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1In the late 17th and early 18th centuries, the British maintained fixed mint ratios of from 15.1:1 of silver grains in relation to gold grains, to about 15.5:1. Yet the world market ratio of weight, set by forces of supply and demand, was about 14.9:1. Thus, silver was consistently undervalued and gold overvalued. In the 18th century, the problem got even worse, for increasing gold production in Brazil and declining silver production in Peru brought the market ratio down to 14.1:1 while the mint ratios fixed by the British government continued to be the same.

2The name “dollar” came from the “thaler,” the name given to the coin of similar weight, the “Joachimsthaler” or “schlicken thaler,” issued since the early 16th century by the Count of Schlick in Joachimsthal in Bohemia. The Joachimsthalers weigh 451 Troy grains of silver. So successful were these coins that similar thalers were minted in Burgundy, Holland, France; most successful of these was the Maria Theresa thaler, which began being minted in 1751, and formed a considerable portion of American currency after that date. The Spanish “pieces of eight” adopted the name “dollar” after 1690.

3Since 20 shillings make £1, this meant that the natural ratio between the two currencies was £1 = $4.44.

4Government paper redeemable in gold began in the early 9th century, and after three centuries the government escalated to irredeemable fiat paper, with the usual consequence of boom-bust cycles, and runaway inflation. See Gordon Tullock, “Paper Money—A Cycle in Cathay,” Economic History Review, vol. IX, no. 3 (1957), pp. 393–396.

5The only exception was a curious form of paper money issued five years earlier in Quebec, to become known as Card Money. The governing intendant of Quebec, Monsieur Mueles, divided some playing cards into quarters, marked them with various monetary denominations, and then issued them to pay for wages and materials sold to the govermment. He ordered the public to accept the cards as legal tender, and this particular issue was later redeemed in specie sent from France.

6Donald L. Kemmerer, “Paper Money in New Jersey, 1668–1775,” New Jersey Historical Society, Proceedings 74 (April 1956): 107–144.

7Before Massachusetts went back to specie, it was committed to accept the notes of the other New England colonies at par. This provided an incentive for Rhode Island to inflate its currency wildly, for this small colony, with considerable purchases to make in Massachusetts, could make these purchases in inflated money at par. Thereby Rhode Island could export its inflation to the larger colony, but make its purchases with the new money before Massachusetts prices could rise in response. In short, Rhode Island could expropriate wealth from Massachusetts and impose the main cost of its inflation on the latter colony.

8If Rhode Island was the most inflationary of the colonies, Maryland’s monetary expansion was the most bizarre. In 1733, Maryland’s public land bank issued £ 70,000 of paper notes, of which £ 30,000 was given away in a fixed amount to each inhabitant of the province. This was done to universalize the circulation of the new notes, and is probably the closest approximation in history of Milton Friedman’s “helicopter” model, in which a magical helicopter lavishes new paper money in fixed amounts of proportions to each inhabitant. The result of the measure, of course, was rapid depreciation of new notes. However, the inflationary impact of the notes was greatly lessened by tobacco still being the major money of the new colony. Tobacco was legal tender in Maryland and the paper was not receivable for all taxes.

9Roger W. Weiss, “The Colonial Monetary Standard of Massachusetts,” Economic History Review 27 (November 1974): 589.

10Ibid., p. 591.

11During the 16th century, before the rise of the scriveners, most English money-lending was not even conducted by specialized firms, but by wealthy merchants in the clothing and woollen industries, as outlets for their surplus-capital. See J. Milnes Holden, The History of Negotiable Instruments in English Law (London: The Athlone Press, 1955), pp. 205–206.

12Once again, ancient China pioneered in deposit banking, as well as in fractionalreserve banking. Deposit banking per se began in the 8th century A.D., when shops would accept valuables, in return for warehouse receipts, and receive a fee for keeping them safe. After a while, the deposit receipts of these shops began to circulate as money. Finally, after two centuries, the shops began to issue and lend out more receipts than they had on deposit; they had caught on to fractional reserve banking. (Tullock, “Paper Money,” p. 396.)

13On the Massachusetts Land Bank, see the illuminating study by George Athan Billias, “The Massachusetts Land Bankers of 1740.” University of Maine Bulletin LXI (April 1959). On merchant enthusiasm for inflationary banking in Massachusetts, see Herman J. Belz, “Paper Money in Colonial Massachusetts,” Essex Institute, Historical Collections 101 (April 1965): 146–163; and Belz, “Currency Reform in Colonial Massachusetts, 1749–1750.” Essex Institute, Historical Collections 103 Ganuary 1967): 66–84. On the forces favoring colonial inflation in general, see Bray Hammond, Banks and Politics in America (Princeton University Press, 1957), Chap. 1; Joseph Dorfman, The Economic Mind in American Civilization, 1606- 1865 (New York: Viking Press, 1946), p. 142.

14For an excellent bibliographical essay on colonial money and banking, see Jeffrey Rogers Hummel, “The Monetary History of America to 1789: A Historiographical Essay,” Journal of Libertarian Studies 2 (Winter 1978): 373–389. For a summary of colonial monetary experience, see Murray N. Rothbard, Conceived in Liberty, Vol. II, Salutary Neglect, The American Colonies in the First Half of the 18th Century (New Rochelle, N.Y.: Arlington House, 1975), pp. 123–140. A particularly illuminating analysis is in the classic work by Charles Jesse Bullock, Essays on the Monetary History of the United States (1900, New York: Greenwood Press, 1969), pp. 1-59. Up-to-date data on the period is in Roger W. Weiss, “The Issue of Paper Money in the American Colonies, 1720–1774,” Journal of Economic History 30 (December 1970): 770–784.

15Edmund Cody Burnett, The Continental Congress (New York: W.W. Norton, 1964), p. 83.

16As one historian explained, “Currency and certificates were the ‘common debt’ of the Revolution, most of which at war’s end had been sunk at its depreciated value. Public opinion... tended to grade claims against the government according to their real validity. Paper money had the least status....” E. James Ferguson, The Power of the Purse: A History of American Public Finance, 1776–1790 (Chapel Hill, N.C.: University of North Carolina Press, 1961), p. 68.

17In Virginia and Georgia, the state paper was redeemed at the highly depreciated market rate of 1,000 to 1 in specie.

18As Morris candidly put it, this windfall to the public debt speculators at the expense of the taxpayers would cause wealth to flow “into those hands which could render it most productive.” (Ferguson, Power of the Purse, p. 124).

19When Morris failed to raise the legally required specie capital to launch the Bank of North America, Morris, in an act tantamount to embezzlement, simply appropriated specie loaned to the U.S. by France and invested it for the government in his own Bank. In this way, the bulk of specie capital for his Bank was appropriated by Morris out of government funds. A multiple of these funds was then borrowed back from Morris’s bank by Morris as government financier for the pecuniary benefit of Morris as banker; and finally, Morris channeled most of the money into war contracts for his friends and business associates. Murray N. Rothbard, Conceived in Liberty, Vol. IV, The Revolutionary War, 1775–1784 (New Rochelle, N.Y.: Arlington House, 1979), p. 392.

20See Rothbard, The Revolutionary War, pp. 409–410. On the Bank of North America and on Revolutionary War finance generally, see Curtis P. Nettels, The Emergence of a National Economy, 1775-1815 (New York: Holt, Rinehart, and Winston, 1962), pp. 23–34.

21Nettels, National Economy, p. 82.

22See Hammond, Banks and Politics, pp. 67, 87-88.

23Nettels, National Economy, pp. 61–62. Also see ibid; pp. 77–80, 85.

24As Jefferson put it at the time: “The unit or dollar is a known coin, and the most familiar of all to the mind of the public. It is already adopted from South to North, has identified our currency, and therefore happily offers itself a unit already introduced.” Cited in J. Laurence Laughlin, The History of Bimetallism in the United States, 4th ed. (New York: D. Appleton and Co., 1901), p. lln.

25The text of the Coinage Act of 1792 may be found in Laughlin, History of Bimetallism, pp. 300-301. Also see ibid; pp. 21-23; Hepburn, History of Currency, pp. 43-45.

26The current Spanish silver dollars in use were lighter than the earlier dollars weighing 387 grains. See Laughlin, History of Bimetallism, pp. 16-18.

27Golden half-eagles (worth $5) and quarter-eagles (worth $2.50) were also to be coined, of corresponding proportional weights, and, for silver coins, half-dollars, quarter-dollars, dimes, and half-dimes of corresponding weights.

28Silver had declined in market value from the 14.1:1 ratio of 1760, largely due to the declining production of gold from Russian mines in this period and therefore the rising relative value of gold.

29See Laughlin, History of Bimetallism, p. 14.

30For a lucid explanation of the changing silver/gold ratios and how Gresham’s Law operated in this period, see Laughlin, History of Bimetallism, pp. 10-51. Also see Laughlin, A New Exposition of Money, Credit and Prices (Chicago: University of Chicago Press, 1931), pp. 93-111.

31These “Spanish” coins were almost exclusively minted in the Spanish colonies of Latin America. After the Latin American nations achieved independence in the 1820s, the coins circulated freely in the United States without being legal tender.

32On the complex workings of fractional as against dollar coins in this period, see the excellent article by David A. Martin, “Bimetallism in the United States before 1850,” Journal of Political Economy 76 (May-June 1968): 428-434.

33Schultz and Caine are severely critical of these operations: “In indebting itself heavily to the Bank of the United States, the Federal Government was obviously misusing its privileges and seriously endangering the Bank’s stability.” They also charged that “the Federalists had saddled the government with a military and interest budget that threatened to topple the structure of federal fmances. Despite the addition of tax after tax to the revenue system, the Federal Government’s receipts through the decade of the 90’s were barely able to cling to the skirts of its expenditures.” William J. Schultz and M.R. Caine, “Federalist Finance,” in G.R. Taylor, ed. Hamilton and the National Debt (Boston: D.C. Heath and Co., 1950), pp. 6-7.

34Similar movements occurred in wholesale prices in Philadelphia, Charleston, and the Ohio River Valley. U.S. Department of Commerce, Historical Statistics of the United States, Colonial Times to 1957 (Washington, D.C.: Government Printing Office, 1960), pp. 116, 119-121.

35Nettels, National Economy, pp. 121-122.

36J. Van Fenstermaker, “The Statistics of American Commercial Banking, 1782–1818,” Journal of Economic History (September, 1965), p. 401.; Van Fenstermaker, The Development of American Commercial Banking 1782-1837 (Kent, Ohio: Kent State University, 1965), pp. 111-183; William M. Gouge, A Short History of Paper Money and Banking in the United States (1833, New York: Augustus M. Kelley, 1968), p. 42.

37Marshall, a disciple of Hamilton, repeated some of Hamilton’s arguments virtually word for word in the decision. See Gerald T. Dunne, Monetary Decisions of the Supreme Court (New Brunswick, N.J.: Rutgers University Press, 1960), p. 30.

38On the quasi-Federalists as opposed to the Old Republicans, on banking and on other issues, see Richard E. Ellis, The Jeffersonian Crisis: Courts and Politics in the Young Republic (New York: Oxford University Press, 1971), p. 277 and passim.

39 Van Fenstermaker notes that there has been a tendency of historians to believe that virtually all bank emissions were in the form of notes, but that actually a large portion was in the form of demand deposits. Thus, in 1804, bank liabilities were $1.70 million in notes and $1.12 million in deposits; in 1811they were $5.68 million and $5.27 respectively. He points out that deposits exceeded notes in the large cities such as Boston and Philadelphia, some times by two or threefold, whereas bank notes were used far more widely in rural areas for hand-to-hand transactions. Van Fenstermaker, “Statistics,” pp. 406-411.

40Of Bank of the United States liabilities, bank notes totalled $5.04 million and demand deposits $7.83 million. John Jay Knox, A History of Banking in the United States (New York: Bradford Rhodes & Co., 1900), p. 39. There are no other reports for the Bank of the United States extant except for 1809. The others were destroyed by fire. John Thorn Holdsworth, The First Bank of the United States (Washington, D.C.: National Monetary Commission, 1910), pp. lllff., 138-144.

41Holdsworth, First Bank, p. 83. Also see ibid., pp. 83-90. Holdsworth, the premier historian of the First Bank of the United States, saw the overwhelming support by the state banks, but still inconsistently clung to the myth that the Bank of the United States functioned as a restraint on their expansion: “The state banks, though their note issues and discounts had been kept in check by the superior resources and power of the Bank of the United States, favored the extension of the charter, and memorialized Congress to that effect.” (italics added) Ibid., p. 90.

42Van Fenstermaker, “Statistics,” pp. 401-409. For the list of individual incorporated banks, see Van Fenstermaker, “Development,” pp. 112-183, with Pennsylvania on pp. 169-173.

43For a perceptive discussion of the nature and consequences of treasury note issue in this period, see Richard H. Timberlake, Jr., The Origins of Central Banking in the United States (Cambridge: Harvard University Press, 1978), pp. 13-18. The Gresham Law effect probably accounts for the startling decline of specie held by the reporting banks, from $9.3 million to $5.4 million, from 1814 to 1815. Van Fenstermaker, “Statistics,” p. 405.

44Historical Statistics, pp. 115-124; Murray N. Rothbard, The Panic of 1819: Reactions and Policies (New York: Columbia University Press, 1962), p. 4.

45On the suspensions of specie payments, and on their importance before the Civil War, see Vera C. Smith, The Rationale of Central Banking (London: P.S. King & Son, 1936), pp. 38-46. Also see Dunne, Monetary Decisions, p. 26.

46Smith, Rationale, p. 36. Smith properly defines “free banking” as “a regime where note-issuing banks are allowed to set up in the same way as any other type of business enterprise, so long as they comply with the general company law. The requirement for their establishment is not special conditional authorization from a government authority, but the ability to raise sufficient capital, and public confidence, to gain acceptance for their notes and ensure the profitability of the undertaking. Under such a system all banks would not only be allowed the same rights, but would also be subjected to the same responsibilities as other business enterprises. If they failed to meet their obligations they would be declared bankrupt and put into liquidation, and their assets used to meet the claims of their creditors, in which case the shareholders would lose the whole or part of their capital, and the penalty for failure would be paid, at least for the most part, by those responsible for the policy of the bank. Notes issued under this system would be ‘promises to pay,’ and such obligations must be met on demand in the generally accepted medium which we will assume to be gold. No bank would have the right to call on the government or on any other institution for special help in time of need.... A general abandonment of the gold standard is inconceivable under these conditions, and with a strict interpretation of the bankruptcy laws any bank suspending payments would at once be put into the hands of a receiver.” Ibid., pp. 148–149.

47See Richard H. Timberlake, Jr., Money, Banking and Central Banking (New York: Harper & Row, 1965), p. 94.

48Hammond, Banks and Politics, p. 179–180. Even before the suspension, in 1808, a Bostonian named Hireh Durkee who attempted to demand specie for $9,000 in notes of the state-owned Vermont State Bank, was met by an indictment for an attempt by this “evil-disposed person” to “realize a filthy gain” at the expense of the resources of the state of Vermont and the ability of “good citizens thereof to obtain money.” Ibid., p. 179. Also see Gouge, Short History,p. 84.

49Gouge, Short History, pp. 141–142. Secretary of the Treasury William H. Crawford, a Georgia politician, tried in vain to save the Bank of Darien from failure by depositing Treasury funds there during the panic. Rothbard, The Panic of 1819, p. 62.

50Rothbard, Panic of 1819, pp. 64-68. Other compulsory par laws were passed by Ohio and Delaware.

51The most extreme proposal was that of Tennessee politician Felix Grundy’s scheme, never adopted, to compel creditors to accept bank notes of the state bank or forfeit the debt: that would have conferred full legal tender status on the bank. Rothbard, Panic of 1819, p. 91; Joseph H. Parks, “Felix Grundy and the Depression of 1819 in Tennessee,” Publications of the East Tennessee Historical Society X (1938): 22.

52Only New England, New York, New Jersey, Virginia, Mississippi, and Louisiana were comparatively untouched by the inconvertible paper contagion, either in the form of suspended specie banks continuing in operation or new state-owned banks emitting more paper. For an analysis of the events and controversies in each state, see Rothbard, Panic of 1819, pp. 57–111.

53Rague to Ricardo, April 18, 1821, in David Ricardo, Minor Papers on the Currency Question, 1809–23, J. Hollander, ed. (Baltimore: Johns Hopkins Press, 1932), pp. 199–201; Rothbard, Panic of 1819, pp. 10–11. Also see Hammond, Banks and Politics, p. 242.

54New note issue series by banks reached a heavy peak in 1815 and 1816 in New York and Pennsylvania. D.C. Wismar, Pennsylvania Descriptive List of Obsolete State Bank Notes, 1782–1866 (Frederick, Md.: J.W. Stovell Printing Co., 1933); and idem, New York Descriptive List of Obsolete Paper Money (Frederick, Md.: J.W. Stovell Printing Co., 1931).

55On the establishment of the BUS and on the deal with the state banks, see Ralph C.H. Catterall, The Second Bank of the United States (Chicago: University of Chicago Press, 1902), pp. 9–26, 479–490. Also see Hammond, Banks and Politics, pp. 230–248; David R. Dewey, The Second United States Bank (Washington, D.C.: National Monetary Commission, 1910), pp. 148–176.

56On the Girard-Dallas connection, see Hammond, Banks and Politics, pp. 231–246, 252; Philip H. Burch, Jr., Elites in American History, Vol. I The Federalist Years to the Civil War (New York: Holmes & Meier, 1981), pp. 88, 97, 116–117, 119–121; Kenneth L. Brown, “Stephen Girard, Promoter of the Second Bank of the United States.” Journal of Economic History, November 1942, pp. 125–132.

57Annals of Congress, 14 Cong., 1 sess., April I, 1816, pp. 267-270. Also see ibid., pp. 1066, 1091, 1110ff. Cited in Murray N. Rothbard, The Case for a 100 Percent Gold Dollar (Washington, D.C.: Libertarian Review Press, 1974), p. 18n. Also see Gouge, Short History, pp. 79–83.

58Hammond, Banks and Politics, p. 248. Also see Condy Raguet, A Treatise on Currency and Banking (2nd ed., 1840, New York: Augustus M. Kelley, 1967), pp. 302-303; Catterall, Second Bank, pp. 37–39; Walter Buckingham Smith, Economic Aspects of the Second Bank of the United States (Cambridge: Harvard University Press, 1953), p. 104.

59Catterall, Second Bank, p. 36.

60On the expansion and fraud at the BUS, see Catterall, Second Bank, pp. 28–50, 503. The main culprits were James A. Buchanan, president of the Baltimore mercantile firm of Smith & Buchanan, and the Baltimore BUS cashier James W. McCulloch, who was simply an impoverished clerk at the mercantile house. Smith, an ex-Federalist, was a senator from Maryland and a powerful member of the national Democrat-Republican establishment.

61As a result of the contractionary influence on the Boston branch of the BUS, the notes of the Massachusetts banks actually declined in this period, from $1 million in June 1815 to $850,000 in June 1818. See Rothbard, Panic of 1819, p. 8.

62Total notes and deposits of 39 percent of the nation’s reporting state banks was $26.3 million in 1816, while 38 percent of the banks had total notes and deposits of $27.7 million two years later. Converting this pro rata to 100 percent of the banks gives an estimated $67.3 million in 1816, and $72.9 million in 1818. Add to the latter figure $21.8 million for BUS notes and deposits, and this yields $94.7 million in 1818, or a 40.7 percent increase. Adapted from tables in Van Fenstermaker, “Statistics,” pp. 401, 405, 406.

63Rothbard, Panic of 1819, pp. 6–10; Historical Statistics, pp. 120, 122, 563. Also see George Rogers Taylor, The Transportation Revolution, 1815-1860 (New York: Rinehart & Co., 1951), pp. 334–336.

64These estimates are adapted from the tables in Van Fenstermaker, “Statistics,” pp. 401–406; Van Fenstermaker, Development, pp. 66–68. The data for 38 percent of incorporated banks in 1818, and for 54 percent in 1819, are converted pro rata to 100 percent figures. BUS figures are in Catterall, Second Bank, p. 502. On the contraction by the BUS see ibid., pp. 51–72.

65On Treasury note contraction in this period, see Timberlake, Origins, pp. 21–26.

66See Rothbard, Panic of 1819, pp. 11–16.

67Gouge, Short History, p. 110.

68Rothbard, Panic of 1819, p. 188.

69Biddle continued the chain of control over both BUSs by the Philadelphia financial elite, from Robert Morris and William Bingham, to Stephen Girard and William Jones. See Burch, Elites, p. 147. Also see Thomas P. Govan, Nicholas Biddle: Nationalist and Public Banker, 1786–1844 (Chicago: University of Chicago Press, 1959), pp. 45, 74–75, 79.

70Hammond, Banks and Politics, p. 420.

71For an excellent bibliographical essay and critique of historical interpretations of Jacksonism and the Bank War, see Jeffrey Rogers Hummel, “The Jacksonians, Banking, and Economic Theory: A Reinterpretation,” Journal of Libertarian Studies 2 (Summer 1978): 151–165.

