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THE U.S. DOLLAR AN OWNER’S MANUAL

Money: That medium of exchange or currency in which the array of
prices are expressed in a market venue.

Introduction

The simplest, most rudimentary economy is self-sufficiency or au-
tarchy of a cooperative group.

One step up is a market economy of simple direct barter or trade
where owners exchange goods or services provided they find some-
one who has what they need and wants what they themselves have.

No one being forced by others to exchange (in a free market)
means that both sides to the exchange benefit. Buyer and seller mu-
tually gain, but find direct exchange to be awkward.

Gradually the barter economy begins employing intermediary
goods, not traded for their own use but to allow exchanges without
each having to find someone who coincidentally wants just what each
person has. They can sell their goods for an intermediary good such
as salt or cattle and then acquire goods they need from those who
don’t need what they produce by using the intermediary good to buy
them.

People will choose an intermediary good that is easily divisible to
overcome the inconvenience (in barter) of trying to exchange say a
wagon for 2% canoes. Now also people can account, i.e. compare dif-
ferent mixes or combinations of goods they own or produce once the
goods are assigned a price. This simple arrangement explains the es-
sence of money as the intermediary good. Money then is a good com-
monly bartered as an intermediary good.

Note that money is always in a relation of barter with other goods.
It is only the other goods that become “priced” in units of this com-
mon good. Once one good is used for barter other goods lose their
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barter character among each other, ultimately interactions resulting
in only one commodity, or one for large transactions and another for
small playing this role.

Precious metals, being easily transportable, divisible, and of
known value as a commodity under barter ultimately through com-
petitive trial emerged as the money of the civilized world.

Money then, is a common medium of exchange. Prices are gener-
ally established in units of a common commodity or substitute com-
modity or in certificates of such commodity.

Certificates can be money even when counterfeit.

Money can be degraded into a counterfeit of a contractual prom-
ise to pay commodity money and then into even a true certificate
with no promise to convert if made legal tender and protected from
massive overproduction through a monopoly of the right to print the
certificate. It is then fiat money.

Fiat money is vastly preferred by a treasury or bank of issue. But
this comes at the cost of the public facing higher prices from the extra
spending created and at the cost of the whole economy that must live
with a much weakened monetary system at once more vulnerable to
mistrust and disruption.

The transition to fiat money ended the contractual linkage to gold.
It follows that gold today is not money for general commerce, but a
commodity. It is thus priced in dollars or some other currency before
being used in a transaction.

A requirement for money is that it be that medium of exchange or
currency in which the array of prices is expressed.

That money gained its monetary status from gold and retains the
custom of acceptance only possible from a commodity such as gold
doesn’t change the fact that we don’t use gold grams or ounces as a
medium of exchange, we don’t and aren’t likely to price all other
goods in terms of gold ounces when the currencies we have carry that
function.

Money, like language, is an aid to interpersonal transactions. This
manual is not about making money. It is about how its use in society
implies certain results discoverable by following chains of reasoning
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and cause and effect. Deductive logic, in the manner of proofs in ge-
ometry, allows for derivation of propositions otherwise unobtaina-
ble.

Money permeates the entire non-barter economy. Hence the sub-
ject of money is inseparable from the discipline of economics. Basic
understanding of the role of money requires neither employment of
complex economic models, nor a textbook approach that dedicates a
majority of space to interesting but incidental aspects of the disci-
pline. Modern economics tends to relegate money to an accounting
role. This is a mistake; understanding its central influence and its his-
toric genesis is the key to economic analysis.

Topics were selected to appeal to non-economist as well as those
more familiar with economics. Topics draw most heavily from writers
of the Austrian School in economics (see terms below) who devel-
oped monetary theory as a subjective-value based science. The em-
phasis on enhancing or reviving the dollar, as opposed to replacing it,
most closely falls in line with a tract by Murray Rothbard (1997).

It is no secret that Austrian economics today is free-market in ori-
entation. Knowledge of the economics of these writers has been ex-
panding. There are those that may make good use of some insights of
this economics whether or not interested in the workings! of a liber-
tarian society. But it will be necessary to define some of these work-
ings that have become increasingly distinct from society, as we find
it, to clarify matters

The Austrian theory explains impacts from monetary stabilization
policy. It explains how policy induced booms result in crashes.

Formal mainstream approaches have an emphasis on equations,
on the use of unrealistic ideal types, and aggregation that obfuscate
real world phenomenon. There has been a mistaken reliance on sta-
tistical regularities as a method of drawing inferences.

It will be shown that today’s money, no longer tangibly linked to a
commodity such as gold, nevertheless cannot be explained without

1Revealed in Tannehill (1970), or Rothbard (2006) who both detail how order and gov-
ernance performs in the absence of the State.
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its continued subjective tie to its past, and thus retains to a diminish-
ing extent its commodity money character. The customary tie to the
commodity predecessor of fiat money fuels the inertia that under-
girds today’s money. This inertia has allowed for interim periods (that
can last for decades) where “official” money was purported to be de-
void of its inherent commodity nature. Hence the seemingly plausible
contention that formally irredeemable money is as sound as com-
modity money is no surprise. But this contention is a fiction; at best,
these interim periods were notable for relative money depreciation.

Under a fiat money regime, the monetary authority may declare
tokens or scrip to be legal tender. But as a brand new money system,
if not piggybacked on an established price system, these can only be
introduced in a very limited setting such as a barter economy, or for
small groups lacking an extensive price system. Contemporary cur-
rencies although not legally specie-based are customarily so.

For all but the most limited economies, custom carries forward
money’s historical linkage to a commodity base. Central bank at-
tempts to control currencies only amount to quantity control in terms
of units artificially produced. The essence of money is socially de-
rived, not engendered by, but exploited by a government fiat money
regime. Accordingly the purchasing power of the dollar has been
eroded without loss of its function as the medium of exchange.

Money is peculiar in its role as a universal trading good, permeat-
ing all exchanges in the market, unlike other goods, once established
it cannot be refined by competition. Recent years of dollar misman-
agement under the aegis of the Federal Reserve have resulted in an
increasing number of economists favoring hard money reform, with
some common remedies centered on introducing competitive curren-
cies. We shall see that in this camp too often the recipe proposed for
a conversion to an official gold money system leads unnecessarily into
difficulty. This camp maintains that commodity money is the better
choice objectively over fiat money, and therefore a new commodity
based currency could prevail in competition with fiat money. We will
see however, that the dollar cannot be so easily jettisoned. The point
being that the dollar is already in its essence a commodity money,
only irredeemable juridically. The defense of the dollar follows from
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respecting its exchange economy origin as a fundamental social con-
vention and not acceding to attempts to wrest it completely from its
original social underpinnings.

This manual revisits some of the seldom-discussed aspects of
money—aspects essential for making investments, hedging against in-
flation, buying gold, understanding moves in the bond market, or de-
tails of monetary policy.

Fundamental analysis yields more reliable results than technical in
considering financial trends. For instance, inflation favors debtors
over creditors due to a lag in the interest rate price premium. When
inflationary expectations increase, stock market prices for certain
corporations can rise to reflect the projected relative gains, specifi-
cally gains by corporations that are net debtors. Depositors and bond-
holders, and corporations that are net creditors may face losses. And
there are profit gains when inputs purchased before price increases
are compared to product prices that have risen during the production
period.

Such attention to causality obviously precedes technical treat-
ment of data because the relevant variables must first be identified.
The conventional habit of data driven investigation has led to too
many lost trails of inquiry. Hence insights deductively formulated may
have been given too little attention to assist the analyst.

This includes insights of Austrian School economist Ludwig von
Mises, (The Theory of Money and Credit, 1912) who outlined the
monetary theory of boom and bust resulting from credit expansion,
the ABCT (Austrian Business Cycle Theory). His protégé in business
cycle theory and later Nobel Prize winner F. A. Hayek, in 1925 chal-
lenged the misdirection of U.S. stabilization policy in the mid 1920’s.
Their warnings in the 1920’s that current policies would lead to eco-
nomic imbalances and a financial crash went unheeded. While Mises
personally declined to hold accounts in banks in the 1920’s that he
knew to be unsound, Irving Fisher, architect of Federal Reserve policy
in the 1920’s was clueless up through the crash of ‘29 and personally
lost a fortune in the stock market (deSoto-2006, 487-493)

Murray Rothbard’s Americas Great Depression (1963) restated the
theory. Rothbard documented the unprecedented new tax and regu-
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latory burdens that lengthened the bank crises into a great depres-
sion. In the (1971) introduction to the 2nd edition (1972) Rothbard’s
early recognition of the inflationary recession or stagflation phenom-
enon emerging in the 1970’s was instrumental in exposing contradic-
tions in the Keynesian economic paradigm.

The dollar evolved as a social institution. That is, from its social or
public custom of use as opposed to official sanction. Too often the
positive side of human nature and our daily exhibited propensity for
social cooperation have been underplayed. Mises points out in Hu-
man Action, that peaceable habits engendered by trade arise even
when parties have no liking for each other. Markets and free trade
are thereby of immense importance in keeping the peace locally and
globally.

Money, (the dollar in particular), is the people’s heritage. Con-
firmed each day in transactions, it is a tool or technology that ranks
in importance with the development of language or cultivation of
crops.

The story of our dollar has been under reported, especially the
events of the Twentieth Century which led up to loss of the free use
of money in exchange—specifically, the measured, progressive loss
of separation between money and politics and the resultant effective
piracy of our monetary heritage. Whether perceived entirely along
the way or not by those responsible for this loss, the consequences
go far beyond visible marginal gains and losses we might attribute to
influence by various interest groups or sectors in the economy.

The important differences between commodity money and fiat
money should be restated. The former (as gold or silver) were initially
underpinned by non-monetary uses; the latter (our current fiat dol-
lar) is now underpinned only by custom and government mandate.

The money supply may be defined as the sum of each individual’s
holdings of currency and checkable deposit accounts plus CD’s, sav-
ings and money market accounts.

Conventional use of measures of the velocity of money lack a sci-
entific basis. The average turnover rate or velocity is equated (in-
versely) to the demand for money, a relationship largely misunder-
stood. The subjective human character of economics is based on in-
dividuals acting with a purpose either in isolation or as identifiable
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members of a group. Relative valuations of money holdings and other
assets need not be linked at all to the velocity turnover of money
holdings. Exchange volume is no reliable indicator of asset pricing.
For example, one party can be involved in bidding up the price of a
painting at an auction without any money transaction on his part.

Money is that medium of exchange or currency in which the array
of prices is expressed in a geographic region or market venue. His-
torically the most marketable good, money emerged as a social or
economic rather than a political phenomenon. Underlying transac-
tions by peaceful trade, money facilitated the demise of socially de-
structive predatory means of wealth transfer.

Yet hegemonic, hierarchical systems of organization based on
compulsion and dominance (kingdoms, governments etc.) gradually
won stewardship over money, and in keeping with their exploitative
practice undermined its stability.

In the U.S. this state of affairs devolved by default. The public re-
linquished complex money and finance decisions to firms and institu-
tions closest to centers of finance and most adept in taking control of
these matters.?

An unbiased accounting of the government role in monetary man-
agement and macroprudential policy has been lacking. Such an ac-
counting would reveal the subsidy to the banking industry resulting
from the seigniorage (money creating) process. It is predatory in its
wealth transfer effects. Open market operations (Fed purchases of
bonds, or any assets) provide new reserves for banks. These gains
(seigniorage) to the banking system are a separate matter from Fed
profits. Newly produced reserves support a multiple of new demand

20ne often hears the reference to the role of government as analogous to that
of a referee. This allows for attributing government wrongs to failings of character, not
insulated power. Yet referees and governments are stark examples of two concepts en-
tirely at odds. Referees, are an example of participatory or commercially based order to-
tally outside of any need to be established by government. They provide needed regula-
tory services under the free market model, not the political or legislative model.

7
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deposits used by banks for interest earning loans for which the bank-
ing system need only maintain reserves at a small fraction of new
loans.

Even a money supply increase of only 3 to 5% per year that seem-
ingly just accommodates an expanding economy can be problematic
macro-economically. With such a rate, purportedly to maintain over-
all price stability (rather than a slower increase as under the gold
standard with beneficial dollar appreciation), malinvestments and
distortions ensue as interest rates are made lower than normal. Un-
der normal circumstances with increasing savings and increasing
productivity “To keep the price level steady would mean, in similar
circumstances, that the loan rate of interest would have to be low-
ered below the equilibrium rate.” F.A. Hayek, (1967 [1935], 27).

Under market disciplined free banking, the tendency for banks to
keep ever smaller fractional reserves (or low capital) would be
checked. Markets would be forced to develop their own prudent be-
havior absent the government imprimatur, the FDIC, and the implicit
backing by involuntary taxation.

Treatment of deposits as legal titles would support a policy of
100% reserve requirements. Just as a storage facility simply charges
fees for storage, not considering deposits of items as liabilities on
their balance sheet to be loaned out, so too banks could be consti-
tuted. A free market would determine the financial landscape and the
degree of bank leverage.

Under the present system when banks run into trouble the FDIC
and the Fed stand by, not as legitimate insurance--which could never
apply to such economy-wide operations—but as guarantors for a tax-
payer bailout. This encourages unnecessary and inappropriate risk
taking by banks (moral hazard). Thus the government seemingly res-
cues private excesses. But those excesses result from the antithesis
of free market banking policy.

Given these concerns some advocate replacing Federal Reserve
System credit money production with Treasury money printing and
credit. But the Fed is only one aspect of the problem. Replacing it with
Treasury inflating fails to address dollar depreciation. Although limit-
ing the ability of the private banking system to earn more windfall
interest through expanding loans when more reserves are pumped

8
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into the system, both Treasury money such as greenbacks and bank
loans (demand deposits) would remain fiat based. Such money is
functionally the same as counterfeit money, the key being who gets
to print it. With treasury fiat money the incentive to inflate remains
intact. The Treasury already sells treasury bills and bonds that take
on some of the qualities of money as liquid repositories of wealth.
We see also little inhibition in over-issuing these securities, even to
the point where we now have the potential of a future global flight
from these assets.

Naturally, increases in government deficits impact the loan market
with borrowing demands backed by the security of the taxing power
of government. This is known as crowding out. It diminishes funds
available for business needs.

These unsatisfactory outcomes give rise to innovative corrective
proposals by various free market proponents. They propose retrieval
of the dollar from the present regime of fiat money, or replacement
of the dollar in favor of soundly based free market money. Beside
guestions surrounding the Fed, there are other aspects of the prob-
lem not well understood. Some of these aspects have to do with the
laudable suggestion that a commodity dollar is superior to a fiat dol-
lar.

Freeing precious metals from capital gains taxation, or legalizing
any kind of private coinage, would be an advance toward financial
freedom. As mentioned, some writers propose a gold or commodity
based money to compete with the dollar, as a return to sound money.
As paradoxical as it may seem, the release of the dollar to its market-
liberal economic role would not be accomplished by a purported legal
abandonment of the government fiat dollar money system. Achieving
a free market end also requires measures enhancing the dollar’s un-
derlying support. The dollar can be seen as a free-market institution
usurped by the state. Abrupt abandonment of the present fiat dollar
would be pulling the rug, albeit now counterfeit, out from under the
economy.

We may follow this reasoning more easily if we see money, and so
the dollar, not as a creature of government, but rather an outcome
of commerce among the general public, as the essence of trade and
the market, presently under custody of the government and as having

9
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been weakened by political replacement of the option of redemption
with legal tender fiat. With this in mind, an informed goal of reform
should be to rescue, not destroy the dollar.

As a matter of correct terminology, governments don’t strictly cre-
ate money. Markets and people can create a money regime; govern-
ments only then take custody of its management. Governments cer-
tainly produce units of a currency and produce money substitutes,
usually in concert with commercial banks. Devaluation of dollar units
has not removed its currency functionality.

A recent introduction of Liberty Dollars that had partial specie
backing by a private interest was enough of a competitive threat to
the dollar as a store of value that authorities moved to prevent this
option by prosecution on the basis that it constituted the act of coun-
terfeiting. One key element was that this currency carried the trade-
mark designation of dollars. What the displacement of use of dollars
with the use of these alternative Liberty Dollars amounted to was a
move to capture some degree of the seigniorage that results from
printing dollars (although these did not resemble dollars, only made
use of the designation of the dollar). In this case the margin of gain
to the provider, instead of the whole face value of the bill, amounted
to its face value, less the promised backing in specie (a fraction of the
face value). This was somewhat similar to using another company’s
trademark to sell products, here it was the word ‘dollar’.

It should be seen that, if allowed, the printing and selling of these
partially backed notes would have had an impact similar to adding to
the money supply. As this caught on, more providers would emerge
with higher ratios of backing to out-bid the Liberty Dollar, and so on
with more providers to out-bid those, until eventually all of the sei-
gniorage advantage was gone as the backing approached 100%.

That authorities moved to disrupt this process points to the vul-
nerability of fiat dollars over commodity backed dollars. The activity
could have been a means to move towards edging out at least some
of the demand for unbacked paper currency. Yet more likely this
whole process would fail to supplant the fiat dollar that would never
have been deposed, and by using the dollar imprimatur competing
notes would have begun trading at a premium over the official dollar.
When the Greenbacks were introduced under Lincoln as unbacked

10
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Treasury Notes, they were discounted in value. One can find an eco-
nomic parallel to this type of partially backed currency in periods
when the copper penny was available as an alternative to fiat paper
dollars, or currently the nickel. These coins had a melt value at a sub-
stantial fraction of the currency (market) value, but never dominated
as a hedge against inflation.

To the extent the specie backed notes such as Liberty Dollars
would replace other money balances held by the public, the effect
would have an inflationary bias in reducing the demand for liquid dol-
lar balances. This could draw attention to the weaknesses of Federal
Reserve money. The risk, of course, is the possibility of setting off an
inflationary flight from fiat money that would be disruptive for the
money economy itself—-that would perhaps bring down ATM’s etc. in
an irreversible collapse of the intricate and extensive crucial nexus of
division of labor and coordinating functioning of the market econ-
omy.

To some this risk could be seen as acceptable given the negative
economic long-run outlook under a continued fiat regime that per-
petuates boom and bust, secular inflation, and gradually creates a
critical state that portends a probable but unpredictable future finan-
cial collapse.

One could predict, that if allowed, the newly introduced ‘money’
would gradually pre-empt earlier issues of these partially backed ‘dol-
lars’ by incrementally including more gold backing. In fact, a new con-
cept of money in this genre has been forwarded privately. These are
notes containing gold leaf presumably with the amount of gold rep-
resented by the note (at some specified market value of gold meas-
ured by dollars). Incidentally this would assist in accommodating the
need to have contractual guarantees for redeemability for small de-
nomination notes under a gold standard. But in the last analysis, such
an introduction of title to gold ownership in the form of currency
would hardly amount to a new currency.

Further consideration of this episode of specie (partially) backed
notes such as the Liberty Dollar brings up an interesting point. It is
easy to see that a private provider of these new dollars would be able
to exchange older ones for newer at a higher face value as the fiat
dollar price of gold rose, as did occur with Liberty Dollars. Providers

11
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would see their gold holdings appreciate to allow issuing new ‘dollars’
with less physical gold. In time holders of earlier issues would see po-
tential for appreciation and begin a speculative rush into these instru-
ments that would put further pressure to bid up the fiat dollar price
of gold in the market.

Hence under the supposition that these partially backed ‘dollars’
were not prohibited, it would be quite possible that depreciation of
the fiat dollar could accelerate if large financial institutions saw an
opening to provide ‘dollars’ backed by gold. Since there is no floor for
the exchange value of the dollar as constituted, the value of the dollar
could collapse. But fiat dollar denominated financial assets would be
at risk, they could henceforth collapse in value as well. The specula-
tive adjustment mechanism in financial markets could overwhelm any
attempt to return to a convertible dollar without any real confidence
in the Treasury’s ability to acquire gold reserves, or to stem a runa-
way gold price.

Historically, hyperinflations have been halted by credible policies
that return a currency to a sound commaodity link or to another cur-
rency, but usually after the ability to sell financial assets has been
eliminated by their loss in value.

With this said, the astute reader may argue, along with the estab-
lishment neoclassical economist, that with intelligent monetary pol-
icy, and protection of the dollar from such replication challenges we
have been considering, there is no good reason to worry. It could be
maintained that, granted that inflation of prices may well continue
long run, this beneficially allows the government to be financed by
monetizing its debt and so reduces the tax burden.

But even assuming that the fiat dollar could last indefinitely, the
loss to the public has been recognized by numerous writers defending
free-markets. It is three-fold:

First, the loss of purchasing power. It is not as if everyone’s money
balances were magically enhanced with new money, or fixed incomes
were easily adjustable. Losses amount to precisely the same as if a
select few were allowed to print money in their basement and then
spend it pushing up prices faced by the rest of us. While we in fact
have seen prices fall in the electronics sector, in real terms by even
more than in nominal terms, how many more sectors could have been

12
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lowering prices had we not had a general inflation rate that depreci-
ated the dollar by more than 90% since fiat money was extant? Is it
any surprise that of the top 18 largest MSA (Metropolitan Statistical
Areas) for 2008-9 as reported in the 2012 Statistical Abstract of the
United States (p. 448) the Washington Metropolitan Area had the
highest consumer unit annual expenditure and with more than half
of the top ten counties (in median income) for the entire country?
Your position in the spending chain determines your ability to exploit
prices not yet adjusted to the money supply increase.

Second, the loss of fiscal discipline: The present regime fails the
public in the areas of fiscal responsibility and accountability because
of the ease of financing government expenditures. Would there have
been the means to fund a bloated bureaucracy, no-bid contractors,
fund the preposterous drug war that has eviscerated whole ethnic
communities, or engage in pre-emptive strikes, or intervene in for-
eign conflicts that now look imprudent with hindsight? Can govern-
ments be trusted with such an easy source of financing? The suspen-
sion of the gold standard by the European belligerents in WWI al-
lowed for deficit financing enabling unprecedented carnage and pro-
longed that war to such a destabilizing outcome that it produced
WWII and then kept the world at the brink of calamity throughout the
20th Century.

Third, the loss of stability: business cycles have been shown to be
exacerbated, or even caused by errant monetary policy that created
asset bubbles, skewed investments, and misappropriate capital ex-
penditures. Real estate booms are underlain with subsidies and tax
exemptions only possible with deficit financing and credit conditions
spurred by easy monetary policy that lowers interest rates artificially.

Writers have emphasized an important difference in approaches
to reform that should be made clear: actors in place are not as im-
portant as institutions and procedures such as legislation; individual
conduct by those in government, or even those close to government
largess will always exploit opportunities to gain outside of the mutual
exchange nexus of markets and are behind some of the legislation
cranked out by Congress or rule making by agencies. The fix must be
at the level of institutions and checks and balances. The fix will need
to address the proliferation of positive law over remedies already in

13
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place under common law—remedies long established as an avenue to
adjudicate identifiable damages produced by violent or fraudulent
acts.

Specifically, there is a case made by free-market advocates for re-
forming the monetary landscape that would imply revisiting the 1913
decision to create a central bank and the 1933 decision to demonetize
gold. As with other areas of life when we look at systems of compul-
sion we find that they can appear to be a solution to discord but can
fail to produce intended results. It is sometimes more difficult to work
within tried and true social norms that are based on the public’s pro-
pensity to cooperate through peaceful trade and commerce.

Order can best emerge from the harmony of mutual gain through
specialization, division of labor and from freedom to control and ben-
efit from the product of one’s labors, based on equal respect for prop-
erty rights (equality in property as defined by John Locke’s Law of
Equal Freedom). A consensus that achieves or acquiesces in debasing
an honestly derived currency for expediency by a political or financial
elite not surprisingly diminishes economic choices.

In brief, economic reasoning from sound premises can lend to
early recognition of major swings in markets and policies. These
premises also point the way to the reclamation of our monetary her-
itage of sound money.

An ultimate solution will necessarily reflect natural law and 1) help
stabilize the economy, 2) prevent chronic inflation and 3) eliminate
the risk of a global monetary melt-down.

This implies addressing the proper regulation of banking through
removing obstacles to market discipline caused by Federal insurance
and central banking legislation.

