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Preface

Money Is a Moral Contract



THE HEARING ROOM of the Senate Banking Committee is a cavernous chamber with wood-paneled walls and massive bronze lighting fixtures. I was seated at a table covered in green cloth facing a semicircle of twenty-five black leather chairs tightly arranged behind an elongated curved wooden desk on an elevated rostrum. It was February 13, 2020, and the members of the committee were convened to consider my nomination to the Board of Governors of the Federal Reserve System.

The hearing was called to order by Chairman Mike Crapo, who delivered opening remarks that included a cordial welcome to the friends and family of the two nominees before the committee that morning, Christopher Waller and myself. 1 It was a nice way to start. Besides my husband and son, another seven members of my family, including my mother, had flown in from Los Angeles the previous day.

But there was an early clue that things could get rough—at least for me. Chairman Crapo announced that he was entering into the record an article from the Wall Street Journal in support of my nomination. It was entitled “The War on Judy Shelton.” 2

It had certainly started to feel like war in the days leading up to the hearing. I felt supremely grateful for that Journal editorial, which I had read aloud to my husband the prior afternoon as we were driving north toward Washington on I-95 from our rural Virginia home. “Ms. Shelton is clearly qualified for the Fed role,” the editorial declared. “The caterwauling over her nomination confirms why her intellectual diversity is needed at the Fed.” The editorial cited with approval my academic research on historical eras during which economies backed their currencies with gold, noting that it revealed contrasts with “the catastrophic misfires of our era of floating rates.” Staunchly contradicting accusations that I had abandoned my belief in monetary discipline for political reasons, the Journal affirmed that my long-argued views were intellectually consistent. “The inconsistency and confusion rest with her critics and the prevailing monetary establishment and are dangerous for the U.S. economy.”

The Journal editorial concluded with the observation that the Fed was straying into uncharted territory in extending its low-rate regime with no well-defined plans for extricating itself from quantitative easing: “If Senators harbor even a sliver of doubt over whether Ms. Shelton’s critics know what they’re doing, that’s all the more reason to confirm her as a distinctive voice in such crucial debates.”

Was I ready to be that distinctive voice at the Fed that would add intellectual diversity to monetary policy discussions? In some ways, I had been preparing for the role for nearly four decades. My work as a doctoral student concentrated on money and banking, international finance and economics. An article I wrote in 1981 won the Trefftzs Award for outstanding scholarly achievement from the Western Finance Association and was subsequently published in the Journal of Financial and Quantitative Analysis. When I was granted a postdoctoral fellowship by the Hoover Institution at Stanford University, I used the opportunity to focus on the internal monetary and financial conditions of the Soviet Union; I wanted to understand how government management of economic resources impacted a nation’s budgetary situation and fiscal viability.

The result was a scholarly treatise entitled “The Impact of Western Capital on the Soviet Economy,” which became a commercially published book in 1989 with a far more captivating title: The Coming Soviet Crash: Gorbachev’s Desperate Pursuit of Credit in Western Financial Markets. What I discovered through my research was that the Soviet government had been running a massive budget deficit for years. It was effectively going bankrupt. Should Western banks bail out the failing Soviet economy or allow the dying Soviet bear to quietly succumb to its own afflictions?

My view was that it made no sense to help sustain the nation most responsible for our own nation’s heavy defense spending burden. Though my background was in economics, I found myself being consulted by national security policymakers and asked to participate in war-gaming exercises. The nexus between academic theory and political reality became very clear—and I developed an appreciation for the importance of linking those two worlds through clear policy directives.

My second book centered on the importance of sound money and solvent public finances in providing the appropriate foundation for economic prosperity, both at home and abroad. Money Meltdown: Restoring Order to the Global Currency System, published in 1994, was praised by conservative statesman Jack Kemp as “a clarion call for a new stable international monetary order.” Indeed, drawing on lessons learned from the gold-anchored Bretton Woods system and its antecedents, my goal was to highlight the need for a level monetary playing field to confront the menace of currency manipulation and uphold the principles of free trade.

It seemed surreal to me that my background and qualifications for serving on the Federal Reserve Board—let alone my motives—were now being questioned. Beyond weighing in on the nation’s most pressing economic and national security policy challenges as an expert witness testifying before Congress on numerous occasions, I also served as chair of the National Endowment for Democracy. During the 2016 presidential transition, I was designated lead adviser on international financial matters for the team assigned to the Treasury Department. In May 2018, after being confirmed by Congress, I began serving in London as U.S. director of the European Bank for Reconstruction and Development under the Trump administration. The opportunity to take on this new role as a governor on the Federal Reserve Board was presented in July 2019 when President Donald Trump announced his intention to nominate me for the position.

