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Who is John Galt? 

In 1966, Alan Greenspan wrote an essay called “Gold and Economic Freedom” and concluded it with the following 
summary (the entire piece may be found at the end of this letter): 

“Stripped of its academic jargon, the welfare state is nothing more than a mechanism by which governments 
confiscate the wealth of the productive members of a society to support a wide variety of welfare schemes. A 
substantial part of the confiscation is effected by taxation. But the welfare statists were quick to recognize that if 
they wished to retain political power, the amount of taxation had to be limited and they had to resort to 
programs of massive deficit spending, i.e., they had to borrow money, by issuing government bonds, to finance 
welfare expenditures on a large scale. 

In the absence of the gold standard, there is no way to protect savings from confiscation through inflation. There 
is no safe store of value. If there were, the government would have to make its holding illegal, as was done in the 
case of gold (Ed. - as was done in April 1933). If everyone decided, for example, to convert all his bank deposits to 
silver or copper or any other good, and thereafter declined to accept checks as payment for goods, bank deposits 
would lose their purchasing power and government-created bank credit would be worthless as a claim on goods. 
The financial policy of the welfare state requires that there be no way for the owners of wealth to protect 
themselves. 

This is the shabby secret of the welfare statists' tirades against gold. Deficit spending is simply a scheme for the 
confiscation of wealth. Gold stands in the way of this insidious process. It stands as a protector of property rights. 
If one grasps this, one has no difficulty in understanding the statists' antagonism toward the gold standard.”1

Last month, the same Alan Greenspan said the following in a speech before the Council on Foreign Relations: 

 

 
"Fiat money has no place to go but gold. If all currencies are moving up or down together, the question is: 
relative to what? Gold is the canary in the coal mine. It signals problems with respect to currency markets. 
Central banks should pay attention to it."2

 
 

As Greenspan shows, gold’s relevance then and now cannot be overstated. Gold is the sovereign global currency 
that calls into question the policies, motives and institutional capacity of policy makers overseeing discrete 
economies with multiple objectives. Unlike paper money contrived and promoted by fiat, gold is no one’s liability. It 
does not rely on fallacious confidence in ever expanding credit when logic demands otherwise. The world’s most 
sophisticated thinkers are beginning to conclude that Keynesianism itself is the “barbarous relic”.  

                                                       
1 Alan Greenspan; Gold and Economic Freedom; The Objectivist, 1966; Capitalism: The Unknown Ideal, 1967; Ayn Rand 
2 Alan Greenspan in a speech to the Council on Foreign Relations, September 15, 2010 
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Under Fed Chairman Alan Greenspan, the US banking system expanded overnight borrowing over 10% for ten 
straight years (M3), which promoted longer-term debt throughout the broader economy. To compete, other 
established global economies were forced to lever their economies too through money printing and credit 
extension. By 2007 Western economies had become so levered that the system broke, as it had to. Objective 
analysts should not expect an orderly unwinding of broad-based consumer credit.  
 
By allowing politicians to spend so they could be as short-term popular as they wished, and by permitting banks to 
lend so they could be fabulously profitable at our risk, the Maestro almost single-handedly transferred wealth from 
the factors of US production to the nation’s financiers, and in so doing provided the rope now hanging his “welfare 
state”. It seems Alan Greenspan fancied himself John Galt, the famous Libertarian hero from his friend Ayn Rand’s 
“Atlas Shrugged”. Quite Schumpeterian, indeed.  
 

The Fog Clears and the End Game Appears 
 
Gold continues its secular bull market as policy makers continue their rotating currency devaluations. Such trends 
are signaling the end to a thirty-nine year global monetary system and attempts by its beneficiaries to sustain it. 
They will lose.   
 
Over the last four years we have discussed the inevitability that a new global monetary regime would arise. At first 
we raised what was then a radical notion as a “possibility”. Gradually we moved further down the line as conditions 
warranted, now handicapping the odds of a new monetary order as “highly likely”. The pendulum has begun to 
swing away from a system designed around producing and distributing notional credit towards a system of hard 
or harder money that flows more efficiently to global resources and factors of production.    
 