72For the BUS data, see Catterall, Second Bank, p. 503; for total money supply, see Peter Temin, The Jacksonian Economy (New York: W.W. Norton, 1969), p. 71.

73Temin, Jacksonian Economy, passim. Also see Hugh Rockoff, “Money, Prices, and Banks in the Jacksonian Era,” in R. Fogel and S. Engerrnan, eds., The Reinterpretation of American Economic History (New York: Harper & Row, 1971), pp. 448–458.

74Temin, jacksonian Economy, pp. 68–74.

75Jean Alexander Wilburn, Biddle’s Bank: The Crucial Years (New York: Columbia University Press, 1970), pp. 118–119, Quoted in Hummel, “Jacksonians,” p. 155.

76Moreover, if the Jacksonians had been able to move more rapidly in returning the banking system to a 100 percent specie basis, they could have used the increase in specie to ease the monetary contraction required by a return to a pure specie money.

77Mexico was pinpointed as the source of the inflow of specie by Temin, Jacksonian Economy, p. 80, while the disclosure of the cause in Mexican copper inflation came in Rockoff, “Money, Prices, and Banks,” p. 454.

78Public land sales by the federal government, which had been going steadily at approximately $4–6 million per year, suddenly spurted upward in 1835 and 1836, to $16.2 million and $24.9 million respectively. The latter was the largest sale of public lands in American history, and the 1835 figure was the second largest. Temin, Jacksonian Economy, p. 124. The first demonstration of the negligible impact of the Specie Circular on the position of the banks was Richard H. Timberlake, Jr., “The Specie Circular and Distribution of the Surplus,” Journal of Political Economy 68 (April 1960): 109–117, reprinted in Timberlake, Origins, pp. 50–62. Timberlake defended his thesis in idem, “The Specie Circular and the Sale of Public Lands: A Comment,” Journal of Economic History 25 (September 1965): 414–416.

79’femin, Jacksonian Economy, pp. 128–136.

80See Reginald C. McGrane, Foreign Bondholders and American State Debts (New York: Macmillan, 1935), pp. 6-7, 24ff.

81McGrane, Foreign Bondholders, pp. 39–40.

82The Americans also pointed out that the banks, including the Bank of the United States, who were presuming to denounce repudiation of state debt, had already suspended specie payments and were largely responsible for the contraction. “Let the bondholders look to the United States Bank and to the other banks for their payment declared the people.” McGrane, Foreign Bankholders, p. 48.

83From 1839–43, the money supply, as we have seen, fell by 34 percent, wholesale prices by 42 percent, and the number of banks by 23 percent. In 1929–33, the money supply fell by 27 percent, prices by 31 percent, and the number of banks by 42 percent. Temin, Jacksonian Economy, pp. 155ff.

84Probably the Jacksonians did so in order to preserve the illusion that the original silver dollar, the “dollar of our fathers” and the standard currency of the day, remained fixed in value. Laughlin, History of Bimetallism, p. 70.

85For the illuminating discovery that the Jacksonians were interested in purging small bank notes by bringing in gold, see Paul M. O’Leary, “The Coinage Legislation of 1834,” Journal of Political Economy 45 (February 1937): 80–94. For the development of this insight by Martin, who shows that the Jacksonians anticipated a coinage of both gold and silver, and reveals the comprehensive Jacksonian coinage program, see David A. Martin, “Metallism, Small Notes, and Jackson’s War with the B.U.S.,” Explorations in Economic History, 11 (Spring 1974): 227–247.

86For the next 16 years, from 1835–1850, the market ratio averaged 15.8:1, a silver premium of only I percent over the 16:1 mint ratio. For the data, see Laughlin, History of Bimetallism, p. 291.

87Martin, “Bimetallism,” pp. 435–437. Spanish fractional silver coins were from 5 to 15 percent underweight, and so their circulation in the U.S. at par by name (or “tale”) meant that they were still considerably overvalued.

88As Jackson’s Secretary of the Treasury Levi Woodbury explained the purpose of this broad legalization of foreign coins: “to provide a full supply and variety of coins, instead of bills below five and ten dollars,” for this would be “particularly conducive to the security of the poor and middling classes, who, as they own but little in, and profit but little by, banks, should be subjected to as small risk as practicable by their bills.” Quoted in Martin, “Metallism,” p.242.

89In 1837 another Coinage Act made a very slight adjustment in the mint ratios. In order to raise the alloy composition of gold coins to have them similar to silver, the definition of the gold dollar was raised slightly from 23.2 to 23.22 grains. With the weight of the silver dollar remaining the same, the silver/gold ratio was now very slightly lowered from 16.002:1 to 15.998:1. Further slight adjustments in valuations of foreign coins in another Coinage Act of 1843 resulted in the undervaluation of many foreign coins and their gradual disappearance. The major ones—Spanish fractional silver—continued, however, to circulate widely. Martin, “Bimetallism,” p. 436.

90Martin, “Metallism,” p. 240.

91On gold production, see Laughlin, History of Bimetallism, pp. 283–286; David A. Martin, “1853: The End of Bimetallism in the United States,” Journal of Economic History 33 (December 1973): 830.

92The silver/gold ratio began to slide sharply in October and November 1850. Laughlin, History af Bimetallism, pp. 194, 291.

93Martin, “Metallism,” p. 240

94For an account of how parallel standards worked in Europe from the medieval period through the 18th century, see Luigi Einaudi, “The Theory of Imaginary Money from Charlemagne to the French Revolution,” in F. Lane and J. Riemersma, eds., Enterprise and Secular Change (Homewood, Ill.: Irwin, 1953), pp. 229-261. Robert Lopez contrasts the ways in which Florence and Genoa each returned to gold coinage in the mid-13th century, after a gap of half a millenium: “Florence, like most medieval states, made bimetallism and trimetallism a base of its monetary policy... it committed the government to the Sysiphean labor of readjusting the relations between different coins as the ratio between the different metals changes, or as one or another coin was debased... Genoa on the contrary, in conformity with the principle of restricting state intervention as much as possible [italics ours], did not try to enforce a fixed relation between coins of different metals... Basically, the gold coinage of Genoa was not meant to integrate the silver and bullion coinages but to form an independent system.” Robert Sabatino Lopez, “Back to Gold, 1252,” Economic History Review, April 1956, p.224. Also see James Rolph Edwards, “Monopoly and Competition in Money,” Journal of Libertarian Studies IV (Winter 1980): 116. For an analysis of parallel standards, see Ludwig von Mises, The Theory of Money and Credit 3rd ed. (Indianapolis: Liberty Classics, 1980), pp. 87, 89-91, 205-207.

95Given parallel standards, the ultimate, admittedly remote solution would be to eliminate the term “dollar” altogether, and simply have both gold and silver coins circulate by regular units of weight: “Grain,” “Ounce,” or “Gram.” If that were done, all problems of bimetallism, debasement, Gresham’s Law, etc., would at last disappear. While such a pure free-market solution seems remote today, the late 19th century saw a series of important international monetary conferences trying to move toward a universal gold or silver gram, with each national currency beginning as a simple multiple of each other, and eventually only units of weight being used. Before the conferences foundered on the gold/silver problem, such a result was not as remote or Utopian as we might now believe. See the fascinating account of these conferences in Henry B. Russell, International Monetary Conferences (New York: Harper & Bros., 1898).

96For an excellent portrayal of the congressional choice in 1853, see Martin, “1853,” pp. 825–844.

97Only Spanish-American fractional silver coins were to remain legal tender, and they were to be received quickly at government offices and immediately reminted into American coins. Hepburn, History of Currency, pp. 66–67.

98See Martin, “Metallism,” pp. 242–243. ugh Rockoff, The Free Banking Era: A Re-Examination (New York: Arno Press, 1975), pp. 3–4.

99Hugh Rockoff, The Free Banking Era: A Re-Examination (New York: Arno Press, 1975), pp. 3-4.

100Rockoff goes so far as to call free banking the “antithesis of laissez.-faire banking Jaws.” Hugh Rockoff, “Varieties of Banking and Regional Economic Development in the United States, 1840-1860,” Journal of Economic History 35 (March 1975): 162. Quoted in Hummel, “Jacksonians,” p. 157.
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III. Money and Banking in the United States in the 20th Century

After 1896 and 1900, then, America entered a progressive and predominantly Republican era. Compulsory cartellization in the name of “progressivism” began to invade every aspect of American economic life. The railroads had begun the parade with the formation of the ICC in the 1880s, but now field after field was being centralized and cartellized in the name of “efficiency,” “stability,” “progress,” and the general welfare. Theodore Roosevelt, Taft, and Wilson were each in his way progressives, and each advanced the cause of cartellization, with the process culminating in the Presidency of Woodrow Wilson. In particular, various big business groups, led by the J. P. Morgan interests often gathered in the National Civic Federation and other think tanks and pressure organizations, saw that the voluntary cartels and the industrial merger movements of the late 1890s had failed to achieve monopoly prices in industry. Therefore, they decided to turn to governments, state and federal, to curb the winds of competition and to establish forms of compulsory cartels, in the name, of course, of “curbing big business monopoly” and advancing the general welfare. 1

America’s bankers had long chafed to cartellize the banking industry still further. The National Banking System was a long step forward, from their point of view, but it was still only quasi-centralized. Bank credit and money pyramided on top of New York (and after 1887, also Chicago and St. Louis) banks. But this system was, to use a universally adopted term, “inelastic”—that is, it could not assure the pumping in of more money during contractions or runs on banks. “Inelastic” was a code word for not enough assured inflation of the money supply.2 The growing consensus, then, was to redirect the banking system by establishing, at long last, a central bank. The central bank would have an absolute monopoly of the note issue, and reserve requirements would then ensure a multilayered pyramiding on top of these central bank notes, which could bail out banks in trouble, and, moreover, could inflate the currency in a smooth, controlled, and uniform manner throughout the nation.

In addition to this chronic problem, the large banks, particularly on Wall Street, saw financial control slipping away from them. The state banks and other non-national banks began to grow instead and outstrip the nationals. Thus, while in the 1870s and the 1880s, most banks were national, by 1896 non-national banks comprised 61 percent of the total number of banks, and by 1913, 71 percent. By 1896, these non-national banks had 54 percent of the total banking resources of the country, and 57 percent in 1913. The inclusion of Chicago and St. Louis as central reserve city banks after 1887 diluted Wall Street’s power. With Wall Street no longer able to cope, it was time to turn to the United States government to do the centralizing, cartellizing, and controlling instead.3

It often takes a crisis to focus one’s mind, and it takes a financial crisis or notable event to move men to institutional reform. The Civil War was the previous occasion for overhaul of the nation’s money and banking system. The Panic of 1907 provided the spark for a return to central banking.

The Republicans fulfilled their promise, and, in March 1900, finally placed the United States officially on a monometallic gold standard. All paper was to be redeemable in gold, and silver continued as a subsidiary metal.

An unusual increase in gold production from discoveries in South Africa and Alaska doubled the world’s gold stock from 1890 to 1914, causing a rise of U.S. prices of nearly 50 percent from 1897 to 1914, or two and one-half percent per year. Until after World War II, this was the largest sustained rise in prices in peacetime, but still the rise only returned to approximately 1882 levels. In the United States, the gold supply rose at a rate of seven and one-half percent per year in this period. But despite this impact, the bulk of the increase in the supply of money in the period came from bank deposits pyramiding on top of the increase in gold. Thus, from June 1896 to June 1914, total bank deposits rose from $3.43 billion to $14.32 billion, or an increase of 317.5 percent or an annual rise of 17.6 percent—a substantially greater percentage than the seven and one-half percent per year increase of the gold stock. Once again, fractional reserve banking under the National Banking System was far more to blame for price rises than international movements in gold.

There were several mini-panics, averted or stopped by infusions of Treasury money, after 1900; but the Panic of 1907 frightened the banks into calling for a new central banking system. Wall Street and the Morgans could not save the New York banks themselves. There was general speculation of specie payment throughout the country, and premiums of currency over deposits. Again, the Treasury was called upon to intervene. The Wall Street banks now knew that they could not cope, and federal government cartellization and support for fractional reserve banking would be necessary.4

All banks, and both parties, now agreed on some form of central banking, and the rest of the story is jockeying for minor advantage. The Wilson administration finally established central banking with the creation of the Federal Reserve System in 1913—the symbolic end of the Jacksonian hard-money heritage in the Democratic Party. From 1913 until 1933, the United States would be formally under a gold standard, but actually governed by a Federal Reserve System designed to inflate uniformly and bail out banks in trouble. The banking systems would now be pyramiding on the U.S. issue of paper money.

By establishing the Federal Reserve System, the federal government changed the base of the banking pyramid to the Federal Reserve Banks. Only the Federal Reserve could now print cash, and all member banks could now multiply their deposits on top of Federal Reserve deposits. All national banks were required to join the Federal Reserve, and their gold and other lawful money reserves had to be transferred to the Federal Reserve. The Federal Reserve, in turn, could pyramid its deposits by three-to-one on top of gold. This centralization created an enormous potential for inflationary expansion of bank deposits. Not only that, reserve requirements for the nation’s’banks were deliberately cut in half in the course of establishing the Federal Reserve System, thereby inviting the rapid doubling of the money supply. Average reserve requirements for all banks prior to the Federal Reserve Act is estimated to be 21 percent. In the original Act of 1913, these were cut to 11.6 percent and three years later to 9.8 percent. It is clear then that the Federal Reserve was designed from the very beginning to be an instrument for a uniform and coordinated inflation of bank money.5

Indeed, total bank deposits were $14.0 billion at the beginning of the Federal Reserve System in January 1914; after six years, in January 1920, total bank deposits had reached $29.4 billion, an enormous increase of 110 percent or 18.3 percent per year. The creation of the Federal Reserve had made that expansion possible.

The Gold-Exchange Standard

Faced with a global inflation of unprecedented volume and destruction both during World War I and immediately after it, the world attempted to restore monetary stability. But while most officials wanted gold to re-appear as the monetary anchor, they also wanted to be able to keep inflating. Put another way, they wanted to have their cake and eat it too.

Preeminent victims of this delusion were the British; with a burgeoning welfare state in the early 1920s, and especially with rigid wage rates, it was difficult politically to end inflation. Further, Britain wanted to return to gold, but for reasons of national “prestige” she wanted to go back at the pre-war, pre-inflation rate of $4.86 per pound. In effect, she wanted to pretend that the inflation had never happened. There was only one way Britain could get away with enthroning an artificially overvalued pound: by making other countries play along. Other nations had to be persuaded (or forced) into either likewise returning to gold at an unrealistic rate or inflating their monies so as not to cripple Britain’s exports (also priced artificially high).

Britain accomplished this at the Genoa Conference of 1922. Emerging from that first post-war economic meeting was not a gold standard, but a more slippery “gold-exchange” standard. Here’s how it worked: Only the United States stayed on the old gold-coin standard, where anyone could present notes totalling $20.67 to the Treasury and receive an ounce of gold in return. But Britain began redeeming pounds not just in gold, but in Federal Reserve notes or dollars. Further, the other nations began predominantly using British pounds as their backing. And importantly, when they did pay gold they only paid in large bullion bars, not coins, so the average citizen was not able to redeem his currency. The Genoa Accord made the pound as well as the dollar as good as gold, even though sterling was not in fact a sound currency. Britain now printed its “gold” with American support—the U.S. agreed to inflate enough to keep Britain’s reserves of dollars or gold from flowing to America.

This inflationary charade was played to buttress Britain’s fading dreams as an imperialist world power. But also involved was the rise of the new doctrines of John Maynard Keynes, who by the early 1920s had become a foe of the “barbarous relic” gold and extolled instead the alleged virtues of a politically managed paper currency. That these ideas became so influential so fast in London banking circles was due in no small part to the catastrophic loss suffered during World War I of truly the finest minds of a generation. These would have normally become leaders during the 1920s. This left a gap which affected Britain as it did few other countries. For at the risk of broad-brush painting, the British are a people that have always put more stock in practical knowledge than the more philosophical French or Germans. But pragmatism depends less on book knowledge than on skills handed down orally. The annihilation of a generation thus created a gap in the continuity of knowledge those more bookish nations escaped. So as one contemporary observer of London financial circles perceptively explained, by the mid-1920s, there would be few remaining grandfathers who remembered the virtues of sound money. And there would be their grandsons “miseducated by Keynes.” Between them was a gap, which created such “a barrier in ideas that it was not easy for tradition and practical knowledge to pass.”6

American Inflation 1922-28

With the “discovery” of open-market operations around 1922, the Federal Reserve thought it had found a way to smooth out business cycles. In practice, it caused a substantial six-year bank credit inflation by buying securities on the open market and printing the money to pay for them. This money—bank reserves—was pyramided severalfold by means of the fractional reserve banking system. This policy of stabilizing the price level was deliberately engineered by the leader of the Federal Reserve System, Benjamin Strong, to follow the protomonetarist theory of Yale economist Irving Fisher.

The 1920s are not often seen as an inflationary period because prices did not rise. But the money supply can rise even without prices rising in absolute terms. The 1920s saw such a burst of American technological advancement and cheaper ways of producing things that the natural tendency was for prices to fall (i.e., more goods chasing the same number of dollars). But the inflation caused prices to rise relative to what they would have done. So a “stable” price level was masking the fact that inflation was going on and creating distortions throughout the economy.

Between mid-1922 and April 1928, bank credit expanded by over twice as much as it did to help finance World War I. As with all inflations, this caused speculative excess; in this case, new money poured into the stock market and real estate. The cooling of this speculative fever in 1928 by officials who tightened the money supply because they were finally afraid of the overheated economy led to the Depression, which in turn led to the world’s abandonment of the gold standard. We would do well to examine this period closer.

Bailing Out Britain

Britain during this time used her power to treat the pound like gold, as one might expect, keeping interest rates artificially low and inflating recklessly, thus piling up billions of pounds at the Bank of France, which finally began asking for gold. Panicked, the Bank of England in mid-1927 induced the New York Federal Reserve Bank to lower its interest rates and step up open-market purchases of securities, thus fueling inflation further. (This move to make unnecessary the payment of British gold obligations to France and to keep England inflating by causing America to inflate was disguised as “helping the farmer.” It was the Kansas City Federal Reserve Bank which first lowered its discount rate, the others following.)

A major reason for the inflationary pro-British policies of the 1920s was the close personal connection formed between Benjamin Strong, the dominant leader of the Federal Reserve System, and Montagu Norman, head of the Bank of England. In several secret conferences with Norman, unknown to the rest of the Federal Reserve or the American government, Strong agreed to inflate money and credit in order to bail out England. The ties between Norman and Strong were not only personal; both were intimately allied with the House of Morgan. Before he became the first leader of the Federal Reserve, Strong was head of the Morgan-created Bankers Trust Company in New York. He was urged to accept the post by his two closest personal friends, Henry P. Davison and Dwight Morrow, both partners at the Morgan Bank. The Morgan connection with Britain was very close; J. P. Morgan and Company was the fiscal agent for the Bank of England and underwrote the massive sale of British bonds in the United States during World War I. Montagu Norman himself had close personal connections with the United States investment banks and had worked in the offices of Brown Brothers in New York. Only the death of Strong in 1928 ended the inflationary Federal Reserve policy designed to help Britain.

By April of 1928, the new Governors of both the Federal Reserve Board and the New York Federal Reserve Bank, made an effort to hold down bank credit expansion. But those efforts were stymied by following two conflicting goals. Federal Reserve officials wanted both to reduce credit going into stock market speculation yet at the same time not to tighten money either at home or abroad (this latter for fear of pulling gold out of Britain).

And while the anti-inflationist policy predominated, it is not easy to reduce inflation in an economy grown accustomed to it, which by 1928 America had. Further, 1928 was a presidential election year, with great pressure to inflate. It therefore took about a year before the money supply was under control. But as the tables below show, the long money-supply inflation was over by the end of 1928. At mid-1929 money-supply growth was creeping at an annual rate of only 0.7 percent, a marked deceleration from previous years. The depression caused by years of inflation was about to begin, and with it would come the end of the American gold standard.
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The International Crisis: 1931

The stock market collapse in late 1929 was only a harbinger of things to come. It was not until 1931 that international bank collapses caused abandonment of gold. The first to go was Austria.

Kredit-Anstalt, Austria’s largest bank, supported by the Austrian government, had for years been making bad loans on a meager reserve base. Austria had been part of the “sterling bloc,” buttressed by Britain—a development resented by France, heavy with gold claims on Britain. The formation of an Austrian customs union with Germany in late March 1931 was feared by France, who saw it as a step to political union. The French central bank now insisted upon immediate repayment of her short-term debts from Austria and Germany. Austrian banks clearly could not meet their liabilities, and in late May, Kredit-Anstalt went bankrupt, taking Austria off the gold standard. A run on German banks now started. That country had been quickly affected by the tightened American credit conditions in mid-1928 and was quite vulnerable. Runs continued, and even though President Hoover declared on June 20 a moratorium on German debt, France was not immediately inclined to go along. She delayed too long; and on July 15 Germany declared national bankruptcy by going off the gold standard.