It implies revamping of the dollar and recognizing the failure of its
fiat legal status. The first task is clear—to undo the constructivist-leg-
islated destruction of the commercially derived essence of our money
as an institution of emergent order. Upending the dollar holder’s title
to precious metals reduced the dollar to an artifice. Included in this
text are brief sketches of an innovative dollar peg to gold that may
exclude ultimate gold convertibility. After grounding the dollar on
what was the public’s heritage from the competitive process arising
out of time-tested commercial custom, perhaps another form of

14
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money will emerge through choice in currency. Producing a blueprint
for such needed reforms may be quite different from this approach,
only limited by the imagination of contributors who, having learned
the basics, will no doubt, with increasing acumen, preserve the integ-
rity of money in its future forms.

15
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1. Money established by past use.

In the 20™ Century the Dollar emerged as the dominant unit of money
for the world. Following the reasoning of the Regression Theorem of
Money (formulated by Ludwig von Mises, The Theory of Money and
credit, 1912) the quality of a currency that makes it money, making it
acceptable in trade, relies on what it could buy yesterday. And yesterday,
in turn to what it could buy the day before, and so on back to when it was
commodity money, representing an ounce of silver, or a measure of gold.
Silver and gold were valued in the same way back to the first days of bar-
ter to when they were valued by marginal utility only as a commodity yet
to be used as money.3 First, money was a weight of monetary metal. Now
it is a designation, inconvertible, sustained by custom, and as fiat money
lacks contractual ties to its original barter equivalent.

2. Dollars are not government made.

The predominant, customary commodity used as a medium of ex-
change became money. It was employed for indirect exchange, liberating
people from the confines of bartering good for good; but itself retained
the direct exchange or barter relation with goods.

The dollar’'s money character or functional quality originated entirely
aside from government.* Evidence of this is in the historical record of
moneys’ chain of use beginning in a primitive or rudimentary barter econ-
omy.

Public trust in a particular currency is manifested by its use in trade.
Economic need created money. Now the dollar, kept afloat by its own
commodity money inertia, but backed only by the historically feeble force
of government mandate (fiat), faces the possibility of a crises in confi-
dence, and is to that extent vulnerable.

Money then, has a socio-economic rather than socio-political origin,
and a socio-political rather than socio-economic end: its demise occurs
after political control undermines its economic basis (see 28 below).

3 Mises (1971 [1912]) so solved the circular value paradox of money and established a
marginal utility explanation for its value.
4 Functions of money are means of payment, unit of account and store of value.
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3. Origin of the Dollar.

Congress adopted the dollar in 1792 as the official U.S. money. Origi-
nating in Europe the dollar comes from the German word “thaler” after
a silver coin introduced in the 16™ Century.

The government was able to smoothly adopt a new name for its new
money that was in essence equivalent to existing monies used during the
18th Century (i.e. silver or gold). The U.S. was on a gold coin standard at
$20.67 per ounce (a dollar was 23.22 pure gold grains) established by the
Gold Standard Act of 1900, that ended bimetallism. Only later (1934)
were dollars made fiat (made irredeemable and kept as official money by
proclamation). Britain still uses a weight designation (the pound sterling)
for its currency.

4. Legal tender status not backing.

“This note is legal tender for all debts, public and private” appears
on all Federal Reserve notes to convey the backing of the government for
our currency. However, legal tender as backing is only as good as the
applicable loan contract that one is bound to. Should debts be contractu-
ally linked to price indexes then dollars have no guaranteed value at all.
It is well known that interest rates will tend to adjust upwards to include
a price premium to compensate the lender for inflationary expectations.
In 1980 some rates were assuming more than 10% price inflation as they
reached 16% on some loans. This makes evident that simple legal tender
status is no protection against dollar depreciation.

As interest rates rise homeowners are subject to foreclosures; adjust-
able rate mortgages defeat any “backing” that legal tender laws are pur-
ported to provide.

Keeping in mind, that as the one tradable good that remains in a state
of barter, economically speaking, currencies, including fiat currencies, re-
tain the character of a commodity in market valuations. And strictly
speaking, specie commodity money also is not ‘backed’ in that the value
of gold or silver is not ‘backed’ but depends on subjective valuations in
the market. Yet it is widely understood that the differences require mak-
ing a distinction, hence the term ‘backed’ has importance.
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5. An idea unacknowledged.

20th Century economic analysts mistakenly separated money from
the goods market and proceeded to ignore money as a barter phenome-
non. The government stands powerless to effect its reintroduction once
price arrays are destroyed and it is forsaken as a currency. A new money
can only be reintegrated through barter, unlike market provision of other
goods, say food, where a superior product introduced by the private mar-
ket will be accepted and soon find its market price. Money is the only
good desired for its use as a medium of exchange; lesser quality money
is preferred as currency (provided it qualifies by habit as money). Put an-
other way, money is ultimately desired simply because we wish to ex-
change it for something else in the future. In itself, we need have no other
use for money, although if sound, it retains its commodity market value.

Textbooks commonly overlook this insight, giving the erroneous im-
pression that governments can simply create a new fiat money de novo.
Without any reference to how modern money became established, it is
often portrayed as a mutually determined phenomena related to all
other goods as a numeraire, no mention is made of the various ways the
commodity character was compromised.

For example, although clear about the advantages of money over bar-
ter where, (without money) trade among individuals requires an unlikely
double coincidence of wants, Samuelson states: “money is accepted be-
cause itis accepted.” and “The age of commodity money gives way to the
age of paper money.”> Or Alchian and Allen: “Do not try to account for
the general acceptability of money with the old wives’ tale that money is
‘backed’ by, or convertible into, gold...Gold then does not give the dollar
its value.”® Or Mishkin: only that “currency has evolved into fiat
money,”’

5Paul Samuelson, Economics, Sixth edition. (1964) p. 52.
6 Alchian and Allen, University Economics (1965) p, 644.
7Mishkin, Frederic S., The Economics of Money, Banking, and Financial Markets, eleventh

addition (2016) p. 99.
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6. The dollar—its commodity past.

These authors’ statements, while internally consistent superficially,
omit the fact that all of the functionality in the dollar today is attributable
to its earlier use as money, starting as a commodity coming down to us
through the conscious process of actual market transactions. Each ex-
change with money occurs after the transaction before it. To paraphrase
Samuelson more correctly, the dollar is accepted because it has been
accepted not because it is accepted. That it is accepted as money has to
be explained. Without dropping the dimension of time in analysis we gain
better understanding. There is no circularity as Samuelson would have it.
Money circulates but not in a circle, rather in a spiral through time. Thus
there is continuity back through exchanges in the past to its origin. See
(1.)

Other goods can come onto the market anew and be priced by supply
and demand. Money, although priced per unit by supply and demand
cannot be thrown onto the market, as can other goods, for first it must
be bartered, then its purchasing power can be found. It only becomes
money through barter with the array of goods and services it is bartered
for, that is, all market goods. It is the only good valued for its use as a
medium of exchange against other goods, the only good in a money econ-
omy that always remains in a state of barter. For this reason even gold or
silver certificates cannot compete with the fiat dollar if introduced pri-
vately as a parallel currency-their link to our money, the dollar, having
been broken. This is evident by the fact that we don’t use gold or silver
ounce prices for goods, only dollar prices. (See 34-36) this does not mean
that specie based money could not supplant fiat based money once the
government abandons its statutory support of fiat money allowing its col-
lapse through hyperinflation for instance. This would happen if the trade-
mark or copyright of the dollar were no longer defended so that ‘coun-
terfeiting’ would be legal. This is what is meant by true competition in
currencies, even with government ensuring enforcement of contracts
and titles to property. In this instance Federal Reserve notes (purportedly
liabilities to the Fed, in actuality are not legal debt in any meaningful way)
would be free to depreciate.
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Of course an existing money can be given a new name, but it is the
same money.

7. The nature of a dollar collapse.

Understanding this historical connection is essential because it in-
forms us that if we have a collapse of the dollar there is no easy way back
to establishing a new money. No government proclamation could suc-
cessfully established a brand-new money out of paper aside from being
piggy-backed on commodity money or a currency that was once com-
modity money. Under a collapse of the dollar, in a dollar centric world,
the other major dollar dependent fiat currencies would also be subject to
rejection.

8. More money is not necessary.

On a superficial level producing more money supply has been con-
fused with magically creating wealth. Less naive is the mistaken proposi-
tion that, as a tool for trade and exchange, more money is better.

Once a money is customary, whatever supply of money exists fulfills
the role of a medium of exchange, although as supply increases each unit
may have less purchasing power.

Suppose two isolated countries A and B, have identical resources,
population, and production of goods and services. But B has twice the
amount of money as A. One could expect that the price (and wage) level
in B would be roughly twice that in A. The country with twice the money
supply (B) would also have each unit of money representing roughly half
the purchasing power as the units of country A. If country B’s economy
were twice the size of A’s then the price levels would be roughly similar.
Note that any measure of the total economic activity of either country
would need to be deflated by a price index.

A sound monetary system also incorporates credit arrangements that
accommodate transactions for local or transitory commercial needs.
Credit clearing mechanisms such as credit cards allow for transactions
without the need for carrying large money balances. Banks provide this
important clearing function in discounting commercial paper, and more
broadly through the necessary service of providing loans. Financial insti-
tutions in general provide for pooling of savings and accommodating the
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need for organizing streams of income in the economy. Innovation and
technology allow more efficient coordination of an individual’s transac-
tions with his money income. These improvements reduce the need for
money balances and economize on the size of the money supply out-
standing.

“Inflation and credit expansion are the means to obfuscate the fact
that there prevails a nature-given scarcity of the material things on which
the satisfaction of human wants depends.” ---- Ludwig von Mises

9. Prices rise when money increased.

According to the Federal Reserve, and U.S. Dept. of Labor, the produc-
tion of dollars (M1) increased to $1.366 Trillion by 2007 and $2.7 Trillion
in 2014 from $409 Billion in 1980, up 675% in 34 years. During that period
the CPl increased 235%

Up to now the loss of value (in terms of dollars) of the paper dollar
resulted not from its loss of redeemability, but from its increased supply
(quantity theory of money), it has not lost value because of credibility as
money but because of ease of production due to its loss of required back-
ing. The dollar still rests on its past commodity nature through custom; it
retains a full complement of price arrays. Loss of confidence in the dollar
because of its broken ties to gold and expectations of future over-pro-
duction explains periods of volatility in alternative store of value assets
such as gold or other commodities.

8 See Terms: Quantity Theory of Money. Strictly, prices will be higher than they would
have been without a supply increase. Hence the price level may not rise absolutely if the
economy expands.
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10. But now overvalued.

The dollar, has depreciated to less than a tenth of its value in the last
half-century. Clearly losing its tie to monetary metals resulted in its over-
issue, but paradoxically from the standpoint of convertibility now the dol-
lar is in a state of over-appreciation, still valued by the public through
custom and faith. There is no way to predict when confidence could be
lost. Faith in the dollar has started to falter globally. It always faces the
threat of future unrestrained inflationary policies by the monetary au-
thorities.

11. Money not priced like goods.

Goods and commodities are priced according to present value on the
margin depending on present supply and demand and future expecta-
tions, rather than past prices. In contrast money has no price other than
its purchasing power over all other goods. It is established by its past mar-
ketability.® As with other goods, present supply and demand determines
its price. But unlike other goods, for money there is no social loss of func-
tion in having less; its total utility for the economy is preserved; it fully
retains its social value as a medium of exchange. A reduction of the sup-
ply of money will only raise its relative purchasing power over other
goods.*0

Money, as a commodity or a virtual commaodity, has the peculiar qual-
ity of not having one price, and in fact is “priced” separately for each ex-
changeable good or service, and so remains in an economic relationship
of a state of barter unchanged in this respect from its beginnings.

% Mises, (1966) explained that he who holds or exchanges money and goods is inter-
ested in money’s “future purchasing power and the future structure of prices. But he
cannot form a judgment about the future purchasing power of money otherwise than
by looking at its configuration in the immediate past. It is this fact that radically distin-
guishes the determination of the purchasing power of money from the determination of
the mutual exchange ratios between the various vendible goods and services.” p.411.

10 For a discussion of the supply and demand of money see the importance of money
below.
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12. Gold lacks supply problems.

For commodities such as copper, the existing stock is 1 to 2 times the
yearly production of the commaodity. Gold on the other hand has a stock
50-60 times its yearly production, and is thus less subject to supply driven
price volatility. Gold retains a large part of its value because of its quasi-
money functions,*! and because of this suffers price volatility according
to vagaries in confidence of the future viability of the dollar.

Estimates are that there are about 160,000 tons of gold, half in jewelry
and less than half of the rest in central banks.'2 Unlike other commodities
gold is retrievable for sale on the market. Thus the total supply of gold
continues to increase each year.

13. U.S. in currency default.

The US government defaulted on its obligations to maintain converti-
bility of the dollar to gold domestically with the passage of the Gold Re-
serve act of 1934, and defaulted on its international obligations to foreign
central banks to exchange gold bullion for dollars in 1971.

14. Dollar now degenerate fiat money.

What does a government do when under a convertible money rule? It
desires to print up more claims than it can redeem, which might naturally
lead its citizens to lose trust and begin to turn in their certificates for gold
orsilver. The U.S. Congress in 1933 passed the Gold Reserve Act requiring
the people to give up their gold in exchange for irredeemable notes (and
devalued the new currency notes by almost 50% against gold).

A paper certificate, even when convertible into coin, lends itself to
manipulation. The certificate status can be removed without changing its
look, it can be only the shell of the money it once was, its convertibility
withdrawn. It can be made into fiat money. Many people still remember

11|t serves mostly as a store of value while also exhibiting a speculative demand on its
future price, and possibly its future use as money.
12 various estimates in 2008 set the price of the contents of Fort Knox, controlled by the
U.S. Mint at 5,000 tons or 147 million ounces.
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a one dollar silver certificate indistinguishable in appearance from the
subsequent one dollar Federal Reserve Note.

15. Why gold is now legal.

The requirement for commercial banks and U. S. citizens to turn over
their gold at $20/0z. in 1933 allowed a government windfall gain from
the consequent devaluation of the dollar to $35/per ounce and reflected
a need perceived by those in control to preserve trust in the dollar at that
time by monopolizing gold reserves. At present such a need no longer
obtains since gold has been de-monetized. This would explain why Con-
gress legalized gold ownership in 1975 and gold clauses in contracts
in 1977. Full legalization of coinage may be the next step. In this
view private gold accumulation, allowed today, no longer threatens the
entrenched fiat dollar.

It is vital to understand why gold could not re-assert itself on its
own (see 42). The exemption of capital gains taxation on gold
would be insufficient. Without removing legal tender status for the
fiat dollar, and the loss of the dollar trademark or copyright protection
against counterfeiting, gold would be subject to Gresham’s Law: bad
money drives out good. Gresham’s Law only applies in controlled con-
ditions. Under the free market good money drives out bad. But having
a free market removes legal tender status, and incidentally, without gov-
ernment institutions, a pure fee-market (without impositions by govern-
ment) would threaten the loss of the dollar as money, especially since its
replication could not be made illegal. The point is not that the dollar can’t
be replaced by free market competition, but it would involve the dissolu-
tion of the price system. And since the Dollar remains 100% money, a
result of its original commodity connection, why surrender to its unnec-
essary destruction, just to allow for a new commodity money? After all,
the market has already spoken in historically choosing precious metals as
money, the task is to move in the direction of reinstituting convertibility
at a sustainable dollar price of gold.

That such a task presents difficulties is evident. First, setting a price
deemed by the market as too high (for gold) would cause a rush to sell
gold to the authority. How else would such a pegged price be credible?
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Setting the price too low would cause a run on the dollar to sell dollars
to the authority until all the gold was purchased, essentially what was
going on before 1933 that prompted the Gold Reserve Act, and interna-
tionally before 1968 that prompted the U.S. default on the Bretton
Woods agreement to maintain gold convertibility for foreign central
banks. No doubt there will be those with the resourcefulness to find an
outcome to this enigma that produces a soft landing.

16. Monetarism not free market.

Monetarists (see terms) called for legalization of gold ownership, and
from this and other policies were identified as proponents of free mar-
kets. However, they mistakenly refer to an un-backed dollar and freely
floating exchange rates as free market policies. These policies were
measures addressing difficulties with government fiat money, money
that was unsuccessful in fully co-opting the essence of market commodity
money. These monetary policies removed the dollar even further from
its roots in the free market.

17. Is silver money?

Hard money advocates are quick to point out that silver presents an
excellent investment having served as a parallel or complimentary money
to gold, having been at a ratio of 15 to 1 under bimetallism in the 19t
century, which would translate today to over $80/0oz. (in early 2019 silver
was close to $15/0z., gold $1300/0z.). But we would note that technolog-
ical changes have made the metal obsolete as a currency, except perhaps
under a dollar collapse where silver coins would be quite useful.

Silver was useful as silver coins before the development of credit cards
and electronic means of dividing money into smaller units, gold being too
expensive for most to carry in coins. Under a gold standard, certificates
in fractions of gold ounces could be used for small-scale purposes. Histor-
ically we had the development of various money systems using, for ex-
ample, salt for small-scale money purposes, and cattle for the larger. In
fact, the term salary comes from salt and pecuniary from cattle. Much of
the rational for the bimetallic standard was from this perspective. Yet had
Gresham'’s law been understood in the 19" century the difficulty of main-
taining such a parallel money system may have been avoided.
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18. What are Federal Reserve notes?

Federal Reserve Notes contain no statement in the form of a debt and
thus are not, in this respect, explicitly credit money or instruments of
debt. At most they are quasi-credit money. They retain legal properties
to prevent the holder from destroying them or replicating them. Whether
de facto they have legal qualities resembling government property, or as
if on loan from the Federal Reserve, is an interesting question.

The Federal government by law co-opted the market’s choice of gold
and silver money long after these metals had emerged as money by cus-
tom on their own. The government established the dollar as legal tender
and later removed its formal connection to a weight of gold or silver,
thereby changing the dollar to a fiat money. This fiat substitute money
(Federal Reserve Notes) retained exchange value because of trust by past
habits of use among the public in the same manner that counterfeit dol-
lars unrecognized as such have been accepted on occasion on a small
scale.

At the outset the Federal Reserve Note, in order to be accepted,
needed to resemble an existing currency. The dollar note had the same
look, size color etc. as the earlier silver certificate and yet was not coun-
terfeit since it did not purport to be a silver certificate. Similarly $20 Fed-
eral Reserve notes closely resemble the $20 dollar gold certificate. That
they have the word note printed on their face is however disingenuous
since a note is a contractual promise to pay something other than a du-
plicate of itself. The statement printed on the note that it is legal tender
helps ensure its use over more sound competing currencies, but does not
prevent loss of value since the government made no guarantee of its fu-
ture value (See 4).

Enforcement of its legal tender status in the market is no longer nec-
essary, as the fiat dollar has become customary fiat money (see terms).
Enforcement of copyright status to prevent private duplication (counter-
feiting) remains necessary.

19. The Fed.
Created by the Federal Reserve Act in 1913, the Federal Reserve Sys-
tem (Fed), a quasi-government institution, provided a framework for
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banking interests to succeed in their long desired effort to produce a bank
cartel.!® Profits made by the Fed through creation of reserve assets are
funneled back to the Treasury, minus expenses, grants etc. 14

The unique ability to be funded outside of the Federal budget allows
the Fed to escape congressional appropriation oversight of the Federal
Reserve budget, a budget that is automatically over-funded by the money
printing privilege (economically and functionally but not legally equiva-
lent to counterfeiting).

We should be reminded that these expenses cost the rest of the econ-
omy dollar-for-dollar. It would be no surprise if Fed funded economic re-
search, employment of economists etc. should be supportive of a philos-
ophy of active monetary policy and central banking.

With unsustainable debt obligations Congress knows that inflation
provides a means of automatically lessening the debt burden. Thus there
exists little incentive for congressional oversight of Fed policy. This ar-
rangement lacks even the first ingredient in checks and balances for ob-
jectivity regarding inflation policy.!?

20. Money inflation subsidizes banks.

The Fed, Treasury, and private banking system share the monetary
gain from producing more money. Historically increases in the monetary
base following Fed increases in new reserves allowed bank credit to ex-
pand, the banking system each year enjoying automatic increases in
funds available for new bank loans and thus the windfall of an increased

13 1t provided a central bank clearing mechanism that frees member banks from the ear-
lier self-limiting mechanism of redemption of bank notes that kept each bank from over-
issuing notes. “For the Federal Reserve Act was the result of a movement led by bankers
seeking rationalization, and hoping to offset the decentralization of banking toward
small banks and state banks.” (Kolko, 243).

A whole economy organized by industry in partnership with the government is called
corporatism or economic fascism. It is hard to imagine that the founders were unaware
of the nature of this kind of central banking.

14 Fed remittances for 20016 were $92 Bn.

15 As with many policies that result in an over-reach of power, the “conspiracy theory”
charge of complicity might be justified with respect to interests that gain from policies.
However, overt or even conscious collaboration need not be present to arrive at the
same result as long as incentives to power are given free reign.
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interest income. FDIC guarantees also keep the fractional reserve system
as a whole viable at the expense of (what would be in the last analysis
politically speaking) the ultimate guarantor—the taxpayer. Little wonder
that the system has had a bias favoring at least a cautiously gradual ex-
pansion of the money supply. The gain to the Treasury from the money
printing or creating process is seigniorage.

21. Treasury money vs. Fed money.

Some critics have suggested that the U.S. Treasury alone issue money,
by-passing the Fed. The Treasury issued its own fiat currency (before
there was a Federal Reserve) with Greenbacks in the 1860’s, and the Con-
tinental Congress with Continentals during the revolution.

Such a policy would indeed remove much of what amounts to a sub-
sidy for the banking industry. However, with no ties to gold the power to
inflate would remain. Political pressure to inflate might be greater for the
Treasury than the Fed, from both a misinformed public and special inter-
ests since the Treasury lacks the political independence of the Fed.

In the years after the 2008 crises vast purchases of Treasury debt were
placed on the Fed balance sheet. With little doubt, these holdings (in the
STrillions) were possible through new money creation by the Fed. Since
they are held by another agency of the government they constitute no
true liability for the Treasury. Such monetization allows the government
to enjoy seigniorage similar to that which occurred from issuing Green-
backs, and so blurs this distinction between Treasury and Fed gains.

But neither choice is necessary. Moreover fiat money, whether origi-
nating from the Treasury or the Fed, lacks the authority of specific enu-
meration in the Constitution.

New Laws need more Laws,
To try their best to right’em,
And those Laws need extra Laws,
And so ad-infinitum.
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22. Fiat money extra-constitutional.

Whether one personally accepts the Constitution as binding or not is
outside of the scope of this discussion. There have been writers that have
made a good case against respecting its authority, especially for those
generations not a party to ratification. The process of amendment was
meant to account for this weakness, it being important not to see the
document as an expression of the will of the majority as a ruling entity,
but rather a means of strictly confining ruling power, of limiting whoever
rules to well defined spheres of influence over citizens and social interac-
tions under a customary common law environment. But if a party cham-
pions its validity for one cause, then it loses standing to question its ap-
plicability for another based solely on the document’s lack of derived au-
thority.

Under the doctrine of enumerated powers, powers not granted are
not available to the government.'® After the words in the Preamble stat-
ing: We the People ...do ordain and establish this Constitution... the
first sentence of the body of the Constitution, Article 1. Sec. 1 begins with
these words: All legislative Powers herein granted..The power
granted to Congress was to grade and mint coinage Article 1 Sec. 8, and
contains reference to fixing standards of weights and measures in the
same sentence. It was certainly not empowered to print money out of
thin air. Hence, neither Fed nor Treasury paper nor credit money produc-
tion adheres to the Constitution. This liberty to act was never authorized.
There has obviously been no Article V. (due process) amendment, (gov-
ernment) Supreme Court decisions notwithstanding, to grant a new

16 Under our system, citizens abide by Supreme Court rulings without having to ex-
pressly agree with the constitutionality of those rulings. This is not to detract from the
fundamental principles spelled out in the Declaration of Independence: That freedoms
are derivable by natural law. Where the wording of the Constitution conflicts with natu-
ral rights or rulings conflict with the doctrine of enumerated powers, it might be
amended.
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power. Further, printing of fiat money had been undertaken during the
revolution; an observer must reasonably conclude that such an option
was rejected in that no such power was granted later in the Constitution,
a constitution ostensibly authorized by the citizenry at large, and who
were to remain the ultimate political sovereign. *’

The point here is that the Federal Reserve Act of 1913 was no amend-
ment. To keep the peace, citizens in disagreement with the Supreme
Court’s adjudication of the Constitution have, understandably, con-
formed to its rulings, yet by doing so have not surrendered their right to
be committed to its textual meaning. After all, the formation of a republic
(res publica—from the people) was to be distinct from a theocracy, a
kingdom, or a form of mob rule. It was for the public that includes the
non-conforming individual. Here reasonable people would agree to a mu-
tual arrangement of equal freedom.