We believe Western economies cannot climb out of their debt traps through natural economic means. Low levels of 
capital formation and high levels of consumption, which are pressuring output and employment lower, must be 
addressed by policy makers or else global economic conditions will continue to deteriorate. We have asserted that 
the only way such pressures can be relieved is for economies to de-lever – either through painful natural forces or 

US M3 

Sources: St. Louis Fed; QBAMCO 

During Alan Greenspan's tenure as Fed 
Chairman, M3, which was the only 
monetary aggregate that included 
overnight repurchase agreements among 
banks, grew over 190% (10.7% annually). 
US output grew 185% over the same 
period. The growth in GDP was conjured 
through overnight financing and then 
term-funded. Longer-term debt remains.  
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through less painful (and more politically expedient) monetary base inflation (central bank balance sheet expansion 
or, in the popular vernacular, quantitative easing).  
 
We have further argued that the Fed, as the central bank overseeing the benchmark global currency, would 
ultimately be forced by the markets and politicians to devalue the US dollar versus gold. After a slight refinement in 
our thinking, we believe we know what policy makers will ultimately do to reset currency values.  
 
As you may recall, we developed a Shadow Gold Price (SGP) a few years ago that borrows from the Bretton Woods 
formula for valuing money in a gold-exchange regime (i.e. the fixed value of a currency equals its outstanding 
monetary base divided by official gold holdings). Under this formula the exchange rate of the US dollar to an ounce 
of gold would be about $8,250 presently, a figure that reflects the amount of monetary base inflation already 
engineered by the Fed. (The US monetary base approximated $2.15 trillion in September and reported official US 
gold holdings have remained relatively constant at about 8,133.5 metric tons or about 261.5 million ounces.) We 
approached the SGP from another angle last month and came away with a policy action we believe the markets will 
begin to discount.  
 
The Fed’s September 24 balance sheet reported the value of its “Gold Certificate Account” to be worth $11.037 
billion, a figure that implies the Fed has claims on the US Treasury’s entire stock of gold and that it is carrying those 
claims on its balance sheet at Treasury’s official gold price -- $42.22/oz ($11.037 billion divided by 261.5 million 
ounces).3

 
  

Upon reflection we concluded that this particular line-item has significant ramifications for the “solvency” of the 
Fed’s balance sheet: The Fed has the freedom to unilaterally redefine monetary terms. It can claim gold from the 
Treasury with which to reconcile past monetary base inflation and it can fully-reserve dollar-denominated debt 
merely by re-pricing the gold on its balance sheet.  
 
This matters. The Fed cannot go bankrupt despite whatever dubious debt it assumes on its balance sheet (such as 
toxic mortgages). Further, it can revalue gold higher in US dollar terms to adjust for bad debt within the banking 
system – even if all of it were re-marked to zero. With the Gold Certificate Account, the potential aggregate value of 
the Fed’s assets is sufficient to pare-off against all systemic dollar-denominated debt. The Fed may unilaterally de-
lever the US economy and re-gain control of global monetary policy anytime it wishes.  
 
In light of this there are three key issues to consider. First, the mere revaluation of gold on the Fed’s balance sheet 
would not be inflationary or deflationary because the monetary base would stay constant in nominal terms. The Fed 
could simply re-value gold as an asset on its balance sheet without expanding or contracting the money stock (the 
notional value of its liabilities). Second, were the Fed to revalue its Gold Certificate Account to about $8250/oz, it 
would establish a sustainable gold/dollar exchange value that the Fed would be able to manage. Third, there is no 
mechanism to constrain the price that the Fed may choose to devalue the dollar to gold (only a market-based 
constraint). 
 