It must be said that both these nations fought desperately to maintain gold redemption, and when the end came, each regarded the act with shame. Not so with Britain. The country that had caused the others to inflate for her and did more than any other to bring on the crisis went off the gold standard without a fight.

As runs on British gold increased through the summer, Britain refused to defend the pound by raising interest rates. Instead, as gold flowed out of the banks, the Bank of England created new money to replenish the banks’ reserves. The Bank of France cooperated loyally and didn’t present many claims. The French bank held sterling claims worth fully seven times its capital, and thus feared for a Britain off the gold standard. Indeed, France joined America in offering massive loans to Britain. But the Bank of England didn’t even take full advantage of these credit lines, and two days after assuring the Netherlands Bank (with all its capital in sterling) that England would not go off the gold standard, that is exactly what happened. The announcement was made on September 20, 1931, thus capping 17 years of gradual monetary disintegration.

Britain had for centuries been the world’s premier financial power, so that announcement left the world stunned. Moreover, other governments had been deliberately deceived. The capital of the central banks of France and Holland had been made worthless in one day. Governments could no longer trust each other’s financial promises, and the stage was set for perhaps the most treacherous decade in international economic relations, a decade from which we have not yet recovered. As Chase economist and contemporary eyewitness Benjamin Anderson recalled, “An immense world asset was destroyed when the Bank of England and the British government broke faith with the world. Years later after we in the United States had also broken faith with the world, the head of the national bank of one of the Scandinavian countries said, ‘I have lost money in sterling. I have lost money in dollars. I have never lost money by holding gold.’”7

America Breaks Faith

If sterling was not good, the world asked itself, what was? It looked nervously at America, and had presented claims for $728 million of our gold by the end of October 1931. But Americans thought any such fears were silly. After all, we had continued to pay gold to foreigners even in the crisis of 1895, with a low point of only $41 million of gold in the Treasury. Alone among belligerents, we had not gone off gold in World War I, although we had stopped the export of gold. Certainly few Americans cashed in notes for gold in late 1931. They may have doubted the solvency of some banks, but few if any doubted the good faith of the American government’s promise to redeem notes for gold. The platforms of both parties in 1932 contained vows that the gold standard would be maintained. The Democratic platform was largely written by Sen. Carter Glass of Virginia and Cordell Hull, later secretary of state. As events proved, both these men were sincere.

The first sign of shakiness in the American position was a foolish and false statement by President Hoover one month before the November election. He charged that the Federal Reserve had been within two weeks of going off the gold standard earlier that year. The statement was soon proved untrue, but it aroused doubts for the first time in people’s minds.

These grew into rumors beginning in late December that President elect Roosevelt was going to take the country off the gold standard. Roosevelt would not deny them, and American hoarding of gold started for the first time on a grand scale.

The feelings of disquietude were made worse by a paralyzed government. The new President was not to take office until March 4 (the old Inauguration date) and a lame-duck Congress had many members due to retire. In the cabinet departments, anyone whose job was not protected by civil-service rules was preparing to find a new job in the midst of a terrible depression.

Runs on banks by depositors anxious to get cash, and runs on the Federal Reserve Banks by cash holders eager to tum their paper into gold, accelerated. It should not have come as a surprise when on February 14 Michigan became the first state to declare a bank “holiday,” i.e., to dose the banks to depositors. Michigan had been the home of some of the more reckless lending by banks during the boom. Nine days later Indiana followed, and then a score of states in a cluster. Late on the night of March 3, the big New York banks reluctantly agreed to close; though they were not in trouble, smaller upstate banks were. Roosevelt became President the next day with almost every bank in America closed. He kept them all closed until March 13, when the Federal Reserve banks opened, with others a day or two later. The public, assuaged by FOR’s promise that the reopened banks would be good, poured both gold and cash back into the banks. But on March 9 Congress passed, at Roosevelt’s request, a bill “to provide relief in the existing national emergency in banking, and other purposes.” It gave him the power to do all he pleased regarding money and banking, including authority to seize the American people’s gold coins, bullion, and gold certificates.

America Off the Gold Standard

Within a month this power was used. On April 5, it became illegal to own or hold any form of monetary gold, either coins, bullion, or certificates. (Industrial users of gold were not affected.) The banking crisis had been brought on by past inflation. But that crisis, ironically, was made the excuse to abandon the gold standard.

At first, it was stressed that these measures were temporary, only to be used as long as the crisis lasted. But on May 12 a law was passed (the Thomas Amendment to the Agriculture Adjustment Act) which gave the President the ability to increase vastly the money supply and to reduce by up to half the weight of gold dollar. Democratic Senator Glass called it “dishonor.... This great government, strong in gold, is breaking its promises to pay gold to widows and orphans to whom it has sold government bonds with a pledge to pay gold coin of the present standard value. It is breaking its promise to redeem its paper money in gold coin of the present standard of value. It’s dishonor, sir.”8 Another Democratic Senator, Thomas Gore of Oklahoma, was asked by the President for his opinion about another law (signed on June 5) abolishing the gold clause in all past debt obligations: “Why, that’s just plain stealing, isn’t it, Mr. President?” Later in Senate debate, Gore also added that “Henry VIII approached total depravity but the vilest thing he ever did was to debase the coin of the realm.”9

One final step remained. Using the Gold Reserve Act of January 30, 1934, President Roosevelt arbitrarily reduced the weight of gold that would define each dollar. The “old” dollar had been defined as 25.8 grains of gold, nine-tenths fine. The new devalued dollar would only be worth 15[image: comman2.jpg] grains, nine-tenths fine. So even the act of abandoning gold was done with the implicit admission that the dollar was still defined in terms of it.

The London Conference

Just as he had taken America off gold, Roosevelt took steps to ensure that there would be no international return to gold. The Gold Bloc of remaining gold standard nations, France, Belgium, Switzerland, Holland, and Italy, had called the London Conference for June 1933 to persuade Great Britain and the United States that “gold should be reestablished as the international measure of exchange value”—and that non-gold countries should agree that their ultimate objective was to restore the gold standard. Even the official American delegation, which included Secretary of State Cordell Hull, approved this declaration, and all were shocked when Roosevelt’s reply rejected the proposals. Said he, “The sound internal economic system of a nation is a greater factor in its prosperity than the price of its currency in changing terms of other nations.” He thus missed the point of a gold standard, which defines all currencies as an unchanging weight of gold. Incredibly, the President stated that the new order would mean currency stability: “Let me be frank in saying that the United States seeks the kind of dollar which a generation hence will have the same purchasing and debt-paying power as the dollar value we hope to maintain in the near future.” Seven months later, the dollar was devalued by 40.9 percent. And we of “a generation hence” know what has happened to the purchase power of the dollar.

Gold Remains the World’s Money

Finding no support, all the remaining Gold Block countries stopped redeeming their paper for gold, Holland and Switzerland being the last in 1936. But gold was far from banished. The deteriorating European political situation after 1936 caused everyone from homeless Jews to central bankers to trust gold over any paper currency and to transfer gold to the United States, the safest haven. Further, the stabilization funds set up by governments to stabilize now floating currencies settled their differences in gold. Remembering British and American actions to change arbitrarily the value of their currencies, no one would trust anything else.

Nor was there reason to. Beggar-thy-neighbor policies were the order of the day. International economic peace was shattered during the 1930s by economic nationalism, competitive devaluation, high tariffs, and exchange controls. Moreover, this poisoned atmosphere played its part in causing World War II.

The Coming of Bretton Woods

Try as they might, countries just before World War II were unable to carry on unsound currency and fiscal policies without seeing their currencies depreciate in terms of gold, their capital flee, or their credit markets crippled. The only pre-war exception was Nazi Germany, which achieved those goals at the cost of a complete and unprecedented economic regimentation. With the coming of war, other nations as well achieved far-reaching control over internal and foreign exchange. The end of war found government officials wishing they could retain those controls, which allowed them to inflate and run budget deficits as they pleased while still having access to easy credit, stable foreign exchange rates, and an absence of international “flight capital.”

This was the root idea behind the international monetary conference in mid-1944 at Bretton Woods, New Hampshire, which set up the monetary order that would break down 25 years later. For while the new Bretton Woods system was supposed to restore the currency stability of the gold standard, it was designed to do so without gold. The system placed its trust, not in the workings of the marketplace, but in the judicious restraint of the American government. It therefore contained within itself the seeds of its own destruction.

The Rules of the Game

While the dollar would be convertible into gold at $35 an ounce, it would be so only to foreigners, and after 1962 only to foreign governments. All other currencies were defined in terms of the dollar, which itself was defined as [image: comman.jpg] of an ounce of gold. But the upshot of the arrangement gave America the power to have the dollar treated as gold. The Bretton Woods rules called for stable currency values: No currency was allowed to either rise or fall more than one percent. The Swiss franc, for example, was, at the time of the agreement (1944), fixed at 22.9 cents; it could go no lower than 22.7 cents and no higher than 23.1 cents. If the franc threatened to break these limits, the Swiss central bank was obliged to enter the exchange market and either buy or sell francs to hold its currency within the narrow margin. As the franc was usually bumping against the upper limits of this margin, Swiss authorities were usually selling francs and buying dollars. Most other governments were doing the same, especially those whose currencies were not inflating as much as the dollar was. But all of these nations were soothed with the promise that the dollar was indeed “as good as gold,” and that any foreign holder of dollars, individual or government, could present American currency to the U.S. Treasury at any time to collect one ounce of gold for 35 of their paper dollars. Many, of course, took advantage of this opportunity. The U.S. government continued inflating the dollar, and our gold supply plummeted from a peak of 701 million ounces in 1949 to 296 million ounces in March 1968.

No government in history had held the kind of power handed to the United States in 1944: having its paper money treated like gold. But this action overlooked the stark reality that paper is not gold, that gold cannot be printed wildly, as paper can. Another effect of the Bretton Woods regime was to subsidize American consumers at the expense of foreigners. For a long time, America prospered at the expense of her trading partners. For years, the dollar’s value was artificially high, and therefor actually bought more than it should have been able to buy. This meant that foreign products were available to Americans at bargain prices. This left foreign consumers less to enjoy. Moreover, the foreigners had to pay more for their own goods, thanks to American “exporting” of inflation by, in effect, forcing foreign central banks to print more of their own currency to absorb the unwanted, overvalued dollars they accepted.

Predictably, those nations who had managed their own monetary affairs most conservatively were the ones hardest hit by the American action. Switzerland, that paragon of monetary restraint, now madly printed francs to pay for all dollars shunned by Swiss commercial banks. Switzerland’s money supply soared 22 percent in 1971 alone. (Ironically, Switzerland had never signed the Bretton Woods agreement, but chose nevertheless to continue to adhere to the strictures—to its own great detriment—long after the system’s founder and chief beneficiary, the United States, had broken its commitment.) Switzerland could not be expected to continue this suicidal policy forever; as we will see later, it was Swiss action which finally brought the injustice of the post-war system to an abrupt end.

The London Gold Pool

Dollars flooded the world through the 1950s, and few worried about the gold reserves leaving the U.S. Treasury. But sometime in the early 1960s the market price of gold threatened to rise above the official $35 per ounce figure. For many years, the $35 figure was above the market price, making holding dollars attractive. In response to this rise in gold’s price, the West’s major central banks in 1961 established the London Gold Pool. With the U.S. in the lead, the banks agreed to sell gold whenever the price threatened to rise above $35. But this was successful only as long as world inflation fears abated. However, by the late 1960s the world had paused to assess the effects of a massive dollar inflation to pay for both the Great Society programs and the Vietnam War. The U.S. dollar had now clearly become overvalued, gold’s price undervalued.

Britain was the first major nation to violate the fixed-exchange regime by devaluing in November of 1967. This caused a massive flight into gold, the first of the post-war era. Billions of dollars were spent by central banks in the next four months trying to force the market gold price down. Finally in March, governments threw in the towel and gave up suppressing the market’s wishes.

The Approaching Crisis

From March 1968 to August 1971, during the period of the “twotier’ gold market, the political world pretended that the dollar was still convertible, and for most of that time, the monetary scene was placid. This was due in part to the moderate lessening of American inflation during the recession of 1969-1970. But after that brief respite, the printing presses again went into high gear. The results were predictable. By early 1971, astute financial observers began to sense the imminent collapse of the dollar. One of the signs they saw was the lowering of American interest rates compared with European ones. When any nation inflates, money usually becomes cheaper, if only in the beginning, and therefore easier to borrow. The interest rate charged by banks to borrowers of money declines, and the interest rate paid by banks to depositors of money also declines. Money then flows out of those lowinterest rate countries into countries where it can enjoy higher returns. During the beginning months of 1971, the outflow of funds from New York to European money markets accelerated. This forced most European currencies hard against their upper ceiling. Because Germany in particular had maintained a very tight credit stance—a low inflation rate—the mark was besieged with an unprecedented flood of buyers. Events now began to move swiftly.

In early May, on the heels of a joint report by major German economic institutes that the mark should be inflated or revalued upward, massive speculation hit that currency. Dollars poured into Germany and the Bundesbank was forced to buy them in mounting volume—more than $1billion on May 3—4 and a further $1 billion during the first 40 minutes of trading on May 5. At that point, the German central bank gave up the struggle, withdrew from the market, and let the mark float. Neighboring countries, afraid of seeing now-homeless dollars careen across their own borders, were quick to join Germany.

The following weekend the central banks of the Netherlands, Switzerland, Belgium, and Austria likewise ceased support operations and set their currencies afloat. In the cases of Austria and Switzerland, revaluations of 5 to 7 percent were also realized. Not surprisingly, the newly-floated currencies continued appreciating, most of them rather sharply. There were rumblings inside the Nixon administration—especially in the Treasury Department—that the gold “window” ought to be slammed unequivocally shut.

It is important to realize that while other governments theoretically could redeem their dollars for gold, most handled the U.S. Treasury with kid gloves: Only a golden trickle left Washington. Some nations, such as Germany, did this because they were obliquely threatened with U.S. troop pullbacks, but there were others who sincerely believed that their sacrifices were going toward the maintenance of the world monetary order.

As in any unnatural economic imbalance, speculators had jumped into the fray and began betting against the dollar. The reasons for their position were justified by every piece of economic news emerging from the United States by mid-1971. Each monthly figure was worse than its predecessor; the nation had slipped into severe trade and payments deficits. But the allies were patient; only a relatively paltry $300 million in gold left the U.S. from January to early August 1971. Rumors spread among foreign central banks that the gold window was about to be shut. Rumblings from the Bank of England suggested that they were preparing to turn in dollars for gold in huge amounts. As Treasury Secretary Connally said (privately) at the time, “We’re completely exposed. Anybody can topple us anytime they want to.”

On August 6, a congressional subcommittee report concluded that the dollar had become overvalued and called outright for an exchange rate realignment. That same day more than $1 billion in gold or other reserve assets were drained from the Treasury, and over that next week almost $4 billion fled the country.

During the week ending Friday, August 13, the U.S. Treasury borrowed almost $3 billion in foreign currency to try to halt the dollar’s decline (by buying dollars with that currency). But it soon became obvious that the anti-dollar forces had too much strength.

President Nixon responded by declaring international bankruptcy. In a televised address on Sunday, August 15, 1971, he announced that no more gold would be given in exchange for dollars. There were now absolutely no checks on the ability of the United States to inflate.

Nixon’s speech to the world that night was a cunning attempt to lay the burden of guilt for this assault upon the shoulders of America’s trading partners, who had maintained, Nixon astonishingly asserted, “unfair exchange rates.” The cause of the problem had indeed been inequitable exchange rates, but not in the way that Nixon meant. The injustice of this statement is unsettling even 10 years after it was made.

“Unfair” Japan

It is interesting to trace the immediate reactions of one of those “unfair” partners, Japan. Unlike Western Europe, whose exchanges were closed when news of the announcement came, it was Monday morning in the Far East. Trading was already underway when Nixon stepped before the cameras. Paralyzed by the news, the Japanese nevertheless kept their foreign exchange market open—not only for the rest of the day, but for two weeks afterward. As the European markets had sensibly remained closed, Tokyo became the dumping ground for anyone who wanted to get rid of dollars. During those two weeks the Bank of Japan absorbed $4.5 billion. Finally, on August 28, they threw in the towel and joined the other currencies in floating.

The European markets had remained closed, stunned and confused by the president’s action. But they could not remain shut forever, and after efforts to decide upon a common course of action failed, they opened on August 23 on an uncoordinated basis. Even though they all continued to adhere officially to their pre-August 15 parities with the dollar, virtually all of them stopped defending the upper limits of their exchange rates.

In the months that followed, the spotlight turned on the United States as other nations waited for an American move. Their view was the understandable one that since the United States had thrown the monetary system out of kilter, it was up to America to make the first move.

American officials finally revealed a plan whereby most other currencies would be revalued upward against the dollar; no mention at all was made of the United States devaluing its dollar by raising the official price of gold. This overture naturally struck America’s trading partners as still one more affront. When the director of the IMF, Pierre-Paul Scheitzer, suggested that the United States might share in this realignment by a minor increase in the gold price, he was immediately moved onto the “most wanted” column of the Nixon administration’s enemy list. But the Europeans were intransigent; the American plan made no headway.

The “Greatest Agreement”

Massive runs continued on the dollar, belying Nixon’s August 15 claim that a dollar cut from gold would “never again be subject to international speculation.” By mid-December—four months later—the dollar had declined by 12.5 percent against the mark, 12.3 percent against the yen, and had even lost ground to the lire and the pound, falling by 5.4 percent and 4.1 percent respectively. The world monetary situation not only continued in disarray, it seemed to be getting worse.

On December 18, 1971, the Smithsonian agreement was announced. For the first time in the post-war era, the dollar was devalued by raising the official gold price from $35 to $38 an ounce (8.6 percent). But gold convertibility was not restored, so the devaluation meant little.

Nixon’s aim was to recreate an international order with fixed exchange rates—but without gold. He referred to this as “the greatest monetary agreement in the history of the world,” but it was clear that no system would break down faster than a system of fixed rates fixed to nothing, neither to gold nor to anything else.

Nixon’s “greatest monetary agreement” was smashed on the shoals of economic reality barely 14 months later, because the dollar and pound sterling continued to be drastically overvalued in terms of the other industrialized nations’ currencies and, most importantly, in terms of gold. The lack of confidence in the dollar sent gold prices soaring to $90 an ounce, almost tripling the formerly sacred $35 figure. There continued to be periodic flights from the dollar.

Finally, on January 24, 1973, the Swiss government stopped supporting the dollar. Other governments quickly followed: They had all had enough. One month later, the entire fixed-rate order collapsed. The actual story of how it happened would be a dreary repetition of the tales recounted about billions of unwanted dollars reluctantly bought; another frantic but fundamentally ineffective dollar devaluation in an unsuccessful attempt to restore tranquility and, ultimately, a closure of the world exchange markets. When those markets reopened, they did so without fixed rates. And the absence of fixed rates meant, logically, de facto floating rates. Floating rates had not really been adopted; rather, fixed rates had been abandoned.

Floating and Sinking

Since 1973 we haven’t had the former condition of “public crises” where inflationist governments would be forced to spend millions in the foreign exchange markets defending their currencies until finally giving up and devaluing their currencies. For all its messiness, that system at least called people’s attention to the fact that offending governments were in effect publicly confessing their sins. What we have had since is rather a quiet but constant withering away of values of those currencies, which are inflated more than others, and a large drop in the value of all currencies in terms of gold. While the dollar—and even the Swiss franc—is not today what it was in 1973, an ounce of gold remains an ounce of gold.

Even under the flawed Bretton Woods fixed rates, there were limits to how far governments could inflate. Granted, it took a quarter-century, but the United States eventually inflated to such a degree it lost too much gold.

The floating rate system has given, however, complete control of the value of each currency to the respective governments. They need not worry about gold flowing into other central banks. There are thus no institutional limits to inflate, and it should come as no surprise that the past decade has seen a marked jumped in average annual world inflation.

The only effect of internal inflation now is a drop in the currency exchange rate, a currency falling in value. But in each country there are special interests who desire just that. These include domestic businessmen who can’t compete with the better-made or lower-cost products of other lands. If these inefficient firms’ goods are priced in a currency becoming cheaper, consumers of stronger-currency countries can more easily buy those goods. But the reverse of this is that goods from those stronger currency countries, priced as they are in currencies rising in value, become more expensive for the consumers of the nation whose currency is falling. Their living standards thus fall as they are in effect forced to subsidize inefficient domestic producers. Also, gainers in a depreciating currency country are all export firms, inefficient or otherwise. They can exert powerful pressure in favor of international inflation.

But as one can guess, this system does not exactly promote international harmony. Temptations are great for the “competitive” devaluations which so upset world economic peace in the 1930s. As we enter the 1980s, unpleasant rumblings in favor of protectionism and high tariff barriers are being heard on a grand scale for the first time in half a century. The world economy is being pulled apart. It is no coincidence that world trade wars are threatened more now than at any time since the last regime of floating exchange rates, during the depression-ridden 1930s.