23. History of fractional reserves.

Although textbooks describe fractional reserve banking in detail, a
survey of 65 economics textbooks by James Kimball on the subject of the
development of fractional reserve central banking, found that “All the
textbooks did an appallingly poor job of tracing the historical devel-
opment of this institution. They left out the effects of legal tender

17 We should underscore that Article. I. Section. 8, states: “Congress shall have the
Power ...To coin Money, regulate [make regular] the Value thereof ...“. Note that the
“Value thereof” refers back to the coins, and cannot be stretched to include paper notes
or fiat money.

According to Madison’s Diary entries the clause “and to emit bills of credit” were struck
from the draft of this sentence after debate on the powers to be granted during the
convention.

For an in depth analysis on this objective reading of the document see Richard H. Tim-
berlake, (1993) pp. 129-145. Note that no power was given to restrict interest charges
or invoke price controls. Interest is the cost for the privilege of present use of funds de-
termined by the market. Usury laws, as with price controls, divert resources from effi-
cient allocations by the free market.
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laws and other government interventions necessary to institution-
alize a fundamentally bankrupt practice.”*®

24. Money surges undesirable.

Short term surges of newly produced money, to be expected under
fiat money regimes, unevenly and unfairly favor only those first recipients
able to spend before prices have had a chance to rise in response. Addi-
tionally, surges of newly produced money disturb the financial balance of
investment and production disproportionately and are attendant with
disruptions that underlie most business cycles. New liquidity might influ-
ence oil and commodities, the stock market, real estate or the govern-
ment bond market. Excesses occurred in the bond market in the early
1930’s during the depression, and recently in Japan. Bubbles in these
markets are frequently and mistakenly blamed on the market system, not
on the intervening distortions in the money supply. At the base of credit
bubbles will be found infusions of money.

Instability in foreign exchange markets for fiat currencies are no more
the result of derivative market speculators than garbage is the result of
flies. These markets only grew after currencies floated following the
breakdown of the Bretton Woods agreement.

The occurrence of business or economic gyrations may be unavoida-
ble under any system. Few natural systems progress through time with-
out perturbations. For market societies evidence abounds that interven-
tion leads to their exacerbation. The analogy of misguided policy in con-
trolling forest fires by putting out the small fires, only to have debris pile
up for a more infrequent but more damaging conflagration, seems apt.
The existence of winter avalanches in a watershed should not be seen as
evidence of failure in nature to distribute moisture. Some turns in the
road should be tolerated; markets always face changes in expectations
because the future is only imaginable, not real until it arrives and then it
has been changed by the process that produced it.

18)ames Kimball, “The Gold Standard in Contemporary Economic Principles Textbooks: A
Survey,” Quarterly Journal of Austrian Economics, Vol.8 No.3 (Fall 2005) p. 72
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25. Slow inflation undesirable.

Milton Friedman and other influential economists have expressed an
indifference to a moderate, steady rate of price inflation. They contend
that markets are resilient, and have developed techniques to adjust for
inflation such as indexing based on the CPI, or the use of inflation premi-
ums for the Fisher effect in the interest rates, the adjustable rate mort-
gage etc. 1°

But dilution of the money supply disrupts the calculation mechanism
provided by the price system. Money serves as a measure of value among
goods and services. Would the carpenter’s task not be impaired in a world
where the yardstick kept shrinking over several decades to 10% of its orig-
inal length, as has the purchasing power of the dollar??° On top of that,
even creeping inflation occurs in jumps and starts, further reducing con-
fidence in cost projections that hinder business commitments.?!

The natural progression of increased productivity, and gains from in-
creasing division of labor both normally contribute (under usual money
balance assumptions) to a gradual fall in general price. Hence, less dis-
ruptive changes in the purchasing power of money are nevertheless to
be expected even absent a managed monetary regime.

26. Does greed cause price inflation?

Generally, even though a producer or seller may want more profit he
cannot simply raise his prices without losing business to competitors. At
any given time he would normally raise his prices if he could.

A group of suppliers might collude to raise their prices, but even if
successful the extra money spent by the public in that sector means less
money left over to spend elsewhere. Without the money supply being
increased, price rises in one sector would be offset by price declines in

19 The Fisher effect is the additional interest charged to make up for expected price in-
creases so that the market interest rate retains its value in real terms. The nominal rate
= real rate + price premium.

20 Any unit of account only assists in measuring prices. Values being subjective cannot
be measured cardinally but only compared ordinally.

21 Some contractors, unable to make commitments by contract during periods of unu-
sual price increases sometimes refuse to offer their services at all.
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others, with no general price inflation. Greed would in itself not be a
mechanism for inflation.

27. Do costs push up prices?

It often appears that we have cost-push inflation. If supplies of goods
or resources were suddenly destroyed or lost, general prices would be
expected to rise. Absent this cost-push inflation is a misnomer.

The confusion follows from the observation that individual businesses
rely on higher costs to signal the need for increasing their selling prices.
They have no way of knowing if an increase in demand for their product
is limited to only them or if it is more general and includes their compet-
itors. So they don’t automatically respond to demand increases. Yet when
their costs rise they follow with price increases. But the impression that
prices of goods and services rise in response to cost increases originates
in misreading the cause of the temporal chain of events that occur in the
market after new money is spent.

Increased spending on products initially draws down retailer invento-
ries when retailers aren‘t yet aware of a need to raise prices. Then retail-
ers and wholesalers increase orders to replenish inventories, in turn in-
creasing the demand for producers’ products.

Output from producers can’t be increased at once. The result is that
producers’ products prices rise thereby rationing the current output to
the wholesalers willing to bid more for them. This in turn signals the start
of more production.

Wholesalers seeing their costs rise respond by raising their prices to
retailers. Retailers who then see that their costs have risen respond by
raising prices to the consumer.

Everyone except the owner of resources sees his costs rise before he
raises his prices, but the cause of prices rising was the increased money
in the hands of the consumer.??

So an increase in home building leads to higher prices for logs first.
Then the cost for lumber to the mill rises, which raises its selling price to
the lumberyard and retailer before they raise their selling prices. Then

22 Both Milton Friedman and Alchian and Allen have fully explicated this important pric-
ing process in their writings.
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the building contractor raises his price to the homeowners after his costs
rise. It appears to each of these that costs push up prices, yet as we see
the cause is higher money demand for houses. Costs can‘t raise prices
unless dollar spending comes first. For the economy as a whole, higher
prices can only occur (without demand for money balances weakening or
the “velocity” of money increasing) when more money is available for this
purpose.?3

Price (inflationary) expectations likewise have no general effect in
pushing prices up economy-wide other than through steadily decreasing
demand for (holding) money.

28. Government money origin, a false narrative.

Governments can manage money and produce more units by fiat.
They rarely originate money. Money evolves out of customary usage of
a commodity under barter. That government rarely creates new money
by fiat becomes painfully evident after a currency collapse when it is help-
less to do so. The originary value of a paper currency cannot be re-created
by declaration, edict or fiat. Government inflates money, it dilutes
money, it destroys money; it coopts rather than originates the customary
value in fiat money.

Some have theorized that by producing a form of scrip, and then re-
quiring its use in paying taxes, government may thereby orchestrate the
origin of a fiat currency. But notice that scrip is usually demarcated in an
already established currency with established price arrays. Only in a lim-
ited, primitive economic setting would its introduction have some claim
to origination. Such an example being irrelevant to centuries of domi-
nance by precious metals in the role of money.

23 This is one more example of the pitfalls in using data to draw conclusions in econom-
ics without first using cause and effect reasoning to understand the data. In economics
the Austrian school is unique in its attention to a methodology that rejects the use of
statistical regularities to arrive at theory, (see appendix on methodology).
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29. Inflation no cure for credit crises.

Some observers, alarmed over the mountain of debt built up under
both U.S. government deficits and U.S. trade deficits, have voiced con-
cern over the possibility of a collapse of the inverted pyramids of credit.

The U.S. (Government) deficit for 2019 was estimated at $948 billion,
debt at $22.3Tr., with the Gross Domestic Product of $21 trillion. Foreign
holdings of U.S. Treasury debt are in the Trillions of dollars. Private insti-
tutions certainly participate in pyramiding of credit off of the money
base. Simply put, a fall in demand for M1, while unable to reduce the
quantity of M1, can produce more near money investments such as in
securitized mortgages etc. that may multiply out of control under good
times encouraged by the assurances of Treasury guarantees, FDIC, etc.
Securitized mortgages were held by GSE’s (Government Sponsored En-
terprises)--Fanny Mae, and Freddie Mac. In early 2008 they were allowed
to exchange these instruments for Treasury securities. In other words the
FDIC, and as most believe ultimately the Treasury, increased its debt in
exchange for assets of dubious value. Past use of rescue operations and
bailouts contributed to the unsustainable credit and real estate bubble
that had to be deflated and de-leveraged. Continued programs purported
to stem a collapse in credit markets enhanced the likelihood of future
moral hazard (risk taking).

Under the threat of a credit collapse the then current Fed chairman
Ben Bernanke was on record assuring that the Fed would purchase what-
ever assets were necessary (and thereby inject liquidity) to keep contrac-
tionary forces at bay. This means that the Fed would exercise its ability to
manufacture reserves out of thin air to buy T-bonds, packaged mort-
gages, real estate or other assets, and thereby stimulate the production
of bank credit. As the new reserves would be deposited in fractional re-
serve banks, this could potentially increase the money supply by a multi-
ple of the new reserves. Lender of last resort guarantees may weaken the
current financial system. Guarantees that reduce perceived risks (moral
hazard) naturally contribute to credit bubbles. Political pressures for pol-
icies that avoid credit contraction dominate over those that might pre-
vent credit expansion.
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Out of this the danger is of unavoidable dollar depreciation. Histori-
cally, pressures to issue and print more money become irresistible to the
central banking authority. Initially the accompanying increasing rate of
turnover of money causes prices to rise. As the real value of each dollar
is less this appears as a shortage of money, initiating more pressure to
inflate. (See 57, 58) In the post 2008 economy banks reinforced their bal-
ance sheet need for more capital by not lending the new reserves while
encouraged to hold them at the Fed by its profitable interest payments.
But, this only reinforces the view that in earlier decades banks had been
allowed too much leeway to over-leverage—the consequence of inflation
and credit expansion forces having already taken their toll on the econ-
omy.

The power to expand the money supply by the simple accounting act
of adding more zeroes allows and facilitates unlimited accommodation to
political pressures.

30. Crises by money management.

Monetary crises emanating from money supply contractions became
more disruptive after the Federal Reserve Act in 1913, the most dramatic
crises occurring in 1929-33.

Under a market-tested regime of free banking, economy wide col-
lapses in credit would be unexpected.

Short-lived bank crises that occurred before 1914 were the result of
policies granting banks privileges that encouraged reckless fractional re-
serve lending practices. Even during the era of the gold standard, market
discipline in banking was forestalled by exemptions allowing suspension
of specie payments and periodic impositions of National Bank legislation

31. Risks from reflation policy.

Under an expansionary monetary policy, massive spending could
counteract general deflationary forces. But if followed through repeat-
edly would risk loss of faith in the dollar and in monetary and financial
institutions. A loss of confidence in financial institutions, investment, and
the dollar, could result in both a credit collapse and a hyperinflationary
rejection of the dollar.
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Possible outcomes include economically debilitating rationing and
wage and price controls.

32. Fiat money drives out sound.

Gresham’s Law—bad money drives out good—applies only to a fiat
money based economy. It occurs only under a regime of currency price
controls or legal tender laws. Thus silver dollars today are not in circula-
tion (i.e. not used for money) because they are now worth more than our
fiat paper dollars.?*

This also will be the fate of new competing private silver or gold
backed currency or private gold or silver coinage (not currently lawful in
the U.S.). One is more inclined to spend Federal Reserve notes and fiat
dollar account balances than these hard currencies. Holding on to them
means taking them out of circulation. Thus new commodity backed cur-
rencies denoted in dollars fail to rise to the status of independent alter-
native currencies. Such currencies denoted in dollars are fully dependent
on the already established array of dollar prices. This does not mean they
should be discouraged. Widespread use of such certificates in contracts
could be helpful in promoting the idea of sound commodity money. As
yet federal statute prohibits competing private coinage.

33. No need to undercut dollar.

Some hard money advocates believe that merely allowing a sound
currency to compete legally with the dollar would promote a spontane-
ous supplanting of the inflationary prone fiat dollar. But again, this ig-
nores Gresham’s law as well as the history of the dollar, its emergent
origin from a monetary metal arising out of barter.

Measures removing the dollar’s fiat legal tender or contract status, or
even the exclusive privilege for a means of payment of taxes, would be

24 The next time you take a frayed dollar bill out of your wallet to spend before the
other crisp bills you demonstrate Gresham’s Law, circulating the bad bills in preference
to the good ones, which you hold inactive. Of course it will reach a bank sooner than a
clean bill and be retired, but without this filter we would be handling more and more
frayed dollar bills since they still have legal tender status equal to the clean bills.

40



THE U.S. DOLLAR AN OWNER’S MANUAL

insufficient to cause the success of a competing currency.?> Customary
use of the dollar and the mental expenditure already made by each player
in the market who thinks in dollar prices already, make it no more likely
for participants to substitute another set of prices in another currency
than to adopt a second language. Of course, should a hyperinflationary
collapse of the dollar occur, whether from over-emission past or current,
then new money could well evolve in a barter environment, but not first
without unacceptable dislocations to the economy.

34. Competing currency reform.

Suggestions that the new currencies with various forms of backing be
used to transition (from the dollar), or be tied to the dollar, amounts to
currency reform rather than a new currency. Since the public has over
the centuries demonstrated its preference for gold no need exists to ex-
periment with other solutions such as another commodity, or even a bas-
ket of commodities.

Competing currency reform does not go far enough in undoing the
imposition of fiat money in the economy.

35. Why not a parallel currency?

An independent parallel currency, even with gold backing, would face
insurmountable resistance in the market short of a panic collapse of gov-
ernment mandated un-backed (fiat) money.

Imagine an employee given the option of payment in gold certificates
for a fixed number of ounces of gold. Without also knowing that she could
pay her rent or mortgage in another contract set in 0z.’s, and so on for all
necessary expenditures she would likely opt to be paid in dollars. What it
comes down to is that there would be great resistance to the develop-

25 | egal tender status has no influence on dollar denominated private debt which is ob-
viated by right of contract between parties for means of payment, which may include
inflation indexing, higher interest payments, etc. Legal tender is needed when introduc-
ing fiat currency such as was the case with Greenbacks in the 1860’s. Even then they af-
terward were discounted from par.
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ment of a two-tier set of prices in the economy unless the dollar had al-
ready been effectively abandoned in a hyperinflation. Otherwise it works
against the need to economize on information costs.

For the economy as a whole, switching over to the dollar at par with
gold at some future price makes sense, but not if attempted piecemeal.
Commerce need not be sacrificed with a hyperinflationary loss of the dol-
lar’s value to get there. (See 49, and Further Discussion on Competing
Currency Reform in Foundational Concepts)

36. Fiat money precarious.

Fiat money lacks a guaranteed price floor; it has unlimited downside
risk on the demand side. While no asset has intrinsic value (all valuation
is subjective) specie backed currency has intrinsic limitations on issuance
not present in fiat money. The potential loss of confidence in an irre-
deemable currency may not be reversed by policy that simply stabilizes
its supply. For once specie support has been removed, the prospect of a
future overproduction of money could trigger a crises. So also could some
other shock to the credibility of the existing currency. Holding to a policy
rule of little or no supply growth guarantees no stability, ultimate stability
in the market depending on the subjective preferences of the partici-
pants. The variability of its purchasing power with respect to gold (i.e.
price variations in gold since the 1970°s) testifies to this lack of stability.

We might concede that political stability and a responsible monetary
policy may prevent loss of confidence in a fiat currency. History gives us
less confidence. What is stable or responsible about the current unsus-
tainable budgetary commitment when the U.S. unfunded liability is in the
tens of trillions of dollars, or the fact that 60% of the value of the supply
of U.S. currency is held abroad?

Subjective valuations don’t always respect authority. The near run-
away inflation of Continentals (before 1779) being a case in point, the
currency collapse occurred after money expansion policy had ended.2®

26 After an accelerated depreciation in value of Continentals, “it was widely recognized
that the cause was the continuing and ever larger emissions of paper money. Congress
resolved to issue no more in 1779, but it was all to no avail. Runaway inflation was at
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Once a government has violated contract and property titles to specie,
as was the case in 1934 in the U.S. with the Gold Reserve Act, then mere
repeal of that measure fails to establish adequate confidence that such a
measure could be prevented in the future. Thus a constitutional amend-
ment would be a more effective reform.

37. Need to shore up dollar.

In sum, at the present time our options for currency are limited to the
dollar. Although only a vestige of the specie currency it once represented,
the dollar remains society’s money. The (gold derived) dollar was a phe-
nomenon of the inverted hierarchy of the market; the establishment of
any new money requires a long iterative bartering process, as was the
case for gold. Thus, the first step in restoration is an official plan for re-
deemability of the dollar. Control of its supply would be in the hands of
people through their market choices. Far from having the government
simply sit back and watch competing currencies unsuccessfully challenge
the dollar, the government could undo what it has done to our money,
by setting a future exchange rate for redeeming dollars with gold, then
stepping out of monetary matters, allowing for marketization?’ of money
(See details in 43-49 below).

There is a better way to do it, find it...Thomas Edison

38. Resistance to reform.

We should expect resistance to U.S. monetary reform by those who
would lose control over the artificial perquisites generated by the system.
Under current practice a limit on the monetary authority’s ability to grow
the money supply conflicts with its policy role of lender of last resort.
Characteristically U.S. policy makers have shown an inability to be fiscally

hand. In 1781, Congress no longer accepted its own paper money in payment for debts,
and the Continentals ceased to have any value at all.” Clarence B. Carson, (1996) p.169.
27 This would include free banking with freedom to issue certificates or bank notes that
could be used as money as determined by the market. We choose this term over “pri-
vatization” since private interests are already overtly influential in monetary policy.
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responsible, conveniently relying on secular inflation to avoid repudiation
of the debt. It is noteworthy that state governments are more fiscally re-
sponsible in part because they are unable to emit or inflate money.?2

39. Markets speed currency demise.

Wholesale trading in currency futures emerged after the onset of
floating exchange rates (in the 1970’s). Speculation in international cur-
rencies to accommodate expectations and avoid risk in currency and
commodity prices largely arose from fiat money instability. Trading vol-
ume in these global derivative markets has become large enough to
swamp even central bank efforts to support currencies.?’ There is always
the potential for a run on the dollar in reaction to its overvaluation
against commodities.

Such occurrences originating in primary human motivations are un-
predictable. An indication of the onset of a dollar collapse may show up
first as a fall in the ratio of the distant futures contract over the spot price
for some commodities, indicating a loss in confidence that the contract
could be honored to make delivery in the future or reflecting actual de-
livery being taken in the present as a result of loss of confidence in finan-
cial assets.3°

40. Government-country conflated.

Fruitful analysis of the actions of large groups requires understanding
the purposes of the individual participants. This applies to foreign as well
as domestic government. We know that foreign treasuries and central
banks hold dollars, and dollar denominated assets in the hundreds of bil-

28 Some economists see the market as inherently too unstable and in need of regulation.
Others see intervention and guarantees at the root of the boom-bust cycle. Unfortu-
nately experiments can’t be run in the laboratory. Economics requires the formulating
of correct explanation based on sound reasoning, and then careful application to meas-
urable events.

29 Daily trading volumes are in the trillions of dollars. Estimates for totals have been in
the $700+ trillion range.

30 See Professor Fekete’s discussion of backwardation on his web site: Gold is Freedom.
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lions. Preservation of these assets depends on the motives of those di-
recting policies of these countries. It would seem that they would want
to keep the dollar viable, yet because, as in the U.S,, these officials are
not actually the owners of these assets, we cannot conclude that they
would put the best interest of their country first and avoid a run on the
dollar. To the extent foreign currencies are fiat currencies or based on
dollar reserves, they are subject to similar concerns.

It should not be surprising that in some countries officials may, for in-
stance, oversee policies not to stabilize, but to destabilize markets. They
thereby create opportunities for personal political gain or perhaps even
opportunities to privately trade in front of engineered moves in currency
markets. Policy making then lends unpredictability to markets even in
cases where management could have been stabilizing.3!

41. Currency recall risky, unworkable.

An official devaluation of existing dollars with respect to goods in gen-
eral carries unacceptable risks. The current array of prices conveys a con-
densation of highly complex economic activity to signal individual deci-
sions made throughout the structure of production. Under a currency de-
valuation not all prices will adjust evenly. Readjustment cannot simply
make use of price arrays as they were before the change since the change
itself will radically alter relative wealth, income, and prices. A major price
adjustment, say a 90% general devaluation of the dollar, must fall back
on the trust of the public in the new set of prices, this cannot be ensured
by proclamation or fiat.

Imagine a 90% revaluation of the dollar where ten old dollars equals
one new dollar. Imagine that on a Monday morning all bank accounts will
be officially worth 10% of their value on Friday. How could any commerce
proceed when no one knows who will be bankrupt, which contracts can
be honored, what institutions, corporations etc. could carry on business?
Such a move would depreciate 90% of balances held in accounts, and in
all dollar denominated investments. Would a truck driver be able to fill
up with fuel on Monday morning with his ATM card? Who could trust
such payments?

31 See: Some Foundations--Economic Projections.
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What would be the point of resetting prices anyway since the dollar
has no assured ultimate support level above zero? There could be no
point where trust could be reset. In 1720 in France, an official devaluation
of Livres triggered the currency’s immediate collapse as the move alerted
the public to its irredeemable fiat status.

42. Gold not a quick fix.

Alternatively, should the dollar falter, resort to use of gold alone
would also fail without dollar price arrays already available to allow con-
version to gold ounces. But these prices would be destroyed, and gold is
not in place nor adequately dispersed as an alternative money. For gen-
erations its use has been primarily for jewelry, a store of value and for
central bank reserves. It would take a lengthy iterative process to estab-
lish the gold barter price in ounces for all goods and services. Legalization
of gold ownership in the 1970’s was only a necessary but not sufficient
condition for re-establishing gold as money.

Should gold be remonetized, meaning that the dollar would be con-
vertible to a specified amount of gold, then dollar accounts at banks
would constitute titles to gold. Likewise currency would be in the form of
gold certificates. In this way gold would then be instantly dispersed to the
public, but not as a challenge to the dollar, but in concert with the dollar.
Such a measure would include granting banks the right to hold physical
gold in their vaults as reserves.

43. Dollar price of gold not known.

With the recent turmoil in markets it would seem well past time to
reestablish some official relationship between gold and the dollar as a
necessary step towards marketization of money. Though a dollar price of
gold exists today on the market, it is in no way a guaranteed price. This is
evident from the fact that the price of gold would be the first to skyrocket
should loss of trust in the dollar occur in the speculative (futures) mar-
kets.

44. Can’t set a price for gold...
Unfortunately we can’t simply put the two back together again by set-
ting an official dollar price for gold. Since both dollars and gold now have
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gualities of money independent of each other, setting an exchange value
between them would result in Gresham’s law driving one out of the mar-
ket.

