants, and the people themselves are uncut wood

[naturally virtuous|.?

Today’s libertarian might say: “The government that governs best is
the one that governs the least.”

The following passage is by the fourteenth-century Arab genius
Ibn-Khaldtn, who held high office in several governments and knew
firsthand the rise and fall of economies and empires. It is shockingly
sophisticated:

In the early stages of the state, taxes are light in their incidence, but
fetch in a large revenue; in the later stages the incidence of taxation
increases while the aggregate revenue falls off.

This is because the state, if it rests on a religious basis, will exact
only dues provided for by Islamic Law, such as the Benevolence
Contributions, Land Tax, and Poll Taxes whose rates are low . . .
and fixed. . . . Now where taxes and imposts are light, private indi-
viduals are encouraged to engage actively in business; enterprise
develops, because business men feel it worth their while, in view of
the small share of their profits which they have to give up in the
form of taxation. And as business prospers . . . the total yield of
taxation grows.

As time passes and kings succeed each other . . . they impose

fresh taxes on their subjects—farmers, peasants, and others subject
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to taxation; sharply raise the rate of old taxes to increase their yield;
and impose sales taxes . . . until taxation burdens the subjects and
deprives them of their gains. People get accustomed to this high
level of taxation, because the increases have come about gradually,
without anyone’s being aware of who exactly it was who raised the
rates of the old taxes or imposed the new ones.

But the effects on business of this rise in taxation make them-
selves felt. For business men are soon discouraged by the compari-
son of their profits with the burden of their taxes, and between
their output and their net profits. Consequently production falls
off, and with it the yield of taxation.

The rulers may, mistakenly, try to remedy this decrease in the
yield of taxation by raising the rate of taxes. ... This process of
higher tax rates and lower yields (caused by the government’s belief
that higher rates result in higher returns) may go on until produc-
tion begins to decline owing to the despair of business men, and to
affect population. The main injury of this process is felt by the
state, just as the main benefit of better business conditions is en-
joyed by it.

From this you must understand that the most important factor
making for business prosperity is to lighten as much as possible the

burden of taxation . .."*

There have always been political leaders, businesspeople, and his-
torians who have grasped this concept and have seen that economic
booms can be touched oft by lowering taxes or ended by raising
taxes. Economists have not been so perceptive; taxation was for a
long time neglected by academics and intellectuals of every stripe,
whether classical, Keynesian, monetarist, Marxist, or some eclectic
combination. Only recently has that imbalance been remedied. The
study of economic policy cleaves naturally into monetary and fiscal
affairs, but like the two halves of the brain, they are also naturally
connected, and in the end both are necessary to make sense of his-
tory and set eftective policy.
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