Islands of Calm in a Churning Sea

There have been attempts to operate localized fixed rate systems amidst the generalized floating. Foremost among these attempts have been the two efforts of that most cohesive and interdependent group of countries, the European Common Market.

Being linked by culture, geography, and the need for trade, they realize more than America does what havoc floating rates have wreaked, and it is a hopeful sign that these nations are more and more including gold in their dealings.

The first of these stabilizing attempts was the Common Market “snake,” so-called because all the currencies moving up or down within predetermined limits called to mind the undulations of a moving snake. Begun in 1972, it was over by 1976 simply because several different governments, each with its own inflation rate, from the start moved away from each other, flinging accusations of bad faith at each other while they did.

Having more flexible limits, Western Europe tried again and in March 1979 inaugurated the European Monetary System (EMS). While the EMS enables countries to revalue more easily, each time a member does, it strains the very cohesion the system was meant to foster. It was nonetheless successful during its first two and a half years of operation. Traditionally strong currencies like the German mark weakened while perpetually weak ones like the French franc and Italian lira were strong.

There was therefore only one major realignment until October 1981. Since then, though, there have been two (the most recent on February 21, 1982) and signs point to European currencies falling back into their usual patterns. But while EMS is likely in for a hard time, in the background of this latest attempt at monetary union has been a gradual but clear remonetization of gold, the only stable unifying force among currencies.

Even before EMS’s 1979 birth, both Italy and Portugal borrowed billions of dollars from other European nations and used as collateral part of their gold holdings. But in those cases in the mid-’70s, the gold was valued at around 20 percent below the prevailing free-market price.

With EMS’s founding, things took a turn. In exchange for member gold deposits, nations received a new currency called the European Currency Unit (ECU). The hope is that one day ECU will be the European currency. This currency not only represents deposits in gold, but the gold is valued at the free-market rate. Further, under EMS rules, gold can act as a means of settlement between members. So gold now fulfills in the EMS two of three functions of money: It is both a reserve instrument and an instrument of payment. Gold only lacks the final prerequisite for money, a standard of value. This is so because current IMF rules (effective April 1, 1978) forbid all reference to gold in defining currency values. This has led to the absurd situation where currency A is defined in terms of B, C, and D; B in terms of A, C, and D, and so on. Each currency is thus defined in terms of others which themselves depend for definition upon it.

The market has not been fooled by any of this. It knows how to value currencies—in terms of gold. And that valuation has been since 1971 embarrassing for every currency. One-tenth of an ounce of gold will today buy as many dollars as one ounce did 10 years ago.

The market has delivered its verdict on the battle between gold and the dollar waged throughout the 1970s by the American government; first the 1971 suspension of any remaining convertibility, and then two devaluations in rapid succession. At the Jamaica Conference of 1976, the IMF approved the U.S. wish to demonetize gold by abolishing the official price and selling over 600 tons, one-sixth of all IMF holdings (returning another one-sixth to member nations). The U.S. Treasury itself announced in January 1978 that it would sell gold beginning that May. But all during the time of the sales (which totalled about 500 tons) gold’s price rose. Finally realizing it was throwing away a precious resource, Treasury ceased its gold sales after November 1979. The Treasury thus implicitly backed up the enhanced roles which Europeans had given gold earlier that year.

Indeed, as pointed out by Yves Laulan, chief economist of Societe Generale (one of France’s largest banks), the U.S. Treasury, in an attempt to demonetize gold, authorized its sale to end circulation among individual Americans. Paradoxically, that act caused people to value it even more.

This subjective revaluation of gold has since spread to the Treasury, which now realizes that it holds far more gold reserves than any other country. Those who wish to reestablish American dominance in the world are not blind to the fact that gold is a powerful weapon. It is thus unlikely that Washington will wage last decade’s war on gold again.

Conclusion

Our historical experience illustrates the overwhelmingly superior case for the gold standard as against any form of paper standard. There has never, in peacetime American history, been any sustained rate of inflation to match the inflation since 1941. The same, in fact, is true of wartime, which at least has never lasted more than a few years. And it is not an accident that the highest, most accelerated rate of inflation has taken place since 1971, when the United States went off the international aspects of the gold standard and went over completely to fiat paper.

The same conclusion is true if we consider price stability. Even deflation has been more acute under the fiat standard than under gold, as happened in the fiat standard war of 1873-79 as contrasted to the gold standard period from 1879-1896.

Bimetallism doesn’t work either, as America learned painfully from a century’s experience. Gresham’s Law, driving out undervalued moneys, works there as it does whenever the government overvalues one money and undervalues another. The dollar must be defined once again as a fixed weight of gold, with coinage and paper dollars always redeemable one into another at that weight. Ideally, full-bodied silver would fluctuate freely alongside the gold dollar; short of that, fractional, subsidiary silver, as well as other metals such as copper, would circulate in minor capacity along with gold.

The dollar must be redefined as a unit of weight of gold again, and gold coins should be encouraged to actually circulate among the public, to be used not simply as long-range investment but as a medium of exchange functioning as money. As Mises’ “regression theorem” showed in 1912, new currency units cannot be imposed de novo from above, by politicians or economists. 10 They must emerge out of the experience and the valuations of the public on the market. The public is now long used to the “dollar” as the money unit, and therefore the “gold gram” or “gold ounce” cannot be simply adopted by the public as a money out of the clear blue sky. The eventual adoption of a gold gram or gold ounce is basically a two-phase process: First, the “dollar,” now of course the common currency unit, must be firmly and permanently tied to gold at a fixed weight; the public must become accustomed to this concept; and then finally, the currency unit can become that fixed weight directly.

What weight we choose to define the dollar is a matter of convenience, since any initial definition is arbitrary, and we can pick the most useful one. This is no more “fixing the price of gold” and violating the free market than defining that two nickels as equal to one dime “fixes the prices” of these two entities, or any more than defining that one pound as equal to 16 ounces “fixes the price” of ounces and pounds. What the definition should be depends on the preferred use and what the remainder of the monetary and banking system will look like.

Eventually, too, we must abolish the central government’s monopoly of the minting business. Surely the idea that the sovereignty of the king must be expressed through stamping his face on a coin can now be discarded as a relic of a bygone age. There is no reason why private firms cannot mint coins as well, or better, than the national mint. Free competition should come, at long last, to the minting business. The cost would be far cheaper and the quality of the coins much improved.

From our historical analysis, it becomes clear that the problems of money and the business cycle under the gold standard, of inflation and contraction in the 1818-36 era, of World War I inflation, of the boom of the 1920s and the disasters of the Great Depression of 1929-33, stemmed not from the gold standard but from the inflationary fractional-reserve banking system within it. This inflationary banking system was made possible by the government’s imposition of a central bank: the Federal Reserve, the Bank of the United States, or by the quasi-centralized system of the national banking era after the Civil War. These booms and busts would not have occurred under “free banking,” i.e., the system in which banks are decentralized, able to issue either notes or deposits, cannot be bailed out by a leader of last resort, and are forced to close their doors permanently if they fail to redeem their liabilities in specie. The quasi-free banking period from the 1830s to the Civil War was far sounder and more stable than any period before or since in American history—as historians are now coming to recognize. It would have been far better but for the periodic suspensions of specie payment that governments continued to permit. The legalization of branch banking would have made it far easier to call upon banks for redemption.

Once again, it was the intervention of government that caused the difficulty, not the market. Laissez faire has not been consistently applied to banking. The historical evidence shows that monetary freedom does not fail, intervention by the government does.
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IV. The Case For Monetary Freedom

America’s First Free Market Gold Coins

Most people assume that governments must be the only parties allowed to mint money. Private minters, the argument goes, will put out coins of uncertain quality and take advantage of people. But not only have privately minted coins flourished; in at least one instance admitted by the U.S. Treasury’s mintmaster, the private minter had the edge over the government.

The first coiners of American copper and silver money were private citizens. Copper coins were minted by one John Higley of Granby, Connecticut. From 1737 to 1739 he issued coins that first were marked with a three pence value. But as he minted more of them, and used them mostly to buy drinks at the neighborhood bar, objections were raised to valuing them at his “high” rate. So he “lowered” his price, and the legend was changed to read “VALUE ME AS YOU PLEASE—I AM GOOD COPPER.”1 Actually, after he stopped minting them, they came to be valued by the market at two shillings, six pence—or 30 pence.

The first American silver was coined after the Revolution in 1783 by I. Chalmers, an Annapolis goldsmith. There had been a shortage of silver, with Spanish silver circulating by being cut into “pieces of eight,” that is into eight “eights.” But unscrupulous cutters were cutting the coin into nine or ten “eights,” and Chalmers’ idea of minting American shillings and pence was well-received. Unfortunately, Chalmers succumbed to the same temptation that has afflicted national money issuers: He started putting in less silver for the same face value.

Coin shortages plagued early America, with all the minor inconveniences associated with that condition. People responded by making their own money. As William Wooldridge wrote, in his fine chapter on private coinage in Uncle Sam the Monopoly Man, people made money “in whatever quantity suited the need or the impulse of the moment, out of whatever medium they found most convenient, and emblazoned it with whatever device, portrait or motto they fancied. They passed it on to whoever would take it and then made some more. Not only did the United States have a private coinage, it had dozens, at one point hundreds, of private coinages simultaneously.”

Many of these have survived. One particularly affecting copper coin has on its obverse a kneeling slave woman in chains with the legend, “AM I NOT A WOMAN AND A SISTER[?].” On the reverse is “UNITED STATES OF AMERICA,” and “LIBERTY/1838” within an olive wreath. Some copper coins cleverly skirted the counterfeit laws, rarely enforced in times of shortage. One penny-size coin says “NOT ONE CENT, BUT JUST AS GOOD.” At least some of these coins, minted before 1840, were still found in circulation as late as 1879.

Gold Coins

By their nature, gold coins don’t usually serve as small change. Therefore, we find private gold much less frequently than silver and copper. And their issuance was local, only in places where the U.S. Mint had not provided adequate assaying or coining facilities. Further, because gold is much more valuable, any private mintmaster would have to build up his reputation for integrity over many years. This also limited the number of minters.

There were some private gold coins, however. The first were minted by Templeton Reid in Lumpkin County, Georgia. He produced $10, $5, and $2.50 gold pieces roughly the same in weight and fineness as “official coins” of like value. Although all his coins are dated 1830, he minted after that, but no one knows for how long. It is known that he was doing business in California in 1849.

The brightest name in American private gold coinage is Christopher Bechtler, a German immigrant who arrived in Rutherfordton, in western North Carolina in 1830, then the premier gold-producing area in America. He began minting coins one year later and continued until he died in 1842. There was a crying need: The nearest federal mint was in Philadelphia, too far to provide much circulating gold or to enable miners to travel there easily and have their gold coined.

Bechtler minted, along with $2.50 and $5 coins, the first American gold one dollar, 18 years before the United States did. By 1840 he had minted $2,241,840.50 worth of gold—roughly one-fourth of the total North Carolina coin values from the first mint record in 1804 through 1839. He coined for a profit of two and one-half percent of the bullion he handled. But he never accumulated great wealth, and his integrity became legendary. A book published in London in 1847 by G. W. Featherstonebaugh (A Canoe Voyage Up the Minnay Sotor) related how impressed people were with his honesty in making his coins the same value as official U.S. coins.

Both Bechtler’s coins and his reputation were known far and wide. The emigrations of the 1850s brought many of his coins out west. And in Massachusetts constitutional lawyer Lysander Spooner argued that if Bechtler was allowed to coin money constitutionally then surely Spooner’s private American Letter Mail Company (which made him a folk hero for carrying mail faster and cheaper than the post office) should be allowed to carry mail privately.

In fact, only a legislative oversight long since changed kept Bechtler out of jail. While private coinage of copper was considered counterfeiting, there was at that time no similar prohibition on silver and gold coinage.

So highly regarded was the Bechtler dollar that even when the United States Mint opened an office in Charlotte, North Carolina in 1838, Bechtler successfully competed with it. His equipment is now in museums: his dies at the North Carolina Hall of History at Raleigh, and his press at the American Numismatic Society in New York. They act as proof that someone once successfully competed with the government in money, the service which “everyone knows” only the government can provide.

Other Gold Coins

During the California gold rush government minting offices were sometimes slow in appearing and private firms filled the breach. By 1852, 14 companies had sprung up. While the absolute amount coined by these firms ($4,240,000) was larger than by Bechtler, they handled a much smaller percentage share of the roughly $260,000,000 worth of gold coined by 1854.

But though the general appearance of these $5, $10, $20, and $50 coins resembled each other, their value was not uniform, and some of the firms were not completely honest in their minting. In any case, in 1854 the San Francisco mint was established, and private coinage was discouraged. But at least $2 million worth of these coins circulated for years to come.

Other Western states were host to private gold coinage. The Orange Exchange Company in Oregon City, Oregon, issued $5 and $10 coins in 1842. The Mormons struck $2.50, $5, $10, and $20 coins in 1849 and 1860. They bore the legend “HOLINESS TO THE LORD” on one side, and the letters “G.S.L.C.P.G.” (Great Salt Lake City Pure Gold) on the other. In discussing one assay of these coins, Bankers’ Magazine (vol. 4, 1849-50, p. 669) opined, “If this assay at the mint be a fair test of the value of the whole of the Great Salt Lake manufacture of coin—the Mormons seem to know what they are about, and to be determined to make the best of their gold mines.”

Three Colorado companies minted $2.50, $5, and $10 coins in 1860- 61. They made quite a bit of the coins, which had circulation all over the West. They were larger than “official” gold coins, but had more of a silver alloy in them, making them paler in color than other gold coins. Of the three minters, only those coins of Clark, Gruber and Company tested out well against government coins. The others presumably traded at discount. The desire for these coins continued until the Denver mint was established in 1863. Finally, a Leavenworth, Kansas, mint issued in 1871 a half-dollar gold piece (which must have been very small). But it tested out at only 17 cents, and its creators were prosecuted—not for fraud, as they should have been, but for counterfeit. The state of Kansas had passed in June 1864 the first act prohibiting private gold coinage.

Altogether, then, we find private gold coins minted in seven states and territories. In 1851, when the Philadelphia mint assayed 27 different kinds of gold coins, no less than 15 private mints were represented. That was the peak of private gold activity because with the Civil War the nation went off the gold standard, though in the West gold continued to circulate. And by 1879, when gold redemption was restored, non-governmental minting of gold coins was generally illegal.

Granted, the short history of private gold contains instances of dishonest minters. Gold Rush California in particular was the site of flyby-night operations. And yet the example of Bechtler hints to us that if the government would have gotten out of the way, and private minters given more time to establish their reputations, a sturdy system of private coins of sound repute and wide circulation would have arisen. They could have done so either by weight or stamped-dollar value. Without a doubt, not all of them would have kept honest. The temptation to debase coins has always been strong. And yet the firms doing so would have lost business to the Bechtlers of the trade. In a system of competing private money, when one goes bad, consumers can always turn to another. But today, when only Washington has the monopoly on money, what protects us when the government debases its currency?

Free Banking in Scotland (1714-1844)2

Not only does economic freedom work with regard to coinage, it has had spectacular results when applied to banking. As shown in chapter two, one of the prime causes of economic instability in the 19th century was the special privilege conferred on banks by either the state or federal governments. These privileges, which protected the banks from their creditors and allowed them to pyramid money supplies, caused the banking panics of the last century. But if one were to eliminate those privileges, the resulting instability would also disappear.

There once was a country with a stable banking system the envy of the rest of the world. While there’s nothing so extraordinary in that, it was a system with aspects almost everyone would call—were it proposed to them—unworkable. Not only was there no central bank, there were no legal tender laws, no political banking regulations, no monetary policy, and no restrictions on the right of anyone to form a bank and issue his own money. The country was Scotland from 1714-1844. When English law put an effective end to this “free banking” regime, there were 19 different banks issuing their own notes.

The Bank of England, the first central bank, was founded in 1694. A year later, a Bank of Scotland was founded by the Scottish Parliament. (They were still technically two different countries.) The Bank was given a monopoly of issuing paper money for 21 years. This expired in 1716, and no effort was made to renew it. All apparently thought that there would never be any other note issuers.

It’s important to realize that despite its official-sounding name, the Bank of Scotland was a completely private institution, with no governmental connection. Indeed, the act creating the Bank prohibited it from lending to the Scottish government. But after 1707, there was no more sovereign Scottish government, as the two parliaments merged into one, in London. This was in the reign of Queen Anne, a (Scottish) Stuart. When she died a few years later, the German Hanovers acceded to the throne, and their descendants still sit upon it. But this did not sit well with many Scots, who longed for a Stuart king. Their men were called Jacobites, and England would wage war upon them until “Bonnie Prince Charlie” was finally defeated in 1745.

All this is important to our story. In 1727, the Bank of Scotland’s first real rival in note issuance was formed, the Royal Bank of Scotland. The Bank of Scotland petitioned the English king for monopoly status, but the English ignored the request, aware of the Bank’s Jacobite sympathies.

There now began something unprecedented: a “note duel” whereby each bank would send large quantities of the other’s bank notes back to it and demand specie redemption. The old Bank, having less silver, lost the duel and for several months in 1728 suspended silver payments. It intended to reopen, though, and it did. All the while it paid a 5 percent interest rate to its note holders to keep demand from collapsing. The Bank’s notes traded at par all this time. The Royal Bank soon began paying interest rates on deposits; this, long before English banks did. It was an obvious benefit of competition in banking.

The two banks remained the only rivals until 1750. Each were Edinburgh banks and each sponsored a Glasgow bank to act as its note “salesman” in that city. To the surprise of each, both banks soon began issuing their own money. Neither note-dueling nor a cartellization attempt to divide the nation into two “districts” worked, and a proliferation of “banks of issue” occurred. There were a few who issued far more paper than they had silver to back it, and they soon went bankrupt. But most were successful. One of these newcomers, the British Linen Company (later Bank), became the world’s first innovator in branch banking, having 12 branches by 1793.

During this time, there were sporadic attempts by the first two or three banks to obtain a money-issuing monopoly for themselves, but these failed. What laws did pass left the system largely intact. The Act of 1765 outlawed notes in smaller denominations than one pound and insured that all notes were to be redeemable in gold on demand. The total number of Scottish banks (issuing money or otherwise) climbed from five in 1740 to 32 in 1769. In that year the Ayr Bank was founded on the inflationist schemes which the Scotsman John Law had tried unsuccessfully to get the Bank of Scotland to adopt in 1705. (He later got the French government to listen to him and caused the first nationwide paper money inflation.) Law’s idea was for a bank to issue notes not backed by gold or silver, but on the reputation of the issuer and “backed” by land.

In a mere three years, the Ayr Bank managed to create a tremendous amount of unbacked paper, and when it finally collapsed in 1772 losses amounted to two-thirds of a million pounds, a staggering amount for those days.

But the intriguing thing is that the Ayr Bank’s collapse had limited repercussions. It took with it only eight small private banks in Edinburgh. This is largely because of a well-developed clearinghouse mechanism that the large Scottish banks employed. They accepted each others’ notes and returned those notes to the issuing bank. Suspicious of the Ayr Bank’s issue, other banks made a practice of quickly returning Ayr’s notes to it. When the collapse came, they were not affected.

Nevertheless, to insure public confidence (and get their own notes into wider circulation) the two largest banks, the Royal Bank and the Bank of Scotland, announced that they would accept the bankrupt bank’s notes. This was not as mad as it may appear. The collapse had few rippling effects because of Scotland’s extraordinary practice of unlimited liability on the part of the bank’s shareholders. So Ayr’s loss was borne completely by the 241 shareholders, who paid all creditors in full.

Scottish banking grew apace, and around 1810 a new development occurred. This was the founding of the Commercial Bank of Scotland on joint-stock principles. Joint-stock banks, unlike private banks, raise their capital by selling shares of stock. This development grew and with it branch banking. By 1845, there were 19 banks of issue with a total of 363 branches across Scotland, or one branch for every 6,600 Scots. This compares with one for every 9,405 Englishmen and one for every 16,000 Americans at that time.

This was the heyday of Scottish free banking. The arrangement approached the ideal: many competing banks with none disproportionately large; their notes circulating throughout the country (and even in northern England) being exchanged effectively by the banks themselves through a clearinghouse; and competition keeping profits down, with small spreads between the interest they paid depositors and the interest they charged borrowers.

These banks were the envy of thoughtful Englishmen. Scottish banks consistently proved themselves more stable than their English counterparts. While English provincial, or “country,” banks were able to issue their own notes until 1845, there were many differences. The Bank of England (a state institution) limited their size and refused to accept their notes. Further, the Bank did not branch out of London until an 1826 law encouraged it to do so. So for years, England was bedevilled with small, unstable country banks and an uncompetitive Bank of England (which unlike Scottish banks paid no interest not only on demand deposits, but even on six-month certificates).