We expect that at some point the Fed will devalue the dollar vis-à-vis gold and then begin conducting open 
market operations that targets a dollar/gold exchange ratio. This is not a radical notion; in fact it would be a 
return in large measure to the pre-1971 global monetary system. The act of targeting a dollar/gold exchange ratio 
would literally be a monetary authority conducting monetary policy again, whereas targeting overnight interest 
rates over the last generation has, in reality, been tantamount to a banking regulator conducting very easy 
unreserved credit creation policy.  
 

                                                       
3 Federal Reserve Bank; H.4.1 Release—Factors Affecting Reserve Balances; September 24, 2010: 
http://www.federalreserve.gov/releases/h41/current/  
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Should the Fed wish to stimulate the economy under a dollar/gold-exchange system, it would enter the market as a 
net buyer of gold, thereby expanding the monetary base. Or, it could restrict growth by selling its gold. Each ounce 
purchased from the Fed would expand the monetary base by $8250 and vice versa. Holders of gold at that point 
would presumably be wealth preservationists (i.e. savers). Alternatively, holders of gold at today’s nominal valuation 
around $1,300/oz would clearly receive an unencumbered windfall in purchasing power (and are thus investors).  
 
The markets seem to have begun to discount such an eventuality as it becomes more obvious that the economic 
efficacy of targeting interest rates has been severely compromised. The global financial system yearns for more 
cash, not more credit. 
 
The following points about gold should be considered within the context of global monetary changes:  

 
• Gold is discounting and predicting necessary and ongoing financial system deleveraging. It is not predicting 

rising or falling prices per se.  
 

• Gold outperforms “risk” assets during periods of deleveraging. It underperforms during periods of 
expanding leverage. (Under a gold standard, this would be axiomatic.) 
 

• While not nearly as clear under a fiat currency regime, a rising gold price signals deleveraging of the banking 
system via an ongoing and aggressive expansion of the global monetary base.  
 

• Under a fiat currency regime in which central banks are presumed to be lenders of last resort (or monetizers 
of assets if efforts to lend fail via the classic “liquidity trap”), the spectrum of “risk” flows as follows (less 
risky to the left, more risky to the right): Gold  Fiat Currency  Risk Assets 
 

• Gold’s only function is as a currency that competes with dollars, Euros, Yen, etc. Gold has been rising in 
paper money terms for ten years because wealth holders around the world are increasingly seeing it as a 
more stable currency than their local currencies. 
 

• Gold is a more stable currency than paper monies because it is scarcer; annual demand for gold exceeds its 
production, which is not the case with paper money and credit production. 
 

• US “dollars” are actually Federal Reserve Notes, backed since 1971 only by the Treasury’s promise that the 
Fed will manufacture more of them to meet demand.  
 

• Demand for dollars increases not only with increasing demand for goods, services and assets relative to 
their supply, but also with increasing demand for tax payments and repayment of unreserved public and 
private sector debt obligations. 
 

• When the amount of credit outstanding rises in relation to the amount of paper money in which it is 
denominated, more paper money must be manufactured to satisfy such claims. As the gap separating 
outstanding money and credit widens, the production of money that must be manufactured to satisfy those 
claims begins to overwhelm more organic supply/demand functions in the economy. 
 

• Currently, there is at least $70 trillion of dollar-denominated debt on which about $2.2 trillion exists from 
which to repay that debt. So, the demand for quantifiable claims on future money is increasing (i.e. bond 
prices are rising and interest rates are dropping). 
 

• The more pressure on debt to decrease in value (deflate) due to debtors’ growing inability to repay their 
obligations (from having been crowded out of having enough money with which to repay it), the more likely 
the world’s central banks will create new money (inflate) with which to repay it. The alternative would be 
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rising unemployment and contracting economic growth. Thus, we can have debt deflation and monetary 
(base) inflation at the same time. In fact that is precisely what is occurring today. 

 
• After 25 years of a credit build-up, Western economies entered the de-leveraging phase of the economic 

cycle in 2007.  
 