For instance, if gold were set at its last designated price of $42/0z.,
the Fed'’s (or Treasury’s) gold would be quickly depleted, purchased to be
either held or sold on the private market for what the current higher mar-
ket price would bring, (in early 2019 gold was $1300/0z.) it would not
be used as currency valued at $42/oz.

If gold were set at a price where the supply of dollars corresponded to
the supply of Fed gold, i.e. if the number of dollars in the total of M1 were
divided by the number of ounces in the Fed’s possession physically held
by the Treasury then the price would be set so high that an unrealistic
value would be put on gold and dollars would in effect not be backed by
gold because that price may not be sustainable.??

45, nor a maximum price.

One solution might seem to be to set a maximum dollar price for gold
on the market, say $2,000 per ounce, so that the Fed would be instructed
to sell gold in the market to prevent its rise above the set price. Unfortu-
nately its present gold reserves may be inadequate.33 As a result there
would be no guaranteed minimum amount of gold per dollar at the ex-
change price.

Further, the supply of money could not be controlled under current
fractional reserve banking. Actual backing of dollars with gold could only
work under a market and legal climate restricting fractional reserve bank-

32 Murray Rothbard’s (1997) suggestion to do just this was made in 1985 at a time when
the Fed owned a greater stock of gold than today and M1 was less. [See the Case for a
Genuine Gold Dollar in (7)] Later he proposed using the gold stock of the Fed to be
priced to replace only Federal Reserve Bank Credit and currency (the monetary base).
The case Against the Fed. , Auburn Ala.: Ludwig Von Mises Institute, 1994 p147-151.

33 According to the Federal Reserve Board in early 2007 the market value of the Fed’s
gold was approximately $167 billion, M1 was $1,366 billion, thus the amount of gold
was about 1/8th the amount of money.
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ing, not with the current artificially low (approximately 6%) fractional re-
serve system where leveraged money supply expansions and contrac-
tions would be destabilizing.3*

46. Pegging the dollar to gold.

Author Nathan Lewis (2007) suggested that pegging the dollar to gold
would not require Fed ownership of equivalent amounts of gold or even
any gold at all, only the commitment to redeem dollars in gold at a guar-
anteed price. This would be accomplished not only by buying and selling
gold, but also more importantly by expanding money when dollar gold
prices ease, and contracting money when they rise. Simple open market
operations on the part of the Fed (FOMC) would involve creating reserves
when the Fed purchases bonds and extinguishing them when bonds are
sold, as is done currently for interest rate stabilization.

Granted, such policy would be more sensible than the present one of
chasing interest rates. Interest rate targeting can be pro-cyclical, or infla-
tionary when nominal rates may be deemed too high (when not factoring
in price expectations premiums in observed market rates).

But pegging gold also raises doubts.

Lewis arrives at a stable gold pegged dollar under the assumption that
governments have the capacity to follow established guidelines. But the
breakdown of Bretton Woods has already disproven the viability of this
approach. The U.S. failed to refrain from undue post World War Il in-
creases in the money supply. In the 1960’s the stock of Treasury gold fell
to 8,000 tons from 20,000 tons after Bretton Woods (1946) as foreign
central banks cashed in their chips. By 1967 specie payments were sus-
pended and finally officially ended in 1971 with the breakdown of Bretton
Woods.

34 Ultimately marketization includes free banking. What fraction of reserves the market
will establish for checkable deposits, and what will be defined as near money, credit
etc., will be based on consumer preference, competition, and jurisprudence consonant
with accepted custom.
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Presumably open market money supply expansion and contraction
rules would stabilize the dollar and gold. But 2013-2014 experienced un-
precedented money expansion and yet the price of gold fell. The link be-
tween dollars and gold may not be reliable.

Yet, there seem to be few other policy choices given the recent bal-
looning of the monetary base. ($3.8 Trillion in 2014).

The Rothbard solution is to break up the monopoly of control by gov-
ernment institutions and defer to marketization of money through free
banking. Once this approach is chosen the only choice in establishing dol-
lar convertibility to gold is to earmark gold for each dollar of currency and
for at least each dollar of bank reserves or “high powered money” (the
monetary base). This amounts to $3.8 Trillion in 2014 and would require
pricing gold at a ten-fold increase in the price of gold at $1300/0z. or ac-
cumulation of the requisite amount of gold to meet parity.3® This said, we
could more easily adopt Lewis’s reform of targeting a gold price as an
immediate move with the intention to set a price ceiling at the price com-
patible with 100% gold backing for high powered money (the monetary
base).

Alan Greenspan’s in 1981 suggested (Wall Street Journal) that some,
but not all Federal Reserve Notes could be (as a transitional step) con-
vertible. But this simply would result in those notes not circulating
(Gresham’s law). Just as with old silver dollars they would then command
a premium, and instead of being part of the supply of currency would
simply be collector’s items, in no way backing the money in use.

Some, however would say the genie can’t be put back into the bottle.
We must have a dollar (and economic) collapse to return to sound
money. But what is there to lose by attempting an amendment based
announced pegging rule? A low price of gold could be set at say $100/oz.
below its closing price on a date certain. A high price at say $1,000/0z.

35 The reason for decentralizing the money supply decision stems from the need to put
equity owners of bank stock at risk for decisions regarding leverage of assets over gold
reserves. This is an improvement over allowing decisions by bureaucrats or politicians
who have a shorter time horizon as demonstrated by Public Choice theory. After all, un-
der Bretton Woods precisely this sort of trust in public institutions led to the over pro-
duction of money and the consequent run on the dollar hence leading Nixon to close
the gold window in 1971.
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above that. Any fall in price below the floor could be easily arrested by
monetary easing and/or gold purchases. Any move higher than the initial
market price of gold in dollars towards the ceiling could trigger graduated
and transparent monetary tightening. This, however would need to in-
clude a commitment to the austere measure of running a budget surplus
if necessary that would be a way of extinguishing tax money collected so
that the money supply could be reduced, even drastically. In the end,
such a measure should be better than the failed pegging of other varia-
bles or other attempts such as the Tailor rule. After some years of a stable
ratio of gold to the dollar, gold convertibility may be possible without
100% gold reserves.

47. Converting to gold.

The purpose of convertibility is to defeat inflationary expectations and
to prevent quasi-counterfeiting. Under the gold standard of the 19th Cen-
tury issuance of fiat Greenbacks demonstrated that even with a gold dol-
lar quasi-counterfeiting will be attempted. Hence, at a minimum there
must be a constitutional amendment to prohibit fiat issuance or at least
to enforce the Lewis rule.

Under the Rothbard solution only a marriage of gold and the dollar
would be workable. The dollar (Federal Reserve notes) would have to be
changed from fiat money to a gold certificate, i.e. convertible after a date
certain. This would make for a need to have gold set aside for this pur-
pose.3® Under a stable trustworthy currency, gold would command less
attractiveness as a safe store of value especially because it pays zero in-
terest as an investment. Hence, it is possible that its price could fall dra-
matically.

The attempt to demonetize gold had the opposite effect. Many econ-
omists predicted the price for gold would fall after its supposed full de-
monetization in 1971 when it was $35 per oz. Yet its attractiveness in-
creased, its latest price now around $1300 per oz. (2019). It provides a

36 Henry Hazlitt’s suggestion that a slightly higher price for gold purchases than for sales
would help to stabilize any immediate rush for gold, in What you Should Know About In-
flation, 2" Edition. Auburn Ala.: Ludwig von Mises Institute, (2007) p. 60. Lewis’s plan
also calls for a conversion premium.
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protection of wealth that fiat currencies have been unable to provide
with assurance, it retained at least one quality of money—a store of
value.

To go the rout of complete conversion, once the announcement of the
conversion date is made, provided it is made credible, the market will
begin to adjust the price of gold to a point of convergence with the dollar,
but probably well above its current level simply because of the sheer vol-
ume of dollars outstanding. This includes approximately $1.2 Tr. in cur-
rency and $2.9 Tr. in reserve bank credit. We may expect some other
currencies around the world to follow suit, which could put more upward
pressure on gold prices.

For this more difficult strategy the date should be set far enough out
to allow time for orderly, gradual adjustment, say a period of four years
(a shorter period could overly affect gold futures contracts). As the Treas-
ury purchases gold to bring it up to a workable supply to match outstand-
ing dollars so would the dollar price of gold rise.3’ Fed gold would then
be put in the hands of commercial banks as member bank reserves at the
Fed would be gold or convertible to gold. Instead of reserves at the Fed,
banks would have gold, or titles to gold, as reserves. To the extent the
market would support unbacked near money deposits, less gold would
be needed to cover deposits than measured by M1.38

37 This could weigh on the side of higher interest rates keeping in mind that higher inter-
ests rates tend to depress the price of gold since investments in gold yield no financial
returns other than appreciation. Interest rates that are high because of a high inflation
premium and not high in real terms would not have this effect on gold. This was evident
in the late seventies as gold prices rose because of money and price inflation even with
high nominal interest rates.

38 Some sound money advocates including Murray Rothbard have opposed fractional re-
serve banking in favor of 100% legally required reserves. Even here Rothbard’s reform
left this issue to the future, Rothbard (1994), p. 150-151. Without needing to enter into
this debate, we can expect the level of reserves to at least rise significantly once Fed and
FDIC assurances are removed. Clearly, any gold certificate or representation of gold de-
posits would be the more sound money and as title to ownership, these instruments
could only be fraudulently backed by less than 100% gold. The market would determine
whether such near monies as time deposits or checkable money market funds could be
viable, perhaps at discount.
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FDIC insurance is part of the support structure holding together frac-
tional reserve bank credit money. This reform would include lifting bank
reserve requirements while FDIC insurance could be phased down from
100% of a bank’s qualifying deposit’s the first year to less each year there-
after, coupled with an increased cost for this insurance each year after
the return to conversion. Concurrently, emergency treasury backing for
the FDIC could be instituted to avoid fear of FDIC insolvency until it would
be phased out. Such a move would help bring down any inflationary ex-
pectations premium in the interest rate. This phase down of FDIC support
of demand deposits would need to be extended perhaps 10 years to
avoid the types of contraction that produced the 1938 setback in recov-
ery that was a result of the doubling of Fed reserve requirements to 20%.

Finally after canceling its holdings of Treasury bonds the Fed could be
relieved of its special status as monetary authority and its other services
might be phased into the Treasury or other departments.>®

48. Dollar more unstable than gold.

Variability in the dollar price of gold has been used to argue that the
fiat dollar is more reliable for monetary purposes. Yet the exact opposite
applies here: the dollar price of gold fluctuates because of the variability
of price expectations in the dollar.

Gold is seen as having liquidity as well as being a safe haven for
wealth. Gold prices naturally increase dramatically during times of infla-
tionary expectations because these qualities apply more to gold than
other commodities.

Such price variability simply reveals the uneven process of price infla-
tion brought about by increasing the money supply. Price inflation may
show up first in commodities, the unstable variable being government
policy. Markets merely adjust to the uncertainty surrounding the conse-
guences of managed money.

39 These or similar solutions are mentioned because they are possible and thus not uto-
pian, only requiring a shift in opinion for their implementation. As long as the reform is
proposed as a series of steps each closer to a market solution ultimately replacing gov-
ernment control over money, and the process to this end is deemed practicable, it re-
mains consonant with minimizing intervention. (See 67. The Future.)
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The appropriate comparison is between the secular stability of prices
under a gold dollar and stability under a fiat dollar. Over the long run gold,
not the fiat dollar, has maintained its value with respect to other goods
in general.

49. No need for a parallel gold money.

Some writers propose freeing up restrictions on gold such as legalized
gold contracts (accomplished in 1977), exemptions from capital gains
taxes, granting legal tender status to a gold based currency, etc. to en-
courage a switch over to a new gold currency. These measures are fair
and would at least allow for this possibility should the dollar collapse, but
no gradual transition can be expected for reasons already discussed (see
32-35). But in an age of fluctuating gold prices, gold would remain unat-
tractive in the eyes of the market. As a result we are still left with the
need to first stabilize the dollar.*®

It bears repeating that even the removal of legal tender status and
other supports for the dollar, although ultimately desirable, would fail to
ensure a transitional path back to sound money without unnecessarily
jeopardizing its stability. Gold already once emerged as the commodity
of choice centuries ago; there is no need to go through the same process
again; there is no need to dethrone the dollar. There is only need to re-
attach it to gold.*!(See 37 above)

50. Let people decide.

Textbooks maintain that digging up gold just to bury it again in bank
vaults goes against common sense. But by implication the same writers
deny the right of consumers to choose secure, peaceful economic ar-
rangements for themselves. They imagine that, imposed by force of law,
fiat money systems will magically be directed for the good of society. Yet
every extended experiment with a force-fed fiat money system has
demonstrated otherwise: Viz. that only the politically well positioned, if
they are lucky, gain from these disruptions in the market.

40 Murray Rothbard (1997) made this point.
41 A proposal to require taxes to be paid in redeemable certificates is another version of
removing legal tender status for the dollar.
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We have noted that before the 1971 demonetization of gold it was
thought that the use of gold would decline and its price would fall below
its official price of $42/0z. after demonetization. That gold is in high de-
mand even when not monetized solidly refutes the argument that use of
gold for monetary purposes is wasteful.

This argument against gold is a moot point. Whether official or not,
society has not relinquished its monetary utility. Even without its official
use as money it remains in high demand precisely for its use as a store of
value, and so will never be free of this form of monetary demand. Since
many economists point out that the store of value role of money derives
from its role as a medium of exchange, we might well attribute much of
this demand for gold as derivative of its prospective future use as money.
In this sense gold, although not now a currency, may yet be considered
prospective money. On the question of the costs of a gold standard see
Garrison (1992).

51. Fiat money inflation is wasteful.

What is certainly wasteful are disruptions from inflation, (for the U.S.
a loss in purchasing power of the dollar of over 90% under a fiat regime).
This has been detrimental to fixed income groups. Further, wealth is
transferred from later to earlier recipients of new money injections (see
63). The consequent unpredictable price structure impedes cost compar-
isons for everyone. Additional costs result from redoing price schedules
(menu effects) throughout the economy.

52. Freedom to choose.

Responsible financial institutions are fully capable of guaranteeing
whatever commodity reserves public custom would dictate. That a stock
of gold chosen by individuals seems wasteful to theorists begs the ques-
tion as to whether the public should have the right to provide for their
own financial security. We cannot pre-judge what cost allocations are
proper. Under free banking and a market determined currency, incen-
tives for economizing on money balances would encourage accounting
clearing houses, commercial bank discounting of various credit instru-
ments, credit cards, bills of exchange etc. After reversal of policies that
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divorced the dollar from its commodity origins, repeal of legal tender
laws would let the market decide the extent of use of these instruments.

We should not expect the public to over-pay for their money balance
needs any more than they would over-pay to buy a car. We don’t imagine
that cars would be safer if the auto industry had been one big non-com-
petitive government monopoly over the last half century. Why should the
provisions of monetary services be a non-competitive monopoly?

Predictably, in the information age more educators and economists
now recognize that choice is preferable to autocratically imposed, con-
structivist legal regimes. The classical liberal policy of leaving people
alone is more compatible to modern outlooks.

“All the perplexities, confusion and distress in America arise not from
defects in the constitution or confederation, nor from a want of honor or
virtue so much as from downright ignorance of the nature of coin, credit
and circulation”

(John Adams in a letter to Thomas Jefferson, 1787)

53. Gold standard undermined.

The misperception that gold was of inadequate quantity under the
gold standard to sustain the world economy’s need for money stems
from the deconstruction of international free market trade clearing
mechanisms and from the abandonment of monetary discipline during
W.W.I deficit spending. The consequent miscalculated attempts to force
deflation under an unworkable return to gold at too low a price in Britain
added to this misperception. In the U.S. the monetary contraction in the
1930’s occurred not under a gold standard with free banking, but under
a reserve system run by the Fed, established in 1914. Expansion and con-
traction of money and credit were exaggerated under this system, a sys-
tem that overruled market restraints that had under the gold standard
prevented banks en-mass from over extended loan to deposit ratios. “It
is not the old classical gold standard, with effective gold circulation, which
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has failed; what has failed is the gold ‘economizing’ system and the credit
policy of central banks of issue.”*?

54. Gold has financial flexibility.

Market oriented monetary systems such as the gold standard can be
fully complimented by sophisticated financial institutions. Bank discount-
ing of commercial paper results in short-term bank liabilities covered by
longer-term bank assets, a market function of intermediaries. Borrowing
also allows use of money now, in anticipation of future money income,
made possible by a developed financial system, just as renting allows for
present use of assets or property that one cannot afford to buy, but which
generates the possibility of income to the renter in excess of rental pay-
ments.

The textbook description of the international gold standard adjust-
ment mechanism known as the price specie flow mechanism implies
that gold flows were necessary to adjust to trade balances. Through re-
ducing prices with gold outflows, for instance, a country would thus have
more attractive prices that would lead to more exports. However, adjust-
ment where, for example, deficiencies of goods exist in one country, can
occur simply by higher short-term interest rates drawing on more short-
term loans from foreign sources until prices fall back to normal. In any
case under a uniform currency, the world economy would be no more
out of balance than the state of New York is with the state of California
of which both, after all, have larger economies than most countries. No
one tries to keep track of trade balances between New York and Califor-
nia. In other words balance of trade deficits and surpluses are a non-prob-
lem.

55. Fairness of private property.

Safety in contracts and titles of ownership, including the freedom to
contract interest fees, fosters economic growth and is essential for mon-
etary stability. Clearly the institution of private property rights correlates
to economic progress, however measured.

42 Ludwig Von Mises, (1990 [1930]), p85.
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Geo-economists maintain that entitlement to land and the natural en-
dowment is universal, reflecting ancient roots in commonality. Such a
view need not be in conflict with Lockean natural property rights princi-
ples. In this approach, while resolving certain disparities through various
pollution, resource and sight value charges or fees, some entitlement to
every member of society proves expedient where covered by a part of
the revenue from implicit land rental windfall. Henry George (1879), an
early advocate of this position, envisioned a tax on land that remained
under private ownership.

The 2007 real estate crash followed a bubble amplified by government
tax, loan & Fed policy. Do ancient rights of the commons cast an ethical
cloud on titles to ground land? Geo-economists claim universal shared
natural wealth was usurped by a landed aristocracy with State land grants
and enclosures. They see windfall gains to sites benefitting from public
works. They favor site and resource usage fees or a land value tax (LVT)
to effect lower lot purchase costs, to end to taxes on buildings, to reduce
urban blight, release idle or underused land to market, damp real estate
cycles, spur renovation and urban infilling, slow geographic sprawl, and
reduce taxes on goods, labor & trade.

56. Failure of money management.

By itself, lack of reliable money supply measures raises questions on
the effectiveness of monetary policy. Recent official discontinuation of
the series M3 underlines the difficulty of using monetary aggregates for
accurate tracking purposes, especially aggregates that include near-mon-
ies.

The alternative strategy of price index monitoring also has severe lim-
itations. Measures of the CPIl (consumer price index) or PPI (producer
price index) fail to account for real estate and capital markets adequately.
In particular these measures have most recently under-represented price
appreciation in land and the stock market. Of greater consequence, they
are incapable of picking up other important systematic distortions that
permeate an economy. F.A. Hayek (1967) has analyzed prices change dur-
ing inflationary periods. Prices never change in concert but unevenly and
disproportionately and with different time lags. Thus artificial monetary
and credit injections introduce an unnecessary disruptive element to the
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economy. Without a scientific measure of prices, policies based on price
level targeting rules are likely to be disruptive and fail to prevent real es-
tate and stock market bubbles.

Further consideration of the difficulties for policy has been noted by
writers associated with public choice theory as well as methodological
individualism. They reveal a well-documented, alarmingly regular, dis-
connect between what well-intentioned policy proponents expect or rec-
ommend, and what governments ultimately do. For instance, easy mon-
etary policy seems regularly to be applied several quarters preceding a
general election, producing what has widely become known as the polit-
ical business cycle. More disturbing is the partnership between govern-
ment and too-big-to-fail financial institutions that has led to the growing
use of terminology such as corporatism or soft fascism to describe the
dominant economic arrangement surfacing in recent years.

Under a free market monetary system, with free banking and no Fed,
the potential for undue monetary expansion yet exists. Expansion occurs
during increased confidence in financial instruments that reflects fading
memory of previous downturns. Nevertheless markets produce more
safeguards when free from government guarantees that promote moral
hazard behavior. Under market discipline we may expect a spectrum of
credit instruments based on risk or illiquidity from low to high. The money
character of low risk instruments may change, they may approach that of
redeemable currency itself. For instance, stock in or claims to gold mining
companies that own proven reserves could, absent political instability, be
considered assets of more liquidity.

57. Fiat money has inflation bias.

As we have seen under a regime of fiat money, the combination of
public pressure, politics, and a misperceived need for a loose money pol-
icy can combine to accelerate price inflation. When an economy suffers
a downturn from the uneven stimulus of monetary injections, and conse-
guent price uncertainties, the financial community looks to government
to undertake expansive monetary policy. But more money only results in
affecting prices, alas, the real money supply cannot be raised.
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58. More money is no help.

We have seen (8) that ultimately money in itself only renders one ser-
vice—that of a medium of exchange.** Money, unlike other inputs in the
production process is never consumed or used up, and more units of
money delivers no general benefit. Individual market participants as well
as government agencies desire more funds, however gained, at afforda-
ble interest costs. To translate this as a need for the economy as a whole
is an example of the fallacy of composition.

Under numerous inflations in the past monetary authorities have suc-
cumbed to unwittingly running the printing presses to supply liquidity,
thereby exacerbating inflation. This has been stated as the “law of ac-
celerating issue and depreciation”.**

Under past instances of hyperinflation, because the money supply was
increased at a slower rate than the rate of inflation, the perception was
that money was in short supply since the real (adjusted for inflation)
money supply was falling. Of course this occurs because the demand to
hold money drastically falls (“velocity” of money rises) as people buy an-
ything to get out of holding a depreciating currency. So to accommodate
perceived liquidity needs, money supplies are increased only to acceler-
ate the currency depreciation process.

The demand for holding money for purposes of wealth declines be-
cause of money’s falling value; concurrently, the demand for holding
money for transactions increases, as more money units are needed to
engage in the same transactions. The former effect dominates the latter
forcing prices up, total demand for money balances falling. This is why
the rate of money supply expansion is overtaken by the rate of price in-
crease. The supply of money is inadequate to provide for needed trans-
actions, barter begins to surface, and further, governments are unable to
meet payrolls for essential services.

43 This function subsumes the other familiar functions of unit of account, store of value,
etc.
44 Andrew Dickson White, Fiat Money Inflation in France, Irvington -on -Hudson, New
York: The Foundation for Economic Education, (1959), p.20.
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Hyper-price inflation, becomes the end game of fiat money, as these
misconceptions encourage more money inflation. Increased price expec-
tations reflect the fear of future price rises; demand for money to hold
diminishes as people want to avoid holding a depreciating currency, and
spending on anything tangible thus spurs prices upward until the asset
values of financial holdings are reduced to irrelevancy.

59. Monopoly.

The absence of the pricing process for internal operations explains the
natural limit on the size of large vertically and horizontally integrated
firms as well as for governments. Government monopolies function and
survive by access to power that insulates them from markets. Corpora-
tions generally gain monopoly status when granted legal privilege and
protection against competition from more efficient rivals. In fact the only
consistent definition of monopoly derives from this non-market condi-
tion (Rothbard 1962).

Along with the necessity of a market price system dynamic, progress-
ing economies require wealth and capital to contend with competitive
challenges. Only this produces the superior outcomes based on allocation
and attendant risk born by the entrepreneur. However individual, as op-
posed to community, titles of absolute ownership are not always an out-
come of market economies. Social institutions have been ‘public’ and yet
not necessarily sponsored or derived from the State. Various forms of
community or collective ownership in resources and land use can be com-
patible with a vibrant and progressive view of equitable sharing of the
natural endowment. Inclusive of this the institution of private titles to
ownership constitutes a prerequisite to progress.

60. The cost of losing price system.

As we have seen, one of the miracles of the market is the price system
which signals each of the individual participants as to what and how much
can be brought to the market, and as to what and how much can be pur-
chased in the market without the need of participants to know any more
about the overall picture of the economy’s production and distribution
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process.*> A temporary suspension of the price-exchange system would
unacceptably impact a modern economy, leaving it to rely on autocratic
direction with the impossible task of coordinating input and output deci-
sions for each stage of production for each good or service.