During the financial panics of 1793, 1797, 1815, 1825-26, and 1837, English country banks collapsed right and left, while the record for Scotland was always far better. When in trouble, Scottish banks could always turn to each other for help, which the stronger banks would give for reasons of self-interest as we saw in the extreme case of the Ayr Bank. English country banks had no one to turn to.

From 1797 to 1821, England suspended gold payments. Scotland went along not because it had to but because it realized that its gold would be drained if it didn’t. And there is evidence that Scottish banks quietly continued gold payments to their best customers.
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In computing the Scottish bank failure rate, up to three branches of a bank were similarly included in the computation, while non-issuing banks were excluded. The number of branches was estimated by interpolation where figures for a particular year were not available. No more than one Scottish bank failed during any year in the sample.

This difference between the two nations is graphically illustrated by a cartoon published in the Northern Looking Glass in 1825, a year of severe panic in Britain. (This is reproduced in Checkland’s Scottish Banking, A History: 1695-1973 (Collins, 1975), p. 407.) Entitled “State of the Money Market,” it shows two scenes: “England” with a fat banker in the midst of banks and paper crashing down around him and “Scotland,” where two tartaned Scots are happily dealing in coin, with bags more of it visible across the banker’s desk. While 60 English banks collapsed in 1825-26, none in Scotland did, although some partners sustained severe losses.

As an interesting aside, counterfeiting was never a problem for Scottish banks, a situation unlike the Bank of England, especially during the latter’s suspension of gold payments. Perhaps this is due to the much shorter average life of Scottish notes. Turnover was heavy and the issuing bank quick to catch on. Even so, Scotch banks would honor counterfeits if turned in by innocent parties. To do anyting else would have been bad business in a truly businesslike atmosphere.

The first editor of the London Economist, James Wilson, wrote in 1847 that “we have only to look at Scotland to see what has been the effect of a long career of perfect freedom and competition upon the character and credit of the banking establishment of that country.” Yet two years before those words were written, legal action finally brought the “career of perfect freedom” to an end. Peel’s Act of 1844 and the Scottish Banking Act of 1845 abolished freedom of entry into banking and the right of those remaining banks of freedom of note issue. However, Bank of England notes were not forced upon Scotland as legal tender; only gold was so established.

Abolition of free entry caused a gradual reduction in banks issuing notes, and Scottish pound notes today have long since become like those of any other part of Great Britain. That is, with one exception. If you go to Scotland today, you will see pound notes issued by the three remaining banks of issue in business before 1845: the Bank of Scotland, the Royal Bank of Scotland, and Clydesdale Bank. These are actually as good—or as bad—as the Bank of England’s notes circulating throughout the rest of the United Kingdom because everything else about them is dictated by the Bank of England. But they provide daily proof that once there was a free market in money issuance with no legal tender laws and that the system worked very well.

                         

1Sylvester S. Crosby, Early Coins of America and the Laws Governing Their Issue (New York: Burt Franklin Publishing Co., 1970 [1875]).

2See Lawrence H. White, Free Banking in Britain (New York: Cambridge University Press, forthcoming 1984).



V. Real Money: The Case For the Gold Standard

In chapters two and three, it was made clear that the economic shortcomings of the past were due to abuse of the gold standard, not to the standard itself. Men and governments have failed in the past; gold has not. The rule of law has been challenged by the rule of men throughout history, and this will continue. But the rule of law and the sovereignty of the people are much more likely to prevail with gold than with paper. For many economic reasons it is critical that the rule of law and gold win the great debate on monetary policy.

Low Interest Rates

The most pressing problem today for consumers and businessmen is high interest rates. Even those who do not understand the process of inflation easily recognize the great harm brought to an economy through high interest rates. The real interest rate, usually three percent to 5 percent, the cost of using another’s capital, remains relatively stable. The inflationary premium charged in an age of inflation changes inversely to the confidence the market places in the monetary authorities and the spending habits of Congress. Contrary to popular belief, this premium is not equivalent to the current rate of price increases. This is certainly a factor, but only one of many in determining the anticipation of the future purchasing power of the currency. If prices are accelerating at an annual rate of 10 percent, the inflation premium can still be 15 percent if the market anticipates a more rapid rate of currency depreciation in the future. The further a nation is down the road of inflationary policies the more difficult it is to reverse the expectations of more inflation by the people. In the early stages of inflation, more people are deceived and interest rates are actually lower than one would project if only computer analysis were used. In the later stages the rates, some claim, “are higher than they should be.” This is what we are hearing today.

The inflationary premium is completely removed if a true gold standard exists. There would be no need to anticipate a depreciation of the currency, for the record is clear that gold maintains or increases its purchasing power. This ought not to be confused with sharp fluctuations in dollar-denominated prices of gold in a period of dollar speculation. The problem under those circumstances is the inflationary policies of the government, not the natural variation in the purchasing power of gold. Dr. Roy Jastram, in his book The Golden Constant, has demonstrated quite clearly that gold maintains its value over both long and short periods of time.

With the classical gold standard, long-term interest rates were in the range of three to four percent. There is no reason to believe that these same rates or lower rates would not occur with a modern gold standard. The economic benefit of low rates of interest is obvious to every American citizen. Accelerated real economic growth would result from such interest rates, and it cannot be achieved apart from these low rates.

Increased Savings

When a currency sustains steady and prolonged depreciation, as the dollar has for decades, the incentive to save is logically decreased. Savings by American citizens have been one of the lowest in the world. If the dollar were guaranteed not to lose any value, and three percent interest were paid on savings, as under a gold standard, a high savings rate would be quickly achieved. Getting $1.03 of purchasing power after one year for every dollar saved is much better than getting 94 cents, as happens if $1 is saved in a conventional savings account today. A nine-percent differential provides a real incentive to save under a gold standard and a strong disincentive under an irredeemable paper standard. The benefits of a gold standard for savings—the source of capital in a growing economy—should be obvious to all doubters. One reason it is hard to accept is that the marketplace—the people and voluntary exchange—is compatible with the gold standard, while government management and coercion are relied on with a paper standard. We as a nation have grown to mistrust and misunderstand a free system and have become dependent upon and misled by the money managers and central planners found in all interventionistic economies.

Revival of Long-Term Financing

Under the gold standard, bonds were sold for 100 years at four to five percent interest. Today the long-term bond market is moribund. Mortgages for houses are so costly that few Americans can qualify. With lower interest rates, increased savings, and trust that the money will maintain its value, the long-term financial markets will be revitalized—all without government subsidies or temporary government programs. Reviving the economy without restoring a sound currency is a dream. Only with a currency that is guaranteed not to depreciate will we ever be able to have once again low long-term rates of interest.

Debt Held in Check

During the time we were on a gold standard federal deficits were very small or nonexistent. Money that the government did not have, it could not spend nor could it create. Taxing the people the full amount for extravagant expenditures would prove too unpopular and a liability in the next election.

Justifiably, the people would rebel against such an outrage. Under the gold standard, inflation for the purpose of monetizing debt is prohibited, thus holding government size and power in check and preventing significant deficits from occurring. The gold standard is the enemy of big government. In time of war, in particular those wars unpopular with the people, governments suspend the beneficial restraints placed on the politicians in order to inflate the currency to finance the deficit. Strict adherence to the gold standard would prompt a balanced budget, yet it would still allow for “legitimate” borrowing when the people were willing to loan to the government for popular struggles. This would be a good test of the wisdom of the government’s policy.

Finally, the inflationary climate has encouraged huge deficits to be run up by governments at all levels, as well as by consumers and corporations. The unbelievably large federal contingent liabilities of over $11 trillion are a result of inflationary policies, pervasive government planning, and unwise tax policies.

Full Employment

In a growing economy, labor is in demand. In a recession or depression, unemployment apparently beyond everyone’s control plagues the nation. The unemployment is caused by the correction that the market must make for the misdirection of investment brought on by government inflation and artificial wage levels mandated by “full employment” policies. Full employment occurs when maximum economic growth is achieved with a sound monetary system and wages are allowed to be determined by the marketplace.

Some would suggest that at times those rates are too low and must be raised by law. This can be done only at the expense of someone else losing a job to pay another a higher wage than deserved. The forced increases in wage benefits increase corporate debt and contribute to their need for more inflationary credit to help keep them afloat. Although only government can literally inflate, higher-than-market wages in certain businesses prompt the accommodation of monetary policy to keep these companies going, Chrysler Corporation being a prime example. High wages contributed to Chrysler’s financial plight and government-guaranteed loans (inflation) were used to “solve” the problem. It’s well to remember that working for $8 an hour is superior to having a wage of $16 an hour but no job. For awhile the artificially high wage seems to be beneficial, but the unemployment and the recession that eventually come make the program a dangerous one. For years it was believed that “inflation” stimulated the economy and lowered unemployment rates. But in the later stages of inflation its ill effects are felt, and unemployment increases while real wages fall. More inflation and wage controls to keep wages high will make the problem significantly worse and only raise the unemployment rates. Only a sound currency and a market determination of wages can solve this most explosive social problem of ever-increasing unemployment.

Economic Growth Enhanced

The record for real economic growth while we were on a gold standard surpasses the growth we have experienced during the past 10 years. Current economic statistics show the conditions worsening with no end to the crisis in sight. Only with a gold standard will we see revitalization of a productive economic activity.

The “Austrian” economists, and in particular Ludwig von Mises, have demonstrated clearly that the business cycle is a result of unwise monetary policy (frequently compounded by other unwise government policies such as wage controls and protectionist legislation). The business boom results from periods of monetary growth; the recession results from the restraints that are eventually placed on this money growth, either by the government or the market. As government increases the money supply, false signals are sent to the market, causing lower than market interest rates, easy access to investment funds and, therefore, a misdirection of investment. This misdirection must later be corrected by market forces. This whole process is aggravated by massive disruption in the market direction of investment by government guaranteeing hundreds of billions of dollars of loans, which prompts more monetary growth. Government becomes a direct participant in credit allocation in an inflationary economy. Although during all stages and in isolated cases “benefits” are demonstrated, the overall economic harm done by inflation and malinvestment is overwhelming. We are seeing those results all around us today.

Money Growth Not Necessary

Advocates of discretionary and monetarist monetary policies claim that money growth is needed to “accommodate” economic growth.Economic growth is not dependent on money growth. Economic growth comes from productive efforts which are encouraged by savings, low interest rates, reliable currency, and minimal taxes. Attempting to control and stimulate economic growth with monetary growth does the opposite; it destroys the environment required for real growth to occur.

With the gold standard and the free market, investments are strictly made by enterprising individuals eager to make a profit. Those done carefully and prudently are encouraged. Successful investments bring rewards, and mistakes bring penalties to the investors. In contrast, a government-directed economy, backed up by unlimited supplies of paper money and fabricated credit, prompts the bailing out of unsuccessful enterprises and promotes investments for political, not economic, reasons. It is inevitable that the system of inflation and government-directed investment will fail.

With a gold standard the money supply would probably increase on an average of two percent per year. If the growth is smaller or larger, prices will adjust, posing no limitation on economic growth due to a “shortage” of capital. With the gold standard, confidence in the monetary unit would exist, and credit extended from one business to another, to consumers and purchasers, would be greatly encouraged. Information on the credit needs of the market would be available immediately, in contrast to the late information the Federal Reserve always receives. (The Federal Reserve never planned to increase the money supply at a rate of 19 percent in January 1982—it was only able to react to it after the fact.) Under a real gold standard, “controlling” the money supply is irrelevant as long as the market—an absolutely free pricing mechanism—is allowed to adjust the perceived value of gold, with no wage or price controls of any sort instituted.

Price “Stability”

Prices are never rigid in a free market. A gold standard permits price adjustments to accommodate the flow of gold into and out of a country as well as to regulate new production of gold. In contrast to popular belief, the goal of stable—that is, rigid—price levels as proclaimed by paper money managers is not the goal of the gold standard. The irony, however, is that the goal of rigid prices set by the paper money managers is completely elusive, but a gold standard, in which the goal is honesty and freedom and flexibility of prices, achieves significant price “stability.”

Economic Calculation

A precisely defined unit of account by weight, an ounce of gold for instance, provides a needed objective measurement to allow reasonable economic calculations. Under socialism, economic calculation is impossible. Without a gold standard, economic calculation is extremely difficult. Without a precise unit of account, sound economic planning becomes practically impossible, resulting in only speculative ventures and barter. Having a unit of account that has no definition or one that changes continually produces a situation equivalent to a carpenter using a yardstick that on an hourly basis changes the number of inches it contains. It is easy to see how foolish it would be to have any other unit of measurement changing in definition on a constant basis, yet many believe that a whole nation’s economy can operate with a monetary system in which the “dollar” has no definition and its measurement and value depend on politicians and bureaucrats.

Trade is enhanced domestically and internationally when a precise unit of account is used. The failure of the Confederation was due principally to the absence of a unit of account that all the colonies could use to facilitate exchange. This problem was solved when the Constitutional Convention precisely defined the dollar. The chaotic conditions that are developing today will only be solved when we once again accept a sound monetary system.

Internationally, all payments with the gold standard could be made by the actual transferring of gold. Such a policy would limit the ability of nations to export their inflation. The decrease in the gold supply of an importing nation would prompt prices to drop, allowing for more competitive prices and more competition in world markets. The key to Third World economic success is not their gold supply (or imported inflation in terms of Eurodollars) but whether or not they can work and produce a product that is exportable. This is dependent on the degree of economic freedom that the people have and their right to own property. The policy that guarantees a continuation of Third-World starvation and poverty is the present policy of continued worldwide inflation and centrally controlled economies.

Economic Limitations of Gold

The economic advantages of the gold standard are many and compelling. However, it is important that one does not expect from the gold standard something that cannot be achieved. The errors of a government-planned economy cannot be cancelled out by instituting a gold standard alone. Abusive tax policies must be changed to allow an economy to thrive. And although sound money goes a long way toward protecting a worker’s real income, it will not overcome bad labor laws.

Gold is used as money in a free market because the people throughout history have chosen gold. Although historically a free market means a gold standard, a gold standard by itself will not ensure a free market. When a market economy is in place, a gold standard holds in check the ability of the government officials to expand their power.

Some claim that a gold standard cannot be put into place until big government is brought under control and the budget is balanced; they further claim that it then becomes unnecessary. It is necessary to balance the budget and institute a gold standard together. The discipline and determination required for one mandates the other. If government is to be limited in size, the budget balanced and the market free, gold will be a necessary adjunct. It will give assurance that the size and scope of government will be held in check. If government is to continue running the economy and accumulating massive deficits, inflationary monetary policy will persist. A gold standard cannot exist in a vacuum; it must be part of a broader freedom philosophy. When we as a nation reject political control of the economy and the money, the gold standard will return in a modern version—far surpassing all previous attempts at establishing sound money. Until then, as we opt for more and more ad hoc “solutions” to the government-created problems, freedom will be further diminished, the economy will deteriorate further, and inflation will accelerate. Gold must be allowed to perform its vital service in building a healthy economy and restraining the tendency of all governments to become large and oppressive.

Common Objections to Gold

In any debate about the gold standard, certain objections are repeatedly raised by opponents of monetary freedom, even though those objections have been refuted many times before. Some of these objections are:


		There is not enough gold;

		The Soviet Union and South Africa, since they are the principal producers of gold, would benefit from our creation of a gold standard;

		The gold standard causes panics and crashes;

		The gold standard causes inflation;

		Gold is subject to undesirable speculative influences.



The first objection, there isn’t enough gold, is based upon a misunderstanding of a gold standard. It assumes that the present exchange ratio (or a lower ratio) between a weight of gold and a greenback is the exchange ratio that must prevail in a gold standard. Such obviously is not the case. Doubling the exchange ratio, for example, doubles the money supply. Lower prices under a gold standard eliminate the necessity for such large sums. One can buy a suit that costs 400 paper dollars with 20 gold dollars.

In 1979, there were a total of 35,000 metric tons of gold in central banks and non-Communist government treasuries alone. The United States government, officially holding 264 million ounces (8,227 tons), owns about one-fourth of that total. The best estimate on the total amount of gold in the world is three billion ounces, meaning that about one-third of the world’s gold is held by governments and central banks, and two-thirds by private persons. Far from being a dearth of gold, there are enormous amounts in existence. Gold, unlike most commodities, remains in existence. It is not burned or consumed, and the amounts actually lost are insignificant when compared to the amounts now in public and private possession.

The second objection, concerning the Soviet Union and South Africa, is equally groundless. These nations, as the world’s largest producers of gold, have profited handsomely from the massive increase in gold prices in the past 10 years. Such increases do not occur under a gold standard.

Recently a newsmagazine reported that “the Soviet Union holds an estimated 60 million ounces of gold and has unmined reserves of perhaps 250 million ounces more. At today’s prices that would give the Soviets a $146 billion stranglehold on western economies.” But let us put these figures in perspective. Below is a table showing the gold holdings of major central banks.

Official Gold Holdings

September 30, 1979

(tons)




	United States
	8,227



	Canada
	657



	Austria
	657



	Belgium
	1,063



	France
	2,546



	German Federal Republic
	2,961



	Italy
	2,074



	Japan
	754



	Netherlands
	1,367



	Portugal
	689



	South Africa
	374



	Switzerland
	2,590



	U.K.
	584



	OPEC
	1,207



	Other Asia
	607



	Other Europe
	1,209



	Other Middle East
	461



	Other Western Hemisphere
	654



	Rest of World
	320



	Unspecified
	113



	Total
	29,110



	IMF
	3,217



	European Monetary



	Cooperation Fund
	2,664






This table, taken from the Annual Bullion Review 1980 of Samuel Montagu & Co., is based on IMF statistics.

The Soviet Union’s alleged 60 million ounces is less than 1,900 tons, less than one-fourth of the U.S. official gold holdings. Even the alleged 250 million ounces of “unmined reserves” are less than the United States has in Fort Knox and our other bullion depositories.

Consolidated Gold Fields Ltd. of London has estimated the net outflow of gold from the Communist empire:




	Year
	  
	Net Outflow (tons)



	1970
	  
	–3



	1971
	  
	54



	1972
	  
	213



	1973
	  
	275



	1974
	  
	220



	1975
	  
	149



	1976
	  
	412



	1977
	  
	401



	1978
	  
	410



	1979
	  
	199



	1980
	  
	90






In 1976, the Soviets exported 412 tons, 1.2 percent of the governmental holdings of the non-Communist world. Assuming they could export at this rate continuously—a very doubtful assumption—it would take them almost a century just to match current official holdings. If one includes private holdings, the percentage drops to about one-half of one percent, and the time required extends to more than two centuries. The fear of the Soviet Union and South Africa either dumping or withholding gold and thereby wrecking a gold standard by altering significantly the purchasing power of gold is baseless. The only reasons sales by such governments now influence the market is that official holdings are immobilized and the value of the paper dollar fluctuates violently. Were we to institute a gold standard, those holdings would once again enter the market. We should stop giving such windfalls to the Soviets and South Africans as they have enjoyed during the last 10 years. The real fear should be the massive increase in the money supply caused by the Federal Reserve in the last 10 years and the probability of still further massive inflation. The red herring of external shock destroying a gold standard is designed to distract one’s attention from the threat of internal shock caused by the Federal Reserve.

The third objection, that the gold standard causes panics and crashes, is also false. The extensive examination of the monetary history of the United States during the 19th century demonstrated that it was not the gold standard, but government intervention in the banking systems, that caused the problems. The legal prohibition of branch and interstate banking prevented the prompt and convenient clearing of notes issued by those banks. Frequent suspensions of specie payments were special privileges extended to the banks by the government. Fractional reserves, wildcat banking, the National Banking System, and the issuance of greenbacks all contributed to the instability experienced during the 19th century.

But even with these interventions, as long as the dollar was defined as a weight of gold, the benevolent influences of the gold standard were felt. Chapter two of the Commission’s report indicates that the problems of the 19th century were due to abuses and lapses of the gold standard, not the standard itself. Victor Zarnowitz has found evidence that the so-called recessions of 1845, 1869, 1887, and 1899 were mere pauses in growth.1 Jeffrey Sachs categorized recessions since 1893 by their severity. He found only one strong and one moderate contraction in the period of 1893-1913. Since the institution of the Federal Reserve, however, we have had three strong contractions and three—now four—moderate contractions.2

Economist Alan Reynolds has pointed out:


	Michael Parly found that unemployment rates in the 1930’s had been exaggerated by failure to count those on government work programs... as employed. When the adjusted unemployment rate is added to the consumer inflation rate to arrive at Art Okun’s “discomfort index,” the last two administrations experienced the worst combination of inflation and unemployment (16 per cent) of any in this century except for Franklin Roosevelt’s first term (15.7 per cent) and President Wilson’s second (19.6 per cent). Unemployment averaged more than 7 per cent from 1975 to date. From 1899 to 1929, unemployment reached 7 per cent in only two years. We are in no position to be smug about the relative performance of a seemingly old-fashioned monetary standard. The fact is that it worked very well under conditions more difficult than those we face today.3



In a report prepared by EMB Ltd. and submitted to the Commission, it was stated that “in the United States there were 12 panics and crises between 1815 and 1914.” Dr. Roy Jastram’s testimony to the Commission demolished that popular myth:


	This draws upon a book by Willard Thorp, Business Annals, published by the National Bureau of Economic Research in 1926. Year-by-year Thorp gleaned his characterization of the year stated from the contemporary press and writers of the day. When I was at the National Bureau we considered Professor Wesley C. Mitchell as the patron saint of objectivity. Mitchell wrote in the Introduction to Thorp’s book: “‘Crisis,’ then, is a poor term to use... But sad experience shows how much misunderstanding comes from the effort to use familiar words in new technical senses.”