Throughout my career, I have been a steady contributor to the editorial pages of the Wall Street Journal, with more than sixty articles published as commentaries. The members of its editorial board know me well. So when they vouch for my intellectual consistency, my expertise on monetary matters, and my willingness to challenge conventional wisdom, it means a lot. The Journal endorsement provided a most welcome counterweight to the New York Times editorial published a day earlier. “This Is No Way to Run a Central Bank” ran the banner headline—accompanied by a hideous photo—denouncing me as a “bad choice for a seat on the Fed’s board.” 3 The Washington Post had featured an article that week by one of its columnists labeling me “an opportunist and a quack.” 4 While it was hard to tolerate having my views misrepresented, especially by pundits who struck me as somewhat ignorant in matters of monetary economics, I recognized that political allegiances might be affecting their judgment. Still, it seemed a bit ominous that clashing newspaper opinion pieces were playing a prominent role in defining my qualifications for becoming a Fed governor.

Then it was time for Senator Sherrod Brown to deliver his own opening statement as ranking member of the committee. He described me as someone who “has spent her entire career advocating for policies that would make our economy more volatile, give families and businesses even more to worry about in an uncertain world.” 5 According to Senator Brown, “a vote for Ms. Shelton is a vote against Fed independence and our nation’s reputation as a financial bulwark for the whole world.” 6

Things went downhill from there. Over the next two hours, I was asked to respond to loaded questions—or worse, compelled to remain silent in the face of long-winded statements distorting my beliefs. Later that day, Reuters published an article calling it a “contentious” Senate confirmation hearing. 7 CNBC described it as “blistering.” 8

Over and over again, the senators questioned me about my prior writings on the gold standard. That was hardly a surprise. Shortly after President Trump announced, on July 2, 2019, his intention to nominate Christopher Waller and myself for the two vacant Fed slots, a Washington Post columnist described me as a “denizen of the Republican gold-bug circuit.” The danger of the doctrine I had consistently promoted for decades, the writer explained, might be difficult for laypeople to decipher “unless you understand the ‘sound money’ or ‘dependable dollar’ code of the crank right-wing fringe.” 9

The morning the column appeared in print, I emailed it to Alan Green-span along with a tongue-in-cheek message about “an almost hysterical antagonism toward the gold standard,” echoing the opening sentence of his 1966 article “Gold and Economic Freedom.” 10 Greenspan promptly emailed back: “If gold is such a worthless metal, then why does the U.S. Government, and all other major governments, hold so much of it in storage?” 11

Logical question, yes, but one that never seemed to occur to commentators who were quick to disparage as “radical” my scholarly writings on international monetary systems based on gold-convertible currencies. They seemed unaware that gold is held by central banks around the world precisely to serve as a monetary bulwark—a point readily affirmed by the former chairman of the Federal Reserve.

Thankfully, there was one brief respite during the hearing when I was invited by Senator Mike Rounds to share my thoughts “without being led into any question.” Responding to this precious opportunity to expound more fully on my beliefs, I answered:

I keep going back to the fact that the power to regulate the value of U.S. money is granted by our Constitution to Congress. It is in Article I, Section 8. And in the very same sentence, Congress is given the power to define official weights and measures for our country—because money was meant to be a measure, to be a standard of value.

Money has to work the same for everyone in the economy. It is important that it serve that purpose as a reliable measure so that people can plan their lives. I do not see how you can have a free-market economy if people cannot rely on the most vital tool that makes markets work. It is through money that we transmit market signals. You need clarity of those signals; otherwise, supply and demand cannot figure out what is the optimal solution.

So I think that, what has importance in discussions at the Federal Reserve, is the responsibility to remember that the money has to work for everyone—and that, in a sense, it is a moral contract between the government and the citizens. 12

Being able to express my deep-seated commitment to sound money brought a level of satisfaction that far outweighed the caustic slights incurred during the hearing. Bringing up the moral aspect of money as a measure should not put someone in the category of right-wing crank. Striving to ensure that money is trustworthy does not constitute a fringe movement. Indeed, having access to dependable money should be deemed a basic human right that deserves broad support. People should be able to use a medium of exchange that performs as a meaningful unit of account and a reliable store of value. Why are governments permitted to expropriate wealth through inflation while denying the use of alternative currencies? People need money that preserves their purchasing power and provides an accurate tool for measuring value across borders and through time.

Before the conclusion of the hearing, Chairman Crapo summed up the proceedings:

We all knew that this was going to be a very aggressive hearing today, particularly with regard to you, Dr. Shelton. I think you have been very solid in explaining and defending your writings and your positions. And, by the way, the reason that I introduced into the record in my opening statement an article from the Wall Street Journal entitled “The War on Judy Shelton” was just to help make the point that this is an orchestrated, calculated effort. I think you have done very well today, and I just wanted to tell you that you have explained, I think very capably, the positions that you take and the rationale for them. 13

The assessment of Chairman Crapo was much appreciated. Nevertheless, I feel compelled to explain my views and the rationale more fully to make clear how they justify continuing the endeavor. The purpose of this book is to examine what has worked, what has failed, and what can be done to appropriately calibrate the money supply to meet the needs of an economy devoted to free-market enterprise and unlimited opportunity. The crux of my position is that money is meant to be an honest measure. It should provide a reliable tool for conducting voluntary transactions among individuals; it should not serve as an economic policy instrument to be manipulated by the government.

I have come to the realization, in retrospect, that the entire nomination process was a positive experience. It proved to be enlightening—even clarifying. It underscored the importance of not being deterred by aggressive tactics and helped me comprehend how much is at stake in the pursuit of sound money.