Only a return to the long iterative process of barter would build the
array of prices necessary to reset the economy. In the interim the market
would be unable to function. How would an advanced economy provide
even the bare essentials? Civil order itself would be in jeopardy. The So-
viet Union was unable to produce a viable economy under a command
regimen; it relied on external price arrays copied from the West, and an
underground black market.

61. Fiat money system too risky.

These concerns about the long-term outlook for stability of fiat money
rest on several thousand years of failed fiat money systems and on the
experience of recent history as a warning. Once a currency has been na-
tionalized, removed from its market commodity connections, the entire
market economy becomes subject to the vicissitudes of inept policy. This
is the state of the fiat dollar today.

62. Money inflation...non-neutrality.

The “microeconomic” details of the inflation process are not amena-
ble to econometric models based on Walrasian general equilibrium. An
increase in the supply of money will ultimately result in generally higher
prices as the quantity theory of money predicts, although not as the fa-
miliar mathematical equation MV=PT (relating money, velocity, prices,
and transactions) implies. What is missed, and what is of importance is
the path between states of equilibrium and the long run result. Neither

45 This phenomena known as emergent order has well known counterparts in the natu-
ral sciences such as seen in the apparent intelligence directed organization of ants and
bees. Under scrutiny these reveal simple individualist rule-following, not at all centrally
directed. Simple rules adequately account for optimal group behavior such as swarms
of bees choosing the best of available beehives. For the market economy the simple
rules are price signals that each participant uses to make decisions individually, not re-
quiring information of others decisions.
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wealth redistribution welfare effects nor malinvestment effects occur in
equilibrium.

63. Money inflation-unfair.

Inflation has a perverse welfare effect. To illustrate this point, instead
of the Fed increasing the money supply, suppose it was left to a ring of
counterfeiters to produce the same quantity of new money over a given
period. In the long run the standard quantity theory of money predicts a
final or ultimate price level equal to that resulting from the monetary au-
thority producing the new money and dispersing it evenly into the econ-
omy.

Counterfeiters are able to increase their wealth by spending the
money without any contribution to the economy, in fact by stealing it
from the economy.*® And each of the rest of us who have money balances
or savings denominated in dollars, such as CD’s or bonds, lose purchasing
power by some much smaller fraction that is in the aggregate propor-
tional to the gain of the counterfeiters. They win; we lose. We lose by
going to the market with our money and discovering that prices have
moved up due to the free spending enjoyed by the counterfeiters. Those
on fixed incomes lose altogether until, usually much later if at all; their
pensions, annuities, etc. adjust upwards—their earlier losses never re-
couped.

Borrowing takes place through the sale of U.S. treasury bonds. Such
borrowing has a credit tightening effect on the markets (crowding out
effect). To accommodate this borrowing the Fed buys Treasury or other
securities. Credit can be paid for by the designated privilege of check writ-
ing to monetize the debt so that the deficit financing doesn’t interfere

46 We are speaking of the generic counterfeiter. Some argue that there is nothing wrong
with counterfeiting certificates that are ingenuous such as Federal Reserve notes (see
18). A true free market could hardly defend a copyright against replication of empty
promise notes. But orderly transition to free market money requires preservation of the
copyright. As we have seen fiat money has absorbed the market’s accomplishment in
originating money. The dollar as society’s or the people’s money could, in principle, be
restored by returning to a free market in money through retracing steps that originally
monopolized the system.
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with the targeting of interest rates by the Fed. These checks are no dif-
ferent from bogus money, written on an account with insufficient funds,
in fact with no funds! These checks are deposited in banks, which can use
them as reserves to make loans merely because of a legal privilege.

Should a customer call on the bank to redeem a check paid to him out
of this new bank credit he can demand only Federal Reserve notes costing
the government only ink and paper.

In short, when this new surge of funds enters the economy the first
recipients fortuitously get to spend before prices rise. After the money
filters through the economy higher prices in general reduce the real value
of dollar denominated assets generally. This process produces exactly the
same transfer of wealth that would occur if an enterprise were able to
counterfeit money, spending in the market making windfall gains at eve-
ryone’s expense, the expense all the greater for those later in the series
of spending transactions. Those in the proximity of Washington D.C. have
this advantage over those in the hinterland.

64. Money inflation malinvestment.

Inflation of the money supply carries other costs to the economy at
large in addition to generating inequalities. Cumulative distortions due to
present value calculations of alternate streams of income from alternate
production processes occurs because easy money lowers loan market in-
terest rates. This results in over-investment in some parts of the econ-
omy, matched by under-investment in others, which leads to losses and
dislocations revealed only in the later correction due to lack of real sav-
ings available to sustain the easy money environment. Thus during the
great depression of the 1930’s, far from being a failure of consumption-
spending, spending for the longer term investment processes fell signifi-
cantly more than for shorter.*’

47 See Skousen, The Structure of Production (New York University Press, 1990) for graph-
ical depiction of the Austrian view of the stretching and shrinking of the upstream vs.
the downstream sectors in the process of bringing resources through the stages of pro-
duction to the consumer. (Also see Austrian Business Cycle Experience in Some Founda-
tions)
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Price inflation leads to cost illusion which leads to profit exaggeration.
Businesses calculate expected profits by subtracting costs from revenues.
By using costs of acquisition for capital goods and inputs in the last period
these costs give the illusion that profits are higher than will be the case
when increased costs for the next period are realized. Without tax law
changes this raises taxes on business much as does bracket creep and
capital gains taxes. It can result in capital consumption as owners see less
need to put aside funds for depreciation allowances, thinking that the
appreciating capital and improvements valuations are sustainable.

65. Sound money to reduce waste.

Incentives for major costly government programs could be partially
rectified by holding the Federal Government to the fiscal restrictions that
each state faces, i.e. denying it the power to increase the supply of
money. Deficit spending, the issuing bonds to pay for expenditures in ex-
cess of tax receipts, would confront increased costs of borrowing and ris-
ing interest rates which could not be eased by flooding the economy with
easy money. There would be no monetizing of the debt (i.e. Fed produc-
tion of new monetary reserves out of thin air to be lent the government
by buying treasury bonds.) Unfunded liabilities of the Federal govern-
ment now are in the tens of trillions of dollars. Unfunded liabilities for
social security and Medicare now have become unmentionable.

Loss of the specie-linked dollar holds us hostage to the possibility of a
collapse of trade and the loss of the economic advantages resting on spe-
cialization of labor. The emerging global market economy is enormously
more efficient and beneficial than locally self-sufficient systems of the
past. Even a partial financial collapse could escalate into a global break-
down of trade.

66. Banking: Impaired markets.

During the September 2008 financial panic the question of a need for
stopgap measures to prevent a bank money supply collapse came to the
fore. On the surface rescue measures included increasing coverage of
FDIC insurance. This action of solidifying confidence in demand deposits
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and money market deposits was sees as unavoidable. It constituted cor-
rective measures arising out of government sponsored central banking
and an artificial FDIC indemnified fractional reserve system.

The predicament in which monetary authorities found themselves
was not prevented by central banking. The Federal Reserve System, the
FDIC, and the resultant over-extended system of fractional reserves was
no barrier to excessive credit followed by possible systemic default. In the
modern digital world it was feared a run-away financial panic may have
developed, raising the question as to whether the economy would re-
main intact, given the possible suspension of our electronic system of
payments, credit transactions etc.

As a rule, Austrians hold that initial interventions, whether fiscal or
monetary, fail to help in the long run. In this view intervention such as
stimulus money during recession most often retards adjustment by
spending in sectors in need of lower input pricing (in areas that experi-
enced over-stimulation in the boom such as real estate, financials, auto-
motive, and some stock equities). Stimulus money such as TARP (Trou-
bled Asset Relief Program) to bail out corporate financial giants leaves
the impression of policy directed as a form of corporate welfare and priv-
ilege; it fails to provide confidence that policies are directed to assist the
general economy.

As a quasi-public institution the entire banking industry operates in its
own world dependent on the tacit backing of the Treasury as the ultimate
backstop for the public’s bank deposits. These deposits are not held by
banks in escrow for the depositor, but loaned out for profitable interest
return to the banks. Free banking advocates, as well as those contending
that commercial contract law, would hold banks to 100% reserves on de-
mand deposits (Barnett and Block 2005). They claim that their solution
leads to greater stability in supplying liquidity to the economy, and hence
advocate governance through market discipline instead of quasi-govern-
ment partnerships with commercial financial interests.

For Austrians such market discipline if unfettered and part of the mar-
ket environment would have prevented the over-extension of bank credit
and the development of the too big to fail phenomenon. Again, govern-
ance in the form of individual choice and consumer sovereignty applied
in the beginning would have incrementally but effectively steered the
banking industry away from its precarious insolvency—through the need
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to instill consumer confidence. Regulation by the (sovereign) public had
been preempted, if not subverted, by a congressionally concocted arti-
fice, resulting in a less, not more, resilient money and banking infrastruc-
ture.

In short, for government protective intervention, just as in forest man-
agement, more is less. Frequent intervening against small fires increased
accumulated flammable debris. Supportive intervening against small
market corrections increased accumulated toxic assets and financial risk.
The dilemma lawmakers find themselves in stems from the nature of
their charge to fix problems with the only tool they possess—statutory
legislation, which provides only a suboptimal outcome in jurisprudence.

67. The future.

Recent years have seen the advent of investment vehicles including
index funds and gold mining mutual funds used for hedging purposes.

We've seen acceleration in the learning curve on monetary matters
resulting from the ability of the Internet to provide information more ef-
ficiently. For example, we’ve seen increasing concerns from the growing
awareness that the dollar was made fully irredeemable after the 1971
default.

Given the size of the derivatives markets one must ponder over the
possibility of a panic run on fiat currencies into commodities, especially
gold, and the disorderly results this implies for economies. Even knowing
that this could occur gives no clue as to timing. As with other major mar-
ket moves, the unpredictability of timing leaves us with a growing degree
of uncertainty.

Where we do have certainty is in the fact that institutions that cur-
rently govern the value of the dollar have a proven track record of failure.
Depreciation of over 90% of the value of the dollar in less than half a cen-
tury by itself makes a good case against continuing the status quo. An
orderly return of the dollar to a sound commaodity basis, of incontrovert-
ible attributes, offers an alternative.

None of these reforms are physically impossible, their adoption only
requiring a change of mind. We are reminded that before the American
Revolution, in a world of monarchy and despotism, it had been thought
practically impossible to establish a political system unambiguously
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based on individual sovereignty as envisioned by the founding genera-
tion. Visualizing change is the first step.

The results of a statutory monetary regime constructed through a
combination of banking industry interests and political purposes speaks
for itself. Alternatively, free banking in a free market is socially rather
than hierarchically emergent. Its workings are not easily comprehended
and so at a disadvantage in a culture looking for command and control
solutions. But there exists another path that relies well-tested socially ad-
hesive rules of interactive commerce.

Conclusions for this discussion cannot be predictions. This is in a field
of inquiry neither able to produce certainty nor reveal timing of events.
Our conclusions are that the technology of emergent order prevails over
a constructivist one (in money, a gold rather than a fiat dollar). Eventually
the choice will be made, the only question being whether we wait until it
is forced on us by circumstances. It can arise from the inherent contra-
dictions of artificial constructs. It can arise in light of global realities, by
replacing of hierarchical monetary institutions with originary social ones.

Doing nothing takes the unnecessary risk of a well-established path,
however delayed, that leads to disruption. It risks economic distress first
through dollar rejection, then through government reactive intervention
that destroys the price system.

Such an outcome may be difficult to see coming. Initially, even a hy-
per-dilution of the money supply by an inflationary policy would only
mean that the dollar’s purchasing power would rapidly lose value. Since
the price system is essential, price adjustments, costly as they may be,
would continue on without abandonment of the dollar, it being the only
money-price system available.

But then, under such adverse conditions, and the call for more money
as the real value of currency falls, misguided political intervention would
take over to stem the dollar’s loss of value. The government would resist
admitting its role in causing price hyper-inflation. Blame would be placed
on the free, “unregulated” market.

At this point even Monetarist fiat money advocates would be silenced.
Ironically these economists would then be helpless to prevent the unrav-
elling of their cherished limited free market economy that failed as a re-
sult of constructivist meddling in the social order, a meddling in which
they played the leading role.
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The policies to follow would be easily predictable: first wage and price
controls would be imposed; then usury laws against charging interest
(these are also price controls) would follow. Commodity speculators
would be blamed; hoarding would be a crime, and businesses would be
accused of greed and “price gouging”.

None of this would keep price levels from rising because no such
mechanism exists to shut down the market’s ingenuity in seeking ways to
clear as supply and demand dictate.

The next stage would be increasing penalties for breaking these laws.
At some point the level of enforcement violence would drive markets un-
derground. The attendant flourishing of organized crime would follow.
All of these measures have recurred in the past.

Hayek viewed renewal of economic discourse as necessary for each
generation. False doctrines resurface unless challenged by examination
under the discipline of discursive reasoning not evident at first sight.
Hence every age will need to expend effort to review the insights pro-
vided by the early masters. Knowledge is not enough, understanding is
necessary.
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Foundational Concepts

How money differs from other goods in the market

First, money is far from the root of all evil-that could only apply
to the love of, or obsession to amass, money; money is beneficial be-
cause (free) trade is an a-priori, win-win activity (as perceived by each
party, ex-ante). Trade promotes peace for this reason. ‘If goods don’t
cross borders, armies will.”

We know that money acts as barter good for all other goods in the
market. We know that money liberates (exchange of) goods in the
market from the inconvenience of direct barter. It solves the problem
of the double coincidence of wants that is necessary under barter for
one to find a buyer of one’s goods or services.

Second, we know that it provides a means of accounting where
assets, and exchange of goods and services, can be reduced to a single
measure.

Third, we know that money is not consumed or exterminated as
are goods and services to one degree or another. It is not desired as
a direct means of satisfying ends or needs. It is not used up.

Fourth, whatever the supply or number of units of an established
money the function it plays in the economy is the same. A similar
country that has double the money units of another country would
have roughly twice the price level, but experience no functional dif-
ference.

Fifth, if a country with a stable economy is in transition to a state
of greater or lesser supply of money there are consequences due to
the disruption of its use in calculation, and due to distributional dis-
parities, as well as due to location and due to individual differences
in income, wealth and asset disposition which includes differences in
disposition over time.
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Sixth, money is demanded for transactions, speculative, and store
of value purposes. These, however are all subsumed under its use as
a means of exchange. These demands can be separate, especially in
hyperinflation when the transactions demand increases, and the
other demands decrease.

Seventh, the price of money is what it can be exchanged for, its
purchasing power. It is thus measured best by the general price level,
though inversely.

Eighth,, in using the term ‘demand’ we mean a schedule or de-
mand curve, that may have a variety of quantities demanded at dif-
ferent intersections of the supply and demand for money. If supply is
fixed (inelastic), increased demand (a shift out in the demand curve)
can result in only a rise in its purchasing power (i.e. generally a fall in
prices).

Ninth, money is a stock, not a flow. When the timing of income
flows are matched to expenditure needs more efficiently, and when
clearing-house techniques improve, such as with credit cards, the de-
mand for money balances is reduced. Confidence in near monies and
other liquid assets can reduce this demand.

Tenth, the demand for money affects the price level. Reduced de-
sire to hold money raises prices and hence reduces the real money
supply but not the number of units of money balances. The number
of units is the monetary base controlled by the monetary authority in
contemporary monetary regimes.

Eleventh, the price of present money is not the interest rate. In-
terest balances the exchange of present for future money, it could be
seen as the rental price of money.

The Price System

Early economies rested on self-sufficiency. Growth in the use
of barter eventually allowed later economies to make use of the
advantages of association where individual diversity and division
of labor complemented the pursuit of human goals. A social exist-
ence provided mutual benefits some of which were inadvertently
fortuitous.
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One most identifiable benefit was the spontaneous develop-
ment of a price system. The success of an economy depends on
the automatic coordination of countless daily exchanges—on allo-
cation decisions and mental assessments of participants each able
to signal demand and supply information through prices alone.

Resting on the need for a respect of ownership rights and the
political freedom to enter into exchanges, it was the price system
that provided the essential coordinating linkage for the gains of
civilized life. And the price system was no result of planning by
social organs; it was a prime example of emergent order.

Over the centuries political interference with this process had
continually plagued the performance of economies. The fully de-
veloped analysis of how this interference progressed had to wait
until the 1920’s. This exegesis revealed how free association and
free markets generated a price system that was singularly unavail-
able to centralized and authoritarian command economies. These
insights were attributable to Austrian economist Ludwig von
Mises writing on the subject of economic calculation.

The problem with central planning rested in its inability to mar-
shal the requisite individually acquired information, including risk
assessments and intuition that only individuals committed in the
market could possesses. As owners they were also directly af-
fected by their decisions that brought either economic success or
failure.

Mises recognized that without market prices such dispersed
and decentralized information could only be transmitted to the
central organ if that organ could read and assimilate everyone’s
thoughts instantaneously and omnisciently. With markets, all the
way up and down the vertical production structure from resources
to producer at each stage, to assemblers, wholesalers and to re-
tailers and likewise horizontally across sectors of the economy,
prices signal supply and demand at each level. These prices were
to convey information that would coordinate the whole economy.
Without prices a central authority was powerless to manage pro-
duction.
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This crucial insight applies to attempts to centralize decisions
in large firms as well. Under a free market one of the natural
checks to the consolidation of firms into monopolies follows from
these principles. Vertical and horizontal integration within a firm
eliminates prices at each level or sector thus depriving the firm of
needed information. Efficiency requires market prices. For the in-
dividual firm the internal absence of the pricing process produces
a natural limit on the size of large vertically and horizontally inte-
grated firms. Austrian economist Murray Rothbard (1962) best il-
lustrated this principle and the conclusion that monopoly only re-
sults from intervention by the state.

Governments attempting to run armament production during
past wars made the mistake of also implementing price controls,
creating bottlenecks and conditions where markets didn’t clear.
Governments only function and survive as monopolies by access
to power that insulates them from market discipline.

An economy built on a price system has the potential for enor-
mous gains. Unlike a central planning board the modern market
daily, trillions of complex economic decisions, displaying a level of
efficiency not comprehended by early socialist theorists.

The inherited spontaneous and unplanned phenomenon of co-
ordination rests on information made visible in a dispersed decen-
tralized manner by the price system. But, it is a system that works
whether understood or not. It brings with it no automatic guaran-
tee of its comprehension.

There was never any certainty of avoiding the intellectual error
of assuming that central organs of authority could access this in-
formation. Intellectuals in an age of engineering marvels were
blind to the limits to creating a non-price based allocation of in-
puts and outputs. Thus it was the understanding of the nature of
the price system, not the system itself that became a point of
weakness, the Achilles heel, of a developed market economy.

The more intricate or developed this system, the more vulner-
able it is to failure in the event of a disruption in the pricing pro-
cess.
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At any time market prices depend on an iterative process of
discovery through auctioning and negotiation and arbitrage based
largely on knowledge of past prices.

In recent history the transition from old to new currencies or
new money, though disruptive, was not usually destructive of civ-
ilization. With a global economy of largely fiat money led by the
U.S. dollar the possibility of the loss of the price system looms
more ominously.

But no new engine of money production was needed. The mar-
ket would gain nothing by having more units of money one period
over what it had the previous period. Any amount of money func-
tions fully in its role of medium of exchange simply because there
exists no one pre-ordained general price level.

Open market operations by the Fed can increase the money
supply. More economists are beginning to see that the banking
system as a whole operates under its own rules. It receives new
deposits that automatically allow for increased interest earnings
on the new loanable funds. This is a perverse incentive to inflate.

In the real world when money inflation occurs other dynamics
enter into the mix. Historically, increasing the money supply re-
sulted in a higher level of prices than would have been otherwise,
but the path to that level was neither linear nor a simple projec-
tion.

As prices of assets rise, excessive expectations create bubbles.
Just as science recently learned of the follies of fire suppression
in a forest, economists now see parallel, unintended conse-
guences as a result of money and credit infusions in the market.
Corrections were thought to be possible through easy money pol-
icies whenever the economy seemed to falter. But studies have
revealed misinvestments and unsustainable combinations of re-
sources and capital fostered by imposed artificial credit expan-
sion.

Eventually money and credit expansion would become self-lim-
iting as prices increased. Return to a normal lower level of invest-
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able funds would require downsizing in some capital intensive en-
deavors, including idling of some committed inputs, some pro-
cesses unable to be brought to completion. Overall, the economy
would suffer unnecessary losses. We need only refer to the stock
market bubble of the 1990’s and the real estate bubble of the
2000'’s.

F. A. Hayek’s elaboration of these ideas in the late 1920’s and
1930’s underscored the unique efficiency of a system where inde-
pendently each producer reacts to prices relevant to his/her in-
puts and outputs without need of knowledge of a general nature
about the economy or factors affecting other producers.

Similarly corporations only become true monopolies if granted
privilege and protection against competition from more efficient
rivals. Along with the necessity of a market price system writers
have recognized that dynamic progressing economies require in-
dividual control of wealth and capital. This produces outcomes
based on allocation and attendant risk born by the entrepreneur.

The Importance of Money

Functional Money is that medium of exchange or currency
in which the array of prices is expressed in a market venue.
Money makes the price system possible. Because the money nexus
constitutes the other half of each exchange of a good or service,
its ubiquity enthrones it as the kingpin of the price system. Again,
money arises out of a barter system as a means for one person to
trade goods he has with another who has goods he needs but who
does not want what the first has. Either can sell what he has for
money to buy what the other person has. It overcomes the limits
of barter described as a system of trade among those with a dou-
ble coincidence of wants.

Unlike other goods, money retains and embodies the original
barter relation with all other goods and releases or liberates the
exchange of goods from the inconvenience of barter. Money links
all of the other goods and services together so that they can be
measured against each other.
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Ordinarily, should any currency or money denomination suffer
destructive rejection, another currency quickly takes its place as
people continue to desire money on a daily basis. This was the
case in Europe when there was access to more than one currency.
But in a one currency dominant economy such as the U.S. no sub-
stitute is readily at hand.

In imagining the introduction of a new currency, the mind first
thinks of linking the new money to an existing array of prices. It is
one thing to lose the use of a currency, but quite another to lose
the memory of prices. Historically venues for failed currencies
were not as geographically extensive as the dollar. Their replace-
ment with alternative currencies at hand was possible. Some
merely substituted for the old currency at an exchange ratio so
that the price system could remain intact.

With a dominant currency such as the U.S. dollar (and an entire
economy with only one set of prices) substitute currencies were
unnecessary. Should a rapid loss of value in the dollar occur, that
process itself could (by disrupting prices) destroy bond values,
savings accounts etc.; it could change the value of contracts, and
interrupt production. Any attempt by participants to link or revert
back to the last set of normal prices by an ordered devaluation
would be frustrated by bottlenecks. Markets would not easily
clear. Wholesale bankruptcies of financial institutions would likely
close essential access to credit accounts and ATMs. Merchants
would refuse checks, cash would be short of hand. Shortages and
dislocations would further disrupt coordination.

Political reaction would follow with imposition of wage-price
controls; accusations of price gouging, and even more severe pen-
alties could sabotage the price nexus.

Then only a reestablishment of prices through a long process
of barter could restore normalcy.

Such an occurrence has parallels to an impending avalanche-a
definite threat, but not necessarily immanent.

The re-establishment of the price system was put to test on a
large scale after the fall of the Roman Empire. Debasement of
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money had finally led to its abandonment despite resort to every
measure including the death penalty for refusal to accept it in
trade. Destruction of the market ushered in the Dark Ages. Return
to an extensive, trade-based market economy took centuries. The
downside to fiat money is not simply the potential for disruptive
inflation, but the collapse of the cooperative economy back to ru-
dimentary self-sufficiency. Once the price system is down, it can’t
be brought back through decree, for no criteria remains for set-
ting prices. The collapse in itself would rearrange needed price
ratios.