	Both the Commission Staff and I agree that the true gold standard ran between 1834-1861 and 1879-1914. Even with Professor Mitchell’s admonition about the use of the terms, this leaves us with 8 instead of EMB’s 12 “crises” or “panics” associated with a real gold standard. A consultation of the original Thorp volume shows that EMB is simply wrong about 1882 and 1890—Thorp does not label either of them as “crisis” or “panic.” So the count is reduced to 6. In 4 of these 6, part of the year is called by Thorp “prosperity.” Hence we have only 2 out of the EMB’s original 12 that were labeled in the original source as being unmitigated crises or panics during an actual gold standard. This kind of misinformation cannot go unchallenged.

	And I might close with a thought of my own: if we were to use today these terms in their archaic sense, every week of the past two years could have been labeled a “panic.”4



The fourth objection, that the gold standard causes inflation, can also easily be disposed of. Dr. Reynolds, in his appearance before the Commission, did so:


	When the 1968-1980 period is compared with the “purest” gold standard, 1879-1914, it is not at all clear that even short-term price stability was superior in recent years. Average changes in consumer prices were zero under gold, over 7% under paper; the standard deviation of those prices was 2.2% under gold, 3.1% under paper. Annual variations appear slightly wider under the old wholesale price index for 1879-1914 than under the recent producer price index for finished goods, but that is probably due to the greater importance of volatile farm commodities and crude materials a century ago. As Sachs points out, farm prices were 43% of the wholesale index as late as 1926, but only 21% in 1970.

	Perfect short-term price stability has never been achieved anywhere, so the issue is relative stability and predictability. By comparing unusual peak years to recession lows, as Professor Allan Meltzer does, it is possible to show annual rates of inflation or deflation of 2-3% in wholesale prices under the gold standard. Exaggerated as that is, it still doesn’t sound too bad for price indexes dominated by farm products. The most persistent inflation under a gold standard was from 1902-07, when Gallman’s estimate of the price deflator rose by 2.4% a year.

	Long-term interest rates were much lower and more stable under any form of gold standard than in recent years, and annual price changes were typically smaller. James Hoehn of the Federal Reserve Bank of Dallas concludes that, “Short-run monetary stability is no better today than it was in the gold standard period. This result is surprising and difficult to explain in view of the greater present day stability of the banking system.”

	One indication of the loss of long-term stability was provided by Benjamin Klein, who found that the average maturity of new corporate debt fell from over 37 years in 1900-04 to 20 years in 1968-72.5



Now that the market for long-term bonds has been destroyed by 10 years of paper money and the United States has experienced its worst price inflation in its national history, it is difficult to take seriously the charge that the gold standard causes inflation.

Dr. Roy Jastram, in his seminal work The Golden Constant, presents the statistical evidence that gold provides protection against inflation and actually results in gently falling prices. Such gentle falls in turn cause increases in the real wages of workers. Below is a table showing the index of whole commodity prices for the United States from 1800–1981. The figures are quite surprising to anyone who has come to regard continual price inflation as a fact of life to which we all must adjust.

[image: 179_img01.jpg]

In the 67 years prior to the beginning of the Federal Reserve system in 1913 the consumer price index in this country increased by 10 percent, and in the 67 years subsequent to 1913 the Consumer Price Index increased 625 percent. This growth has accelerated since 1971 when President Nixon cut our last link to gold by closing the gold window.

In 1833, the index of wholesale commodity prices in the U.S. was 75.3. In 1933, just prior to our going off the domestic gold standard, the index of wholesale commodity prices in the U.S. was 76.2: a change in 100 years of nine-tenths of one percent. The index of wholesale commodity prices in 1971 was 255.4. Today, the index is 657.8. For 100 years on the gold standard wholesale prices rose only nine-tenths of one percent. In the last 10 years of paper money they have gone up 259 percent.

The final objection to the gold standard, that gold is subject to speculative influence and therefore too unstable to be used as a standard for anything, is also spurious. During the past decade, gold has become a major hedge against inflation. The run-up in gold prices from $35 to $850 per ounce came as a result of fears about the value of paper currencies and developing international crises. This speculation—actually a seeking of protection from the continual devaluation of paper currencies—has markedly accelerated in recent years. Not only is the decline of the paper dollar causing larger investments in gold coins, but also in real estate, collectibles of all types, and any other good that promises to retain its value. The Commodity Exchange reports that there are now over 100 different futures contracts offered by the nation’s 11 exchanges. Since 1975, 42 new futures contracts have been introduced, and 37 proposed contracts are currently pending government approval. This enormous growth in speculation has occurred during the last 10 years. People who object to gold because it is speculative confuse cause and effect. Were we on a gold standard, there would be no speculation in gold at all. Gold is currently an object of “speculation” precisely because we have an irredeemable paper money system and people are trying to protect themselves from it. The real speculation is in the anticipation of the further depreciation of the dollar.

All these objections to gold cannot shake the overwhelming historical and theoretical arguments for a gold standard. But there are other arguments for gold as well. We will now take them up in turn.

Money and the Constitution

In addition to the compelling economic case for the gold standard, a case buttressed by both historical and theoretical arguments, there is a compelling argument based on the Constitution. The present monetary arrangements of the United States are unconstitutional—even anticonstitutional—from top to bottom.

The Constitution actually says very little about what sort of monetary system the United States ought to have, but what it does say is unmistakably clear. Article I, section 8, clause 2 provides: “The Congress shall have power... to borrow money on the credit of the United States... [clause 5:] to coin money, regulate the value thereof, and of foreign coin, and fix the standards of weights and measures... [and clause 6:] to provide for the punishment of counterfeiting the securities and current coin of the United States....” Further, Article I, section 10, clause 1 provides: “No state shall... coin money; emit bills of credit; [or] make anything but gold and silver coin a tender in payment of debts....”

When the Founding Fathers wrote the Constitution in the summer of 1787, they had fresh in their minds the debacle of the paper money printed and issued by the Continental Congress during the Revolutionary War. The paper notes, “Continentals” as they were called, eventually fell to virtually zero percent of their original value because they were not redeemed in either silver or gold. They were “greenbacks,” and were the first of three major experiments with “greenbacks” that this nation has conducted.6 The Continental greenback failed miserably, giving rise to the popular phrase “not worth a Continental.”

Consequently, when the Constitutional Convention met in 1787, the opposition to paper money was strong. George Mason, a delegate from Virginia, stated that he had a “mortal hatred to paper money.” Delegate Oliver Ellsworth from Connecticut thought the Convention “a favorable moment to shut and bar the door against paper money.” James Wilson, a delegate from Pennsylvania, argued: “It will have a more salutary influence on the credit of the United States to remove the possibility of paper money.” Delegate Pierce Butler from South Carolina pointed out that paper was not a legal tender in any country of Europe and that it ought not be made one in the United States. John Langdon of New Hampshire said that he would rather reject the whole Constitution than allow the federal government the power to issue paper money. On the final vote on the issue, nine states opposed granting the federal government power to issue paper money, and only two favored granting such power.

The framers of the Constitution made their intention clear by the use of the word “coin” rather than the word “print,” or the phrase “emit bills of credit.” Thomas M. Cooley’s Principles of Constitutional Law elaborates on this point: “To coin money is to stamp pieces of metal for use as a medium of exchange in commerce according to fixed standards of value.”

Congress was given the exclusive power (as far as governments are concerned) to coin money; the states were explicitly prohibited from doing so. Furthermore, the states were explicitly forbidden from making anything but gold and silver coin a tender in payment of debt, while the federal government was not granted the power of making anything legal tender.

In his explanation of the Constitutional provisions on money, James Madison, in Federalist No. 44, referred to the “pestilent effects of paper money on the necessary confidence between man and man, on the necessary confidence in the public councils, on the industry and morals of the people, and on the character of republican government.” His intention, and the intention of the other founders, was to avoid precisely the sort of paper money system that has prevailed for the past 10 years.

This intention was well understood throughout the 19th century, and was denied only when the Supreme Court found it expedient to do so. For example, Daniel Webster wrote:


	If we understand, by currency, the legal money of the country, and that which constitutes a lawful tender for debts, and is the statute measure of value, then undoubtedly, nothing is included but gold and silver. Most unquestionably, there is no legal tender, and there can be no legal tender in this country under the authority of this government or any other, but gold and silver, either the coinage of our mints or foreign coins at rates regulated by Congress. This is a constitutional principle, perfectly plain and of the very highest importance. The states are expressly prohibited from making anything but gold and silver a tender in payment of debts, and although no such expressed prohibition is applied to Congress, yet as Congress has no power granted to it in this respect but to coin money and to regulate the value of foreign coins, it clearly has no power to substitute paper or anything else for coin as a tender in payment of debts in a discharge of contracts....

	The legal tender, therefore, the constitutional standard of value, is established and cannot be overthrown. To overthrow it would shake the whole system. (Emphasis added.)



In 1832, the Select Committee on Coins of the House of Representatives reported to the Congress that “the enlightened founders of our Constitution obviously contemplated that our currency should be composed of gold and silver coin.... The obvious intent and meaning of these special grants and restrictions [in the Constitution] was to secure permanently to the people of the United States a gold or silver currency, and to delegate to Congress every necessary authority to accomplish or perpetuate that beneficial institution.”

The Select Committee stated its conclusion that “the losses and deprivation inflicted by experiments with paper currency, especially during the Revolution; the knowledge that similar attempts in other countries... were equally delusive, unsuccessful, and injurious; had likely produced the conviction [in the minds of the framers of the Constitution] that gold and silver alone could be relied upon as safe and effective money.”

Twelve years later, in 1844, the House Committee on Ways and Means concluded:


	The framers of the Constitution intended to avoid the paper money system. Especially did they intend to prevent Government paper from circulating as money, as had been practised during the Revolutionary War. The mischiefs of the various expedients that had been made were fresh in the public mind, and were said to have disgusted the respectable part of America.... The framers [of the Constitution]... designed to prevent the adoption of the paper system under any pretext or for any purpose whatsoever; and if it had not been supposed that such object was effectively secured, in all probability the rejection of the Constitution might have followed.



Later in the century, Justice Stephen Field presciently wrote in the case Julliard v. Greenman (1884):


	There have been times within the memory of all of us when the legal tender notes of the United States were not exchangeable for more than half of their nominal value. The possibility of such depreciation will always attend paper money. This inborn infirmity, no mere legislative declaration can cure. If Congress has the power to make the [paper] notes legal tender and to pass as money or its equivalent, why should not a sufficient amount be issued to pay the bonds of the United States as they mature? Why pay interest on the millions of dollars of bonds now due when Congress can in one day make the money to pay the principal; and why should there be any restraint upon unlimited appropriations by the government for all imaginary schemes of public improvement if the printing press can furnish the money that is needed for them?



Justice Field foresaw exactly what would happen in the 20th century when the federal government has used the printing press—and the computer—as the means of financing all sorts of “imaginary schemes of public improvement.”

Under the Constitution, Congress has power to coin money, not print money substitutes. Such money is to be gold and silver coin, nothing else. It is significant that this power of coining money is mentioned in the same sentence in the Constitution as the power to “fix the standards of weights and measures,” for the framers regarded money as a weight of metal and a measure of value. Roger Sherman, a delegate to the Constitutional Convention, wrote that “if what is used as a medium of exchange is fluctuating in its value, it is no better than unjust weights and measures... which are condemned by the Laws of God and man....”

The founders were greatly influenced by both the English common law and biblical law. Sherman’s comment about unjust weights and measures and the juxtaposition of the powers to coin money and fix the standards of weights and measures in the Constitution are examples of that influence.

For the framers of the Constitution, money was a weight of precious metal, not a weightless piece of paper with green ink printed on it. The value of the money was its weight and fineness, and its value could be accurately determined.

Today’s paper money system, issued by a coercive banking monopoly, has no basis in the Constitution. It is precisely the sort of government institution—one far more clever than the bumbling efforts of Charles I to confiscate wealth—that can forcibly exact financial support from the people without their consent. As such, it is a form of taxation without representation, and a denial of the hard fought and won principle of consent before payment of taxes.

Remarkably enough, the Supreme Court has not decided any cases challenging the constitutionality of the present irredeemable paper money system; in fact such a case has not yet been adjudicated before the Court or at the federal appellate level.

It is to be hoped that this will soon change, and the Court forced to recognize, as was recognized throughout history, that the states may make only “gold and silver coin a tender in payment of debt.” Anything else is unconstitutional. As for the Congress, we strongly recommend that the Congress abide by the supreme law of the land by repealing those laws that contravene it.

The Moral Argument for Gold

A monetary standard based on sound moral principles is one in which the monetary unit is precisely defined in something of real value such as a precious metal. Money that obtains its status from government decree alone is arbitrary, undefinable, and is destined to fail, for it will eventually be rejected by the people. Since today’s paper money achieves its status by government declaration and not by its value in itself, eventually total power over the economy must be granted to the monopolists who manage the monetary system. Even with men of good will, this power is immoral, for men make mistakes, and mistakes should never have such awesome consequences as they do when made in the management of money. Through the well-intentioned mismanagement of money, inflation and depression are created. Political control of a monetary system is a power bad men should not have and good men would not want.

Inflation, being the increase in the supply of money and credit, can only be brought about in an irredeemable paper system by money managers who create money through fractional reserve banking, computer entries, or the printing press. Inflation bestows no benefits on society, makes no new wealth, and creates great harm; and the instigators, whether acting deliberately or not, perform an immoral act. The general welfare of the nation is not promoted by inflation, and great suffering results.

Gold is honest money because it is impossible for governments to create it. New money can only come about by productive effort and not by political and financial chicanery. Inflation is theft and literally steals wealth from one group for the benefit of another. It is possible to have an increase in the supply of gold, but the historical record is clear that all great inflations occur with paper currency. But an increase in the supply of gold—presuming that it is not accomplished through theft—is quite different from an increase in the supply of irredeemable paper currency. The latter is a creature of politics; the former is a result of productive labor, both mental and physical. Gold is wealth; it is not just exchangeable for wealth. Today’s notes are not wealth. They are claims on wealth that the owners of wealth must accept as payment.

No wealth is created by paper money creation; only shifts of wealth occur, and these shifts, although significant and anticipated by some, cannot always be foreseen. They are tantamount to theft in that the assets gained are unearned. The victims of inflation suffer through no fault of their own. The beneficiaries of the inflation are not necessarily the culprits in the transfer of wealth; the policymakers who cause the inflation are.

Legally increasing the money supply is just as immoral as the counterfeiter who illegally prints money. The new paper money has value only because it steals its “value” from the existing stock of paper money. (This is not true of gold, however. New issues of paper money are necessarily parasitic; they depend on their similarity to existing money for their worth. But gold does not. It carries its own credentials.) Inflation of paper money is one way wealth can be taken against another’s wishes without an obvious confrontation; it is a form of embezzlement. After a while, the theft will be reflected in the depreciation of money and the higher prices that must be paid. The guilty are difficult to identify due to the cleverness of the theft. They are never punished because of the legality of their actions. Eventually, though, as the paper money becomes more and more worthless, the “legalized counterfeiting” becomes obvious to everyone. Anger and frustration over the theft results and is justified, but it is frequently misdirected and may even lead to a further aggrandizement of governmental power.

Ideally, the role of government in a sound monetary system is minimal. Its purpose should be to guarantee a currency and assure that it cannot be debased. The role would be similar whether it is protecting a government gold standard or private monies. Neither the government nor private issuers of money can be permitted to defraud the people by depreciating the currency. The honesty and integrity of the money should be based on a contract; the government’s only role should be to see that violators of the contract are punished. Depreciating the currency by increasing the supply and diluting its value is comparable to the farmer who dilutes his milk with water yet sells it for whole milk. We prosecute the farmer, but not the Federal Reserve Open Market Committee. Those who must pay the high prices from the inflation are like those who must drink the diluted milk and suffer from its “debased” content.

The Coinage Act of 1792 recognized the importance of not debasing the currency and prescribed the death penalty for anyone who would steal by debasing the metal coins. Yet today the Treasury is closing the very office set up to assure honest money, the New York Assay Office. Though largely symbolic since 1933, this office is the most important office of the federal government if we are ever again to commit ourselves to money that cannot be arbitrarily destroyed by the politicians in office.

Throughout history, rulers have used inflation to steal from the people and pursue unpopular policies, welfarism, and foreign military adventurism. Likewise throughout history the authorities who have inflated have resorted to blaming innocent citizens, who try to protect themselves from the government-caused inflation. Such citizens are castigated as “speculators” out of ignorance, as well as from a deliberate desire to escape deserved blame.

Gold money is always rejected by those who advocate significant government intervention in the economy. Gold holds in check the government’s tendency to accumulate power over the economy. Paper money is a device by which the unpopular programs of government intervention, whether civilian or military, foreign or domestic, can be financed without the tax increases that would surely precipitate massive resistance by the people. Monetizing massive debt is more complex and therefore more politically acceptable, but it is just as harmful, in fact more harmful, than if the people were taxed directly.

This monetizing of debt is literally a hidden tax. It is unevenly distributed throughout the population, one segment paying much more than another. It is equivalent to a regressive tax, forcing the working poor to suffer more than the speculating rich.

Deliberately debasing the currency for political reasons, that is, paying for programs that the politicians need in order to be reelected, is the most immoral act of government short of deliberate war. The tragedy is that the programs that many believe helpful to the poor usually end up making the poor poorer, destroying the middle class, and enriching the wealthy. Sincere persons vote for programs for the poor not fully understanding the way in which the inflation used to finance the programs brings economic devastation to those intended to be the beneficiaries.

Great power is granted to the politicians and the monetary managers with this authority to create money. Bankers, through fractional reserve banking laws, can create new money. Those who receive the newly created money first benefit the most and have a vested interest in continuing the process of inflation. These are generally the government, large corporations, large banks, and welfare recipients. Paper money is political money with the politician in charge; gold is freemarket money with the people in charge.

John Locke argued for the gold standard the same way he argued for the moral right to own property. To him the right to own and exchange gold was a civil liberty equal in importance to the liberty to speak, write, and practice one’s own religion. Free people always choose to trade their goods or services for a marketable commodity. Money is the most marketable of all commodities, and gold the best of all money. Gold has become money by a moral commitment to free choice and honest trade, not by government edict. Locke claimed the right to own property was never given to the individual by society, but that government was established to ensure integrity in contracts and honest money, not to be the principal source of broken contracts or the instigators of a depreciating currency. Gold is not money because government says it is: It is money because the people have chosen to use it in a free country.

Eliminating honest money—commodity money defined precisely by weight—is a threat to freedom itself. It sets the stage for serious economic difficulties and interferes with the humanitarian goal of a high standard of living for everyone, a standard which results from a free market and a sound monetary standard. For centuries kings have used the debasement of coins to raise funds for foreign and aggressive wars that otherwise would not have been supported by people voluntarily loaning money to the government or paying taxes. Even recently, inflation has been resorted to in order to finance wars about which the people were less than enthusiastic. Inflation is related to preventable wars in another way. As the economy deteriorates in countries that have inflated and forced to go through recession and depressions, international tensions build. Protectionism (tariffs) and militant nationalism generally develop and contribute to conditions that precipitate armed conflict. The immorality of inflation is closely linked to the immorality of preventable and aggressive wars.

Money, when it is a result of moral commitment to honesty and integrity, will be trusted. Trustworthy money is required in a moral society. This requires all paper money and paper certificates to be convertible into something of real worth. Throughout history, money has repeatedly failed to maintain trust due to unwise actions of governments whose responsibility was to protect that trust, not destroy it. Without trust in money gained by a moral commitment to integrity, a productive economy is impossible. Inflation premiums built into the interest rates cannot be significantly altered by minor manipulations in the growth rate of the supply of money, nor by the painful decreases in the demand for money brought on by a weak economy. Only trust in the money can remove the inflation premium from our current financial transactions.

Trust is only restored when every citizen is guaranteed convertibility of money substitutes into tangible money at will. False promises and hopes cannot substitute for a moral commitment of society to honest money—ingrained in the law and not alterable by the whims of any man. The rule of moral law must replace the power of man in order for sound money to circulate once again. Ignoring morality in attempts to stop inflation and restore the country’s economic health guarantees failure. A moral commitment to honest money guarantees success.