Introduction

Call to Action



“The ideas of economists and political philosophers, both when they are right and when they are wrong, are more powerful than is commonly understood. Indeed the world is ruled by little else.”

John Maynard Keynes, General Theory of Employment, Interest and Money (1936)

WHEN ALAN GREENSPAN wrote that “gold and economic freedom are inseparable” some twenty years before he became chairman of the Federal Reserve, the arguments he put forward marked him as both an economist and political philosopher. 1 From an economic point of view, the benefits of having a gold standard and a free banking system include stability and balanced growth for the domestic economy. An international gold standard also “serves to foster a world-wide division of labor and the broadest international trade.” The focus turns to political philosophy when Greenspan notes that “government deficit spending under a gold standard is severely limited” and asserts that “in the absence of the gold standard, there is no way to protect savings from confiscation through inflation.” From Greenspan’s point of view, the incompatibility of the gold standard with chronic deficit spending is the reason welfare-state advocates oppose it: “This is the shabby secret of the welfare statists’ tirades against gold. Deficit spending is simply a scheme for the “hidden” 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.” 2

Having such strong views posed no impediment to Greenspan’s confirmation as Fed chairman, nor did it seem to impinge on his fitness to serve as leader of the world’s most powerful central bank from 1987 to 2006. One could make the case that holding strong opinions about government’s proper role within an economy based on democratic capitalism should be a prerequisite for those serving at the Federal Reserve—where policy decisions put the integrity of the nation’s monetary standard at stake. Ideas are powerful, as Keynes observed, both when they are right and when they are wrong.

One thing is clear: the ideas of economists and political philosophers come profoundly into play on the subject of money and exchange rates. Using arguments first vented in the 1930s, modern disciples of John Maynard Keynes and Friedrich Hayek debate passionately over how much influence government should have in determining economic outcomes. Quarrels continue to this day over whether total discretionary authority should be granted to central banks to stimulate economic activity by deliberately reducing interest rates from what would be their market-determined rate—even as menacing inflation undermines the domestic purchasing power of citizens.

Meanwhile, with major central banks around the world exercising different monetary policies to achieve self-interested economic objectives, international trade and investment relations are distorted by currency swings. To the frustration of academics and real-world players alike, we have yet to settle the question whether cross-border monetary arrangements should be based on fixed or flexible exchange rates—decades after Nobel laureates Milton Friedman and Robert Mundell offered dueling opinions in the National Post. 3

The fundamental question at the heart of these issues arouses the passions and convictions of theorists and practitioners across the ideological spectrum: To what extent are political freedom and economic freedom linked? It’s a question that should concern every citizen. Those who believe free-market capitalism delivers the best results for society by ensuring individual liberty while delivering shared economic prosperity are not inclined to relinquish to the government whole swaths of national income and private sector development. Whether they self-identify as conservatives or simply embrace the tenets of classical economic liberalism, they prefer to rely on entrepreneurial initiative rather than government-managed industrial policy to foster innovative solutions to problems. On the other hand, those who are doubtful that the profit motive is sufficient to induce private enterprise to address important issues of economic opportunity and social justice are more likely to put their faith in government to equitably redistribute national income and curtail the seeming excesses of capitalism. Embracing a collectivist view of social organization, they see greed in the aims of private sector companies and harbor suspicions about the predatory inclinations of financial institutions.

Political philosophy especially matters when it comes to money because political leaders have a long history of compromising the purely economic functions of money in favor of achieving other objectives. Money is meant to provide a (1) medium of exchange, (2) unit of account, and (3) store of value. When those purposes are subjugated to other aims of government—whether lofty or self-serving—the validity of money as a reliable standard for evaluating goods and services becomes subject to question. When the money cannot be trusted, the price signals it conveys are increasingly perceived as murky. Free-market economies can hardly deliver the appropriate benefits to discerning consumers and reward the legitimate success of efficient producers if the forces of supply and demand are not properly equilibrated through accurate price signals.

Do we want government to have a strong role in defining the value of money? Granting to government the original power to establish the value of the nation’s currency unit by specifying its metallic content is one thing. It is quite another to allow central banks to continually alter the value of the currency unit as either an incidental or intended consequence of conducting discretionary monetary policy by exerting control over interest rates. The purchasing power of gold or silver will be responsive to supply-and-demand conditions, but when the metallic content of a nation’s currency is stipulated, the money provides a reliable pricing tool that serves as an unchanging standard for measuring value.

Long-brewing tensions over the failure of governments and central banks, using both fiscal and monetary policy, to deliver price stability as the foundation for productive economic growth have reached a level that cannot be ignored by the public. Inflation has impacted citizens in the United States and around the world—causing disappointment and resentment. Yet it is not entirely clear just who is being held responsible. When it comes to inflation, are central banks exclusively at fault? Governments make the budgetary decisions that determine spending levels; when revenues are inadequate to cover expenditures, the resulting budget deficits are financed through the issuance of government debt. The debt represents a claim on future revenues that have yet to be generated. This raises a fundamental question: Is it even possible to have sound money in the absence of sound finances?