• Systemic deleveraging can occur in two ways: 1) organic nominal debt deleveraging, which wipes out 
lenders (banking system and bond holders) in nominal terms or, 2) central bank administered debt 
deleveraging via the dramatic expansion of money, which wipes out lenders in real terms. Gold’s 
performance is positively correlated to the latter. 
 

• The top priority of US economic policy makers across the political spectrum since 1971 has been to maintain 
the hegemony of the dollar-based global monetary system, which allowed the US to manage global pricing 
and resource distribution. To do this, policy makers have had to marginalize the one competing currency 
capable of displacing it: gold. 

  
 

Staking Claims 
 
We think the 39-year run using the US dollar as a surrogate for gold is in the process of being replaced by natural 
economic forces. Western policy makers cannot control this change and the consequences of this shift on paper-
money denominated savings and asset values should be profound.  
 
Global capital producers and investors are increasingly demonstrating that they prefer their wealth to be stored in 
assets that promise positive real returns (monetary inflation-adjusted). A dollar/gold devaluation, in real terms, 
would redistribute wealth (purchasing power) from non-holders of gold to holders of gold. (Common perceptions 
that gold is merely a “store of value” clearly underestimate the REAL increase in relative wealth to be gained. Gold is 
only a store of value when it is priced efficiently. Our SGP analysis implies that, despite its 10-year bull market to 
date, gold still trades at only 16% of its monetary reserve value.)  
 
It still appears to be early. We think many more investors will commit to gold before all is said and done, and this is 
when the final phase of the precious metal bull market will begin in earnest. Judging by the still very low public 
participation in precious metals markets and related plays to date, (despite all the chatter), Western investors 
remain formally committed to levered financial assets sponsored by levered investors. For now, global wealth and 
encumbered assets posing as wealth have not yet converted to precious metals or finite resources in any meaningful 
way.  
 
Investors thus far have begun to minimize “risk”, as it is generally perceived, by reducing exposure to corporate 
shares and consumable commodities. Ironically they have sought “safe havens” such as cash and bonds. There is risk 
here in real terms. As the Eagles said, “every form of refuge has its price”. Risk is not in the asset -- it’s in the 
currency. 
 

 
Why Good Stock Pickers are having a Tough Time 

  
Stock prices (or any price for that matter) are not absolutes. They are exchange ratios. The numerator of the ratio is 
unit of account (e.g. the US dollar) while the denominator is one share of stock. Thus, it is not only share values 
moving per se but the unit of account in which they are denominated. To isolate the merits of "stock-picking" then, 
one must manage the equivalent of a "long/short" position whereby the value of the unit-of-account is sterilized. 
Fund managers that presume they are investing in a stable currency market are missing most of the game.  
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Profiting from Public Policy Incrementalism 

 
The vast majority of economic policy makers across the political spectrum have been instructed in the Keynesian 
tradition. Like it or not, Keynesianism presupposes that public policy is necessary to quell or promote animal spirits 
by directing capital formation within an economy.  
 
As investors, it is not our place to pass judgment about the merits or failings of policy intervention. However we 
think there are certain indisputable aspects of ongoing government involvement in economies that are predictive 
and thus valuable, chief among them that policy makers must be reactionary.  
 
The human consequences of the need for political consensus-building on economies are real. As our friend Michael 
Panzner recently wrote: 

“’Now that the ‘recovery’ is well underway, a post at the Wall Street Journal's Real-Time Economics blog, 
‘Watching Wal-Mart at Midnight’, suggests that a growing number of Americans are having to cope with an even 
more depressing reality. Bill Simon, CEO of Wal-Mart’s U.S. business, at a Goldman Sachs conference last week, 
on behavior at a Wal-Mart store around midnight at the end of a month: 

‘The paycheck cycle we’ve talked about before remains extreme. It is our responsibility to figure out how to 
sell in that environment, adjusting pack sizes, large pack at sizes the beginning of the month, small pack sizes 
at the end of the month. And to figure out how to deal with what is an ever-increasing amount of transactions 
being paid for with government assistance. 