The dissolution of a price system from 400 to 500 A.D. meant a
return to the land, not an option today. The downside risk for the
value of a commodity-linked money has never been zero. The
downside possible value of fiat money built on promises only is
exactly zero.

As stewards of government, U.S. citizen have dropped the ball.
Now this one essential kingpin, money, is solidly in the hands of a
system that knows how to wring out the value of money for the
benefit of interests remote from the people. We’ve trusted money
with one centralized monopoly insensitive to this downside risk
that its loss presents to public commerce and market participants.

Normally, the cheaper it is to produce a good accepted in com-
merce, the better off the supplier. The federal government/bank-
ing partnership could cheaply produce more units of money only
because it first captured control of commodity money that had
derived its acceptance out of customary use in the markets.

That governments are incapable of creating de novo a money
system will be explored below. It will be seen that money is a time
dependent market phenomenon rather than a result of proclama-
tion, edict or statute.

Government expanded its domain to include exclusive produc-
tion rights with a disingenuous but legislated (albeit extra-consti-
tutional) sleight of hand. It printed irredeemable paper dollars
that appeared indistinguishable from notes redeemable in com-
modity money. (Compare the new Federal Reserve Note dollar to
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the older silver certificate dollar, or the twenty dollar Federal Re-
serve Note to the its twenty dollar gold certificate predecessor,
each the same size, color, and appearance.) Making the new dollar
legal tender by force of law completed the process. At no point
did government “create” this money. We will see that rather gov-
ernments co-opt and often destroy money by over-printing money
certificates or partnering with banks in issuing excessive credit
money.

Leading economists sympathetic to a politicized monetary sys-
tem, never addressed the weaknesses of fiat money. They saw in
it an answer to managing economies without dealing with fiscal
matters through a legislature, for initially the monetary authority
kept the money price system intact. These economists were as so-
cial engineers sparing society the trouble of keeping commodities
on hand just to back the dollar. But these theorists overlooked
that 1) they weren’t the ones really in control of this new engine
of money production and 2) with what control was possible,
money remained unmanageable. They have presided over the de-
struction of the built-in market protection of society’s currency
against infinite downside risk, thus recklessly over-ruling histori-
cally established stable money, all of which was unnecessary.

As an unintended consequence of money printing or money
inflation, what appears to be a period of growth in available fi-
nancing for business later is revealed to be of no long term bene-
fit. This results as prices rise enough to adjust the ratio of the real
money supply (after the money depreciates in proportion to price
increases) to its normal level in the economy. Although the econ-
omy is never quite identical thereafter, and can be disrupted in
extended inflations, this adjustment back to its normal (real) sup-
ply occurs historically over and over. This reflects the fact that
money’s usefulness to an economy is fundamentally unaffected by
the size of the nominal supply, or how many units is extant.

To see this suppose two isolated countries have identical re-
sources, population, and production of goods and services. And
one has double the amount of money as the other. It would be
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easy to expect that the only difference would be that the price
level in one country would be roughly twice that in the other.

Econometric studies can document that recession and depres-
sion followed super-imposed bouts of easy money and credit.
These results were fully explained by the Austrian dynamic theory
of the business cycle.*®

We have now seen the purchasing power of the dollar fall to
less than 10 percent of its WWII value by the government’s own
estimates. Gradual degradation of money and the resulting eco-
nomic drag militates against a fiat money system. It provides the
monetary backing for massive deficit spending that enables an ad-
venturist undemocratic foreign policy.*® What is more, such weak-
ening of the foundation of a currency places the financial system
in a critical state. Even though not immanent or predictable it
raises the possibility of a severe and unnecessary interruption of
the price system. Such a state of affairs is inconsonant with the
intelligent application of economic science in pursuit of the public
interest.

Methodology

The distinguishing feature of economic science is its study of agents
acting from motivations. Analysis begins with the knowledge that individ-
uals act guided by purpose.

48 “Early-stage industries grow more rapidly during expansions, but they also shrink
more rapidly during recessions.” Robert F. Mulligan, A Hayekian Analysis of the Term
Structure of Production, Quarterly Journal of Austrian Economics Vol. 5,No.2 (Summer
2002)p32. Note that the Austrian School of economics differs in methodology from the
other approaches in understanding that applicable economic theories are not depend-
ent on testing, nor are they arrived at through statistical empirical research, they are
causal-realistic.

43 Global adoption of the quasi-counterfeit method of raising revenue enabled the bel-
ligerents in W.W.I. to extend that war to excess with the well-known disastrous results
that carried up through much of the 20th Century.
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This methodological individualism starts with what we know: That
groups are best seen as acting individuals who are governed by purposes
which includes interdependencies.

Accordingly a government acts according to the purposes of the indi-
viduals comprising it. Abstractions such as countries or “society” are less
helpful in analysis, often leading to using literally incorrect phrases such
as we went to war when those making the decision are usually far re-
moved from the general public.’® More egregious is conflating the group
making up the government with the country or nation of which it is asso-
ciated. [See 38].>1

Economic science is not a physical science. It has one advantage over
physical science—self-evident empirical information about purposes be-
hind economic phenomena. We have causal understanding regarding be-
havior unlike in the physical world where statistical regularities are all we
have to develop laws of nature. Human action employs the elective fac-
ulty which intervenes in the physical world of time and place. We can
make use of this insight to develop laws in economics.

For example, since we know something about the causes and pur-
poses of the mechanical forces applied to a game of pool, we do not try
to understand the phenomena by statistical analysis of the movement of
balls. We don’t simply observe that sometimes they go into pockets in
sequence and sometimes out of sequence to arrive at rules of each game,
when we already know the intentions of the players for each kind of
game.

S0Another misleading use of terminology occurs when economists define the national
debt as only government debt; yet define national income as the nation’s income, not
that of the government.

51 Today it might be useful to also look at an intermediating entity, the corporation, in
that influential action in the productive economy involves corporations, and keeping in
mind that these collectives are understood by analyzing the intentions of the individuals
composing them.
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The idea that simple statistical correlations and regularities give us
theories, while sometimes true for the physical sciences, has led to erro-
neous policies in monetary economics. For instance, the relationship be-
tween total income and the money supply cannot be defined meaning-
fully due to indeterminate demand for money balances. Without first
having an idea, one cannot know what facts may be useful to investigate.
No laws can be arrived at without applying reasoning to narrow down
known causes to the relevant human causes.>?

In the physical sciences we form a hypothesis and then test it with the
facts. Economists have applied this approach to economics to test a hy-
pothesis against its predictability. But the causal link should be discov-
ered through deductive processes. We can never know if a correlation
implies causality by looking at the facts. This is not to challenge the ap-
propriateness of using statistical data to test the applicability of a theory
to history.

The Austrian business cycle theory has been shown to have explana-
tory power by several studies (see below) but history cannot be studied
without a priori concepts about what is important data and what is irrel-
evant. For example we would not give equal weight to both a scientist’s
domestic household affairs and her technological discoveries even
though each may take up as much room in her file cabinet.

Money in Price Theory

In price theory there are established laws of supply and of demand.
An increase in the supply of a good means that more units are offered in
the market at each price. An increase in the demand means more is de-
sired to be purchased at each price.

Under normal conditions at any one time we observe some behavior
regularities. We see not an increase in demand at each price, i.e. there
is no desire for more at each price, but an increase in quantity de-
manded when buyers respond to a lower price. And at any one time we

52 See: Equations in Economics below.
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observe not an increase in supply at each price but an increase in quan-
tity supplied when sellers respond to a higher price.

An increase in demand for money means an increase in the desire to
hold money, i.e. a decrease in buying with money offered at its “prices”
which are the inverse of the array of goods prices in money (only one of
which is bonds or their inverse price the interest rate in the loan market).
However, this in itself will result in a reduction of prices overall, and as a
result will raise the value of each unit of money until the increased desire
for money held is satisfied, and thereby requiring no increase in the sup-
ply of money.

An increase in the supply of money means an actual increase in the
number of units, but because the units in a sense are all bidding against
each other, there is virtually no gain from increasing the supply. Prices
simply rise so that each unit is worth less. (To the extent that the money
is a commodity, its lower price will (marginally) increase the well-being of
the society by making it less costly for non-monetary uses.) Thus unlike
an increase in supply of a real good, no social welfare gain results by an
increase of money units.

An increase in the quantity demanded of money occurs ceteris pa-
ribus when the supply increases (the supply curve shifts) and prices rise
(i.e. the price of money falls). An increase in the quantity supplied of
money occurs when the demand increases (the demand curve shifts) and
prices fall (i.e. the price of money rises). But with money because it is
used in each price, the real money supply is left where it started.

Textbooks define the market for money as the supply and demand for
money with respect to the price of loans, i.e. the interest rate. As we
have just seen the demand and supply for money determines its purchas-
ing power in the goods market including the bond or loan market>3

53 W. H. Hutt pointed out that money holdings do however have a prospective yield, and
that interest rates are not to be seen as dependent on this yield exclusive of the yield on
other goods or assets.
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Conventional economics maintains that the interest rate is deter-
mined in the market for financial instruments such as bonds, with sav-
ings/investment decisions centering on disposition of current income. For
Austrian economists it reflects allocations between present and future
choices dominated by the capital structure where most of the real wealth
resides, with short term rates, rather than long, responding to temporal
monetary policy.

Interest rates (other than short-term) reflect the whole of economic
activity, of buying, selling and investing in the productive real goods mar-
kets which includes decisions about which investments to choose based
on the expected shape of the discounted flow of future returns, risk, and
other pertinent expectations.

Overall we see that interest rates and the equity markets can both
change when time preferences change. An income producing asset
owned as shares of stock can lose value when higher rates of return are
desired, the future value of the income stream coming under greater dis-
count. This time preference change will also be reflected in higher market
interest rates in the loan market, but it is not the loan market that gov-
erns basic moves in the interest rate.

That the stock market appears to react to interest rate expectations
has led to general acceptance of this relationship as a predictive rule, an-
other example of substituting statistical regularities for sound reasoning.
Marginal speculators in these markets who can affect daily prices no
doubt do react to daily news about the direction of the interest rate
(higher interest rates being negative for stocks). But underlying the im-
portant longer-term trends of interest rates are the decisions by individ-
ual and corporate owners of the vast wealth in the structure of produc-
tion. The reactions in loan markets and the stock market to news about
interest rates are as waves on the surface of a rising or falling tide, a tide
resulting mostly from bouts of government credit expansion and contrac-
tion made more elastic by a central bank fractional reserve system.

The stock market is also thought to respond to changes in profit rates.
Again, causality is not so simple—high profit rates would correspond to
higher interest rates which generally portend lower share prices.
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The Business Cycle

A widely acknowledged and well-recognized relationship has been ob-
served between tightening credit conditions and the onset of recessions.
Typically, in recession the ratio of consumer goods prices to producer
goods prices increases (the more durable consumer goods prices rise less
in a downturn than other consumer goods prices because of the greater
stimulus for these longer term or lower return investments that the pre-
vious easy credit climate created). Up until the 70’s the overall tendency
of prices to fall in recessions resulted in no noticeable price rise in con-
sumer goods. Then as price inflation became built in to the economy con-
sumer prices continued to rise in recessions. Thus we experience the less
well-recognized inflationary recession, caused by a reduction in the rate
of increase in credit rather than an absolute reduction so that prices in
general kept rising, albeit disproportionately more in the consumer goods
sector. This salient insight was made in 1971 by Murray Rothbard (1973).

Standard economics found such stagflation puzzling. There was sup-
posed to be a (Phillips curve) trade-off between economic growth and
price stability; the more willing we were to allow prices to rise the better
could be the economy. In addition the disproportionate price adjust-
ments between producer and consumer sectors was disregarded and un-
explained.

That is until the Austrian business cycle theory began to be applied
(for instance, Rothbard, 1972). There are observed disparities in price ad-
justments during recessions between stages or sectors. Those sectors
close to the consumer, and those furthest away experience contrasting
price changes. The structure of production had been distended due to
the preceding distortions caused by disproportionate investment
throughout the structure under easy money and credit policies. This ef-
fect was fully predictable out of the theory. Mises (1912) revealed these
effects from artificial easy credit policies. These included malinvestments
in the production structure. It was as if a railroad company had been
overly optimistic in its first stages of construction of a railroad and con-
structed the tracks at a gauge greater than it could later justify. It simply
could not go to a smaller gauge without irrecoverable losses from wasted
expenditure on the wider gauge track.
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Because Keynesian and Monetarist business cycle theories were linear
and lacked multi-dimensional sophistication, they saw the problem as
one of a deficiency in (aggregate) effective demand. Their limited one-
dimensional capital theory erroneously assumed that consumer demand
produced investment demand according to a multiplier corresponding to
the historical ratio between consumption and investment. By contrast,
and 180 degrees from this, the Austrian theory was consonant with the
commonsense conclusion that more spending on consumption reduces
the availability of spending on investment. Thus, in the end exactly the
wrong prescription for a depression came from the dominant non-Aus-
trian schools of economics.

The prescription was for stimulation of government consumption ra-
ther than saving. So tax increases that went to government spending pro-
grams during the great depression (along with new barriers to free-trade
such as the massive 1930 Smoot Hawley tariff) simply extended the de-
pression. Note that consumption of past savings that has been stored as
capital (capital consumption) can temporarily increase measures of final
goods and services (GNP), at the expense of future productivity. Certainly
output can be made to increase by massive government expenditures af-
ter much of an economy has fallen idle such as was the case going into
WWII. This was not to say that life improved for Americans because of
war, what did improve was officially measured output, which was not de-
flated properly due to wage and price controls suppressing price indexes
used to calculate output.

In fact the market outperformed all economists’ expectations after
the war economy ended, which accompanied drastic cuts in government
spending. Markets were able to clear once price levels had caught up to
shortages and rigidities imposed on the markets during the Thirties. This
is another reason to question the use of NNP or GDP as an exclusive
measure of economic performance (see Money in Aggregate Economic
Theory below).

Aggregation hides the significance between types of spending, the im-
portance of investment and the importance of the microeconomic dislo-
cations that are the result of tax, expenditure and credit policies. The
Keynesian aggregate supply and demand model incorporates the fallacies
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of composition exposed by good economics in the Nineteenth Century.
Twentieth Century journals have been replete with defenses of special
cases that were supposed to verify the expenditure-output relationship
during underemployment.

Money in Aggregate Economic Theory

Textbooks also define an aggregate supply and aggregate demand
market which supposedly measures the interplay between spending (real
output) and the price level as discussed in the previous section. We may
take a fresh look at this relationship by re-defining the aggregate supply
curve as the money demand curve, and the aggregate demand as the
money supply curve, with the values on the ordinate (y-axis) inverted i.e.
prices rather than 1/p (or purchasing power of money).

Uses of the aggregate supply and demand economics (AS/AD) failed
to advance understanding among the financial press, academia, and the
public. It reversed gains made by classical economists who refuted the
notion that consuming promotes economic performance.

Since consumption is the majority of the defined national income,
and statistically strongly related to net national product or NNP, today
the standard belief is that we each help the economy by spending more,
and further, because war means spending then the economy is helped by
war. Under this confused reasoning, it would be of benefit if all houses,
cars, bridges, etc.,—all physical capital were made of inferior material
and depreciated in half the normal time causing us to need to spend more
on replacement. Supposedly we need more work to do. Yet in this world
of scarcity there is always more work than can possibly be done where
not inhibited by lack of access to resources.>*

Textbooks inappropriately neglect to mention that the majority of
spending in the entire economy includes spending by businesses in the
structure of production between stages of production including spending
on capital and investment, all of which outweighs consumption spending.

54 This is not the same as applying capital in ways that may engage more or less labor.
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Final output is what GDP (Gross Domestic Product) measures, for
which GDP is a useful concept, but it is purported to be a measure of total
economic activity. It necessarily omits most of the important spending
and economic activity employed to produce the end result of net output.
Rather than using a measure of final output, a better approximation of
economic activity would be a measure of expenditures at each stage on
the way to the final goods produced; then what is spent by retailers,
wholesalers and a myriad of contributors in the production process
would be a more appropriate measure of economic activity. (See use of
aggregates)

Common sense alone tells us that we can’t improve our economy
simply by increasing our consumption at the expense of investment. Fol-
lowing Mises’ learned exposition on capital in Human Action we see that
capital embodies time, and that progress depends on foregoing con-
sumption to lengthen or enhance productive processes.

Another related concept in economics is the government spending
multiplier. Whether one properly classifies the various government ex-
penditures as consumption or as investment is open for debate, but to
employ the concept of a government multiplier where increased govern-
ment spending automatically induces increased income fails to stand up
to scrutiny. It reveals the treachery of confusing a mathematical ratio for
a causal relationship. If one has spent 10% of her income on entertain-
ment in the past, an increase of one’s spending on entertainment would
not be seen to result in causing an increase in her income.

The AS/DS model is yet employed in conventional economics to ac-
count for the failing of Keynesian explanations of stagflation (see Austrian
Business Cycle Theory). Purportedly inflationary recessions result from
supply shocks such as the oil crises in the 1970’s. Yet increases in spend-
ing in one sector (oil) leaves less spending potential for other sectors and
so cannot explain aggregate price inflation. A theory of recession based
on diminished aggregate demand fails to account for the fact that reces-
sions are periods of readjustment, not to reduced consumer demand, but
to misapplied capital.
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Use of Aggregates

Use of economic aggregates introduces loss of important detail in
analysis. Income velocity of money refers to the ratio of the money sup-
ply to overall money income. Velocity is presented as the inverse of the
demand for money to be held. Under a growing economy with a stable
propensity to hold money balances, rising measured incomes or GDP re-
quires additional money in the economy. No rising nominal (i.e. money)
income level can occur without an increase in the supply of money even
though productive output and economic well-being are improving. Under
a fixed money supply rising productivity and standards of living are not
discernable in aggregate income measures. NNP is not an independent
measure.

This fact is why measuring money output in an economy has limited
usefulness as a measure of its social welfare or productiveness and why
simple comparisons of NNP, GDP etc. are invalid for this purpose. Index-
ing these measures with flawed deflators, such as the GDP deflator, sub-
ject to measurement circularity, have not produced reliable results. For
instance two quarters of declining inflation adjusted (real) GDP is re-
quired to define a recession. But prices move differently for producers
goods and consumers goods, are affected by productivity and cost effi-
ciencies, and weights given to them are selectively manipulated as ad-
justments are made in the basket of goods comprising the index.

For purposes of measurement the use of a price level is by definition
unscientific and unreliable. It is in fact adding apples and oranges, the
weighting of which is arbitrary, as revealed by (Labor Department) ad-
justments to price indexes using hedonistic factors. Yet economists can’t
be faulted in striving for some rough amalgamation of goods prices to
give us a surrogate for the general price level, provided it be kept in mind
that detecting precise monthly movements is unattainable, as is also the
case in using such aggregates to monitor the economy’s output or activity
level; the concept of a price level or output level has usefulness in con-
ceptualizing performance of an economy or in comparing economies.
Thus, for an aid to conceptualizing rather than for measuring, such con-
structs as the aggregate supply and demand curves for an economy as
depicted in economics’ textbooks will continue in use.
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Unfortunately, as a concept of economic performance, looking at only
net output (depicted by these curves) NNP utterly loses sight of total eco-
nomic activity. Therefore when applying the Quantity Theory of Money,
even when wary of information lost by aggregation, there remains the
need to account for the use of money in intermediate transactions taking
place in producing final goods and services. Net aggregates are useful for
conceptualizing net output. But for transactions, money, employment,
in short, for economic activity, we need another concept such as Gross
National Expenditures or GNE>>, which allows us to conceive of the eco-
nomic forces that are of more interest such as direction of movement,
growth or decline etc. of variables without a need for precision in meas-
urement.

As we see, the conventional aggregate supply-aggregate demand
model falls short of aggregating all expenditures and thus all money
transactions. It only aggregates measures that correspond to final goods
and services produced. But money must be used in all transactions. The
MV=PT must refer to the larger concept of economic activity, yet we
would be unaware of anything more than an “income velocity of money”
going by the standard model, income being the same as net output.’®
Further, as we have seen above, no well-defined ratio of money to eco-
nomic activity can be relied on due to use of bills of exchange and clearing
house mechanisms that economize on the need for money, and from the
changing use of a spectrum of near moneys or less active money substi-
tutes.

55 A similar measure GNO or Gross National Outlays was proposed by Mark Skousen to
include the intermediate inputs for each industry. His calculation for 1982 revealed that
“... (GNO) was nearly double GNP, thus indicating the degree to which GNP underesti-
mates total spending in the economy.” Consumption was only 34 percent of GNO, ra-
ther than 66 percent of GNP. (Skousen, 1990, 191-192). Also see his later GDE (Gross
Domestic Expenditure) measure in Skousen (2010, Economic Logic). George Reisman
(1998) also developed a concept of gross spending as GNR (Gross National Revenue).

56 |t is not that textbooks don’t have more realistic quantity theory models that include
transactions. The error resides in the persistent message that consumption expenditures
constitute the best measure of economic performance.
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Aggregate economics not only eliminates important microeconomic
variances, it also employs arbitrary definitions and market constructs
purportedly, but not actually, determining price levels, interest rates or
economic activity. These oversights have carried over into the classroom
and ultimately the financial press as well as important decisions in public
policy.

The unemployment rate is another aggregate economic indicator
fraught with misperception. A labor market that is resilient will exhibit a
lower unemployment rate than one that has rigidities. Current measured
employment may rise temporarily along with major losses in productive
potential from misadventures in committed capital expenditures, or from
wasteful applications of labor. Thus, employment of 19 million in the
armed forces in World War Il produced improved employment and GDP
numbers, but reduced standards of living, and impaired the long run
growth path of the economy. W.W.II. continues to be touted as pulling
the country out of the depression when it merely extended depressed
living standards.

It should be no surprise that pro-war, pro-military industrial complex,
neo-conservative politicians continue to exploit this accounting misappli-
cation.

Economic Projections

One could speculate that public policy makers might be motivated to
promote military adventures directed to affect oil competition, or to pro-
tect fiat currencies by removing threats by some countries to establish
globally competing soundly backed currencies. Influence on policy need
not be overt in nature when decisions are based on complex considera-
tions of which this may be only one factor.

Recent moves in the direction of a gold backed dinar, for example, by
some countries in the Middle East, would likely have alarmed global in-
terests concerned about the integrity of the (fiat) dollar. These interests
could portray geo-political proactive interventions as defensive actions.
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Equations in Economics

“It is a general weakness of the human mind to regard the state
of rest and absence of change as more perfect than the state of
motion.”—Ludwig von Mises.

It will be clear that the economic insights that are helpful to under-
standing the workings of a monetary system don’t emerge from blind col-
lection and analysis of data. The reasoning mind directs the application
of relevant data. Truth in this arena cannot be found by making simplify-
ing assumptions before theory determines the relationship between var-
iables; it cannot be found by first looking for regularities between varia-
bles to find which variables are important, as all too often these relation-
ships turn out to be illusory. Laying out statistical relationships with equa-
tions has the appearance of sophistication but can skip over important
steps in the real effort of economics. While mathematics is indispensable
in allowing concise expression of behavioral variables and in dealing with
mutually causal phenomena, it can be applied inappropriately. Use of
mathematics may be a source of weakness. This is the case for some
multi-equation models derived from the relegation of theory to the su-
perficial task of rule-based but thought avoiding manipulation of sym-
bols.

Although having the appearance of scientific precision, equations re-
late variables to each other without the need to explain how they relate
to each other causally. They can be misused to imply causality when they
only record ex-post quantities or tautologies.

Simply formulating equations from statistically correlated variables
does not produce economic conclusions. Variables may be causally un-
derstandable without equations, but in equations can be manipulated
oblivious to the existence or direction of causality across the equal sign.
Thus in using the equation: Y=C+l economists commonly commit the er-
ror of concluding that consumption (C) causes output (Y). And the further
error that (C) is more important than investment (1) for output because it
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is larger than (). (See: Money in aggregate theory) This also applies to
equations of exchange MV=PT which is true simply as a tautology.

This result does not deny the use of mutual determination on a sub-
jective individual level. For example, decisions to save or consume should
not be separated from decisions to hold money balances, as all three de-
cisions are made at once. We don’t first save, then determine how much
to hold in cash balances and how much to invest.