The two major approaches the government uses to intervene in the economy—through fiscal policy or monetary policy—tend to be analyzed separately, but both play a major role in fostering inflation. For example, transfer payments from the government that go directly into the pockets of recipients serve to augment consumer spending power, which puts inflationary pressure on the prices of goods and services. For similar reasons, government forgiveness of student loans also has an inflationary impact. From the monetary point of view, conducting expansionary policy “stimulus” through a central bank fuels inflation because it reduces the cost of capital, which induces firms and households to borrow more money, which leads to increased economic activity—likewise putting pressure on the price level.

Merging fiscal theory with monetary policy models, economist John Coch-rane offers a framework for bridging both aspects of government involvement through his 2023 book, The Fiscal Theory of the Price Level. 4 Cochrane concludes that inflation breaks out when people begin to doubt that the government will ever repay its massive debts by running future budget surpluses. 5 Whether or not such a calculation goes into the thinking of investors and consumers, Cochrane is clearly onto something in suggesting that any serious effort to address the unsustainability of current U.S. policies will require both fiscal and monetary reforms. When central banks purchase government debt, they create new money—injecting fresh cash into the economy—by enlarging the amount of money commercial banks maintain in their accounts at their regional Federal Reserve banks. These reserve balances are further claims on existing goods and services; they can be loaned out by the banks or invested in other assets. By monetizing the debt issued by governments with a keystroke, central banks function as enablers of fiscal recklessness.

The fact that central banks are massive purchasers of government debt further muddies the issue of assigning responsibility for inflation. It would seem to cross ethical lines that central banks, which are agencies of government, stand willing to accommodate the funding needs of government required by federal budget outlays in excess of federal budget receipts. Elected representatives of the people who are authorized to approve government spending should presumably be capable of adhering to the constraint of running a balanced budget. While it could be argued that the lender-of-last-resort function for central banks exists for the precise purpose of providing liquidity under emergency conditions, this should not mean that government expenditures in excess of government revenues should be routinely accommodated.

Since the global financial crisis of 2008 and the advent of quantitative easing—with the Federal Reserve purchasing vast quantities of Treasury debt and mortgage-backed securities guaranteed by the government—it has become a normalized tool for the nation’s central bank to bail out deficit spending. That does not make quantitative easing a healthy practice, however. It is inherently political to intermingle the conduct of monetary policy with the financing needs of politicians, whether they serve in Congress or the White House.

Consider that the Federal Reserve remits the earnings derived from the interest payments received on its own portfolio of financial assets made up of those same government obligations—that is, Treasury debt and mortgage-backed securities—back to the Treasury after deducting the Fed’s operating expenses. These remittances are counted as revenues in the federal budget. When the Fed was following a near-zero interest rate policy in the post-2008 period and again during the COVID-19 pandemic (and beyond), this practice meant that the central bank was providing a significant rebate to the government—effectively subsidizing its borrowing costs. This denotes a rather blatant conflict of interest between the Treasury and the Fed, with the government’s fiscal needs conveniently met under the rubric of discretionary monetary policy.

The other side of that arrangement is equally disturbing. Whereas a period of loose monetary policy featuring near-zero rates provides a budgetary bonus to the Treasury through Fed remittances, a period of tightening monetary policy requires the Fed to pay higher rates of interest on cash accounts held at the Fed by commercial banks and money market mutual funds. The right to pay interest on reserve balances was part of an emergency set of measures approved by Congress in October 2008. The Fed has since made this practice its primary method for setting its benchmark interest rate, called the federal funds rate. In tandem with the interest paid on reserve balances held in depository accounts by commercial banks, the Fed also pays interest on reverse repurchase agreements with money market mutual funds and other financial entities. These transactions allow the participant to earn interest by keeping cash at the Fed overnight, accepting Fed portfolio holdings as collateral to be returned. When the expense of paying interest on both these categories of cash deposits exceeds the amount of interest the Fed earns on its own holdings, the difference is recorded as a deferred asset. Instead of providing remittances back to the Treasury, the Fed accumulates operating losses while the federal budget loses its former revenue source. 6

Taxpayers in the United States might be prompted to question why the Federal Reserve as an independent government agency provides interest payments to private parties with funds not specifically appropriated by Congress. In 2023, the Fed paid an unprecedented $281 billion in interest expense to commercial banks and money market mutual funds. 7 Public financial statements issued by the Fed do not provide detailed information that would identify what percentage of the Fed’s total interest payment expenditures are going to the top five largest banking institutions. Nor does the Fed divulge what percentage of its interest expense is being paid to foreign-owned institutions. Financial journalists who cover the Fed seem remarkably incurious when it comes to asking who are the beneficiaries of payments made by the nation’s central bank. Given that these payments were well in excess of the $164 billion the Fed received in revenues from its portfolio holdings in 2023—with the difference paid out of funds that would otherwise be remitted to the U.S. Treasury—taxpayers deserve answers.