And you need not go further than one of our stores on midnight at the end of the month. And it’s real 
interesting to watch, about 11 p.m., customers start to come in and shop, fill their grocery basket with basic 
items, baby formula, milk, bread, eggs, and continue to shop and mill about the store until midnight, when 
electronic — government electronic benefits cards get activated and then the checkout starts and occurs. And 
our sales for those first few hours on the first of the month are substantially and significantly higher. 

And if you really think about it, the only reason somebody gets out in the middle of the night and buys baby 
formula is that they need it, and they’ve been waiting for it. Otherwise, we are open 24 hours — come at 5 
a.m., come at 7 a.m., come at 10 a.m. But if you are there at midnight, you are there for a reason.’” 

From an economic perspective, the political class is failing societies -- depending on your politics either by 
intervening too much or by ineffective intervention. All should agree that the level of past intervention is woefully 
inadequate to accomplish Keynesian goals.  
 
US monetary and fiscal policy makers are weighed down by two basic realities: 1) the self-imposed burden of having 
to provide solutions for domestic imbalances while appearing hegemonic to the rest of the world, and 2) the 
political reality that change must come in small doses. These realities provide investors with a sound metric for 
defining market inefficiencies. 
 
Pronouncements emanating directly from policy makers, (or ascribed to them by media fearful of losing access to 
them), should be ignored if they do not square with political realities. We know that policy makers will always 
project an air of control, even when economic cycles, balance sheets and economic incentives are irreparably 
impaired. We think the safest assumption is that politicians and policy makers will continue playing small ball, 
blaming each other and actual economic participants for structural deficiencies. Meanwhile, the gap separating 
economic reality and baseless happy talk will continue to widen and economic and market outcomes will become 
even more predictable.   
 

http://blogs.wsj.com/economics/2010/09/20/watching-walmart-at-midnight/?blog_id=8&post_id=11667�
http://investors.walmartstores.com/phoenix.zhtml?c=112761&p=irol-EventDetails&EventId=3354725�
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A small but growing group of observers are beginning to recognize this gap. Some economists, for example, are 
beginning to view the breakdown in tried and true economic relationships as “disequilibria”. How else could they 
explain progressively easier monetary policies concurrent with stubbornly lethargic output growth and high 
unemployment?  
 
We think the handful of economists that have acknowledged this “disequilibria” and the vast universe of policy 
makers that have not acknowledged it yet are generally unwilling to address the fundamental cause of the 
breakdown: suffocating debt and the need to de-leverage economies.   
 
When viewed through this prism, there are no strict economic disequilibria. There is only proof that past and 
current explanations for economic relationships and public policies have been incomplete. In a nutshell, economic 
orthodoxy in the West no longer solves for incentives that seek to produce capital and sustainable resources. As a 
result, public economic policy does not solve for producing sustainable real economic growth and investors no 
longer solve for obtaining positive real rates of return. 
 
Since 1971 Western economic policy has allowed central banks and their banking systems to create and distribute 
money and credit in limitless amounts so that public and private balance sheets could grow in nominal terms (bigger 
numbers, not more value). The emphasis of economists and policy makers migrated from debating how to optimize 
the efficient allocation of resources to debating how the economy could produce and distribute more money. The 
debt that was created finally came to overwhelm the resources and real factors of production that supported 
Western economies, yet most experts continue to see the light in the tunnel as an exit, not a train.  
 
In a world where there is thirty times more debt than money and bank reserves, the demand for money is sensibly 
growing far faster than the demand for encumbered financial assets (thus, the strong bid for bonds offering defined 
future cash flows).  
 
Policy makers will continue buying debt and manufacturing money to do so. Their QE will lag the demand for money 
because anything else would make them appear to be panicked. Their show of “judiciousness” will not work 
because economies and markets are in a state of disequilibria.  
 