In the 7th century B.C., the Greeks began the first coinage, striking silver into pieces of uniform weight. Greek mints were located in temples. The Athens mint was either in or adjacent to the temple of Athene. This was done for a purpose, for the temple marks were designed—and accepted—as evidence of the honesty of the coins. In Rome, the coinage began in the temple of Juno Monere, from which we get our word “money.”

Biblical law, which informs the common law and has shaped the legal institutions of Western Europe and North America, regards money as a weight, either of silver or gold, and stern commands against dishonest weights and measures were enforced with severe punishments. The prophet Isaiah condemned Israel because “your silver is become your dross, wine mixed with water.” Debasement of the money was very severely condemned. In his Commentary on the Epistle to the Romans, Martin Luther wrote, “Today we may apply the Apostle’s words [Romans 2:2-3] first to those [rulers] who without cogent cause inflict exorbitant taxes upon the people, or by changing and devaluating the currency, rob them, while at the same time they accuse their subjects of being greedy and avaricious.”

It is not surprising, then, given this background, that the Congress of 1792 imposed the death penalty on anyone convicted of debasing the coinage. Debasement, depreciation, devaluation, inflation—all stand condemned by the moral law. The present economic crisis we face is a direct consequence of our violations of that law.
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VI. The Transition to Monetary Freedom

Our present monetary system is failing. The time is ripe for fundamental monetary reform. Yet there are two distinct and different processes through which this reform may be achieved. We have already discussed the type of monetary system most desirable; yet there are different methods of reaching that goal. For simplicity’s sake, we shall refer to these procedures as “descending” reform and “ascending” reform. The first term refers to action taken by the government directly to create the system desired; it is from the top down. The danger of this type of reform is that the government will not create a real gold standard but a pseudo-gold standard. The second term refers to the absence of government action and the subsequent appearance of the reforms despite the government’s inaction; it is bottom-up reform. There is a third type of reform which mixes both the ascending and the descending procedures whereby the government clears the obstacles now impeding reform from the bottom up. It is our opinion that this third type of reform would be the least painful for reasons shortly to be made clear.

During the course of a monetary crisis—such as we are experiencing now—there comes a time when descending reform becomes much more difficult. It is our belief that we have not yet reached that point, but that we are rapidly approaching it. There is still time to proceed with the reforms outlined below, but that time is rapidly slipping away. In order to achieve this descending reform, the Congress must quickly repeal certain laws that have created our present crisis: the legal tender laws, the authority of the Federal Reserve to conduct open-market operations, and so forth. Failure to do so will result in a complete collapse of our economic system.

The process of mixed reform is preferable because it can achieve the desired end with a minimum of injury to the people. It can avert an economic calamity if executed in time; but should descending reform not occur in time—and it now appears that it will not, given the unwillingness of the Commission to make more far-reaching recommendations to the Congress—we can hope that ascending reform will still be possible.

Should the Congress not adopt the reforms we advocate, we can expect our economic situation to deteriorate further. First, there will be a continuation of both price increases and high interest rates. Such prices and rates may fluctuate in a cyclical pattern, but they will not secularly decline. The prime rate has already reached 21.5 percent. Perhaps within a year it will move to 25 percent, fall back, and then surge ahead to 30 percent. The exact figures are not as important as realizing that the present irredeemable paper money system is just that: irredeemable. Such systems have not worked and cannot work for any significant period of time.

Further cyclical price and interest rate increases will, in turn, trigger many more bankruptcies, both commercial and personal. Bank runs, panics, and holidays will occur as the people lose confidence in the financial institutions. Such collapses will, in turn, trigger higher unemployment—reaching levels not seen since the 1930s—larger federal deficits, and further inflation. The paper economy is a circle of dominoes; once they start to fall, they bring others down with them. Real wage rates will slide; applications for welfare will accelerate.

These economic events will have social and political consequences; inflations always do. The inflation of the 1920s led to the rise of Hitler in Germany, and that of the 1940s to the victory of Mao Tse-tung in China. The increase in the size and scope of government is a significant effect of such crises, yet it is the effect that threatens to choke off any possibility of ascending reform. Such reform, when it comes, will have to emerge from the marketplace, either through the legalization of competing currencies, or through development in the underground (illegal) economy. Economists already believe that there may be an underground economy in the U.S. one-fifth the size of the official economy. With the collapse of the official money and the official economy, the underground economy might be able to shift to using silver and gold coins, and thus some ascending reforms might be possible.

However, simply waiting for the present system to collapse is neither responsible nor moral. As members of the Gold Commission, we must urge Congress to act upon our specific suggestions for reform as speedily as possible. We do not believe that we overestimate the gravity of the present situation, and we think it is better by far to be two years too early than two days too late.

Specific Reforms Required

The growth of the American government in the late 19th and 20th centuries is reflected in its increasing presence and finally monopolization of the monetary system. Any attempt at restoring monetary freedom must be part of a comprehensive plan to roll back government and once again confine it within the limits of the Constitution. That comprehensive plan may be divided into four sections: monetary legislation, the budget, taxation, and regulation. We shall begin with monetary reforms, and conclude with a word about international cooperation and agreement.

Monetary Legislation

Legal Tender Laws

As we have seen, the Constitution forbids the states to make anything but gold and silver coin a tender in payment of debt, nor does it permit the federal government to make anything a legal tender. One of the most important pieces of legislation that could be enacted would be the repeal of all federal legal tender laws. Such laws, which have the effect of forcing creditors to accept something in payment for the debts due them that they do not wish to accept, are one of the most tyrannical devices of the present monetary authorities.

Not only does the Federal Reserve have a coercive monopoly in issuing “money,” but every American is forced to accept it. Each Federal Reserve note bears the words, “This note is legal tender for all debts, public and private.” The freedom to conduct business in something else—such as gold and silver coin—cannot exist so long as the government forces everyone to accept its paper notes. Monetary freedom ends where legal tender laws begin.

The United States had no such laws until 1862, when the Congress—in violation of the Constitution—enacted them in order to ensure the acceptance of the Lincoln greenbacks, the paper notes printed by the U.S. Treasury during the wartime emergency. That “emergency” has now lasted for 120 years; it is time that this unconstitutional action by the Congress be repealed. Freedom of contract—and the right to have such contracts enforced, not abrogated, by the government—is one of the fundamental pillars of a free society.

Defining the Dollar

A second major reform needed is a legal definition of the term “dollar.” The Constitution uses the word “dollar” at least twice, and it is quite clear that by it the framers meant the Spanish-milled dollar of 371¼ grains of silver. Since 1968, however, there has been no domestic definition of “dollar,” for in that year redemption of silver certificates and delivery of silver in exchange for the notes ended, and silver coins were removed from circulation.

In 1971, the international definition of the “dollar” as [image: comman3.jpg] of an ounce of gold was also dropped. The Treasury and Federal Reserve still value gold at $42.22 per ounce, but that is a mere accounting device. In addition, IMF rules now prohibit any member country from externally defining its currency in terms of gold. The word “dollar,” quite literally, is legally meaningless, and it has been meaningless for the past decade. Federal Reserve notes are not “dollars”; they are notes denominated in “dollars.” But what a “dollar” is, no one knows.

This absurdity at the basis of our monetary system must be corrected. It is of secondary importance whether we define a “dollar” as a weight of gold or as a weight of silver. What is important is that it be defined. The current situation permits the Federal Reserve—and the Internal Revenue Service for that matter—to use the word any way they please, just like the Red Queen in Alice in Wonderland.

No rational economic activity can be conducted when the unit of account is undefined. The use of the meaningless term “dollar’ has all but wrecked the capital markets of this country. If the “dollar” changes in meaning from day-to-day, even hour-to-hour, long-term contracts denominated in “dollars” become traps that all wish to avoid. The breakdown of long-term financing and planning in the past decade is a result of the absurd nature of the “dollar.” There is very little longterm planning occuring at the present. The only way to restore rationality to the system is to restore a definition for the term “dollar.” We suggest defining a “dollar’ as a weight of gold of a certain fineness, .999 fine. Such a fixed definition is the only way to restore confidence in the markets and in the “dollar.” Capitalism cannot survive the type of irrationality that lies at the basis of our present monetary arrangements.

A New Coinage

We are extremely pleased that the Gold Commission has recommended to the Congress a new gold coinage. It has been almost 50 years since the last United States gold coins were struck, and renewing this constitutional function would indeed be a cause for celebration and jubilee.

We believe that the coins should be struck in one ounce, one-half ounce, one-quarter ounce, and one-tenth ounce weights, using the most beautiful of coin designs, that designed by Augustus Saint Gaudens in 1907. A coinage in such weights would allow Americans to exchange their greenbacks for genuine American coins; there would no longer be any need for purchasing Canadian, Mexican, South African, or other foreign coins. Combined with the removal of capital gains taxation on the coins and the elimination of all transaction taxes, such as excise and sales taxes, the new American coinage could quickly become an alternative monetary system to our present paper monopoly.

In addition to the new official coinage, private mints should also be permitted to issue their own coins under their own trademarks. Such trademarks should be protected by law, just as other trademarks are. Furthermore, private citizens should once again enjoy the right to bring gold bullion to the Treasury and exchange it for coins of the United States for a nominal minting fee.

In the last six years, Nobel laureate Friedrich Hayek has called attention once again to the economic advantages of a system of competing currencies. In two books, Choice in Currency and Denationalization of Money, Professor Hayek proposes that all legal obstacles be removed and that the people be allowed to choose freely what they wish to use in transactions. Those competing monies might be foreign currencies, private coins, government coins, private bank notes, and so on. Such unrestricted freedom of choice would result in the most reliable currencies or coins winning public acceptance and displacing less reliable competitors. Good money—in the absence of government coercion—drives out bad. The new coinage that the Gold Commission has recommended and which we strongly endorse is a first step in the direction of allowing currencies to compete freely.

The Failure of Central Banking

By a strict interpretation of the Constitution, one of the most unconstitutional (if there are degrees of unconstitutionality) of federal agencies is the Federal Reserve. The Constitution grants no power to the Congress to set up such an institution, and the Fed is the major cause of our present monetary problems. The alleged constitutional authority stems from a loose and imaginative interpretation of the implied powers clause.

Functioning as the central bank of the United States, the Federal Reserve is an anachronism. It was created at a time when faith in control of the economy by Washington was growing, but since it started operations in 1914, it has caused the greatest depressions (1929-1939), recessions (too numerous to mention), inflations, and unemployment levels in our nation’s history. The only useful function it performs, the clearing of checks between banks, could be much better handled through private clearinghouses or eliminated entirely by electronic funds transfer. Given its record, there simply is no good reason for allowing the Federal Reserve a monopoly over the nation’s money and banking system. Eliminating the power to conduct market operations must be achieved if we expect to stop inflation and restore monetary freedom.

Such a step may alarm some, however. They might be concerned about what will happen to all the Federal Reserve notes now in circulation and what they will be replaced with. First, the present Federal Reserve notes would be retired and replaced by notes redeemable in gold or silver or some other commodity. Such notes would be similar to travelers checks now in use which are, at the present time, redeemable only in paper notes. Like travelers checks, such notes would not be legal tender and no one would be forced to accept them in payment. And since they would be promises to pay, any institution that issued them and then failed to redeem them as promised would be subject to both civil and criminal prosecution, unlike the Federal Reserve, which is subject to neither.

As for the present circulating Federal Reserve notes, they could be made redeemable for gold once a “dollar” is defined as a weight of gold. Anyone who wishes to redeem them could simply do so by exchanging them for gold coins at his bank.

It is important to note that should we institute a gold standard before the Federal Reserve System is ended, that system must function along classical gold standard lines. As Friedman and Schwartz pointed out, it was the failure of the Federal Reserve to abide by the classical gold standard rules that caused the panic of 1929 and the subsequent depression.

In chapters two and three, we demonstrated the disruptive effects fractional reserve banking has caused in the United States. Since we still suffer with that system, it is imperative that a fundamental reform of it be made. That reform is simply that all promises to pay on demand, whether made in the form of notes or deposits, be backed 100 percent by whatever is promised, be it silver, gold, or watermelons. If there is any failure to carry 100 percent reserves or to make delivery when demanded, such persons or institutions would be subject to severe penalties. The fractional reserve system has created the business cycle, and if that is to be eliminated, its cause must be also.

Audit, Inventory, Assay, and Confiscation

One of the areas in which we believe a majority of the Gold Commission erred is in not requiring a thorough and complete assay, inventory, and audit of the gold reserves of the United States on a regular basis. Perhaps there is less of an argument for such a procedure when the gold reserves are essentially stable, but when there is any significant change in them—as will happen when a new coinage is issued—careful scrutiny of the government’s gold supplies is necessary.

There have been cases of employee thefts at government bullion depositories, unrecorded shipments of gold from one depository to another, and numerous press reports about millions of dollars worth of gold missing. It seems elementary that the government ought to ascertain accurately its reserves of this precious metal, and that the present 10-year “audit” of the gold inventory is totally inadequate for this purpose. We are quite sure that the Federal Reserve has a much better idea of how many Federal Reserve notes are printed and circulating than the Treasury does of the weight and fineness of its gold assets. This irrational treatment of paper and gold must be corrected immediately.

Finally, there are laws on the books empowering the President to compel delivery, that is, to confiscate privately owned gold bullion, gold coins, and gold certificates in time of war. There can be no monetary freedom when the possibility of such a confiscation exists.

The Budget

One of the standard objections raised against a gold standard is that while it may have worked in the 19th century, it would not work today, for government has grown much larger in the past 100 years.

There is an element of truth in such an argument, for the gold standard is not compatible with a government that continually incurs deficits and lives beyond its means. Growing governments have always sought to be rid of the discipline of gold; historically they have abandoned gold during wars in order to finance them with paper dollars, and during other periods of massive government growth—the New Deal, for example.

Because gold is honest money, it is disliked by dishonest men. Politicians, prevented from buying votes with their own money, have learned how to buy votes with the people’s money. They promise to vote for all sorts of programs, if elected, and they expect to pay for those programs through deficits and through the creation of money out of thin air, not higher taxes. Under a gold standard, such irresponsibility would immediately result in high interest rates (as the government borrowed money) and subsequent unemployment. But through the magic of the Federal Reserve, these effects can be postponed for awhile, allowing the politicians sufficient time to blame everyone else for the economic problems they have caused. The result is, as John Maynard Keynes said many years ago, that not one man in a million understands who is to blame for inflation.

Because the gold standard would be incompatible with deficit financing, a major reform needed would be a balanced budget. Such a balance could easily be achieved by cutting spending—surprising as it may be, no cuts have been made yet—to the level of revenue received by the government.

But beyond that, there should be massive cuts in both spending and taxes, something on the order of what President Truman did following World War II, when 75 percent of the federal budget was eliminated over a period of three years. Honest money and limited government are equally necessary in order to end our present economic crisis.

As part of this budget reform, the government should eventually be required to make all its payments in gold or in gold denominated accounts. No longer would it be able to spend “money” created out of thin air by the Federal Reserve.

Taxation

In order to make such gold payments, the government should begin accepting gold as payment for all taxes, duties, and dues. As a tax collector, the government must specify in what form taxes may be paid (or must be paid), and it should specify that taxes must be paid in either gold or silver coins or certificates. Such an action should occur, of course, as one of the last actions in moving toward a sound monetary system. All of the other reforms discussed here should be accomplished first. Such a requirement to pay taxes in gold or silver would yield the necessary flow to put the government on the gold standard and allow it to make all payments in gold.

But long before this is achieved, since gold is money, there should be no taxation of any sort on either gold coins or bullion. The Commission has judged rightly in recommending that capital gains and sales taxes be eliminated from the new American coinage. We would go further, in the interest of monetary freedom, and urge that all taxation of whatever sort be eliminated on all gold and silver coins and bullion. That would mean the elimination of not only capital gains and sales taxes, but also the discriminatory treatment of gold coins in Individual Retirement Accounts, for example. Persons saving for their retirement should be free to keep their savings in gold coins without incurring a penalty. One reform that might be accomplished immediately would be to direct the Internal Revenue Service to accept all U.S. money at face value for both the assessment and collection of taxes. At the present time, the IRS accepts pre-1965 silver coins at face value in the collection of taxes, but at market value in the assessment of taxes. This policy is grossly unfair, has no basis in law, and should be corrected immediately.

Regulations

Together with monetary, tax, and budget reforms, a comprehensive plan for a gold standard and monetary freedom requires several improvements in our present regulatory structure.

For example, mining regulations, which make it difficult and expensive to open or operate gold and silver mines, would have to be eliminated. All regulations on the export, import, melting, minting, and hoarding of gold coins would also have to be repealed.

But the major reforms needed are in our banking laws. Under present law, there is no free entry into the banking industry; it is largely cartelized by the Federal Reserve and other federal and state regulatory agencies. Deregulation of banking, including free entry by simply filing the legal documents with the proper government clerk, is a must for monetary freedom. All discretion on the part of the regulators must be ended.

At the same time, there would need to be stricter enforcement of the constitutional prohibition against states “emitting bills of credit.” It must be clearly recognized that the states, neither directly nor indirectly through their creatures, state chartered banks, may get into the paper money business.

A Constitutional Amendment

Although we believe that there is actually nothing in the Constitution that legitimizes our present banking and monetary arrangements, the present system has been with us for so long that a constitutional amendment is probably needed to reaffirm what the Constitution says.

We propose that the following language become Article 27 to the Constitution:


	Neither Congress nor any state shall make anything a tender in payment of private debts, nor shall they charter any bank or note-issuing institution, and states shall make only gold and silver coins as tender in payment of public taxes, duties, and dues.



An International Agreement

While the achievement of monetary freedom can be accomplished without any international conferences or agreements, there is no need to spurn such conferences should they be requested by other nations, or should they be thought advisable simply as a way of informing other nations of our plans. Were we to adopt the proposals outlined in this Report, the dollar would once again become as good as gold, and paper currencies would fall in value against it on the international exchanges. In that case, one would expect other nations to define their currencies also as weights of gold, simply out of self-defense. Were that to happen, we would see the end of the worldwide inflation that has plagued us since 1971. Fixed exchange rates—though not fixed by any international agreement—would also result, simply because currencies would be defined as weights of gold.

Thus, the wholly domestic reforms suggested here would have worldwide repercussions, international effects that would solve one of our most troubling problems: worldwide inflation and the breakdown of world trade.

The Transition to Gold

The transition from the present monetary system to a sound system will probably not be painless, as some have suggested. Whenever the increase in the supply of money slows, there are always recessions. They are the inevitable consequences of the previous inflationary boom. The present system, relying as it does on the political creation of new purchasing power rather than the economic creation of such power, has distorted and disrupted the pattern of economic activity that would result were the markets for goods and money allowed to function freely. In any transition to a sound monetary system there will, of necessity, have to be readjustments made in various sectors of the economy. Such readjustments will temporarily hurt certain individuals and enterprises. The alternative, of course, is to continue with our present system and destroy the entire economy with the evils of hyperinflation and depression. It is our conclusion that the temporary economic hazards of the transition to a gold standard are far less significant than those posed by a continued attempt to make the paper system work.

We have a precedent for a return to gold in the 19th century. During the Civil War, the Union had issued United States notes that were not redeemable in gold. In that respect, they were somewhat similar to the Federal Reserve notes that circulate today. A major difference between the experience following the Civil War and our situation today is, of course, that the U.S. gold coinage continued to circulate during and after the war. Today, such coins have been removed from circulation by law, and they must be restored to circulation by law. That is essentially the recommendation of the Commission, a recommendation that we fully support. Such an action will facilitate the transition to a full gold coin standard. Once it is achieved, the transition to a full gold standard could be done as simply as during the 19th century, with the economic consequences roughly the same.

We must now discuss the transition effect—not the long-term effects—of monetary reform on various sectors of the economy. We have selected six sectors for brevity’s sake: real estate, agriculture, heavy industry, small business, exports, and banking. Let us begin with real estate.

Transition Effects on the Real Estate Sector

The concern of many people with monetary reform is that it will affect them or their businesses adversely. They would prefer to continue with the present system, hoping that it will not collapse, rather than seeking to correct it through fundamental change. In this attitude, they are similar to the patient with an abdominal pain who refuses to be examined by a doctor, hoping that the discomfort will cease or at least not worsen. When his appendix bursts, however, the patient realizes that he would have been much better off to have the needed examination and surgery in time. At least the surgery—the timely correction of the problem—would not have threatened his life.

How will a transition to gold affect the real estate market? It is important to realize that there is no single real estate market, but several. The commercial market is quite different from the residential, for example. Within the residential, the single-family housing market is quite different from the rental housing market. While there may be factors that affect all markets, it is necessary to realize that the various markets will be affected differently by the same factors, and also by different factors.

During the last 10 years of paper inflation, real estate of all sorts has become both an inflation hedge and a haven against exorbitant taxation. In a transition to gold, there will be falling inflationary expectations, and, if our recommendations are pursued, lower taxes. Both these effects will gradually eliminate the desire to use real estate as a shield against inflation and taxation. The result generally will be falling prices for real estate of all kinds, as people shift from protecting their capital in real estate to more productive enterprises. It is likely the paper values of both residential and commercial properties will fall during the transition to a sound money system.