One of the factors cited on the Federal Reserve’s website to explain its claim that it is “independent within the government” is that the Fed does not receive funding through the congressional budgetary process. 8 Instead, the website proclaims, the Fed pays its expenses out of the interest income it receives on government securities that it has acquired. That is not the case in reality, given that interest expense now exceeds interest revenue for the Fed—a fact that would seem to violate that aspect of central bank independence. Moreover, it is difficult to imagine a scenario over the next few years wherein the returns on the Fed’s investment portfolio (which is slated for reduction by allowing holdings to run off, i.e., by not reinvesting all the proceeds of maturing securities) will generate sufficient funds to cover interest payments at today’s high rates on the current level of reserve balances held on deposit at the Fed.

The fact that the Federal Reserve has been operating at a loss since September 2022 would seemingly have come into play with regard to the fate of the Consumer Financial Protection Bureau (CFPB), an agency set up in 2011 with the strong support of Senator Elizabeth Warren, to serve as a watchdog against predatory lenders, junk fees, and other perceived abuses inflicted on borrowers by financial lenders. While the agency’s website declares that its mission is ensuring that people are treated fairly by banks, lenders, and other financial institutions, 9 it is seen by many conservative lawmakers as a rogue regulator prone to aggressive enforcement actions. The CFPB is not funded through the congressional appropriations process; instead, its budget is drawn from the profits of the Federal Reserve. The constitutionality of this arrangement was challenged by a trade association on the basis that a funding mechanism outside of the congressional budgetary process raised accountability issues for the regulatory agency. A 7–2 decision by the Supreme Court in May 2024, however, rejected the argument that the CFPB’s insulation from the annual budget process was a violation of the Constitution’s clause regarding the appropriation of federal money. 10 If the ruling had gone the other way, questions about the Federal Reserve’s own status as a government agency might have been raised. Because the Fed likewise funds itself out of its profits, the lack of profits since September 2022 would seem to open an avenue for challenging the accountability of the central bank—especially because the Fed’s accumulated losses come at the expense of remittances to the Treasury.

Beyond these concerning practices involving the Federal Reserve and the Treasury, which constitute a serious problem of government transparency for the United States, there is also the challenge of reconciling the monetary integrity of the dollar at home with its broader role as the dominant global reserve currency. How can we criticize the debasement of the dollar as a consequence of inflation while also bemoaning the impact of a strong dollar relative to other currencies? We need a dependable dollar—one that does not skew profits and operating models for U.S. businesses engaged in exporting or based in foreign countries.

The irony of confronting these monetary problems comes from the realization that they are not new dilemmas. We have much to gain from analyzing how past monetary systems functioned, both domestically and internationally. Even as central bankers around the world proclaim that their most important task is to promote stable prices, generally referring to cost-of-living measures related to the needs of average consumers within their own nations, those same monetary authorities are responsible for the volatile interest rates that wreak havoc on international trade and financial outcomes. One of the great features of the classical gold standard was that it reconciled the stability of the national currency for domestic citizens with monetary stability in the international context. That is why it is worth studying.

Instead of rejecting consideration of prior systems with a demonstrated track record of success, we should be actively striving to incorporate the most desirable features into current monetary arrangements. We must be willing to acknowledge the shortcomings of central banking concerning safeguarding purchasing power. The fundamental challenge is to forge a path to monetary reform that can deliver the stable foundation needed for productive economic growth. Money should function as a meaningful unit of account across borders and a trustworthy store of value through time. International trade should be based on a level monetary playing field. Global competition would be conducted more fairly if there existed a common unit of account for measuring value—a benchmark that could be meaningfully interpreted by all participants. Future money should perform as good as gold. Or better. The challenge is to match or improve on past results.

People who contest existing monetary arrangements face the twofold task of making the case for change while also proposing specific actions to be taken. If it is possible to reach agreement about what we believe—and, importantly, what our beliefs imply—concerning current monetary arrangements, we will see more clearly how to proceed to lay out a viable path toward sound money. The first part of the book thus seeks to build the necessary intellectual consensus that will provide the groundwork for implementing an innovative approach based on lessons learned. In the second part of the book, we move from the world of theory to the world of action.

The three chapters that make up Part One take a closer look at general assumptions about how economies best serve the needs of society—that is, how they function optimally. People can differ in defining what is meant by “optimally” and how to measure optimal functioning. But the goal of Part One is to examine assertions that are widely acknowledged as having been proved beyond question—and yet somehow suspended when applied to status quo methods for conducting monetary policy. If nearly everyone can find agreement on certain definitive statements concerning economic performance and what has proved historically to make it better or worse, then it should be straightforward to apply these broadly held views to examining the conduct of monetary policy and discussing the proper role of central banks.

For example, one of the main lessons from the past century is that central planning doesn’t work. The great philosophical divide between the United States and the Soviet Union was essentially a disagreement over how best to generate and distribute economic resources. Marxist doctrine argued that private ownership of property should not be allowed, that it encouraged greed and exploitation, and that it would eventually be overthrown as people rose up to demand economic equality. Capitalism relies on private ownership of the means of production not only for reasons of efficiency but also as an expression of individual economic freedom. In a capitalist system, buyers and sellers voluntarily conduct transactions in an open marketplace where prices are determined by the forces of demand and supply. Free competition ensures that consumers will seek the best product for the least amount of money; producers will accordingly endeavor to provide the best value.