And even though the use of simultaneous equations helps to under-
stand possible complex interactions among variables in the entire econ-
omy, statistical inferences arrived at by observing variables can be all the
more misleading. Working with cause and effect makes use of axioms of
action that help to deduce economic laws much as is done in geometry.
Statistics has produced correlations that by induction give incorrect con-
clusions.

In contrast to economics, manipulation of equations in the physical
sciences allows for useful results because causality may not be known.
The economic error is in ignoring already known causes of each variable.
Thus F=MA, (Force=Mass x Acceleration) can be mathematically manipu-
lated to achieve meaningful results. Y=C+|+G cannot.>’

Competing Currencies

Governments have found that it is initially no feat to demote a com-
modity based currency to a fiat status while maintaining popular undi-
minished acceptability of the currency.

57 In the words of a former president of the American Economic Association and an early
contributor to Austrian economic thought:

Macro-theorists...have repeatedly been misled into thinking that they could deduce con-
sequences from an ex post definition, for example, that they could deduce the effects of
an increase in investment from the definitional equation Y=C+l. This is logically impossi-
ble, and therefore equally inadmissible in macro-theory and in micro-theory.

Fritz Machlup, (1967), Essays in Economic Semantics, New York: W.W. Norton & Com-
pany Inc. p.120.
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A fiat currency may reflect past usage with little loss in trust. Once
a currency is established, such as with the U.S. dollar, it retains monetary
qualities through custom. Unless prohibited by law from use in contracts
or for payment of debts it predominates over sound commodity money
as the currency of choice of the holder in making purchases.

Hence, it is unlikely that gold coin or gold certificate money would re-
place customary fiat money from simply allowing a free-market in money
choices. Establishing legal tender status, i.e. requiring a currency’s ac-
ceptance by law will only be successful if it can be applied to a price struc-
ture. To define its value requires an existing price structure—only one of
which normally exists at any time, this being at present that of the fiat
dollar. Defining its value is in fact the act of official convertibility at a fixed
dollar price of gold in the case of gold currency.

Some confusion arises out of the intuitive sense that under free com-
petition the best product should prevail. But Gresham’s law applies. In
order for a better currency to rule it must be better on both sides of an
exchange both for the buyer and seller. A legal tender currency requires
the seller of a good to accept the currency. But if there is any alternative
to sound currency such as using fiat money or customary fiat money then
the buyer of goods will want to make payments in fiat money. In an ex-
change the best good one can obtain with acceptable money prevails, but
because money ultimately is only for exchange it can be of inferior qual-
ity, at least until some general move away from it takes place.

We should keep in mind that if gold contracts and gold clauses were
allowed, with gold ownership legalized, no new array of prices in ounces
of gold would be likely to be established outside of the existing dollar de-
nominated price structure; it is always easier to think in terms of a dol-
lar/gold ratio for dollar prices of gold first before exchanging certain
weights of gold for goods. There is no need for the market to grope for
an independent array of prices with gold alone as it once did over the
ages when no other price system existed. Money constitutes the one
good that remains in a state of barter. Since any established money must
have been and still is priced by barter, the market has no reason to waste
effort on establishing a second system of barter derived prices.

92



THE U.S. DOLLAR AN OWNER’S MANUAL

Hence, should the dollar be lost, then the difficulty of achieving a
workable price system in a few days with a new money might be insur-
mountable. One only needs to try to change to Centigrade from Fahren-
heit but without the formula for conversion to appreciate the difficulty of
establishing new relationships between money and an entire economy of
goods and services.

Goldinthe U.S. has been legal since 1975, and gold clauses since 1977.
It has not been released from capital gains taxation. It would still require
removal of legal tender status of the fiat dollar, as well as any perceived
government bias for the fiat dollar, to allow for the operation of a free
market competitive process. This paradox, that free markets don’t arrive
at the optimum monetary arrangement, is only apparent. Gresham’s Law
(bad money drives out good), after all does not apply to free markets. A
true free market in money means a true free market not only in owner-
ship, but also to be thoroughly applied to the fiat dollar. Without govern-
ment intervention in the market, with every government relationship to
the fiat dollar removed, it would not remain viable. But this means more
than is usually conceived of as a free market. The relevant government
functions must be eliminated outright—left only to the anarchic free mar-
ket. Then, without any government backing, and no longer any legal ten-
der status, a true free market would likely transition to gold as a currency
as confidence in the fiat dollar certainly rests in confidence in the ability
of the government to exercise its legal monopoly and support of money.
But to expect to first remove government to that extent, which would
likely result in a collapse of the economy due to the immediate loss of
value in the fiat dollar, is a bigger step than is necessary to repair the
standing of the dollar. Absent first achieving separation of money and
State, the greatest barrier to gold (or silver) competition with the fiat dol-
lar as the predominant currency in the U.S. remains the inconvenience of
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adopting an additional price system using gold or silver grams or ounces
instead of dollars and cents.”®

Some hard money advocates assume that the problem is in getting
gold into the hands of the public and the Treasury, and so offer reforms
that would require use of gold for partial payment of taxes, or for new
expansions in the money supply. This approach again assumes that some
smooth transition to a gold currency would emerge on the market. But
no second set of prices will be desired when dollar prices have not been
dissolved; everyone will keep thinking in dollar prices, and in dollar prices
of gold.

It only makes sense to link gold by structuring a plan for future dollar
conversion to gold. That requires setting a price of gold in dollars.
Granted the more gold the Treasury holds the easier this would be, but
instead of collecting it in taxes it can well buy gold with tax receipts, there
is no economic difference to the gold market. It is just missing the mark
to think in terms of gradually having the public think in gold, or use more
gold. We already have a money that is the product of gold: the gold-dol-
lar, its functioning reflects this past tie to gold, even if it is now customary
fiat money. In this sense people already accept gold, in fact some even
think that the gold in Fort Knox yet gives the dollar its value.

“..all correct economic theorizing is a gradual progress form short-run
to long-run effects.” --Ludwig von Mises.

Protectionism and Free Trade

By the mid 1800’s the world was largely under a gold standard and
with some exceptions under minimal barriers to trade. Economists of the
day were mostly free-trade oriented. Free trade promoted interdepend-
encies that made war more costly to commercial interests. Free trade
fostered an unprecedented period of relative world peace.

%8 This point was brought to the present writer’s attention in conversation with
David R. Webb.
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Popular attitudes often overlook advantages of trade and fail to ac-
count for the fact that protection of one industry increases costs of prod-
ucts for the rest of the economy: Protectionism is not just a zero sum
game but because it impedes efficiencies of division of labor is a negative
sum game. In theory barriers to trade among countries parallel barriers
erected by prejudice, racism and religious intolerance between neighbor-
hoods and families refusing to do business with one another.

Suppose an inventor made a technological discovery and opened a
warehouse on the river at the edge of town. Magically resources went in
one end and certain products out of the other but at half the price pro-
duced elsewhere. Over time the money saved on these purchases could
then be spent on other businesses in town, businesses switching out of
providing the products produced cheaply and into those priced normally.
We can readily see what a benefit the owner of the warehouse provided.
The town would have more value for the same purchasing power.

Now, suppose we sent in the police to find his secret. At night it was
discovered he was shipping out bulk commodities and resources and tak-
ing in products produced cheaply abroad. Yet it occurred with no one
forced to do business with him. Rather by doing business they must have
benefited. Does it make sense to impose tariffs and quotas to stifle such
activity? We don’t see cheap voluntary work as harmful, neither should
we see harm in cheap foreign labor. If it is harmful to use cheap labor
from abroad why isn’t it harmful to allow cheap volunteer labor in such
projects as Habitat for Humanity, or cheap clothes at a Salvation Army
store, or various acts of charity?

Ricardo’s Law of Association relates to the advantage of trade, both
with one’s neighbor and among nations. Economists learn the Law of
Comparative Advantage which by simple logic shows why, for instance, a
doctor, who is also a champion typist benefits by specializing as a doctor
and paying for a mediocre typist so that each person engages in his/her
comparative advantage. One point being that everyone has work to do
regardless of relative abilities, and that both parties are better off by co-
operating in a trade.

This implies that no country need worry that it cannot engage in pro-
ductive work even if another country can do that work at a lower cost,
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since the second country will be at an advantage to concentrate in what
it does best, leaving room for the first country to thereby enjoy a com-
parative advantage in what it can do best.

The Riddle of Prices Solved

Why does a bottle of water cost less than a diamond when the value
of water to the individual where it is available as all or nothing is greater
than diamonds available as all or nothing? This paradox was solved by the
Austrian, Carl Menger in 1870 by reflecting on the human aspect of eco-
nomics, i.e. subjective value. In 1776 Adam Smith had earlier posited that
prices of goods reflected the labor that went into them. But this obviously
can’t be, simply applying effort doesn’t make value; one could spend a
week painting his house purple and have it go down in price. Marx also
used the labor theory of value and attempted a solution with the propo-
sition that what imparts value or price was socially necessary labor. This
however is circular. A higher price defines higher socially necessary labor,
but what caused the high price?

Menger pointed out that a person values units of each good in a de-
scending order, higher for the first bottle of water then lower for each
successive bottle. Thus prices don’t reflect total value of the entire supply
of a good but only the value of the last unit available. So all prices reflect
the scarcity of goods. Goods are priced based on their last (marginal)
units of supply because we don’t make all or nothing decisions in the mar-
ket, we decide on one bottler of water at a time out of the total supply of
water. Since air is abundant we don’t normally see a price for air. A price
settles where the supplier values his last unit of a good less than the price,
and the buyer values his next unit of the good higher than its price. Thus
underlying supply and demand and price are governed by subjective val-
uations.
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Taxation

Taxes impede markets from providing the means for people to
achieve economic goals.

Taxes are thought to reduce government deficits, yet usually reduce
economic activity and thereby can produce higher deficits, (Laffer curve
effect).>?

Taxes on capital gains or sales and trade (tariffs) all reduce economic
activity. Taxes on land and resources do not meet with reduced activity
to the extent that other taxes do since a tax on original factors of produc-
tion are not transferable or shiftable and not easily avoided. Taxes on la-
bor are also taxes on original factors of production but obviously 1) di-
rectly reduce the laborer’s proceeds and 2) discourage labor over other
alternative non-market or black market endeavors.®°

Taxes could be ideally returned to taxpayers in benefits from pro-
grams but in practice are often used for wasteful or even harmful pur-
poses due to the expenditure no longer being under the control of those
taxed, or only very tenuously so.

The problem under present consideration is of monetary policy pur-
sued to combat deficit costs arising from interest payments. Employment
of blunt measures to lower interest rates artificially, with expansion of
the money supply, results in depreciating the dollar and constitutes a tax.

59 Rather than maximizing tax revenue (the Laffer curve argument) it would seem that
the appropriate concern would be to enhance productivity in the economy for which ad-
ditional benefits arise when reducing taxes even beyond this so called optimal tax level.
60 Some anti-tax movements interpret the word “income” as used in the 16t Amend-
ment to mean only returns that are net of exchanges of labor services, entrepreneurial
effort etc. Presumably windfall land and resource rents or proceeds would be income.
Such an interpretation could be a first step in reducing overall tax burdens.
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The Single-tax movement of Henry George championed replacement
of all taxes with a tax on the value of land, specifically its unimproved
value increment. It has been referred to as a land value tax (LVT). For
those who see no justification for any tax at all, a consistent opposition
to state power would seem to necessitate opposition to taxes on land.
Acknowledgement of common ownership in land has been seen as inim-
ical to a true free market economy. Complete privatization has been seen
as the cure.

Clearly, such a tax would be unfair to present owners of land who
would face a loss in value in the raw (ground) component of their hold-
ings. Any positive results of even a tax phased in over a number of years,
must be weighed against the negative impact on present owners, or may
involve some measure of compensation to owners during the phase-in
period.

Some Geo-economists take the position that socializing the ownership
of land, to the extent of applying a tax on land improves efficiency in the
market by forcing better use of land, and at a lower price. Further that
site value fees are based on the underpinnings of a free society as ex-
pressed in the John Locke libertarian law of equal freedom as stated by
Herbert Spencer.?! They maintain that labor and productive effort cer-
tainly provide a justification for private property in the works of man, but
that raw, unimproved land and resources should belong equally to all.
Spencer (1970, 281), referring to socialist theories, mentions that they
are ...”nearly related to a truth. They are unsuccessful efforts to express
the fact that whoso is born on this planet of ours thereby obtains some
interest in it, may not be summarily dismissed again, may not have his
existence ignored by those in possession.”

Geo-economists tend to regard these outcomes as market failure. But
can a case be made that attributes these problems not to market failure

61 .”every man may claim the fullest liberty to exercise his faculties compatible with the
possession of like liberty by every other man.”(Spencer, 1970, 69)
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but to consequences from imposition of statutory or administrative in-
terference in long established social norms? There are considerations
surrounding the justification for land titles enforceable by the State.

One prominent writer, Murray Rothbard (1962), has maintained that
no violence to equal rights results when ownership is claimed through
application of labor to unowned land. This homestead principle then ex-
plains the origin of appropriate grounds for absolute title to land. It also
avoids the problem of tragedy of the commons, where unowned land can
be over-exploited by a multitude of users who have no stake in its future
productivity.

Moreover, it would seem that Rothbard has easily countered another
claim made for common ownership. Some LVT advocates point to exter-
nal benefits that land owners enjoy from development in proximity to
their property, especially in urban areas, that enhance the locational or
site value of land. But external benefits accrue to all persons in a capitalist
world where past capital formation has raised the standard of living for
all. It should be evident that there can be no obligation on the part of
beneficiaries from such a general source of benefit since they result from
voluntary association. Certainly land owners who do not recognize a debt
of this nature are not guilty of theft as some LVT advocates would have
it.

But there remains an argument on the side of LVT advocates regarding
origin of titles that seems plausible. It has to do with unwarranted impo-
sition of a system of private titles gained by capture of political power
through the State.

Free market proponents often tire of defending positions they take
that avoid fixing problems with government regulations wherein prob-
lems could be better solved by removing a prior government interven-
tion, even though not easily visible as an originating cause. For instance,
Rothbard (1963) has amply illuminated the culprit in business cycles as
the boom produced by money and credit infusions orchestrated by gov-
ernment central banks allowed to expand credit beyond what would be
allowed by social convention.
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Accordingly, where the free market position fails to point to the cause
of a problem due to interference by the State, it would seem that propo-
nents would be eager to correct such an oversight adopting the explana-
tion that lays the blame on prior government intervention.

Advocates of the single tax or LVT see the problem with the present
state of affairs as three-fold: First, the harm done by other forms of tax-
ation that could be practically eliminated with some other form of reve-
nue (i.e. the LVT); and second, unfairness in exclusive private use of land
to those not endowed with property in land; and third, by easily demon-
strated widespread gross inefficiencies in markets.

Even Rothbard has acknowledged the masterful treatment of the first
problem in Henry George’s Progress and Poverty. We will not have
space here to elaborate, but suffice it to say that both Paul Samuelson
and Milton Friedman voiced their belief that the least bad tax was the
LVT.

Not so evident to the free-market advocate is why there is any essen-
tial difference between private property in material goods--an essential
condition for a prosperous economy--and private property in land. Free
market advocates would most likely accede that joint ownership, such as
with a corporation or any other voluntary association also has its place in
the free market. Other forms of common ownership are also possible.

It may be true that the ability to use land (to have some place to stand
or work) is a prerequisite for the enjoyment or even the right to life. But
this does not prove that absolute title to land is necessary, nor the other
way around, that the government must possess the ability to hand out
rights to everyone, so that no true private rights to land can exist.

Rothbard contends that prior use is sufficient grounds for absolute
private title to land. But even if we assume that all titles to land were
appropriately acquired through first use, or purchase, or default and
abandonment on the part of an unknown earlier owner, there are yet
major efficiency problems to resolve.

If the exclusive use by an individual, or corporation of a parcel of land
enjoys significant external benefits, simply from location, not from entre-
preneurial foresight or improvement to the land, then is private owner-
ship the most efficacious means of handling the property from a social
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welfare perspective? For any parcel there is a market valuation related to
its future rental income stream, or to prospective income. It has been
shown that these valuations have as a rule increased during booms to the
detriment of the economy, and have been repositories of wealth to the
extent that owners have been unmoved to allow others to put the prop-
erty to use. In any case, higher valuations exclude a number of uses.

For almost any urban location a fixed rate tax on the appraised site
value of the property subtracts from the rental accruing to the owner
without any means of shifting the tax to other factors of production.
Hence, speculative rises in property values would be moderated. Even if
the ownership title were considered just, so would the recovery of a fee
to the community for the amenities and services that apply. Without the
provision of all of the amenities, not only would the property be less val-
uable, the owner would almost certainly not be able to alone afford to
defend the property from every possible threat without an association
for adjudication that would certainly not be provided free of charge.
Moreover, an owner would likely face an insurance policy that could be
prohibitively expensive. The enjoyment of entitlement to the property
has not been seen as free from obligation to the municipality in the form
of a fee for roads and amenities such as utilities and protection by a police
presence.

What is missing in the discussion is that land has qualities that
uniquely set it apart from the other forms of property. This may explain
why the evolution of property titles in land were not parallel to other pri-
vate property titles. The differences were manifest in the normal form of
entitlement that arose in early societies—communities throughout history
were anciently rooted in forms of common ownership in land.

It should not matter what specific legal designation of titles to land
are claimed. In the U.S. and Britain the fee simple title implies some orig-
inal and superior reserved rights in the Crown or State. attached to grants
of land, this includes the right to tax and eminent domain. Only Allodial
title would be free and independent from the State. But, since the State
acquired its rights through conquest, (in Britain in 1066 by William the
Conqueror, and in the U.S. by British land grants, railway grants, and
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homestead grants), no ethical grounds exist to allow one to trace a prop-
erty history to an unclouded past.

Hence, any exclusive title would have devolved from past organized
violence. Here, the institution of voluntary social exchange is absent. This
was not the same for other possessions. Mises expounded the regression
theorem of money that demonstrated how titles to specie based money
developed apart from government. Others explained how labor and ef-
fort mixed with natural materials established ownership (but not neces-
sarily value) in goods.

But the work by Henry George and Franz Oppenheimer, uncovered an
aristocratic or oligarchic form of ownership overturning anciently rooted
convention. They revealed the historical link of commonality in land, and
how titles privately bestowed were usurpations thrust on communities
under duress or subjugation. Oppenheimer details how pre-Roman, or
early Roman law was eviscerated by landlord interests vested in Roman
politics. It was government through and through that nurtured the devel-
oped Roman law that was adopted down through the ages and then
throughout the world by landlord cronyism. So the end result is that the
form of ownership in land that exists today, not at all from a freedom
based emergent order, undoes the basis of the homesteading principle;
even purchase of land titles cannot be said to be free of indisputable eth-
ical encumbrances.

Some would disagree. One (Public Choice) perspective would see
ownership as private whether in the hands of single landowners or
whether publically managed, that it can never be managed for ‘society’
as a whole, because governments necessarily concentrate disposition of
assets under the purview of bureaucrats and private influences through
the political machinery where influence peddling is the norm, ‘society’ is
not regarded.

But such an encompassing view fails to account for institutions that
have prevailed for ages where dispersed control and power over land
holdings coexisted. The church, in the Middle Ages in Europe was vested
with tithes required of landed aristocracy, and had duties to provide for
the indigent and infirm. The Crown was vested with vassal obligations of
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military service tied to the granting of a fief (land). The Yeoman in England
had rights for use of the vast commons up until the enclosure movement.

Land titles were thus not sovereign titles of ownership. Hence, title to
land was never private title in the manner that private ownership for
other material (chattel) property has been understood. And so the prin-
ciple of homesteading cannot rest on the claim of a lack of pre-existing
rights to seemingly unowned land simply because those rights are not
recorded as a title at a local government courthouse. Governments, no
more than private individuals, would have had no precedent in historical
social convention to hand over absolute title to land. That could arguably
be a form of unwarranted government intervention. Land should never
have been deemed as unowned simply from government edict or statu-
tory act. Native Americans had a form of common ownership, slaves were
certainly due some rights to lands they worked. Clearly, the difficulty of
establishing specific property rights in land justifies the institution of a
system that recognizes shared ownership in some increment of the rental
income that raw land and resources produce. To such and end Alaska
shares its permanent fund accruing from State owned resources that
amounted to over $1,600 per person in 2018.

Some Geo-economists have posited a form of proprietary community
as the answer to providing a solution that would envision fees instead of
taxes, but only marginally capturing rent, and allowing market forces to
continue to work so that entrepreneurial allocation of land to its most
productive use could be combined with its increased affordability and in-
sulation from speculative excesses. Whether common ownership might
be exercised through any existing government of jurisdiction remains to
be resolved. But that original juridical grounds exist for disenfranchising
any person of some entitlement to use of the earth is unproven. Legiti-
mate exercise of State power to enforce titles seems to never have been
demonstrated. These are the considerations leading Georgists to propose
a tax or fee on the value of land attributable to its site value that yet pre-
serves most of the benefit of ownership to the title holder, known as the
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single tax or LVT.%? Clearly if the state is granted any form of taxable
power the dilemma of the likelihood of its lack of proper use of that
power remains. If, however the Georgist principle were applied in a world
that retained sovereignty at the community level, this concern would be
minimized.

Good Intentions vs. Free Markets

Economics as a discipline can demonstrate outcomes from premises
without applying ethics and judgments. Just as with the discipline of ge-
ometry, conclusions deduced from premises can be derived objectively.
This is not to say that those practicing the discipline should be uncon-
cerned with implications of these deductions.

But sometimes analysis arrives at faulty conclusions. The danger arises
from unrealistic assumptions. We might under estimate the importance
of protection against theft or depredation of ownership rights. We might
wrongly assume a world of perfect competition as a measure of the effi-
cacy of the real economy rather than a quite different model-the free
market condition of legal or laissez-faire competition that produces prac-
tical rivalry. We might apply free market analysis and private property
assumptions when ownership of land and resources are protected by law
but perpetuate forceful unfair privatization of the ancient custom of a
commons, and so unwittingly embrace elements of feudalism, or neglect
to recognize any titles at all and so embrace a failed system of socialism.
We might wrongly assume free markets in finance and be surprised when
a purely political monetary structure disrupts our economy. We might
not see how highly productive projects often never get started from lack
of a source of financing. And that lack of savings could be the cause.

62 Geo-economist professor Mason Gaffney (2009) expanded on the economics of a Land
Value Tax with a critique of current macroeconomic policy. The book uses Austrian capital
theory focusing on land and real estate malinvestment supplemented with insightful em-
ployment implications of circulating capital vs. fixed.
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A fundamental mistake in thought follows from misperception of how
coordination of complex social cooperative activity requires decentraliza-
tion. Success is not a matter of good intentions at the political level. We
don’t arrive at better political results simply by being better persons. The
debate over communism vs. capitalism would be a case in point.

Usually the perception encountered with respect to communism vs.
the market is that communism was a better, or more ideal system than
competitive capitalism, but impractical because humans were not virtu-
ous enough to live in a world where sharing and equality would be re-
quired in order for the system to work. Leaders, it was assumed, failed
because of lack of integrity and from self-interest.

Let’s pursue this common and arguably harmful misperception. With
the rise of civilization came the adoption of modes of behavior that al-
lowed for the extended order of impersonal markets, trade, specializa-
tion and division of labor etc. These modes of behavior included the nec-
essary suppression and abandonment of traits that worked for small
groups: viz., altruism, group identity and loyalty to the affinity group. In-
deed these traits dominated human cultural evolution for most of its his-
tory and characterized humans as cooperative and motivated towards
small group goals. (F.A.Hayek, The Fatal Conceit chapter 1.) To be sure,
smaller groups lend themselves to interactions on a personal level that
was lost in larger groups. In larger groups social cohesion from personal
knowledge of members of the group broke down as they become too nu-
merous or distant to be known and understood; familiarity was lost.