This in turn would have several effects. First, as residential prices fall, more young couples who cannot afford a house at the present time would be able to purchase. More houses—but at lower prices—would be sold during each year of the transition to gold. For state and local governments this would mean an expanding property tax base, but it would also offer some relief to the badgered homeowners who have seen their property taxes skyrocket because of inflated housing prices. The passage of Proposition 13 in California in 1978 was a result of this property tax rise. With a transition to gold, homeowners across the whole nation, not just California, would be afforded some tax relief.

Lower home prices will eventually translate into a booming market for both single-family and rental units, spurring new construction. Lower prices would also affect all forms of commercial property, allowing more economical expansion of the business use of property.

Along with lower prices, there will be lower interest rates. Market interest rates are ordinarily divided into three components by economists: originary interest, the risk premium, and the inflation premium. As the transition toward gold is accomplished, the inflation premium would gradually disappear, as the people’s confidence in money was restored. It is also probable that both the risk and originary components would decrease, although not nearly so much as the inflation component, for people will once again begin to plan for longer than 12 months into the future. And as the size of government shrinks, the risk premium will also shrink. One great area of risk and uncertainty—actions by federal bureaucrats and regulators—will be eliminated.

Falling interest rates would also encourage greater activity in all real estate markets. The result would be greater access by first-time owners—younger couples and small businessmen.

Transition Effect on Agriculture

Closely related to real estate is agriculture. Speculation in real estate in the past 10 years—speculation resulting from inflation and taxation by the government—has caused the price of prime farmland to be bid up to levels higher than prevailed 10 years ago. One serious consequence of this has been the almost total inability of new, small farmers to buy farms, and of older small farmers to retain farms. High land values, while giving many farmers paper wealth, have raised property taxes exorbitantly, and have forced more and more small farmers to sell out to larger competitors. The result has been the growth of agribusiness and euthanasia of the family farmer.

During the transition to a gold system, interest rates and land values would both fall, the former primarily because of lower inflation expectations, the latter primarily because there would be far less demand for land as an inflation hedge.

A parallel may be found in the 19th century. From 1880 to 1890, immediately after the return to the gold standard, the number of farms in the U.S. increased by over 500,000, the number of acres on these farms by almost 90 million, farm productivity by 10 percent, and the value of farm output by over $800 million.

During this time, however, farm commodity prices were falling, an effect of the transition to gold that many fear. But wholesale prices for the goods farmers used were falling as well, faster than were prices for the goods they produced. The real income of farmers—and of all workers—was actually rising during this period, unlike, for example, the past 10 years. The transition to a sound monetary system, while it may adversely affect a few farmers and real estate holders, will enormously benefit most, and will allow more entry into farming.

Transition Effects on Heavy Industry

One of the prime benefits of sound money and small government is the low long-term interest rates that prevail in such an environment. During the 19th century it was common for 100-year bonds to be offered and sold at 4 percent and 5 percent, and even for bonds in perpetuity to be sold at those rates. Today, after a decade of paper money, longterm means three years, and the prime rate is 16¼ percent. Transition to a gold system will include a fall in interest rates from their present historically unprecedented levels to levels approximating those of the late 19th and early 20th centuries. For the decade 1880-1889, three-tosix-month commercial paper averaged 5.14 percent. Call money averaged 3.98 percent. Railroad bond yields averaged 4.43 percent in 1889.

Such rates will once again allow heavy industry to expand, perhaps even matching the unsurpassed real growth for the economy in the decade 1879–1889. The recent concern about the revitalization of America, or the “reindustrialization of America” is a genuine and legitimate concern. What is important to realize, however, is that it is the paper money, high tax, and regulatory policies of the government that have impeded long-term planning and capital investment. Anyone who expresses concern about the industrial strength of America and advocates a continuation of the policies that have caused the present recession/depression has not yet learned elementary economics.

Some heavy industries that have been “protected” by government action may suffer some setbacks when that “protection” is removed. However, if regulatory burdens and subsidies are eliminated in an evenhanded fashion during the transition, those industries, as well as others, should quickly enjoy rapid growth.

Further, there will be a desire of investors, now concerned about sheltering their capital in the unproductive areas of real estate, collectibles, and gold coins, to invest in productive enterprises. There would be a market shift of investment from such “speculative” areas to indus- try.

Transition Effects on Small Business

The shift of capital investment from the more “speculative” areas to the more productive will directly affect small business. The stock market would come to life, perhaps even making up for the horrendous losses in constant dollars it has suffered since 1965. Business investment would skyrocket, and a great deal of this investment would flow to smaller businesses. As with real estate and farming, it would be the newcomer—the young couple buying a house, the young farmer, and the small businessman—who would benefit most during the transition to economic and monetary freedom.

Small businesses would no longer be crushed by large corporations and bloated government absorbing all the capital in the capital markets. Funds would flow to establish new enterprises rather than being invested in Treasury securities at 14 percent or 15 percent. A gold system would see the gradual elimination of “hot money”—a phenomenon that did not exist before the formation of the Federal Reserve in 1914—racing from investment to investment as interest rates fluctuated.

The growth in small business would, of course, mean the creation of new jobs. The unemployment that is an inevitable product of a paper money system—after all, John Maynard Keynes liked the system because it was a device to cheat the workers—would be eliminated and fall to the frictional rate, perhaps two percent or three percent.

The transition to freedom would also mean the gradual elimination of the “underground economy,” since the reasons for its existence, high taxes and inflation, would disappear. Such illegal economic activities would once again become part of the official economy. The elaborate bartering systems that have evolved in the past 10 years would be ended. It is ironic that opponents of gold deride transactions made in gold as a form of barter, for it is precisely the high-tax, paper-money system that encourages barter as a way to avoid both taxation and inflation.

Transition Effects on Exports

To understand the effects of the reforms we recommend on export industries, it is necessary to keep two more fundamental effects of the transition in mind: No more general price increases will occur, and interest rates will actually fall by at least 50 percent. Price stability in all products, including those for export, will open up greater overseas markets for U.S. goods. On the other hand, the present complicated system of export subsidies—such as guaranteed loans and direct loans—will come to an end during the transition to freedom, and those companies (and banks) that benefitted from such sweetheart deals with the government will have to make it on their own or fail.

The government’s policies for the past 10 years and longer have diverted a great deal of capital, that should and would have been invested in the U.S., to foreign nations. This misdirected investment would be corrected during transition, as foreign aid programs were phased out, the Export-Import Bank eliminated, and the various other government programs that have put us in a very precarious position are terminated.

In the long run, of course, exports are not a worry. No one worries about the balance of trade or the balance of payments between Texas and California or New Jersey and New York. With the end of a paper system, with its chaotic exchange rates, some semblance of order will return to the world economy. The exporting of inflation will be gradually eliminated, and rather than moving toward protectionism and isolationism, the international economy will gradually open up to further investment and trade.

Export industries may be the most affected of all industries during a transition to a sound money system, but that is only because they have been so heavily subsidized by a government that has had to print the paper to subsidize them. In the long run, such industries also will benefit from a return to freedom.

Transition Effects on Banking

The last of the six sectors is perhaps the one that will be most adversely (in the short run) affected by the reforms we propose. To understand why this is so, one must understand the cartellization of the financial industries in the 1930s, accomplished primarily by the McFadden Act and the Glass-Steagall Act. The breakdown of this cartel has already begun, as a result of the high interest rates now prevailing, and it will proceed whether the reforms here suggested are adopted or not. The only question is whether a new cartel or whether freedom will be allowed to flourish.

The McFadden Act, among other things, forbade interstate branching. Chase Manhattan could open a branch in Moscow, for example, but not in Minneapolis. This resulted in a great deal of interest in overseas loans, with a tremendous diversion of capital from domestic to foreign investment. The Glass-Steagall Act, among other things, erected a wall of separation between banking and commercial enterprises, a wall that now more resembles a Swiss cheese. But such a separation, combined with other restrictions on free entry, enhanced the privilege and profitability of banks.

The reforms we advocate include free entry into banking. Anyone would be permitted to open a bank and issue 100 percent redeemable notes simply upon filing the legal documents with the county (or state or federal) clerk. Such free entry will result in greater competition in the banking industry, and lower margins of profit. Not only would the competition benefit consumers financially, more and more services would also be offered. Thus if Anytown Savings and Loan wished to give away toasters for new deposits, the Depository Institutions Deregulation Committee could not stop them from doing so. And if their neighbors, Anytown Credit Union, wished to offer electronic funds transfer and free travelers checks, no regulator would prevent that from happening.

But there are further effects that would become apparent during transition to a gold system. As interest rates fell, the current crisis among financial institutions would be alleviated. Unless such a transition begins quickly, we can expect to see the most massive failure of depository institutions in our history. A movement toward sound money, while opening up all financial institutions to the sort of competition they should have faced all along, will, at the same time, relieve some of the pressure on the most critical of these institutions. The alternative, of course, is massive government bailouts costing tens—perhaps hundreds—of billions of dollars.

Conclusion

We have selected these six sectors of the economy as bases for discussing what effects a transition to monetary freedom will have on the economy. While the results have not been uniformly optimistic, it is clear that the major effects of stable prices and falling interest rates will open all sectors up to newcomers: new farmers, new homeowners, new small businessmen, and new bankers. Those companies that have been subsidized by the government will suffer most from a movement toward freedom. Those that have profited from the misdirection of capital investment by the government will also suffer. A “gold standard recession,” however, would be quite different from a paper money recession, such as we are now suffering. Were the government to refuse to interfere with the adjustment process, the recession would be over very rapidly, as we saw in the last “free market recession” of 1921.1 And while the recession would be short, it would also not be sharp. There would undoubtedly be a tremendous outpouring of new savings and investments in response to the new confidence in honest money and the realization that inflation was a thing of the past. The transition to a gold system will bring increasing prosperity, real growth, lower unemployment, higher real wages, and greater capital investment. The transition to freedom, in short, is the only way out of the economic crisis we are now in.

                         

1See Benjamin M. Anderson, “The Road Back to Full Employment,” in P. Homan and F. Machlup, eds., Financing American Prosperity (New York: Twentieth Century Fund, 1945), pp.25-28.



VII. The Next 10 Years

The transition to gold, as we have outlined it in chapter six, should be accomplished in no more than three years, with any resulting recession lasting about a year. The following 10 years should be ones of prosperity, high real economic growth, and low levels of unemployment. Inflation and the business cycle would be things of the past, as a genuine free banking system would eliminate the possibility of national inflations and contractions. Interest rates would fall to the “normal” interest rates that prevailed for centuries before our national and international experiment with paper money.

Confidence in the monetary unit—the gold dollar—would elicit enormous savings and investments. Prices could be expected to fall gently, resulting in large real wage increases for all workers. In short, the next 10 years with gold would be similar to the prosperity, full employment, and rapid economic growth this nation experienced in the last third of the 19th century. If anyone would like to know what the next 10 years with a gold standard and monetary freedom would be like, he can get a pretty good idea from studying the American economy in the last portion of the last century.

In their Monetary History of the United States, Friedman and Schwartz write:


	Both the earlier [1879–1897] and the later [1897–1914] periods were characterized by rapid economic growth. The two final decades of the nineteenth century saw a growth of population of over 2 percent per year, rapid extension of the railway network, essential completion of continental settlement, and an extraordinary increase both in the acreage of land in farms and the output of farm products. The number of farms rose by nearly 50 percent, and the total value of farm lands and buildings by over 60 percent—despite the price decline. Yet at the same time, manufacturing industries were growing even more rapidly, and the Census of 1890 was the first in which the net value added by manufacturing exceeded the value of agricultural output. A feverish boom in western land swept the country during the eighties. “The highest decadal rate [of growth of real reproducible tangible wealth per head from 1805 to 1950] for periods of about ten years was apparently reached in the eighties with approximately 3.8 percent.” ...[G]enerally declining [at 1 percent per year] or generally rising [at 2 percent per year] prices had little impact on the rate of growth, but the period of great monetary uncertainty in the early nineties produced sharp deviations from the longer-term trend.1



It was the return of the United States to the gold standard in 1879 that stimulated this real economic growth, and it was the “monetary uncertainty in the early nineties” that slowed and almost stopped that growth. Today it is once again “monetary uncertainty” that has brought us to our present crisis.

The pre-1914 gold standard was invented by no one. More important, it was also managed by no one. Modern economists too often look upon the classical gold standard and attribute its success to the Bank of England’s ability to follow the “rules of the game.” But in fact the system worked to the extent the authorities let it work. Of course, there had to exist an environment where governments kept their promises to define and redeem their currencies in a specific weight of gold, and would allow gold to be traded freely. But to call their success in doing this managing gold is to play with language. Gold can manage itself if governments do not hinder it.

The best of all worlds would be to have Bank and State separated the way Church and State are. That is what we propose. For a gold standard still coupled with government monopoly on note issue would only be as sound as the promise of the government to redeem their notes.

In the classical gold standard before 1914, promises made by governments were kept. Everyone expected that they would be. And not only the promises of governments to their citizens, but to other governments. Those governments who broke faith with other governments were treated as pariahs. Treaties were taken seriously.

If it is too much to expect that governments will always be honest, at least we can improve matters whereby governments are condemned and punished for breaking promises. If the government debases its paper money, there ought to be alternatives that people can use for exchange.

The contrast is stark between a regime of money regulated by the marketplace and our system manipulated by politicians. John Maynard Keynes rhapsodized on the world before 1914 in The Economic Consequences of the Peace:


	What an extraordinary episode in the economic progress of man that age was which came to an end in August, 1914! The greater part of the population, it is true, worked hard and lived at a low standard of comfort, yet were, to all appearances, reasonably contented with this lot. But escape was possible, for any man of capacity or character at all exceeding the average, into the middle and upper classes, for whom life offered, at a low cost and with the least trouble, conveniences, comforts, and amenities beyond the compass of the richest and most powerful monarchs of other ages. The inhabitant of London could order by telephone, sipping his morning tea in bed, the various products of the whole earth, in such quantity as he might see fit, and reasonably expect their early delivery upon his doorstep; he could at the same moment and by the same means adventure his wealth in the natural resources and new enterprises of any quarter of the world, and share, without exertion or even trouble, in their prospective fruits and advantages; or he could decide to couple the security of his fortunes with the good faith of the townspeople of any substantial municipality in any continent that fancy or information might recommend. He could secure forthwith, if he wished it, cheap and comfortable means of transit to any country or climate without passport or other formality, could despatch his servant to the neighboring office of a bank for such supply of the precious metals as might seem convenient, and could then proceed abroad to foreign quarters, without knowledge of their religion, language, or customs, bearing coined wealth upon his person, and would consider himself greatly aggrieved and much surprised at the least interference. But, most important of all, he regarded this state of affairs as normal, certain, and permanent, except in the direction of further improvement, and any deviation from it as aberrant, scandalous, and avoidable. The projects and politics of militarism and imperialism, of racial and cultural rivalries, of monopolies, restrictions, and exclusion, which were to play the serpent to this paradise, were little more than the amusements of his daily newspaper, and appeared to exercise almost no influence at all on the ordinary course of social and economic life, the internationalization of which was nearly complete in practice.2



The next 10 years with gold hold great promise. But to realize that promise, Congress must act quickly to clear the legal underbrush and obstacles out of the way of free men. Their failure to do so will result in a totally unnecessary and totally avoidable tragedy.

10 Years without Gold

Since 1971, America’s monetary unit has been both undefined and undefinable. The meaning of the term “dollar” has changed from yearto-year, month-to-month, even day-to-day. The economic consequences of this irrationality are clear; there is no need to review them again. The question we must attempt to answer in this concluding section is, quite simply, what will happen if the American people are forced to endure another decade without gold and monetary freedom? What is likely to occur should Congress fail to act on the recommendations we have made in chapters five and six?

Without a gold standard, and continuing roughly with the present system, we can expect more of the same—except worse. For every year, as inflationary expectations become more and more imbedded, we can expect the central “core” rates of both inflation and unemployment to rise. We should never forget that Richard Nixon imposed pricewage controls in 1971 because the government was panicking at a 4.5 percent per annum rate of inflation. In 1982, we would consider returning to this rate tantamount to reaching the state of nirvana. The prime interest rate in July 1971 was 6 percent. Each year we get accustomed to more and more inflation, so that now any inflation rate below 10 percent (“double digit”) is considered a virtual end to inflation. Should Congress not adopt the recommendations outlined above, we can expect core inflation rates to rise over the next decade, and at an accelerated rate—so that 10 years from now we can expect cheering in the media when the inflation rate falls below 50 percent. As inflation deepens and accelerates, inflationary expectations will intensify, and prices will begin to spurt ahead faster than the money supply.

It will be at that point that a fateful decision will be made—the same that was made by Rudolf Havenstein and the German Reichsbank in the early 1920s: whether to stop or greatly slow down the inflation, or whether to yield to public outcries of a “shortage of money” and a “liquidity crunch” (as business called it in the mini-recession of 1966).

In the latter case, the central bank will promise business or the public that it will issue enough money supply to “catch up” with prices.3 When that fateful event occurs, as it did in Germany in the early 1920s, prices and money could spiral upward to infinity and it could cost $10 billion to buy a loaf of bread. America could experience the veritable holocaust of runaway inflation, a cataclysm which would make the Depression of the 1930s—let alone an ordinary recession—seem like a tea party.

That this horror can happen here can be seen in the reaction to the first peacetime double-digit inflation (1973-1974) by the former Chairman of the Council of Economic Advisers, Walter Heller. Writing in the Federal Reserve Bank of Philadelphia Review in 1974, Heller pointed out that in the past year, prices had risen faster than the money supply, and that therefore [sic] an increase in the money supply could not be a cause of the inflation. On the contrary, opined Dr. Heller, it was the duty of the Federal Reserve to increase the money supply fast enough so that the real money stock (M corrected for price changes) would return to pre-1973 highs. In short, while using modern jargon, Heller said exactly the same thing as Rudolf Havenstein had said a half century earlier: that the authorities must increase the money supply fast enough to catch up with the prices. That way lies disaster, and who of us is to say that the United States, at some point in the next 10 years without gold, will not take the very same course?

Heller’s claim that the money supply growth did not cause the price inflation is an example of many current economists’ befuddlement over money. In a similar way we saw the coining of a new word in the 1974- 75 recession: “stagflation,” to describe the event of rising prices in a business slump. This appeared mysterious to the conventional economists, yet was predicted by the hard-money, free-market economists. Depreciating a currency through monetary inflation always brings escalating prices with recessions in the latter stages of a currency destruction. In the early stages of a currency destruction, recession may well slow the increase in prices, but that is only because not too many people have caught on to the monetary policies of the government. As the inflation progresses, more and more people catch on.

There now is consternation among orthodox economists over persistently high interest rates in the midst of a severe recession—a very bad monetary and financial signal. Conventional economists remain baffled over the modest price inflation currently associated with record high “real” interest rates, exclaiming they are “higher than they should be.” This confusion comes from ignoring the fact that computer calculations of the money supply cannot project interest rates accurately. It fails to address the subject of trust in and the quality of money. Interest rates are set in the market, taking into consideration money’s quality, anticipated future government monetary policy, and trust in the officials, in addition to immediate short-term changes in the supply and demand for money and credit.

Precise price correlation (to money supply increases), stagflation, and high interest rates are all understood and anticipated by the advocates of sound money who emphasize the importance of the quality of money as well as its quantity.

In short, if we continue to stay on the course of fiat money, facing America at the end of the road is the stark horror—the holocaust—of runaway inflation. Such an inflation would wipe out savings, pensions, thrift instruments of all kinds; it would eliminate economic calculation; and it would destroy the middle and poorer classes. In America, hyperinflation will not be the relatively “moderate,” steady 100 percent per year or so that Israel or that many countries in Latin America have experienced. For in these small countries, particularly in Latin America, the currency becomes only hand-to-hand cash; all investments move to the U.S. and the dollar. The United States would not be so fortunate.

America, in sum, must choose, and the choice is a vital one. In three years, perhaps sooner if necessary, another Gold Commission should be established to make more recommendations to the Congress. At that time, the choice will be perfectly clear to all, even to those now opposed to gold. Either we must move to the gold, standard and monetary freedom, with long-run stability of prices and business, rapid economic growth and prosperity, and the maintenance of a sound currency for every American; or we will continue with irredeemable paper, with accelerating core rates of inflation and unemployment, the punishment of thrift, and eventually the horror of runaway inflation and the total destruction of the dollar. The failure of irredeemable money nostrums is becoming increasingly evident to everyone-even to the economists and politicians. Congress must have the courage to move forward to a modern gold standard.

                         

1Milton Friedman and Anna J. Schwartz, Monetary History (Princeton: Princeton University Press, 1963), pp. 92-93.

2John Maynard Keynes, The Economic Consequences of the Peace (New York: St. Martin’s Press, 1919), pp. 10-12.

3See Fritz K. Ringer, ed. German Inflation of 1923 (New York: Offshore University Press, 1969), p. 96.
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