Chapter 1 will address this essential issue: if we believe that central planning of prices and government allocation of credit don’t work—with the most striking example of this ineffectiveness being the failed Soviet experiment, which led to internal bankruptcy and collapse—then we should question our willingness to permit central banks to control the price of loanable funds and influence credit markets in pursuit of government economic objectives. It seems unwise and anachronistic to empower a government agency to exert such dominance in determining the performance of financial markets and thereby to reward certain segments of society at the expense of others.

Second, it’s time to address the stunning disconnect between real economic growth and the growth of financial assets measured in diminished monetary units. Chapter 2 will present the historical evidence for affirming that stable money fosters productive growth. It is vital to comprehend what has been lost in terms of potential growth and higher living standards as a result of today’s monetary dysfunction at home and abroad. We need to clarify what we mean by “stable” in defining money. We need to explain what we mean by “productive” in measuring growth. Economists can debate these terms, even if members of the general public inherently understand their meaning. The more contentious issue for mainstream economists might be the assertion that stable money encourages the sort of economic activity that leads to genuine prosperity. Much of the logic behind Keynesian models is based on the notion that people respond to money illusion rather than real gains or losses. Such an assumption insults the intelligence of ordinary citizens, who are somehow presumed to act in accordance with money illusion even when they fully understand they are deliberately being duped as part of official government policy.

Another question: Does it matter to what extent economic activity is centered on the financial sector versus manufacturing or service-oriented pursuits? The notional amounts outstanding of over-the-counter financial derivatives as of June 2023 added up to more than $700 trillion, with 97 percent of them representing contracts linked to interest rate differentials or foreign exchange movements. 11 Should the value of those financial instruments be considered a measure of productive economic activity? While they may generate huge rewards for sophisticated traders, the existence of such speculative opportunities indicates that activist central banking behavior creates a niche for arbitrageurs that exploits the inherent monetary dissonance under status quo arrangements and leads to excessive financialization of the economy.

In Chapter 3, we examine yet another widely accepted precept that seems incongruent with the current international monetary regime. This is the notion that we have a global economy. If ours is truly an open global economy—and we believe in the idea of comparative advantage as the logical corollary for maximizing the gains of trade—we must recognize the need for a common unit of account for measuring value on both sides of a cross-border transaction. Those who decry tariffs as an abrogation of free trade should be among the first to support the need to measure the impact of currency swings in distorting the prices of imported goods and services. The magnitude of a shift in the exchange rate between currencies can easily dwarf the effect of a tariff aimed at addressing differing labor or environmental standards. Consider that the dollar in October 2022 was at its highest level since 2000, having appreciated 22 percent against the yen, 13 percent against the euro, and 6 percent against emerging market currencies since the start of that year. 12 Meanwhile, the average world tariff rate was 2.6 percent, last measured by the World Bank for 2017 using an integrated database that included information from the World Trade Organization. 13

While all unfair trade practices are an affront to the notion of real competition in an open marketplace, this book focuses on the blatant abuse of free trade that occurs when a nation deliberately manipulates its currency to achieve a trade advantage. The exchange rate regime matters greatly if we are to preserve the benefits of international trade—which is why the role of central banks in causing exchange rate movements needs to be examined. It makes no sense to talk about the world economy in terms of free-market mechanisms unless prices for competing goods and services are meaningfully conveyed across borders without being altered by currency movements. Robert Mundell, whose work on supply-side economics and international exchange rates led to his being awarded the Nobel Prize in Economics in 1999, has long stated, with regard to reconciling monetary arrangements with the notion of a unified global market, that “the only closed economy is the world economy.” 14

Based on rational analysis and historical experience, we should be able to find agreement on the three assumptions presented in Part One: (1) We know that central planning doesn’t work. (2) Stable money fosters productive growth. (3) We need a meaningful measure of value across borders and through time—one that encapsulates stable purchasing power. These concepts underscore the importance of developing new monetary arrangements that will reconcile the disconnect between real and nominal economic growth. They clarify the need for serious domestic monetary reform as well as reform of international monetary arrangements. By all the criteria put forward in the first three chapters, status quo arrangements are shown to be at odds with our fundamental beliefs about how best to maximize economic opportunity and increase prosperity.

If heads can nod in agreement that central planning does not work, it opens new policy avenues for revamping the process that enables central banks to manage whole economies. Why allow a small committee to set the price of loanable funds? If we can likewise agree that stable money fosters productive growth, we can proceed to question existing monetary policies and practices that encourage financial engineering rather than productive growth, confounding the aspirations of individuals in favor of achieving government-defined goals. Finally, if it is true that the only closed economy is the world economy, it is only logical to consider options for defining a common monetary benchmark to serve as a unit of account. This in no way implies any kind of global central bank or sovereign monetary authority; to the contrary, having access to a reliable measure of value across borders and through time empowers individuals to flourish.