Anthropologists have shown by computer model, that an affinity
group roughly averaging 25 members achieves maximum efficiency in a
hunting-gathering economy. Larger groups were more difficult to supply.
The group needed to be small enough to not over-use its territory, an
area limited to a size that allowed for daily trips out and back from the
encampment. Humans evolved and developed for thousands of genera-
tions under such natural regimes. We still retain those longings for a so-
cialist order that worked in small groups.

Relatively recently communities took advantage of learned tech-
niques, cooperation etc., such as farming, that offset some of the lost ad-
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vantages of small group cohesion. For civilization to emerge other cus-
toms were gradually passed on by successful cultures. With a large pop-
ulation, resulting only from the ability to engage in trade, and individual
division of labor and individual rather than common ownership, humans
no longer relied exclusively on those earlier altruistic and close coopera-
tive traits.

Not because humans were bad did we see the use of a private owner-
ship market economy. Rather, this socialization evolved because humans
were adaptable to the needs of an extended order that now requires that
honesty and trust be practiced outside of a familial group. This would
mean that humans, at least in cultures that were successful (i.e. which
adopted market systems) have shown a remarkable ability to be virtuous
in respecting the individual and property rights of others they personally
don’t know.

In communal groups, private ownership makes things easier. In a
group house, separate shelves in the refrigerator work better. Even for
married couples, record keeping is easier if checking accounts are sepa-
rate.

State communism (and state socialism) didn’t fail because of the lack
of people’s instincts to pull together, but simply because it was a system
that could not physically marshal the economic information necessary to
run a large economy, i.e., information that could not be handled in any
other way than through decentralized decision making based on market
prices, and allocation of resources requiring a personal stake, or risk with
rewards as feedback for correct entrepreneurial insight. A unified deci-
sion making process was always inefficient. This being conceded by the
academic economic community as the impossibility of successful central
planning became decisively evident in 20t Century Eastern Europe. Hu-
mans couldn’t go back to small-scale economies without giving up a sys-
tem that supports large populations and produces civilized life, even
though primitive lifestyles may, for some, provide for more happiness
where the urge to be included in an affinity group was more often ful-
filled.

Human nature then was not the limiting factor that kept state com-
munism from succeeding.
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Not that centralized power corrupts, but virtuous leaders trying to run
an economy fail regardless of their intentions or abilities. The technical
nature of complex systems demands that dispersed information be acted
on by the numerous decision makers, no one of which needs to, or would
be able to, comprehend the overall picture, whether as an individual, a
ruling group, or a democratic electorate.

Ownership of the means of production by those who stand to lose or
gain means that allocation decisions provide for reward and loss to the
decision maker. State communism could not succeed even in a virtuous
world even if human nature were changed so that incentives of owner-
ship were no stronger than dedication to the collective. They would also
need to be coordinated by an omniscient agent.

While it is true that small communities can function with less formal
or less developed coordinating institutions than can large societies, it
does not follow that the only sophisticated institutions that manage dis-
putes, common needs etc. are governments. Markets provide for these
needs through competition in a way that precludes the need to grant mo-
nopoly power to one entity.

Markets then provide the only practical means to progress. Civiliza-
tions were successful to the extent they were oriented away from rigid
despotism. It was seen by those responsible for the enlightenment that
the nature of our world (natural law) dictates this result. Peaceful rather
than predatory behavior allows progress. The State, being erected upon
involuntary predation (i.e. monopolized centers of force) was almost al-
ways traceable to some previous military conquest.

A different perspective warns that what are seemingly shortcuts to
dispelling concentration of power through legislation tend to backfire.
Use of the same means to correct outcomes that resulted themselves
from those means is ineffective. In other words appealing to institutions
to correct themselves rather than dismantling them can only be stop-gap
at best.

Another misperception deriving from lack of understanding infor-
mation technology provided by market systems sees organized market
entities such as corporations as tending naturally to monopoly and un-
limited growth. But the inefficiency of size also applies to firms. Vertical
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or horizontal integration can make use of economies of scale only so far
because such integration eliminates the pricing structure.

Smaller firms allow for coordination of supply and demand through-
out the structure of production because each player utilizes price signals
that encompass aggregate production needs. No studies are needed for
a small firm to know which input to switch to when prices change. Prices
also dictate which mix of outputs to produce. Thus the need for prices
dictates the need for decentralization, providing a natural law check on
size of corporations exactly for the same reasons state socialism is
checked.

That corporations avoid these market strictures by taking advantage
of governments to impose predation through special interest influence,
lobbying, laws etc. is true; the legal privilege of limited liability and per-
sonhood included. But these extra-market tools at the hands of private
corporations and individuals could be circumscribed by limiting availabil-
ity to government. The debate over whether government can be success-
fully used to limit corporate power is beyond the scope of this discussion,
but evidence abounds of the support for regulatory legislation during this
period by those firms already entrenched in those industries to be regu-
lated. Historian Gabriel Kolko (1963) put it this way: “...the essential pur-
pose and goal of any measure of importance in the Progressive Era was
not merely endorsed by key representatives of businesses involved; ra-
ther such bills were first proposed by them.” What has become clear is
that government intervention is the easy way to personal gain for those
in or outside of government and that government excesses of power
emerge smoothly and naturally in an environment hostile to free market
ideas. Nowhere are these excesses resulting from the negation of the
market more pervasive but less visible than in our current monetary sys-
tem. Kolko maintained that the early 20t" Century Progressive Era was
characterized by the coopting of the movement towards a more socialist
outcome by passing regulatory legislation that, far from promoting fair-
ness and decentralization of economic power, resulted in the opposite.
“National progressivism was able to short-circuit state progressivism, to
hold nascent radicalism in check by feeding the illusions of its leaders—
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leaders who could not tell the difference between federal regulation of
business and federal regulation for business.”(285).

Returning to our question regarding the importance of how systems
work, and not finding fault with individual behavior, obtaining results that
conform with being virtuous need not go as far as altruism. Disrespecting
other’s by interfering with their activities that aren’t interfering with oth-
ers is not virtuous. The possibility of success without repressive interfer-
ence in personal matters reflected libertarian social characteristics in
early democracies.

....our constitution[s’]... administration favors the many instead of
the few; this is why it is called a democracy. If we look to the laws, they
afford equal justice to all in their private differences...The freedom
which we enjoy in our government extends also to our ordinary life.
There, far from exercising a jealous surveillance over each other, we do
not feel called upon to be angry with our neighbor for doing what he
likes...

Pericles, (Athens, 5th century B.C.)
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Terms
Austrian School of Economics: This body of thought followed from the
Austrian economist Carl Menger. Overshadowed by Keynesian and
Monetarist economics in the Twentieth Century up until recent decades-
-but the most consistently free market approach to economics. The most
guoted members of this school are Ludwig von Mises, Friedrich A. von
Hayek, and Murray N. Rothbard; Carl Menger and Eugen von Béhm
Bawerk were the primary Austrian figures in the 19" Century.
Credit cards: Credit cards are only accounting instruments. All final
payment must be made with money transfers. Credit cards allow for
automatic borrowing. They economize on money through clearing
transactions. Credit card charges do not add to total money balances.
With credit cards, since total money balance needs are lower, the overall
secular effect of credit card use should be for price levels to be higher
(‘velocity’ of money higher, or money demand lower) than otherwise.
Both bank and credit card companies use a clearing process for account
transactions. A merchant account, for instance, might be credited when
a customer charges a purchase.
For credit card transactions, participants can run a net zero balance (or
even a negative balance)--their deficit periods covered by the credit card
company. The company meets these needs with interest charges and
with other participant’s payments that on the average provide funds to
adequately cover obligations.
Participants that carry a negative credit card balance do so at the high
cost of this convenient form of borrowing. An advantage of credit cards
over bank accounts is that on a credit card account those who run a
negative balance avoid being charged with writing bad checks, or even
charged interest if the balance can be paid by the end of the billing
month. Interestingly, bank account overdraft protection was commonly
offered only after customers began being allowed this flexibility by credit
card companies.

Debt Financing: Borrowing in the commercial loan market. Credit

financing of productive projects is the engine of capitalism. Developed

credit markets increase productivity and standards of living. For example,
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the discovery of a new technique, such as the use of nets for fishing.
Competitive bidding permanently increases the return to labor as the
return to capital eventually is reduced to a normal return for the
investment. Without borrowing, fishermen, for example, may not be able
to devote their time and efforts to net production, for instance, that
would return to them many times the loan cost over time. Uses of
Treasury borrowing escape market discipline and so may not be
beneficial to the economy.

Debit cards: Issued for checking accounts—are a substitute for checks
that allow instant debiting. Merchants increasingly make use of instant
electronic debiting even for checks to avoid delay before the payment
can be used (reducing float). Debit and credit cards economize on use of
currency.

Debt money: Though Federal Reserve notes are not strictly debt, the
bulk of the money supply (defined as the means of payment) constitutes
a form of credit. Dollar accounts in commercial banks, demand deposits
and time deposits, are liabilities (debts) for those banks and only a
fraction are kept on reserve, most of the deposits being loaned out. These
deposits are redeemable only in Federal Reserve Notes.

Economics encompasses the study of how individuals, both alone and in
groups, use scarce means to obtain ends, including analysis of the
outcomes, intended or unintended, as they affect prices, production,
consumption and wealth. Economics is a science of purposive action by
individuals and is employed in working through the logic of market
actions not understandable otherwise. It is best defined as a deductive
science.

Federal Reserve System (the Fed): The U.S. central bank comprised of

the Board of Governors, in Washington D.C. and twelve Federal Reserve
Banks and their branch banks.
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Fiat Money: Money that by custom carries a residual status of
acceptability even though backed only by government granted legal
tender.

At first the legal tender requirement that it be accepted at par with an
already established currency is necessary. Then these units of
demarcation can become money even though their value diverges from
the original commodity currency. Once established as money on its own
even legal tender status for private transactions might be removed as
public acceptance of the currency would no longer necessitate
enforcement. Fiat money relies on a government imprimatur, and public
(government) legal tender (i.e. accepted in payment of taxes etc.

Gresham’s Law: Bad money drives out good--whenever by law a currency
is given legal tender status, any other currency that has a greater value
on the market is driven out of circulation. Usually a currency that is
convertible to a commodity like silver or gold, is held rather than used for
payment. Under a free market the reverse applies.

Inflation, Money: Increasing supply (number of units) of money.

Inflation, Price: Increase in prices. The CPI (consumer price index) an
official measure limited by the somewhat arbitrary choice of goods
selected.

Another measure is derived from the yield spread between the 10-year
Treasury note and the Inflation indexed Treasury note. The indexed note
yield should be lower by the expected rate of inflation.

Interest Rate: The premium paid for present use of money (or what it
can purchase) over the same nominal amount of money in the future,
calculated on a yearly basis. A term structure of different rates reflects
various maturity dates for loan instruments.

Keynesian School of Economics: Developed during the Great Depression
of the 1930’s out of the perception by academia that the government
could restart an economy plagued by idle workers and resources. Its
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tenets include the importance of stimulating consumption spending, use
of fiscal (government spending) policy, and a fiat money regime all of
which remain as the dominant paradigm today.

The Keynesian model failed to account for the lack of massive
unemployment following the downsizing of government spending after
World War Il. It failed to explain stagflation (inflationary recession), an
embarrassment in the 1970’s. The latest explanation put forth by
Keynesian’s employs deficiencies in aggregate demand from supply
shocks as responsible for cyclical disturbances. But the strong aggregate
demand levels before the 2007-8 Great Recession belies such a causality
and exposes the paucity of Keynesian business cycle theory.

Law of Equal Freedom: Formulated by John Locke. “Every man has
freedom to do all that he wills, provided he infringes not the equal
freedom of any other man.” —Herbert Spencer

Libertarian: One who eschews use of aggressive force. One who is
unafraid to not use aggressive violence. A coherent libertarian position
supports free markets and thus the separation of the monetary system
from the state.

Money (functional): That medium of exchange or currency in which the
array of prices is expressed in a market venue.

Money is usually defined as that which is used as a final means of
payment having functions of a unit of account and store of value. For von
Mises: “money is a commodity whose economic function is to facilitate
the interchange of goods and services” (1971, 34). It always resides in
someone’s money balances at any given time and thus is a stock concept.
Fiat money can be considered a commodity in terms of usage, albeit of
inferior station compared to a commaodity currency. Certificates fully tied
to money commodities are money substitutes that stand in for the
physical quantity held in readiness. Fiat money bills, unlike certificates,
indicate no promise for convertibility.
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Monetary aggregates:
MB: Monetary Base. Level is set by policy (monetary authorities).
Includes currency outstanding and bank vault cash and reserves at Fed.

M1: Cash and transaction deposits.

M2=M1 + Savings and MM Demand accounts + Money market mutual
fund shares + Small T.D.'s.

M3 = M2+ (large time deposits), discontinued in 2006. (2006= $7.8
Trillion.) 8

AMS: Austrian Money Supply = (M1+Savings and MM Demand
accounts), includes financial assets such as savings accounts instantly
convertible to cash, excludes other credit, (uses economic, not legal
criteria).

MZM: Money of zero maturity. = M2 less Small Time Deposits.

We can differentiate between assets that have legal tender status (and if
under a commodity standard would be convertible), and assets the public
treats as money based on its perception of liquidity. M1 or cash and
demand deposits are in the former; savings including money market
accounts are in the latter.

The essential quality of money is its use as a common medium of
exchange, an indispensable vendible good (or its derivative) essential to
an exchange economy. This final means of payment is confined to cash
and demand deposits (M1). The level of each person’s money balances
are determined by ends for this purpose which subsumes use as a store
of value that has liquidity or ready availability.

Wider definitions could include other assets that supplement needs for
liquidity such as interest bearing accounts, money market funds etc.
Substitution effects add to the difficulties for policy.

63 These measures can be found on www.federalreserve.gov/releases.
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Whatever measure is used we start there with our analysis of its impact
on the rest of the economy. So an increase in M1, M2, or M3, or MZM
directly caused by expansionary policy should be recognized as affecting
the economy in a certain way. For Austrian economists it affects the
economy through a transmission mechanism that lacks uniformity and
thus is potentially disruptive. In contrast, other analysts make use of
aggregates that smooth over or cancel out data necessary to reveal these
microeconomic effects. Instead, they are concerned with cases where
additions to money balances are thought to subtract from investment
spending and may see the market economy as needing fiscal or monetary
stimulus.

Fluctuations in M1 result mostly from manipulation by monetary
authorities. Under a fractional reserve (rather than a 100% reserve)
regime the banking system also contributes to additional M1 volatility.
This was true from 1880 to 1914 even before the Federal Reserve existed.
Wider definitions of money and credit do not invalidate the Austrian
business cycle theory but rather modify it. The public may regard
aggregates that include forms of credit, such as savings and money
market mutual funds etc. to be money equivalents, but we should not
expect regular systematic expansions and contractions from these that
could disrupt markets. In contrast under a Fed controlled monetary base
and a fiat system disruptions have become endemic.

Money Market Instruments: In finance denotes the market for
investment vehicles with short term maturities (up to 1 year) such as
treasury bills. The Capital Market denotes long term instruments. The
market for money and the market for capital have much different
meanings in economics.

Monetarism, or the Chicago School of Economics: Spearheaded by
Milton Friedman after World War Il, a largely free market oriented
approach to economics except in monetary economics, with an emphasis
on the importance of monetary policy over fiscal. A steady rate of money
supply production under a fiat regime was thought adequate for
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managing the economy. Aggressive monetary expansion is prescribed
during contractions in money and credit.

Price of Money: The inverse of the price level. Some writers erroneously
define the interest rate as the price of money. Clearly the price of
something is what it costs to obtain it in the market. If we remember that
the one good in a market economy that remains in a state of barter is
money then we see that there is in fact no price of money in the usual
sense. The closest we can come to a price of money is its purchasing
power determined by a rough average of all exchange prices. The inverse
of the average of all prices comes as close conceptually to defining the
price of money as we can hope for.

It is true that the inverse of the price of one type of good, bonds, is the
interest rate on bonds, but this represents only the return on money
spent on bonds, only one type of good (future money costs less than
present money).

Recession: A period of falling economic output as measured by the GDP
for at least 2 quarters. Normally corresponds to higher unemployment
and deflationary money and credit conditions.

Scrip: Economists who see no need for commodity money point to the
use of scrip as a non-commodity money. For instance, a merchant might
use scrip, a form of credit money good for purchases in his store, which
need not be in commodity form. But scrip (that can be redeemed for
merchandise) demarcated in currency units such as dollars (as are gift
cards) are thus vulnerable to loss of value should the dollar’s purchasing
power deteriorate. Accordingly they are not independent money other
thanin a very confined context. Scrip that is not demarcated in a currency
only exists in such limited venues.

The Quantity Theory of Money (QTM): stated as MV=PT where M is the
supply of money, V is its velocity or rate of turnover, P is the price level
and T is a measure of total transactions. The relationship is tautological
and explains little of what transpires after one variable changes. For
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instance, since the total or average of prices P might increase after an
increase in the money supply M, we yet learn nothing of the logically
necessary disproportionate changes in prices as the money affects
people in a series of new spending patterns starting with those who first
receive the money and then working through the economy in an uneven
fashion. This process includes some prices falling in response to demand
changes. The QTM usefully demonstrates the link between money supply
changes and price levels ceterus paribus.

The regression theorem of money relates the present existence of
money, including fiat money, to its origin as a commodity used in barter
as a medium of exchange, and further implies that no money can be
introduced successfully unless tied to an existing market derived money.
Strictly speaking there is no such thing a true fiat money in that all of its
prices (for each good) are not independently re-established by barter but
rather borrow the array of prices established and denoted by its parent
commodity money (see 3, 14).

Because money (utility) is forward looking, it is backward valued. Money
has utility for its future use in buying goods and services. Other goods are
valued to be used in themselves. We don’t focus on their possible future
exchange value to the extent that we do money. To be confident about
the future value of money we must know its market value in the
immediate past. Likewise in the immediate past we were concerned
about its price or value in the previous period, and so on as we regress
back to the original valuation even as a commodity without any exchange
value. This neglected insight by von Mises is fundamental for monetary
theory.

T-notes and T-bonds: Treasury notes and bonds are debt instruments
produced for the purpose of government borrowing. In turn, these
instruments are vehicles for investment by the public both foreign and
domestic, and because of their history of marketability they have certain
money qualities. Demarcated in dollars they are subject to price volatility
as are nominal interest rates, both of which are subject to more volatility
than under a gold standard.
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Stylized Chronology of the Development of Money

1. Pre-barter self-sufficient isolated family sized social structures
gradually develop trade by bartering of commodities to obtain goods
and services they cannot make or find locally.

2. A primitive barter economy yet to develop money can leapfrog
into using a currency which has been developed by another economy
accessible through trade or relief.

3. Without this shortcut an economy proceeds as some commod-
ities become acceptable to use for trade only, and certain commodi-
ties used as a medium in trade become customary.

4. Typically gold eventually becomes the most useful exchange
medium.

5. Gold coin used as money. As a means of exchange, it also has
attributes including use as a unit of account, and use as a store of
value.

6. Out of convenience gold certificates circulate in addition to
coin.

7. Banks issue banknotes redeemable in gold, but keep only frac-
tional reserves.

8. Bankruptcies and competition force banks to keep reserves at
a responsible level, and to cooperate with other banks, and to insure
against possible liquidity difficulties from periodic waves of depositor
withdrawals.
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9. Banks push for a national central bank to pool reserves, allow-
ing lower individual reserve holdings per bank.

10. National central banks issue banknotes, still backed by prom-
ise of full redeemability. Public becomes customized to national cur-
rency.

11. National banks maintain reserves, keep supply of notes stable,
keep the physical appearance of the new notes almost identical and
make the currency legal tender but withdraw promise of redeema-
bility. The change is not noticed by the general public and often fol-
lows a change in the name of the currency from a measure of weight
to another designation. This is fiat money.

12. National banks increase supply of notes to buy back new in-
debtedness (government bonds) of the government to avoid high in-
terest rates and ease the process of government borrowing.

13. Greater supply of money substitutes causes prices to rise.
Banks offer checkable deposit accounts backed by only a fraction of
reserves and mostly of fiat money.

14. This process continues for an extended period. Fiat money,
currency and checkable deposits now customary can continue as
money. Enforcement of its legal tender status becomes superfluous.

15. Money supply may be accelerated to avoid asset price col-
lapses in certain sectors of the economy but this causes uncontrolla-
ble price increases and eventually a breakdown of the currency as a
hyperinflation. Then economy catastrophically reverts to (1).
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16. Sometimes money supply growth is managed, only gradually
increasing, causing only limited inflation of prices but not without dis-
locations in the economy, some of which may not be visible if average
prices remain stable. Usually these dislocations become cumulative
if sustained over several years, and result in readjustments or busi-
ness cycles.

17. Inevitably a shock occurs to confidence in the monetary re-
gime that causes the public to reject the currency as means of pay-
ment. A collapse of this sort can occur as fast as information can
spread. As the stock market can have its black Tuesday, so also can
a currency. Then without a money system the economy is back at (1).

18. If the currency is dominant globally such as the dollar, and if
other unbacked currencies also fail in domino fashion, then the pop-
ulation that was sustainable under a money economy will be largely
unsupportable by the drastically scaled down economy of self-suffi-
ciency under pre-barter when it reverts to (2).

19. Redemption of fiat currency notes such as the civil war
era U.S. Treasury notes (Greenbacks, 1897) can be resumed in favor
of a commodity backed money. The Currency Act of 1900 formally
established the dollar as 1/20™ oz. of gold. This usually reverts back
to (11) as is the case with the dollar and domestically in 1934 and
internationally in 1971.
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For column components go to chart at depictonomics.com
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M2 | 140 | 66
MZM | 153 | 6.9
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Monetary Aggregates rounded to 5.1 trn. Jan 2015 (Source: Federal Reserve Bank of 5t. Louis.)

MB: Monetary Base. Level set by monetary policy. (F)
is confined to bank reserves at Fed. not held by
public, vault cash and currency outstanding. Mote
explosion in MB as Fed buys toxic debt, U.S. Bonds
etc, with its created credit. MB constitutes Standard
Money.

MO Cash—currency in circulation.

M1: Under a fractional (rather than 100%) reserve
regime the banking system can produce M1 volatility
through deposit (D} money expansion. This was true
from 1880 to 1914 (before Federal Reserve which
further amplified the extent of possible expansion).
AMS: Austrian Money Supply = (M14G), includes
financial assets such as savings accts. instanthy
convertible to cash, excludes other credit, {economic,
not legal criteria).

M2 = AMS + MMM fund shares +small T.D.’s.
M3 = M2+ (H), discontinued in 2006, (2006.= $7.8

Trillion.)
MZM: Money of zero maturity. = M2 less Small Time
Deposits + Inst. MM Funds.
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Readings

Human Action should be in the library of serious economists. Written by
Ludwig Von Mises who developed the regression theorem of money and
elaborated the ideas on methodological individualism.

For those interested in academic level economics see mises.org for
publications and journals in Austrian economics.

What has Government done to Our Money? --Murray N. Rothbard (1973)-
-is unique in insights regarding the reinstatement of the gold dollar as
opposed to relying on a free market in gold as a replacement. For other
literature of the Austrian School see mises.org. For more on the
economics of money see especially, Rothbard, The Logic of Action |, 1997,
pp. 297-383. And The Case against the Fed.

For a thorough study on the subject of the gold standard see The Case for
Gold by Rep. Ron Paul and Lewis Lehrman, Cato Institute 1982.

A useful introduction to economics covering 37 topics with only a few
paragraphs each and from an Austrian perspective is The Concise Guide
to Economics_by Jim Cox

Walter Block’s, Defending the Undefendable is recommended for a
common sense defense of the speculator, price gouger and more.
Economics on Trial, Lies Myths and Realities, by Mark Skousen is essential
for the student taking economics classes. His more recent text: Economic
Logic is highly recommended.

Money, Bank Credit, and Economic Cycles, (2006) by Jesus Huerta De Soto
is a thorough treatise on money for the serious student.

The Gold Standard, Perspectives in the Austrian School, Ed. Llewellyn H.
Rockwell, Jr., 1992, Ludwig von Mises Institute, Auburn Ala. Murray
Rothbard’s paper treats much of the main argument made in this manual
and is a must read.
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