Buying debt with new debt (paper money) will not de-leverage the system. Buying unlevered assets would de-
leverage the system. We think we know what asset they will come around to. 
 
Paul Brodsky       Lee Quaintance 
pbrodsky@qbamco.com            lquaint@qbamco.com 
 

GOLD AND ECONOMIC FREEDOM 

By: Alan Greenspan (1966) 

An almost hysterical antagonism toward the gold standard is one issue which unites statists of all persuasions. They seem to 
sense – perhaps more clearly and subtly than many consistent defenders of laissez-faire – that gold and economic freedom are 
inseparable, that the gold standard is an instrument of laissez-faire and that each implies and requires the other. 

In order to understand the source of their antagonism, it is necessary first to understand the specific role of gold in a free 
society. 

Money is the common denominator of all economic transactions. It is that commodity which serves as a medium of exchange, is 
universally acceptable to all participants in an exchange economy as payment for their goods or services, and can, therefore, be 
used as a standard of market value and as a store of value, i.e., as a means of saving. 

mailto:pbrodsky@qbamco.com�
mailto:lquaint@qbamco.com�
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The existence of such a commodity is a precondition of a division of labor economy. If men did not have some commodity of 
objective value which was generally acceptable as money, they would have to resort to primitive barter or be forced to live on 
self-sufficient farms and forgo the inestimable advantages of specialization. If men had no means to store value, i.e., to save, 
neither long-range planning nor exchange would be possible. 

What medium of exchange will be acceptable to all participants in an economy is not determined arbitrarily. First, the medium 
of exchange should be durable. In a primitive society of meager wealth, wheat might be sufficiently durable to serve as a 
medium, since all exchanges would occur only during and immediately after the harvest, leaving no value-surplus to store. But 
where store-of-value considerations are important, as they are in richer, more civilized societies, the medium of exchange must 
be a durable commodity, usually a metal. A metal is generally chosen because it is homogeneous and divisible: every unit is the 
same as every other and it can be blended or formed in any quantity. Precious jewels, for example, are neither homogeneous 
nor divisible. More important, the commodity chosen as a medium must be a luxury. Human desires for luxuries are unlimited 
and, therefore, luxury goods are always in demand and will always be acceptable. Wheat is a luxury in underfed civilizations, but 
not in a prosperous society. Cigarettes ordinarily would not serve as money, but they did in post-World War II Europe where 
they were considered a luxury. The term "luxury good" implies scarcity and high unit value. Having a high unit value, such a 
good is easily portable; for instance, an ounce of gold is worth a half-ton of pig iron. 

In the early stages of a developing money economy, several media of exchange might be used, since a wide variety of 
commodities would fulfill the foregoing conditions. However, one of the commodities will gradually displace all others, by being 
more widely acceptable. Preferences on what to hold as a store of value will shift to the most widely acceptable commodity, 
which, in turn, will make it still more acceptable. The shift is progressive until that commodity becomes the sole medium of 
exchange. The use of a single medium is highly advantageous for the same reasons that a money economy is superior to a 
barter economy: it makes exchanges possible on an incalculably wider scale. 

Whether the single medium is gold, silver, seashells, cattle, or tobacco is optional, depending on the context and development 
of a given economy. In fact, all have been employed, at various times, as media of exchange. Even in the present century, two 
major commodities, gold and silver, have been used as international media of exchange, with gold becoming the predominant 
one. Gold, having both artistic and functional uses and being relatively scarce, has significant advantages over all other media of 
exchange. Since the beginning of World War I, it has been virtually the sole international standard of exchange. If all goods and 
services were to be paid for in gold, large payments would be difficult to execute and this would tend to limit the extent of a 
society's divisions of labor and specialization. Thus a logical extension of the creation of a medium of exchange is the 
development of a banking system and credit instruments (bank notes and deposits) which act as a substitute for, but are 
convertible into, gold. 