All these points of agreement dovetail into a single imperative for action to radically transform current monetary arrangements. We cannot move from the current monetary disorder to a genuinely new approach for stabilizing exchange rates without uprooting the existing mess. As Jacques de Larosiere, the distinguished former managing director of the International Monetary Fund, noted in 2014, “If one reflects on the monetary setting of those last fifteen or twenty years, one cannot just say that it amounted to a ‘non-system.’ It was actually much worse: It amounted to an ‘anti-system.’” 15

If we are to start building an orderly and ethical international monetary system for syncing currency values across borders to provide consistent and reliable price signals for comparing the value of competitive goods in the global marketplace, we will need to designate a universal monetary unit of account. If we are to achieve success in raising productive economic growth—the kind that improves people’s lives because it raises living standards—we must enact fundamental monetary reform that will deliver exchange rate stability instead of pandemonium.

Once a critical mass of consensus is achieved regarding the necessity of working out new currency arrangements to achieve a sound monetary foundation for truly competitive free trade, it will enable the next step toward taking action—which requires a strategic plan. That plan should be based on key insights gained from prior experience, because the first step toward designing a new system is to evaluate what has worked in the past.

We can derive extremely useful insights and lessons by studying international monetary systems from the past—specifically, the classical gold standard and the Bretton Woods system—with an eye toward addressing the shortcomings of our existing anti-system. The first chapter in Part Two of the book does precisely that. Chapter 4 analyzes both these prior approaches for determining exchange rates among different currencies, seeking to identify their strengths and weaknesses. It is important to identify what has worked in the past. We also need to assess what caused these systems to break down or be abandoned. The objective is to maximize the gains from studying these two earlier monetary regimes while evaluating the effectiveness of a gold anchor. Taking time to learn from historical experience will enrich efforts to find a new approach for bringing order to international monetary relations.

Chapter 5 follows directly from this analysis, formulating a blueprint for taking action. It presents a strongly detailed proposal for transitioning to a new international monetary system based on lessons from the past. The outstanding feature of both prior approaches is the link between money and gold—which served to ensure the monetary integrity of the U.S. dollar from the time of our nation’s founding. Under the gold standard, there was scarcely a difference between money and gold: gold was money itself. More recently, the former Federal Reserve chairman designated the “greatest central banker who ever lived,” 16 stated that gold is not only money but the world’s leading currency. According to Alan Greenspan, “gold is a currency. It is still by all evidence the premier currency where no fiat currency, including the dollar, can match it.” 17 Even when monetary systems based on gold are no longer functioning at an official level, the residual appeal of gold coins has still made them viable as a currency. Gold sovereigns, a legacy of the British empire when paper money was backed by gold, were included in the survival kit of agents carrying out special operations during World War II. More recently, during the 1991 Gulf War, gold sovereigns purchased from the Bank of England by Britain’s Ministry of Defense were provided to Royal Air Force crew members and special forces members of the British Army for “escape and evasion” purposes in the event they were captured behind enemy lines. 18

Modern gold coins are generally not used in everyday transactions because their metallic value is considerably higher than the nominal value imprinted on the surface; for example, a one-ounce gold American Eagle listed for sale by the U.S. Mint (May 19, 2024) is shown as available for a price of $3,200, even though it is designated on the reverse side as being worth $50. No one would use such an expensive coin to pay for a $50 purchase despite the indicated face value. Still, all American Eagle Bullion gold coins are legal tender. But aside from this largely symbolic relationship between the face value of U.S. official coinage and its metallic content, there is no official connection today between the dollar and gold.

It is long past the end of the system that reigned during the Bretton Woods era, when foreign central banks could redeem dollars for a specific amount of gold from the U.S. government—even as individuals could not. There are reasons not to resurrect the Bretton Woods system as it was originally structured, with its singular reliance on the United States to maintain stable exchange rates among participating nations. Nevertheless, it could prove useful to utilize gold as part of a new international monetary order. A dollar convertible into gold at a fixed price presents an alluring and powerful concept that could provide the catalyst for transitioning to stable exchange rates. A universal benchmark establishing a measure for value that provides accurate price signaling across borders for tradable goods and services, as well as financial investment opportunities, would greatly improve the efficiency of international trade and capital flows.

In Chapter 6, the narrative goes from presenting an explicit policy initiative that would lay the cornerstone for building an orderly international monetary system to identifying the indispensable element for launching a new approach with profound implications for productive economic growth: political leadership. Making the transition from today’s world of central bank activism will most certainly require it. A confident and visionary leader will recognize that establishing a stable monetary foundation for achieving optimal economic performance—and granting access to participating trade partners willing to abide by its tenets—would serve as a testimonial to free markets and free people.

Economic liberty is a fundamental aspect of democratic capitalism. Sound money as a moral precept should guide the quest for meaningful reform to ensure that America’s founding principles can serve as a model for the world. The essential purpose of this book is to lay out a path for restoring the integrity of America’s money unit. We need a measuring tool that can be trusted. The real economy deserves real money to reach its full potential for maximizing prosperity. To unleash the power of sound money, we should be prepared to launch a bold initiative that will make the U.S. dollar the most trustworthy currency in the world.