A free banking system based on gold is able to extend credit and thus to create bank notes (currency) and deposits, according to 
the production requirements of the economy. Individual owners of gold are induced, by payments of interest, to deposit their 
gold in a bank (against which they can draw checks). But since it is rarely the case that all depositors want to withdraw all their 
gold at the same time, the banker need keep only a fraction of his total deposits in gold as reserves. This enables the banker to 
loan out more than the amount of his gold deposits (which means that he holds claims to gold rather than gold as security of his 
deposits). But the amount of loans which he can afford to make is not arbitrary: he has to gauge it in relation to his reserves and 
to the status of his investments. 

When banks loan money to finance productive and profitable endeavors, the loans are paid off rapidly and bank credit 
continues to be generally available. But when the business ventures financed by bank credit are less profitable and slow to pay 
off, bankers soon find that their loans outstanding are excessive relative to their gold reserves, and they begin to curtail new 
lending, usually by charging higher interest rates. This tends to restrict the financing of new ventures and requires the existing 
borrowers to improve their profitability before they can obtain credit for further expansion. Thus, under the gold standard, a 
free banking system stands as the protector of an economy's stability and balanced growth. When gold is accepted as the 
medium of exchange by most or all nations, an unhampered free international gold standard serves to foster a world-wide 
division of labor and the broadest international trade. Even though the units of exchange (the dollar, the pound, the franc, etc.) 
differ from country to country, when all are defined in terms of gold the economies of the different countries act as one – so 
long as there are no restraints on trade or on the movement of capital. Credit, interest rates, and prices tend to follow similar 
patterns in all countries. For example, if banks in one country extend credit too liberally, interest rates in that country will tend 
to fall, inducing depositors to shift their gold to higher-interest paying banks in other countries. This will immediately cause a 
shortage of bank reserves in the "easy money" country, inducing tighter credit standards and a return to competitively higher 
interest rates again. 
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A fully free banking system and fully consistent gold standard have not as yet been achieved. But prior to World War I, the 
banking system in the United States (and in most of the world) was based on gold and even though governments intervened 
occasionally, banking was more free than controlled. Periodically, as a result of overly rapid credit expansion, banks became 
loaned up to the limit of their gold reserves, interest rates rose sharply, new credit was cut off, and the economy went into a 
sharp, but short-lived recession. (Compared with the depressions of 1920 and 1932, the pre-World War I business declines were 
mild indeed.) It was limited gold reserves that stopped the unbalanced expansions of business activity, before they could 
develop into the post-World War I type of disaster. The readjustment periods were short and the economies quickly 
reestablished a sound basis to resume expansion. 

But the process of cure was misdiagnosed as the disease: if shortage of bank reserves was causing a business decline – argued 
economic interventionists – why not find a way of supplying increased reserves to the banks so they never need be short! If 
banks can continue to loan money indefinitely – it was claimed – there need never be any slumps in business. And so the 
Federal Reserve System was organized in 1913. It consisted of twelve regional Federal Reserve banks nominally owned by 
private bankers, but in fact government sponsored, controlled, and supported. Credit extended by these banks is in practice 
(though not legally) backed by the taxing power of the federal government. Technically, we remained on the gold standard; 
individuals were still free to own gold, and gold continued to be used as bank reserves. But now, in addition to gold, credit 
extended by the Federal Reserve banks ("paper reserves") could serve as legal tender to pay depositors. 

When business in the United States underwent a mild contraction in 1927, the Federal Reserve created more paper reserves in 
the hope of forestalling any possible bank reserve shortage. More disastrous, however, was the Federal Reserve's attempt to 
assist Great Britain who had been losing gold to us because the Bank of England refused to allow interest rates to rise when 
market forces dictated (it was politically unpalatable). The reasoning of the authorities involved was as follows: if the Federal 
Reserve pumped excessive paper reserves into American banks, interest rates in the United States would fall to a level 
comparable with those in Great Britain; this would act to stop Britain's gold loss and avoid the political embarrassment of 
having to raise interest rates. The "Fed" succeeded; it stopped the gold loss, but it nearly destroyed the economies of the world, 
in the process. The excess credit which the Fed pumped into the economy spilled over into the stock market, triggering a 
fantastic speculative boom. Belatedly, Federal Reserve officials attempted to sop up the excess reserves and finally succeeded in 
braking the boom. But it was too late: by 1929 the speculative imbalances had become so overwhelming that the attempt 
precipitated a sharp retrenching and a consequent demoralizing of business confidence. As a result, the American economy 
collapsed. Great Britain fared even worse, and rather than absorb the full consequences of her previous folly, she abandoned 
the gold standard completely in 1931, tearing asunder what remained of the fabric of confidence and inducing a world-wide 
series of bank failures. The world economies plunged into the Great Depression of the 1930's. 

With a logic reminiscent of a generation earlier, statists argued that the gold standard was largely to blame for the credit 
debacle which led to the Great Depression. If the gold standard had not existed, they argued, Britain's abandonment of gold 
payments in 1931 would not have caused the failure of banks all over the world. (The irony was that since 1913, we had been, 
not on a gold standard, but on what may be termed "a mixed gold standard"; yet it is gold that took the blame.) But the 
opposition to the gold standard in any form – from a growing number of welfare-state advocates – was prompted by a much 
subtler insight: the realization that the gold standard is incompatible with chronic deficit spending (the hallmark of the welfare 
state). Stripped of its academic jargon, the welfare state is nothing more than a mechanism by which governments confiscate 
the wealth of the productive members of a society to support a wide variety of welfare schemes. A substantial part of the 
confiscation is effected by taxation. But the welfare statists were quick to recognize that if they wished to retain political power, 
the amount of taxation had to be limited and they had to resort to programs of massive deficit spending, i.e., they had to 
borrow money, by issuing government bonds, to finance welfare expenditures on a large scale. 

Under a gold standard, the amount of credit that an economy can support is determined by the economy's tangible assets, since 
every credit instrument is ultimately a claim on some tangible asset. But government bonds are not backed by tangible wealth, 
only by the government's promise to pay out of future tax revenues, and cannot easily be absorbed by the financial markets. A 
large volume of new government bonds can be sold to the public only at progressively higher interest rates. Thus, government 
deficit spending under a gold standard is severely limited. The abandonment of the gold standard made it possible for the 
welfare statists to use the banking system as a means to an unlimited expansion of credit. They have created paper reserves in 
the form of government bonds which – through a complex series of steps – the banks accept in place of tangible assets and 
treat as if they were an actual deposit, i.e., as the equivalent of what was formerly a deposit of gold. The holder of a 
government bond or of a bank deposit created by paper reserves believes that he has a valid claim on a real asset. But the fact 
is that there are now more claims outstanding than real assets. The law of supply and demand is not to be conned. As the 
supply of money (of claims) increases relative to the supply of tangible assets in the economy, prices must eventually rise. Thus 



 10 

the earnings saved by the productive members of the society lose value in terms of goods. When the economy's books are 
finally balanced, one finds that this loss in value represents the goods purchased by the government for welfare or other 
purposes with the money proceeds of the government bonds financed by bank credit expansion. 

In the absence of the gold standard, there is no way to protect savings from confiscation through inflation. There is no safe 
store of value. If there were, the government would have to make its holding illegal, as was done in the case of gold. If everyone 
decided, for example, to convert all his bank deposits to silver or copper or any other good, and thereafter declined to accept 
checks as payment for goods, bank deposits would lose their purchasing power and government-created bank credit would be 
worthless as a claim on goods. The financial policy of the welfare state requires that there be no way for the owners of wealth 
to protect themselves. 

This is the shabby secret of the welfare statists' tirades against gold. Deficit spending is simply a scheme for the confiscation of 
wealth. Gold stands in the way of this insidious process. It stands as a protector of property rights. If one grasps this, one has no 
difficulty in understanding the statists' antagonism toward the gold standard. 

 
 