PART ONE

Building Consensus





1

Central Planning Doesn’t Work



“Problems snowballed faster than they were resolved. On the whole, society was becoming increasingly unmanageable. We only thought that we were in the saddle, while the actual situation that was arising was one that Lenin warned against: the automobile was not going where the one at the steering wheel thought it was going.”

Mikhail Gorbachev, Perestroika: New Thinking for Our Country and the World (1987)

IN THE WANING days of the Soviet Union, as the economy lurched spasmodically between reforms intended under General Secretary Mikhail Gorbachev’s “perestroika” restructuring program and obdurate adherence to moribund economic practices, it became increasingly apparent that the model was collapsing. The Soviet political and economic system was based on top-down management: the government made decisions in the presumed best interests of citizens through centralized planning and centralized control. This approach to generating and redistributing resources was rooted in Lenin’s revolutionary ideas for nationalizing sources of wealth—including land, industry, and business—to foil the exploitative behavior of rich individuals. Social justice and equality could be obtained only by granting power to the state to expropriate personal holdings, which could then be redirected toward serving the interests of the proletariat and peasant classes. Lenin hoped that the civil war he started in Russia amid the confusion of World War I would turn into a world revolution to defeat imperialist capitalism.

By the late 1980s, however, the dream of a workers’ paradise had failed to match the ideological construct put forward in the 1920s. Soviet citizens were grappling with consumer goods shortages and meaningless wage increases in the face of growing corruption. Stagnation was wreaking havoc with the government’s internal budget as productive output languished; at the same time, increasing levels of rubles were distributed to appease disgruntled citizens. Prices were kept fixed by the government, which meant that an increase in the volume of money and credit relative to available goods translated into longer lines, rather than higher prices. Endless queuing for even the most basic items—shoes, clothing, and household goods—compelled people to resort to illegal black-market transactions. Widespread cynicism about the ability of central planners to effectively direct monetary resources toward increasing productive output spawned a growing distrust of party officials. 1

The fundamental problem with central planning: nobody is that smart. No matter how well-intentioned, no single individual or small committee of government officials can anticipate the countless interactions that take place among economic variables under dynamic circumstances—let alone apportion them efficiently. Friedrich Hayek, who received the Nobel Prize in Economics in 1974, was particularly adept at explaining how efforts by government officials to engineer society by allocating economic resources are doomed to fail. As Edwin Feulner, who founded the Heritage Foundation, writes:

Hayek employed economics to investigate the mind of man, using the knowledge he had gained to unveil the totalitarian nature of socialism and to explain how it inevitably leads to “serfdom.” His greatest contribution lay in the discovery of a simple yet profound truth: man does not and cannot know everything, and when he acts as if he does, disaster follows. He recognized that socialism, the collectivist state, and planned economies represent the ultimate form of hubris, for those who plan them attempt—with insufficient knowledge—to redesign the nature of man. In so doing, would-be planners arrogantly ignore traditions that embody the wisdom of generations; impetuously disregard customs whose purpose they do not understand; and blithely confuse the law written on the hearts of men—which they cannot change—with administrative rules that they can alter at whim. For Hayek, such presumption was not only a “fatal conceit,” but also “the road to serfdom.” 2

When government officials presume that they can make better decisions on behalf of citizens than those individuals can make for themselves—following their own hearts and minds—the result is to thwart individuals from seeking to achieve their personal dreams. Instead, they are transformed into wards of the state. The double whammy of central planning, then, is that it proves both inefficient and inimical to individual liberty. It’s hard to imagine two outcomes more at odds with American values.

That is why it seems scarcely possible that so much power to control the economy would be granted to a U.S. government agency—even an “independent government agency,” as the Federal Reserve defines itself. Although it was originally established in 1913 with the relatively modest task of providing an “elastic” currency to meet seasonal liquidity demands, the Fed has transmogrified into a much more powerful entity. Tasked with steering the U.S. economy toward stable prices and maximum employment through its interest rate decisions, and authorized to supervise and regulate the nation’s banks, our central bank today is the dominant force behind movements in financial markets. Investors are attuned to every nuanced statement coming from Fed officials; analyzing their veiled intentions is a strategic aspect of portfolio management. When Federal Reserve Chairman Jerome Powell indicated at a March 2024 press conference that members of the Fed’s policymaking committee were still projecting three rate cuts later in 2024 despite stubborn inflation, stocks jumped: the S&P 500 went up 0.7 percent and the Dow Jones Industrial Average went up roughly 1 percent following his remarks that afternoon. 3 Not unrelated to the Fed’s increasingly powerful role is the fact that our nation’s central bank is the largest single holder of publicly held U.S. government debt.

It is important to note that the Fed’s assumption of such powers has taken place with the implicit consent of Congress—that is, in the name of protecting the independence of monetary policy from political influence, Congress has mostly granted free rein to Fed officials to conduct monetary policy using whatever “tools” they deem appropriate. In the process of exercising these discretionary powers, the central bank allocates credit across an array of borrowers by impacting interest rates for maturities that affect particular sectors. For example, when the Fed purchases mortgage-backed securities, it directly increases the price of those securities
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Distorted Outcomes: Bad Is Good






























Monetary Policy That Plays Favorites
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